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

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

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

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

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 Unpublished rulings will not be 

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

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

The C.B. also includes the following items: 

• Numerical Finding List. 

• Finding List of Current Actions on Previously Published 
Items. 

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

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

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

• Index. 

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

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

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

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

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

Modified is used where the substance 
of a previously published position is being 
changed. Thus, if a prior ruling held that a 
principle applied 10 A bul not to B, and the 
new ruling holds that it applies to both A 

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

A-Individual. 
Acq.-Acquiescence. 
B-Individual. 

BE-Beneficlary. 
BK-Bank. 
B.T.A.-Board of Tax Appeals 
C-Individual. 
CB.-Cumulatlve Bulletin. 
CFR-Code of Federal Regulations. 
Ci-City. 
COOP-Cooperative. 
Ct. D.-Court Decision. 

CY-County. 
D-Decedent. 
DC-Dummy Corporatiun. 

DE-Donee. 
Del. Order-Delegation Order. 
DiSC-Domestic International Sales Corporation. 

DR-Donor. 
E-Estate. 

EE-Employee. 

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

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

Revoked describes SItuations where the 
position in the previou~ly published ruling 
is not correct and the correct position is 
heing stated in a new ruling. 

Superseded describes a situation where 
the new ruling does nothing more than re
state the substance and situation of a previ
ously published ruling (or rulings). Thus, 
the term is used 10 republish under the 
1986 Code and regulations the same po
sition published under the 1939 Code and 
regulations. The term is also used when 
it is desired to republish in a single rul
ing a series of situations, names, etc., that 
were previously published over a period of 
time in separate rulings. If the new rul
ing does more than restate the substance 

£. a.-Executive Order. 
ER-Employer. 
ERISA-Employee Retirement Income Security Act. 

EX-Executor. 
F-Fiduciary. 
FC-Foreign Country. 
FICA-Federal Insurance Contributions Act 
FISC-Foreign International Sales Company 

FPH-Foreign Personal Holding Company. 
FR.-Federal Register. 

FUTA-Federal Unemployment Tax Act. 
FX-Foreign corporation. 
C. C. M.-Chief Counsel' s Memurandum. 
GE-Grantee. 
GP-General Partner. 
CR-Grantor. 
IC -Insurance Company. 
I.R.B.-lnternal Revenue Bulietin. 
LE-Lessee. 
LP-Ltmited Partner. 
LR-Lessor. 

M-Minor. 
Nonacq.-Nonacquiescence. 

O-Organization. 

P-Parent Corporation. 

PHC-Pcrsonal Holding Company. 

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

Supplemented is used in situations in 
which a list, such as a list of the names of 
countries. is published in a ruling and thai 
list is ex.panded by adding further names in 

subsequent rulings. After the original rul
ing has been supplemented several times, a 
new ruling may be published that includes 
the list in the original ruling and the ad
ditions, and supersede:- all prior rulings in 
the series. 

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

PO-Pos,es,ion of the U.S. 
PR-Panncr. 
FRS-Partnership. 
PTE-Prohthned Transaction Exemption. 
Puh. L.-Puhlic Law 
REIT-Real Estate Investment Trust. 
Rei: Pmc.-Revenue Procedure. 
Rei'. Rul.-Rcvenue Ruling. 
S-Suhsidiary. 
S.PR.-Statemenl of Procedural Rules. 
SW1.-Statutes al Large. 
T -Target Curporation. 
TC-Tax Court. 
TD. -Treasury Decision. 
TFl:;-Transferee. 
TFR-Transferor. 

TI.R.-Techutcallnformation Release. 
TP-Taxpayer 
TR-Trust. 
IT-Trustee. 
u.S.C-United States Code. 
X-Corpormion. 
Y -Corporation. 
Z -Corporation. 
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Re\. Proc. 2006-46, 859 
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Section 446.-General Rule for Methods of Accounting 
Rev. Proc. 2006-37,499 
Rev. Proc. 2006-43, 849 
Rev. Proc. 2006-56, J 169 

Section 448.-Limitation on Use of Cash Method of Accounting 
T.D. 9285, 656 

Section 461.-General Rule for Taxable Year of Deduction 
Rev. Proc. 2006-37,499 

Section 467.-Certain Payments for the Use of Property or Services 
Rev. Rul. 2006-35. 50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44,361 
Rev. Rul. 2006-50,672 
Rev. Rul. 2006-55,837 
Rev. Rul. 2006-6\. 1028 

Section 468.-Special Rules for Mining and Solid Waste Reclamation and Closing Costs 
Rev. Rul. 2006-35, 50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44, 36 J 
Rev. Rul. 2006-50,672 
Rev. Rul. 2006-55, 837 
Rev. Rul. 2006-61, 1028 

Section 472.-Last-in, First-out Inventories 
Rev. Rul. 2006-40, 136 
Rev. Rul. 2006-41, 331 
Rev. Rul. 2006-48, 516 
Rev. Rul. 2006-53, 796 
Rev. Rul. 2006-59, 992 
Rev. Rul. 2006-62, 1142 

Section 481.-Adjustments Required by Changes in Method of Accounting 
Rev. Proc. 2006-56, 1169 

Section 482.-Allocation of Income and Deductions Among Taxpayers 
Rev. Rul. 2006-35, 50 T.D. 9278, 256 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44, 361 
Rev. Rul. 2006-50, 672 
Rev. Rul. 2006-55, 837 
Rev. Rul. 2006-61, 1028 

Section 483.-lnterest on Certain Deferred Payments 
Rev. Rul. 2006-35,50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44, 361 
Rev. Rul. 2006-50, 672 
Rev. Rul. 2006-55, 837 
Rev. Rul. 2006-61, 1028 

Section 5I2.-Unrelated Business Taxable Income 
Rev. Proc. 2006-53, 996 

Section S13.-Unrelated Trade or Business 
Rev. Proc. 2006-53, 996 
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Section 642.-Special Rules for Credits and Deductions 
Rev, Rul. 2006-35, 50 

Rev, Rul. 2006-39, 137 
Rev. Rul. 2006-44, 361 
Rev, Rul. 2006-50, 672 
Rev. Rul. 2006-55,837 
Rev. Rul. 2006-61, 1028 

Section 664.-Charitable Remainder Trusts 
Rev. Rul. 2006-58, 876 

Section 671.-Trust Income, Deductions, and Credits Attributable to Grantors 
and Others as Substantial Owners 

TD. 9279, 355 

Section 685.-Treatment of Funeral Trusts 
Rev. Proc. 2006-53,996 

Section 704.-Partner's Distributive Share 
T.D. 9292,914 

Section 706.-Taxable Years of Partner and Partnership 
Rev. Proc. 2006-46, 859 

Section 752.-Treatment of Certain Liabilities 
TD. 9289, 827 

Section 807.-Rules for Certain Reserves 
Rev. Rul. 2006-35,50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44,361 
Rev. Ru1. 2006-50, 672 
Rev. Ru1. 2006-55, 837 
Rev. Rul. 2006-61, 1028 

Section 80g.-Reduction in Certain Deductions of Mutual Life Insurance Companies 
Rev. Rul. 2006-45,423 

Section 846.-Discounted Unpaid losses Defined 
Rev. Rul. 2006-35, 50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44,361 
Rev. Rul. 2006-50,672 
Rev. Rul. 2006-55, 837 
Rev. Rul. 2006-61,1028 

Section 860E.-Treatment of Income in Excess of Daily Accruals on Residual Interests 
Rev. Rul. 2006-58, 876 

Section 860G.-Other Definitions and Special Rules 
TD. 9272, 332 

Section 87l.-Tax on Nonresident Alien Individuals 
Notice 2006-99, 907 

Section 877.-Expatriation to Avoid Tax 
Rev. Proc. 2006-53, 996 

Section 882.-Tax on Income of Foreign Corporations Connected With United States Business 
T.D. 9281. 517 
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Section 898.-Taxable Year of Certain Foreign Corporations 
Rev. Proc. 2006-45,851 

Section 911.-Citizens or Residents of the United States Living Abroad 
Rev. Proc. 2006-53, 996 

Section 937.-Residence and Source Rules Involving Possessions 
T.D. 9297, 1089 

Section 995.-Taxation of DISC Income to Shareholders 
Rcv. Rul. 2006-54, 834 

Section l016.-Adjustments to Basis 
Rev. Proc. 2006-49, 936 

Section 1274.-Determination of Issue Price in the Case of Certain Debt Instruments Issued for Property 
Rev. Rul. 2006-35, 50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44, 361 
Rev. Rul. 2006-50, 672 
Rev. Rul. 2006-55, 837 
Rev. Rul. 2006-61, 1028 

Section 1288.-Treatment of Original Issue Discount on Tax-Exempt Obligations 
Rev. Rul. 2006-35,50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44, 361 
Rev. Rul. 2006-50, 672 
Rev. Rul. 2006-55,837 
Rev. Rul. 2006-61,1028 

Section 1378.-Taxable Year of S Corporation 
Rev. Proc. 2006-46, 859 

Section 1400L.-Tax Benefits for New York Liberty Zone 
Rev. Proc. 2006-43, 849 

Section 1441.-Withholding of Tax on Nonresident Aliens 
Notice 2006-99, 907 

Section 1502.-Regulations 
Rev. Proc. 2006-45,851 

Section 2032A.-Valuation of Certain Farm, etc., Real Property 
Rev. Proc. 2006-53,996 

Section 2503.-Taxable Gifts 
Rev. Proc. 2006-53, 996 

Section 2523.-Gift to Spouse 
Rev. Proc. 2006-53, 996 

Section 3121.-Definitions 
T.D. 9266, 52 

Section 3402.-lncome Tax Collected at Source 
T.D. 9276, 423 

Section 4161.-lmposition of Tax 
Rev. Proc. 2006-53, 996 
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Section 4261.-lmposition of Tax 
Rev. Proc. 2006-53.996 Rev. Rll1. 2006-52.761 

Section 4975.-Tax on Prohibited Transactions 
Rev. Rlii. 2006-38, H() 

Section 4980G.-Failure of Employer to Make Comparable Health Savings Account Contributions 
TO. 1.)277,220 

Section 601 I.-General Requirement of Return, Statement, or List 
TO. 1.)21.)5. 103() 

Section 6033.-Returns by Exempt Organizations 
Re\". Proc. 2006-:13, 990 

Section 6038.-lnformation Reporting With Respect to Certain Foreign Corporations and Partnerships 
TO. 9268, 94 

Section 6039F.-Notice of Large Gifts Received From Foreign Persons 
Rev. Proc. 2006-53.996 

Section 6041.-lnformation at Source 
TO. 9270, 237 

Section 6045.-Returns of Brokers 
TO. 9270, 237 

Section 6103.-Confidentiality and Disclosure of Returns and Return Information 
TO. 9267, 313 
TO. 9274, 244 

Section 6320.-Notice and Opportunity for Hearing Upon Filing of Notice of Lien 
TO. 9290, 8,79 

Section 6323.-Validity and Priority Against Certain Persons 
Rev. Proc. 2006-53. 996 

Section 6330.-Notice and Opportunity for Hearing Before Levy 
TO. 9291,887 

Section 6332.-Surrender of Property Subject to Levy 
Rev. Rlil. 2006-42. 337 

Section 6334.-Property Exempt From Levy 
Rev. Proc. 2006-53, 996 

Section 6502.-Collection After Assessment 
TO. 9284. 5H2 

Section 6601.-lnterest on Underpayment, Nonpayment, or Extensions of Time for Payment, of Tax 
Rev. Proc. 2006-53, 996 

Section 6621.-Determination of Rate of Interest 
Rev. Rlil. 2006-49. 584 
Rev. Rlil. 2006-63.11-13 

Section 6662.-lmposition of Accuracy-Related Penalty on Underpayments 
Re\. Proc. 2006-48, 934 

Section 6694.-Understatement of Taxpayer's Liability by Income Tax Return Preparer 
Re\. Proc. 2006-48, 934 

xiv 2006-2 C.B. 



Section 7430.- Awarding of Costs and Certain Fees 
Rev. Proc. 2006-53, 996 

Section 7520.-Valuation Tables 
Rev. Rul. 2006-35, 50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44, 361 
Rev. Rul. 2006-50, 672 
Rev. Rul. 2006-55, 837 
Rev. Rul. 2006-61, 1028 

Section 7702.-Life Insurance Contract Defined 
T.D. 9287,896 

Section 7702B.-Treatment of Qualified Long-Term Care Insurance 
Rev. Proc. 2006-53, 996 

Section 7805.-Rules and Regulations 
Rev. Rul. 2006-43,329 

Section 7872.-Treatment of Loans With Below-Market Interest Rates 
Rev. Rul. 2006-35, 50 
Rev. Rul. 2006-39, 137 
Rev. Rul. 2006-44,361 
Rev. Rul. 2006-50, 672 
Rev. Rul. 2006-55,837 
Rev. Rul. 2006-61,1028 

Section 7874.-Rules Relating to Expatriated Entities and Their Foreign Parents 
T.O. 9265,1 
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Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 

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

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

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

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

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

Namc Address 

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

Designation 

Crane. Stephen Palm Springs, CA Enrolled Agent 

Cohen, Ronald 1. Newburgh, NY Attorney 

Layson, David A. Corydon, IN Attorney 

Brough, Donald L. Salem, IN CPA 

Gulian, Yervant Great Neck, NY CPA 

Rivera-Smith. Dawn Brick, NJ CPA 

Eckstein. !l.1anhew Woodbury, NY CPA 
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rolled actuary in accordance with the con
sent offered. 

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

Date of Suspension 

May 4, 2006 
to 
August 3, 2007 

Indefinite 
from 
June 21, 2006 

April 7, 2006 
to 
October 6, 2007 

July 1,2006 
to 
June 30, 2010 

April 17,2006 
to 
December 16, 2007 

May 30, 2006 
to 
November 29,2008 

June 15,2006 
to 
March 14, 2007 



Name Address Designation Date of Suspension 

Hecht, Jodee L. Clifton, VA CPA Indefinite 
from 
June 19, 2006 

Finch, Phillip W. Yorktown, VA CPA Indefinite 
from 
June 22, 2006 

Troese Jr., Henry A. Clarion, PA Enrolled Agent Indefinite 
from 
June 22, 2006 

Robbins, Ronald E. Pittsford, VT CPA June 24, 2006 
to 
June 23, 2008 

Shapiro, Sidney C. West Palm Beach, FL CPA Indefinite 
from 
July 1,2006 

Martini, Anthony Stamford, CT CPA June 18, 2006 
to 
December, 17, 2007 

Cunningham, William Philadelphia, PA CPA July 1,2006 
to 
March 31,2007 

Simontacchi. Joseph F. Morris Plains, NJ CPA Indefinite 
from 
July I, 2006 

Carroccio, Ronald P. Staten Island, NY CPA Indefinite 
from 
July 1,2006 

Miller, Walter P. Roanoke, VA CPA Indefinite 
from 
July 1,2006 

Aneji, Patrick Houston. TX CPA Indefinite 
from 
June 22, 2006 

Rosenbloom, Mark L. Chicago,IL Attorney August 15,2006 
to 
August 14,2007 

Yiener, Ira S. Fort Lee, NJ CPA Indefinite 
from 
August I, 2006 

Ganz, Sheldon M. Great Neck, NJ CPA Indefinite 
from 
August 1, 2006 

Tomasulo, Maria Wantagh, NY CPA Indefinite 
from 
August 7,2006 

2006-2 C.B. xvii 



Name Address Designation Date of Suspension 

Galpcrn, Joel G. North Miami. FL CPA Indefinite 
from 
September I. 2006 

Tomasulo. Maria V. Wantagh, NY CPA Indefinite 
from 
August 7, 2006 

Maloy. Jr., Robert J. Galion.OH CPA Indefinite 
from 
August 15,2006 

Pate. Janet M. Broadview, NM CPA Indefinite 
from 
August 15.2006 

Scott. Howard Miami, FL Attorney Indefinite 
from 
August 15, 2006 

Adamic. Jonathan E. San Lorenzo, CA CPA Indefinite 
from 
August 18, 2006 

Becker. Ira S. Wilmette, IL CPA August 22, 2006 
to 
August 21, 2008 

Snigur. Virginia Iaquinta Warwick, NY Attorney Indefinite 
from 
August 31, 2006 

Galpern. Joel G. North Miami, FL CPA Indefinite 
from 
September I, 2006 

DiSiena. Frank E. Katonah, NY CPA Indefinite 
from 
September 4, 2006 

Carusona. Thomas M. Huntington. NY Attorney Indefinite 
from 
September 15,2006 

Shaikh. Firoz A. Melville, NY CPA Indefinite 
from 
September 15.2006 

Wickline. Ella L. Ronceverte. WV Enrolled Agent Indefinite 
from 
September 15, 2006 

Smith. Daniel B. Garden City. NY CPA Indefinite 
from 
September 18, 2006 

Carlin. Charles R. South Bend. IN CPA Indefinite 
from 
October 1, 2006 

Oe\ine. Daniel M. Boca Raton. FL CPA Indefinite 
from 
October 1, 2006 
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Name Address Designation Date of Suspension 

Dupont, Hewitt, J. Daytona Beach, FL CPA Indefinite 
from 
October 1, 2006 

Farrell, Raymond J. Matawan, NJ Attorney Indefinite 
from 
October 1, 2006 

Kelligrew, John R. White Plains, NY Attorney Indefinite 
from 
October 1, 2006 

Klein. Robert B. Bardonia, NY Enrolled Agent Indefinite 
from 
October 1, 2006 

Long, Gregory S. Hutchinson, KS Attorney Indefinite 
from 
October 1, 2006 

Moore. Ronald L. Cayce, SC CPA Indefinite 
from 
October 1, 2006 

Schaffer, Robert J. Calverton, NY CPA Indefinite 
from 
October 1. 2006 

Berlin, Stanley Erie, PA Attorney Indefinite 
from 
October 15, 2006 

Briscoe, Jack Drexel Hill, PA Attorney Indefinite 
from 
October 15, 2006 

Buzzeo, Michael V. New Canaan, CT CPA Indefinite 
from 
October 15, 2006 

Sacco, John M. Pound Ridge, NY CPA Indefinite 
from 
October 15, 2006 

Sheiman, Alan P. Shennan Oaks, CA Enrolled Agent Indefinite 
from 
October 15,2006 

Taurin, Mark Miami, FL CPA Indefinite 
from 
October 15,2006 

Burns, William J. Randolph, MA Attorney Indefinite 
from 
October 16, 2006 

Webb, Nonnan R. Daphne, AL CPA Indefinite 
from 
October 16, 2006 

Brown. Guia EP Hobe Sound, FL Enrolled Agent October 20,2006 
to 
April 19,2008 
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Name Address Designation Date of Suspension 

Gram. John A. Gainesville, GA Attorney Indefinite 
from 
November I. 2006 

Herzog, Samuel A. Jericho. NY CPA Indefinite 

from 
November I, 2006 

Kellicker, John F. Cleveland, OH CPA Indefinite 

from 
November I, 2006 

Krieger, Robert M. Hampton, NH CPA Indefinite 
from 
November 1,2006 

Minsky, Neil J. Randolph, NJ CPA Indefinite 
from 
November 1,2006 

O'Brien, Timothy Newton Center, MA Attorney Indefinite 
from 
November 1,2006 

Sukenik, Martin Kew Gardens, NY Attorney Indefinite 
from 
November 1,2006 

Savoy, Cassandra East Orange, NJ Attorney Indefinite 
from 
November 7, 2006 

Bonner, Charles B. Athens, GA CPA Indefinite 
from 
November 15, 2006 

Levine, Barton P. New York, NY Attorney Indefinite 
from 
November 15, 2006 

Taves, Joseph G. Provincetown, MA CPA Indefinite 
from 
November 15,2006 

Young, Ronald Fairfield, CT CPA Indefinite 
from 
November 16, 2006 

Brush. Charles. H. Southbury, CT CPA Indefinite 
from 
December 1, 2006 

Jacob, Robert T. Tucson. AZ CPA Indefinite 
from 
December 15,2006 
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Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

the expedited proceeding is instituted (1) 

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

Name Address Designation 

Dolan Jr., John L. Memphis, TN Attorney 

St. Mary, Randall L. Snohomish, WA Attorney 

Theriault, Michael J. Bel Air, MD Attorney 

Smith, Bernard P. Marblehead, MA Attorney 

Bradley. Phillip M. West Point, VA Attorney 

Haefele. Richard 1. Wayzata, MN Attorney 

Decker, William E. MandeviIle, LA Attorney 

Arbour, John J. Monroe, LA Attorney 

Keller, John S. Martin Kenner, LA Attorney 

Fallon, Charles D. Neptune, NJ Attorney 

Agresti, Thomas J. Centennial. CO Attorney 

Kirsch, Craig F. Pittsburgh, PA CPA 

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

Date of Suspension 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3,2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

2006-2 C.B. xxi 



Name Address Designation Date of Suspension 

Hall, Lennv G. McDowell. KY CPA Indefinite 
" 

from 
April I L 2006 

Hultgren, Jerry R. Fresno, CA Attorney Indefinite 
from 
April II, 2006 

Loutos, Peter A. Chicago,IL Attorney Indefinite 
from 
April II, 2006 

Smith III, Frank L. Bushnell, FL Attorney Indefinite 
from 
April II, 2006 

Morley, Michael J. Springfield, PA CPA Indefinite 
from 
April II, 2006 

Waters, Richard W. Smithfield, UT CPA Indefinite 
from 
April II, 2006 

Hartgraves, Travis M. Abilene, TX Attorney Indefinite 
from 
April 14, 2006 

Dunn, George T. Lockhart, TX Attorney Indefinite 
from 
April 14, 2006 

Adkins, Thomas R. Houston, TX Attorney Indefinite 
from 
April 14,2006 

Hairston, John W. Sugar Land, TX Attorney Indefinite 
from 
April 26, 2006 

Marcone, Frank J. Upper Providence, PA Attorney Indefinite 
from 
May I, 2006 

Fraley, Donald 1. Minneapolis, MN Attorney Indefinite 
from 
May 3, 2006 

Tooke, S. Judd Shreveport, LA Attorney Indefinite 
from 
May 3, 2006 

Reilly, Michael G. Council Bluffs, IA Attorney Indefinite 
from 
May 3, 2006 

FaneuiL Robert A Newton, MA Attorney Indefinite 
from 
May 3, 2006 
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Name Address Designation Date of Suspension 

Maignan, Peter R. Upper Marlboro, MD Attorney Indefinite 
from 
May 3, 2006 

Son, David Phoenix, AZ Attorney Indefinite 
from 
May 5,2006 

Susman, Warren I. New York, NY Attorney Indefinite 
from 
May 8, 2006 

Wurst, Jerome Arlington, TX Attorney Indefinite 
from 
May 8, 2006 

O'Shea,Joseph G. Jackson Heights, NY Attorney Indefinite 
from 
May 8,2006 

Biegelson, Alan Brooklyn, NY Attorney Indefinite 
from 
May 8, 2006 

Leonard, Robert K. Winston-Salem, NC Attorney Indefinite 
from 
May 8,2006 

Cassidy, Michael M. Madison, WI Attorney Indefinite 
from 
May 8, 2006 

Dobkin, Daniel B. New Hyde Park, NY Attorney Indefinite 
from 
May 8, 2006 

Nealy, Joseph L. Sugarland, IX Attorney Indefinite 
from 
May 16,2006 

Conmey, Edwin W. Oconomowoc, WI Attorney Indefinite 
from 
May 16,2006 

Knott Jr., Robert T. Los Angeles, CA Attorney Indefinite 
from 
May 16,2006 

Diamond, Howard S. Mendham, NJ Attorney Indefinite 
from 
May 16,2006 

Fitzgerald, Bill L. Lubbock, TX Attorney Indefinite 
from 
May 16,2006 

Brubaker, Gregory A. San Francisco, CA Attorney Indefinite 
from 
May 18,2006 

Dodenbier, Robert F. Lehi, UI Attorney Indefinite 
from 
May 18,2006 

2006-2 C.B. xxiii 



Name Address Designation Date of Suspension 

Young, Paul J. Taft, CA Attorney Indefinite 
from 
June 8, 2006 

Dahodwala. Fatema Andover, MA Attorney Indefinite 
from 
June 8, 2006 

Mendola, Joseph E. Monessen, PA CPA Indefinite 
from 
June 8, 2006 

Rooney. Edward F. Minneapolis, MN Attorney Indefinite 
from 
June 8,2006 

Long. Rebecca L. Wichita, KS Attorney Indefinite 
from 
June 8,2006 

West, Clifton C. Fayetteville, NC Attorney Indefinite 
from 
June 8, 2006 

Silva, Zoilo I. City Island, NY Attorney Indefinite 
from 
June 8, 2006 

Tyler Jr., Earle S. Bangor, ME Attorney Indefinite 
from 
June 12,2006 

Horneber, Alice S. Sioux City, IA Attorney Indefinite 
from 
June 12,2006 

Donnelly, Christine M. Blue Springs, MO Attorney Indefinite 
from 
June) 2, 2006 

Driscoll Jr .. Peter Columbia, MD Attorney Indefinite 
from 
June 12, 2006 

Souza, John C. Pocatello, ID Attorney Indefinite 
from 
June 12, 2006 

Crockett. Kevin J. Midvale, UT Attorney Indefinite 
from 
June 12,2006 

White. Debra M. Wyatt Navasota, TX CPA Indefinite 
from 
June 12,2006 

Wilkins, Daniel J. Chelmsford, MA Attorney Indefinite 
from 
June 12,2006 

Merica. Chad L. Murray, UT CPA Indefinite 
from 
June 12,2006 
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Name Address Designation Date of Suspension 

Wintroub, David S, Omaha, NE Attorney Indefinite 
from 
June 12, 2006 

Smith, Roderick E. Kansas City. MO Attorney Indefinite 
from 
June 12,2006 

Guida, Joseph M. Aberdeen, MD Attorney Indefinite 
from 
June 12, 2006 

Sonibare, Nash St. Paul, MN CPA Indefinite 
from 
June 12. 2006 

Braun, Marc W. S1. Louis. MO Attorney Indefinite 
from 
June 12, 2006 

Coffey, John 1. Rye, NH Attorney Indefinite 
from 
June 12.2006 

Whitehead, H. Allen New York, NY Attorney Indefinite 
from 
June 12, 2006 

Lansky, Sidney Mattapoisett, MA Attorney Indefinite 
from 
June 12. 2006 

Pazniokas, Paul M. Norwood, MA Attorney Indefinite 
from 
June 12,2006 

Bajgrowicz, James 1. Santa Rosa, CA Attorney Indefinite 
from 
June 12, 2006 

Davis, Bret J. Los Angeles, CA Attorney Indefinite 
from 
June 12, 2006 

McAvoy, Timothy Chicago,IL Attorney Indefinite 
from 
June 12,2006 

Loffadelli, Thomas C. Studio City, CA Attorney Indefinite 
from 
June 12, 2006 

Emeziem, Kelechi C. Antioch, CA Attorney Indefinite 
from 
June 12,2006 

Pugh, William C. Wayzata, MN Attorney Indefinite 
from 
June 12, 2006 

Lamanna, Eugene C. Reading, PA Attorney Indefinite 
from 
June 12, 2006 
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Name Address Designation Date of Suspension 

Bartels, John R. St. Paul. MN Attorney Indefinite 
from 
June 12, 2006 

Shapiro, Kenneth S. Bala Cynwyd, PA CPA Indefinite 
from 
June 14,2006 

Stone, Jerry W. Austin, TX Attorney Indefinite 
from 
June 21, 2006 

Vanriper, Philip E. Binghamton, NY Attorney Indefinite 
from 
June 21,2006 

Simuro, Valerie T. Gardiner, NY Attorney Indefinite 
from 
June 21, 2006 

Simms, William K. Brooklyn, NY Attorney Indefinite 
from 
June 21, 2006 

Weaver, Terring M. Clarksburg, WV CPA Indefinite 
from 
July 1,2006 

Norman, Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Knight, John G. Winston-Salem, NC Attorney Indefinite 
from 
August 3, 2006 

Kronegold. Sheldon H. Englewood, NJ Attorney Indefinite 
from 
August 3, 2006 

Foushee, Wayne H. Winston-Salem, NC Attorney Indefinite 
from 
August 3, 2006 

Williams. Donna M. York, PA CPA Indefinite 
from 
July 25, 2006 

Foushee. Wayne H. Winston-Salem, NC Attorney Indefinite 
from 
August 3, 2006 

Kronegold, Sheldon H. Englewood, NJ Attorney Indefinite 
from 
August 3, 2006 

Norman. Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Chin, Arnold San Francisco, CA Attorney Indefinite 
from 
August 31, 2006 
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Name Address Designation Date of Suspension 

McCann, Thomas Des Moines, IA Attorney Indefinite 
from 
August 31, 2006 

Whaley, Daniel P. Hood, CA Attorney Indefinite 
from 
August 31, 2006 

Chukumba, Stephen C. Montclair, NJ Attorney Indefinite 
from 
September 12,2006 

Katz, Edward C. New York, NY Attorney Indefinite 
from 
September 12, 2006 

Kadunce, Darrell L. Butler, PA Attorney Indefinite 
from 
September 18, 2006 

Allen, Robert W. Torrance, CA CPA Indefinite 
from 
September 21, 2006 

Brown, Davin W. Raleigh, NC CPA Indefinite 
from 
September 21, 2006 

Cunningham, R. Scott Dalton, GA Attorney Indefinite 
from 
September 21, 2006 

Eilers, Tom D. Raleigh, NC CPA Indefinite 
from 
September 21, 2006 

Gerdes, Roger A. Carpinteria, CA Attorney Indefinite 
from 
Septem ber 21, 2006 

Kurth, Richard Frederick Danville, IL Attorney Indefinite 
from 
September 21, 2006 

Mitchell, McArthur D. Charlotte, NC CPA Indefinite 
from 
September 21, 2006 

Ragusa, Patricia A. Spring, TX CPA Indefinite 
from 
September 21, 2006 

Wulfsberg, David E. Murrieta, CA Attorney Indefinite 
from 
September 21, 2006 

Cox, Brian J. Plymouth, MI CPA Indefinite 
from 
September 25, 2006 

Mandelman, Michael D. Mequon, WI Attorney Indefinite 
from 
September 25, 2006 

2006-2 C.B. xxvii 



Name Address Designation Date of Suspension 

Miller, Steven L. Canal Winchester, OH Attorney Indefinite 
from 
September 25, 2006 

Felli, Jay A. Mequon, WI Attorney Indefinite 
from 
October 2, 2006 

Schoch V. Arch K. High Point, NC Attorney Indefinite 
from 
October 2. 2006 

Andre, Patrick F. Manchester. M 0 Attorney Indefinite 
from 
October 12. 2006 

Brill, Kevin Michael Downers Grove, IL Attorney Indefinite 
from 
October 12. 2006 

Day. Richard G. Largo. FL Attorney Indefinite 
from 
October 12, 2006 

Dull. Kay E. Miami Shores, FL Attorney Indefinite 
from 
October 12, 2006 

Frank, Arthur J. Chicago,IL Attorney Indefinite 
from 
October 12. 2006 

Gackle, Thomas E. Plymouth, MI Attorney Indefinite 
from 
October 12, 2006 

Hamilton. Howard D. Fort Dodge, IA Attorney Indefinite 
from 
October 12, 2006 

Hodge. Robert M. Lafayette, LA Attorney Indefinite 
from 
October 12, 2006 

Lesyshen, Donna P. Waterloo. IA Attorney Indefinite 
from 
October 12, 2006 

Peiss. John H. Downers Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Petty. James E. Austin, TX CPA Indefinite 
from 
October 12, 2006 

Ruffin-Hudson. Linda C. Saint Louis, MO Attorney Indefinite 
from 
October 12, 2006 

Schaefer. James E. St. Louis Park. MN Attorney Indefinite 
from 
October 12, 2006 
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Name Address Designation Date of Suspension 

Schmitt, Martha G. Minneapolis, MN Attorney indefinite 
from 
October 12, 2006 

Shannon, Terrance 1. Mission Viejo, CA Attorney Indefinite 
from 
October 12, 2006 

Smith, Matthew S. Denver, CO Attorney Indefinite 
from 
October 12, 2006 

Swanson, Richard West Chicago, IL CPA Indefinite 
from 
October 12, 2006 

Thomas, Kenneth A. Farmers Branch, TX Attorney Indefinite 
from 
October 12, 2006 

Tomasa, Ryan H. Honolulu, HI Attorney Indefinite 
from 
October 12, 2006 

Williams, Jr., Harry D. San Antonio, TX Attorney Indefinite 
from 
October 12, 2006 

Wilson, Jr., Robert N. Ayer, MA Attorney Indefinite 
from 
October 12, 2006 

Yum, Chris Chulho Woodbridge, VA Attorney Indefinite 
from 
October 12, 2006 

Dunham, Richard G. Irvine, CA Enrolled Agent Indefinite 
from 
October 15. 2006 

Housman, David Albuquerque, NM Attorney Indefinite 
from 
October 15, 2006 

Malitz, Charles P. Beachwood, OH CPA Indefinite 
from 
October 15, 2006 

Emig, Robert W. Houston, TX CPA Indefinite 
from 
October 24, 2006 

Freese, Scott D. Norfolk, NE Attorney Indefinite 
from 
October 24, 2006 

Rambo, Byron L. Sanford, FL EA Indefinite 
from 
October 24, 2006 

Ask, Ronald W. Riverside, CA Attorney Indefinite 
from 
October 30, 2006 
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Name Address Designation Date of Suspension 

Berry, Richard S. Tempe, AZ Attorney Indefinite 

from 
October 30, 2006 

Burkhardt, William R. Canyon Lake, TX CPA Indefinite 

from 
October 30, 2006 

Callaway, Jr., Paul F. Greensboro, NC CPA Indefinite 

from 
October 30, 2006 

Doyle. David W. Arvada, CO Attorney Indefinite 

from 
October 30, 2006 

Elmore. III, Virgil Birmingham, AL Attorney Indefinite 
from 
October 30, 2006 

Grandt, Lawrence E. Gurnee,IL CPA Indefinite 
from 
October 30, 2006 

Hanson, Steven G. Lodi, CA Attorney Indefinite 
from 
October 30, 2006 

Omodele, Boluwaji Houston, TX CPA Indefinite 
from 
October 30, 2006 

Rahden, Horst R. Fort Wayne, IN CPA Indefinite 
from 
October 30, 2006 

Censoprano, Salvatore Foster City, CA CPA Indefinite 
from 
October 31, 2006 

Powell, James S. Lakewood, CO Attorney Indefinite 
from 
October 31, 2006 

Allen, Leonard G. Mesa, AZ CPA Indefinite 
from 
November I, 2006 

Parker, Donald A. Benson, NC Attorney Indefinite 
from 
November 6,2006 

Rogers, James M. Tulsa, OK Attorney Indefinite 
from 
November 6,2006 

Coopet. Michael W. Saint Paul. MN Attorney Indefinite 
from 
November 8,2006 

Day, Jr., John Taylor Hingham, MA Attorney Indefinite 
from 
November 8,2006 
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Name Address 

Grella, Paul J. Canton, MA 

Meggers, Theodore M. Des Moines, IA 

Tolbert, James L. Los Angeles, CA 

Designation 

Attorney 

Attorney 

Attorney 

Date of Suspension 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

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

Under Title 31, Code of Federal Reg- ministrative law judge, the following indi- from practice before the Internal Revenue 
ulations, Part 10, after notice and an op- viduals have been placed under suspension Service: 
portunity for a proceeding before an ad-

Name Address 

Kahn, Harold Hollis, NY 

Lazaro, Charles Visalia, CA 

Wasilowski, Ronald Natrona Heights, PA 

Wellbery, William 1. Deerfield Beach, FL 

Clapper, Gary L. LaMesa, CA 

Designation 

CPA 

Attorney 

CPA 

CPA 

Enrolled Agent 

Effective Date 

June 26, 2006 
to 
June 25, 2010 

July 20, 2006 
to 
January 19,2010 

July 21, 2006 
to 
July 20, 2011 

October 12, 2006 
to 
October II, 2008 

November 2, 2006 
to 
November 1,2008 
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Consent Disbarments From Practice Before the Internal 
Revenue Service 

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

Name Address 

tice before the Internal Revenue Service. 
may offer his or her consent to disbarment 
from sueh practice. The Director. Office of 
Professional Responsibility. in his discre
tion. may disbar an attorney. certified pub-

Designation 

Grossman, Robert S. Ardmore, PA Attorney 

lic accountant. enrolled agent. or enrolled 
actuary in accordance with the consent of
fered. 

The following individuals have been 
placed under consent disbarment from 
practice before the Internal Revenue Ser

vice: 

Date of Disbarment 

Indefinite 
from 
October 4. 2006 

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

Under Title 31. Code of Federal Regu
lations. Part 10. after notice and an oppor-

tunity for a proceeding before an adminis
trative law judge. the following individu-

Name Address Designation 

Gailey. James N. Huntersville, NC CPA 

Hubbard. Murphy Springfield. MO CPA 

Kardos. Sandra E. Van Nuys, CA CPA 

Jewett, Jerry A. Fremont,OH Enrolled Agent 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg

ulations. Part 10, in lieu of a proceeding 
or enrolled actuary, may offer his or her 
consent to the issuance of a censure. Cen-

being instituted or continued. an attorney, sure is a public reprimand. 
certified public accountant, enrolled agent, 

Name Address Designation 

William~. Daniel S. Carlsbad. CA Attorney 

Azan. Reinaldo L. Miami Beach. FL CPA 

Golub. Stephen B. Norwalk. CT CPA 

Applegate. William F. Madison. NJ CPA 
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als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

June 5, 2006 

September 20, 2006 

October 2, 2006 

November 2, 2006 

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

Date of Censure 

March 29,2006 

July 24, 2006 

August 3, 2006 

September 12, 2006 



Name Address Designation 

Vigliotti, Anthony J. East Haven, CT Enrolled Agent 

Bolgiani, Janette A. Brooklyn, NY Enrolled Agent 

Cheney, James E. Phelps, NY CPA 

Dollinger, Douglas Middletown, NY Attorney 

Reeves, Zak E. Denver, CO EnraIled Agent 

Castiglione, John Pittsfield, MA Attorney 

Shannon, James P Rochester, NH Attorney 

Kuller, Mark A. Bethesda, MD Attorney 

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

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

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

Date of Censure 

September 12, 2006 

September 14,2006 

September 18, 2006 

October 2, 2006 

October 2, 2006 

October 4, 2006 

October 4, 2006 

October 6, 2006 

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

Name Address Date of Resignation 

Schwartz, Judy Las Vegas, NV October 13, 2006 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 7874.-Rules 
Relating to Expatriated 
Entities and Their Foreign 
Parents 
26 CFR 1.7874-2T: Surrogate foreign corporation 
(temporary). 

T.D.9265 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Guidance Under Section 7874 
Regarding Expatriated Entities 
and Their Foreign Parents 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations under section 7874 
of the Internal Revenue Code (Code) re
lating to the determination of whether a 
foreign entity shall be treated as a sur
rogate foreign corporation under section 
7874(a)(2)(B) of the Code. The text of 
these temporary regulations also serves 
as the text of the proposed regulations 
(REG-I 12994-06) set forth in the notice 
of proposed rulemaking on this subject 
published elsewhere in this issue of the 
Bulletin. 

DATES: Effective Dales: These regula
tions are effective June 6, 2006. 

Applicability Date: For dates of appli
cability, see § 1.7874-2TU). 

FOR FURTHER INFORMATION 
CONTACT: Milton Cahn, 202-622-3860 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

A. Section 7874 - Overview 

This document contains temporary 
amendments to 26 CFR part I under sec
tion 7874 of the Internal Revenue Code 

(Code). Section 7874 provides rules for 
expatriated entities and their surrogate for
eign corporations. An expatriated entity 
is defined in section 7874(a)(2)(A) as a 
domestic corporation or partnership with 
respect to which a foreign corporation is a 
surrogate foreign corporation, and also as 
any U.S. person related (within the mean
ing of section 267(b) or 707(b)(1» to such 
domestic corporation or partnership. 

A foreign corporation is treated as a 
surrogate foreign corporation under sec
tion 7874(a)(2)(B), if, pursuant to a plan 
or a series of related transactions: (i) the 
foreign corporation directly or indirectly 
acquires substantially all the properties 
held directly or indirectly by a domestic 
corporation, or substantially all the prop
erties constituting a trade or business of a 
domestic partnership; (ii) after the acqui
sition at least 60 percent of the stock (by 
vote or value) of the foreign corporation 
is held by (in the case of an acquisition 
with respect to a domestic corporation) 
former shareholders of the domestic cor
poration by reason of holding stock in the 
domestic corporation, or (in the case of 
an acquisition with respect to a domestic 
partnership) by former partners of the do
mestic partnership by reason of holding a 
capital or profits interest in the domestic 
partnership (ownership percentage test); 
and (iii) the expanded affiliated group that 
includes the foreign corporation (EAG) 
does not have business activities in the 
foreign country in which the foreign cor
poration was created or organized that 
are substantial when compared to the to
tal business acti vi tIes of the EAG. Section 
7874(c)(1) defines the term expanded affil
iated group as an affiliated group defined 
in section 1504(a) but without regard to 
the exclusion of foreign corporations in 
section 1504(b )(3) and with a reduction 
of the 80 percent ownership threshold of 
section 1504(a) to a more-than-50 percent 
ownership threshold. 

The tax treatment of expatriated entities 
and surrogate foreign corporations varies 
depending on the level of owner continu
ity. If the percentage of stock (by vote or 
value) in the surrogate foreign corporation 
held by former owners of the domestic en
tity, by reason of holding an interest in the 

domestic entity, is 80 percent or more, the 
surrogate foreign corporation is treated as 
a domestic corporation for all purposes of 
the Code. If such ownership percentage is 
60 percent or more (but less than 80 per
cent), the surrogate foreign corporation is 
treated as a foreign corporation but certain 
income or gain required to be recognized 
by the expatriated entity under section 304, 
3ll (b), 367, 100 I, or any other applica
ble provision with respect to the transfer 
of property (other than inventory or similar 
property) or the license of property cannot 
be offset by net operating losses or cred
its (other than credits allowed under sec
tion 901). These measures generally apply 
from the first date properties are acquired 
pursuant to the plan through the end of the 
IO-year period following the completion 
of the acquisition. 

Section 787 4( c)( 4) provides that trans
fers of properties or liabilities (including 
by contribution or distribution) are disre
garded if such transfers are part of a plan a 
principal purpose of which is to avoid the 
purposes of the section. 

The IRS and Treasury Department have 
broad authority to issue regulations un
der section 7874. Section 7874(c)(6) au
thorizes the Secretary of the Treasury to 
prescribe such regulations as may be ap
propriate to determine whether a corpora
tion is a surrogate foreign corporation, in
cluding regulations to treat warrants, op
tions, contracts to acquire stock, convert
ible debt interests, and other similar in
terests as stock, and to treat stock as not 
stock. In addition, under section 7874(g) 
the Secretary of the Treasury is authorized 
to provide regulations needed to carry out 
the section. Those regulations could in
clude guidance providing adjustments to 
the application of the section as are nec
essary to prevent the avoidance of the sec
tion, including avoidance through the use 
of related persons, pass-through or other 
non-corporate entities, or other intermedi
anes. 

The legislative history of section 7874 
indicates that the section was intended to 
apply to so-called inversion transactions 
in whIch a U.S. parent corporation of a 
multinational corporate group is replaced 
by a foreign entity. See H.R. Conf. Rep. 
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No. 108-755, 108 th Cong., 2d Sess .. at 
568 (Oct. 7, 2004). The Senate Finance 
Committee stated its belief "that inver
sion transactions resulting in a minimal 
presence in a foreign country of incorpo
ration are a means of avoiding U.S. tax 
and should be curtailed." S. Rep. No. 
108-192, 108 th Cong., I't Sess .. at 142 
(Nov. 7, 20m). In particular, Congress 
believed that such transactions permit 
corporations and other entities to con
tinue to conduct business in the same 
manner as they did prior to the inversion, 
but with the result that the group that in
cludes the inverted entity avoids U.S. tax 
on foreign operations and may engage 
in earnings-stripping techniques to avoid 
U.S. tax on U.S. operations. See S. Rep. 
No. 108-192. at 142 (Nov. 7.2003): see 
also Joint Committee on Taxation. General 
Explanation of Tax Legislation Enacted in 
the 1081h Congress. at 343 (May 2005). 

The IRS and Treasury Department 
have issued temporary and proposed reg
ulations under section 7874 relating to the 
application of section 7874(c)(2) (affili
ated-owned stock rule), under which stock 
held by members of the expanded affiliate 
group that includes the acquiring for
eign corporation (EAG) is not taken into 
account for purposes of the ownership per
centage test of section 7874(a)(2)(8)(ii). 
See T.D. 9238, 2006-6 I.R.B. 408 (Feb. 6, 
2006). Those regulations ensure that the 
affiliated-owned stock rule cannot be used 
to avoid the application of section 7874, 
through the use of hook stock or otherwise, 
to situations where that provision should 
apply. In addition, those regulations en
sure that this test does not apply to certain 
transactions that are properly viewed as 
outside the scope of section 7874. 

B. Temporary and Proposed Rq;ulations 

The temporary and proposed regula
tions provide guidance on the determina
tion of whether a foreign entity is treated 
as a surrogate foreign corporation under 
section 7874(a}(2)(B) of the Code. In par
ticular, the regulations address the indirect 
acquisition of properties, stock held by 
reason of holding an interest in a domestic 
entity, the substantial business activities 
of an EAG, prevention of the avoidance of 
section 7874 in certain circumstances. and 
certain effects of heing treated as a domes
tic corporation under section 7874(b). 
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I. Indirect acquisition of properties 

Section 7874 does not apply unless a 
foreign entity completes a direct or indi
rect acqui~ition of defined properties. The 
legislative history of the section indicates 
that Congress intended the acquisition of 
stock in a corporation to be considered an 
indirect acquisition of the properties held 
directly or indirectly by the corporation. 
See H.R. Cont'. Rep. No. 108-755, IOsth 

Cong .. 2d Sess .. at 573 (Oct. 7, 2004) 
("U.S. corporation becomes a subsidiary 
of a foreign incorporated entity or other
wise transfers substantially all of its prop
erties"). The IRS and Treasury Depart
ment believe that guidance regarding the 
indirect acquisition of properties held di
rectly or indirectly by a domestic corpora
tion is needed to refine further the param
eters of the provision's scope. 

The statute also applies to indirect ac
quisitions of properties constituting a trade 
or business of a domestic partnership. The 
IRS and Treasury Department are consid
ering guidance regarding the application of 
this part of the statute. but are not issuing 
any such guidance at this time. 

2. Stock held bv reason of holding an 
interest in the domestic entity 

Section 7874 requires a determination 
of the amount of stock in the acquiring for
eign entity that is held by former share
holders or partners of the domestic corpo
ration or partnership "by reason of' their 
holding stock or a partnership interest in 
the domestic entity. The IRS and Trea
sury Department believe that guidance is 
needed as to how this determination is 
made in certain circumstances. 

3. Substantial business activities of the 
EAG 

Section 7874 does not apply if the EAG 
has business activities in the foreign coun
try in which, or under the laws of which, 
the acquiring foreign entity was created or 
organized that are substantial when com
pared to the total business activities of the 
EAG. The IRS and Treasury Department 
believe that Congress was concerned about 
transactions where the new foreign par
ent entity is incorporated in a country in 
which the EAG does not have a bona fide 
business presence that is meaningful in the 

context of the group' s overall business. 
See S. Rep. N(~. 108-192. 1081h Cong., 
2d Sess .. at 142 (No\' 7, 2003) (The 
Committee believes that inversion trans
actions resulting in minimal presence in 
a foreign country of incorporation are a 
means of avoiding U.S. tax and should be 
curtailed.). The IRS and Treasury Depart
ment believe that guidance is necessary to 
ensure proper application of the substan
tial-business-activities rule. 

4. Preventing (I\'oidance of the purposes 

of the sectioll 

(i). Puhlicly tradedforeiRIl partnership 

as (/('quirinR entity 

The IRS and Treasury Department are 
aware of recent transactions in which tax
payers have attempted to avoid the ap
plication of section 7874 through the use 
of a foreign partnership. These transac
tions involve the acquisition of substan
tially all the properties of a domestic cor
poration or partnership by a foreign en
tity that is considered a foreign partner
ship for U.S. Federal income tax purposes, 
despite the fact that interests in the en
tity are (or will be) publicly traded on a 
securities exchange. Although a partner
ship is a tlow-through entity for Federal 
income tax purposes, the substitution of a 
foreign partnership for a domestic corpora
tion as the parent entity of a multinational 
group can create many of the same oppor
tunities for U.S. tax avoidance that Con
gress sought to curtail by enacting section 
7874 (namely. removal of foreign opera
tions from U.S. taxing jurisdiction and the 
use of earnings-stripping techniques to re
duce U.S. tax on income from domestic 
operations). Section 7874(g) is intended to 
provide authority to address these types of 
Issues. 

Under section 7704 of the Code, a pub
licly traded partnership is generally treated 
as a corporation for all purposes of the 
Code. Section 7704(c), however, gener
ally provides an exception from corporate 
treatment if 90 percent or more of the part
nership's gross income for a taxable year 
consists of passive income such as divi
dends. This exception does not apply on 
a look-through basis in the ca~e of pay
ments from related parties, so the excep
tion can be satisfied even if the under
lying earnings from which the income is 



paid are not passive in nature. The legisla
tive history of section 7704 indicates that 
the rationale for this exception was to pre
serve flow-through tax treatment where a 
partnership simply holds investments that 
the partners could have independently ac
quired, as opposed to business activities 
that would normally be conducted in cor
porate form and taxed at the entity level. 
See H.R. Rep. 100-391 (Oct. 26, 1987) 
at 1066-1067. In the case of a foreign el
igible entity that acquires directly or indi
rectly substantially all the properties of a 
domestic corporation, or substantially all 
the properties constituting a trade or busi
ness of a domestic partnership, the ratio
nale for the exception provided by section 
7704(c) does not clearly apply. 

The IRS and Treasury Department be
lieve it is appropriate to exercise their reg
ulatory authority under section 7874(g) to 
make adjustments to the application of the 
section to prevent avoidance of the pur
pose of the section through the use of cer
tain non-corporate entities. In the absence 
of regulations making a relevant adjust
ment to the application of the section, a 
publicly traded foreign partnership that is 
not treated as a corporation under section 
7704 arguably might not be treated as a 
surrogate foreign corporation under sec
tion 7874(a)(2)(B) on the grounds that the 
entity is considered a partnership rather 
than a corporation for Federal income tax 
purposes. The IRS and Treasury Depart
ment believe that it is contrary to the broad 
anti-abuse purposes of section 7874 for the 
provisions to be avoided in circumstances 
raising the same type of earnings strip
ping and other concerns simply by sub
stituting a partnership for a corporation 
as the acquiring entity (often through the 
ease of a check the box election). To en
sure that the purposes of section 7874 are 
not avoided in this manner, the regulations 
provide that a publicly traded foreign part
nership that is not treated as a corpora
tion under section 7704 will be treated as 
a foreign corporation for purposes of ap
plying section 7874(a)(2)(B) to determine 
whether the acquiring foreign entity is a 
surrogate foreign corporation. 

(ii). Options and similar interests 

The IRS and Treasury Department are 
also concerned that taxpayers may attempt 
to avoid the purposes of section 7874 

through the use of options and similar 
interests related to stock of the foreign 
acquirer. Congress foresaw the possibility 
of this type of avoidance and provided a 
specific grant of regulatory authority in 
this regard in section 7874(c)(6). The IRS 
and Treasury Department believe it is ap
propriate to exercise that authority at this 
time. 

5. Effects of section 7874(b) 

Under section 7874(b), a foreign cor
poration is treated for purposes of the 
Code as a domestic corporation if it would 
be a surrogate foreign corporation if the 
continuing ownership threshold of section 
7874(a)(2)(B)(ii) were 80 percent rather 
than 60 percent. This "domestication" 
rule gives rise to certain issues relating to 
the application of other provisions of the 
Code. The IRS and Treasury Department 
believe that guidance on these issues is 
necessary to avoid uncertainty. 

Explanation of Provisions 

A. Indirect Acquisition of Properties Held 
by a Domestic Corporation 

Commentators requested that specific 
guidance be provided regarding the appli
cation of section 7874 to acquisitions of 
stock, to clarify that such acquisitions are 
indirect acquisitions of the properties held 
by the corporation whose stock is acquired. 

To this end, section 1.7874-2T(b) of the 
regulations provides that, for purposes of 
section 7874(a)(2)(B)(i), an acquisition by 
a foreign corporation of stock in a domes
tic corporation is considered to be an indi
rect acquisition of a proportionate amount 
of the properties held directly or indirectly 
by the domestic corporation. Further, the 
regulations provide that an acquisition by a 
foreign corporation of an interest in a part
nership that holds stock in a domestic cor
poration is considered an indirect acquisi
tion of a proportionate amount of the prop
erties held directly or indirectly by the do
mestic corporation. 

The regulations also provide that a for
eign corporation's acquisition of stock in 
a second foreign corporation is not consid
ered an indirect acquisition by the first for
eign corporation of any properties held by 
a domestic corporation or domestic part
nership owned wholly or partly by the sec
ond foreign corporation. The IRS and 

Treasury Department believe that it was 
not Congress's intent fOf section 7874 to 
apply to indirect acquisitions by foreign 
corporations of domestic entities that were 
already owned by a foreign corporation be
fore the acquisition. See H.R. Conf. Rep. 
No. 108-755, 108th Cong., 2dSess.,at568 
(Oct. 7,2004). 

Finally, the regulations provide that, in 
acquisitions in which a corporation (either 
domestic or foreign) which is under the 
control of a foreign corporation acquires 
the stock or assets of a domestic corpora
tion in exchange for stock of the control
ling foreign corporation, such foreign COf

poration will be considered to have made 
the acquisition of a proportionate amount 
of the domestic corporation's stock or as
sets. 

B. Stock Held by Reason of Holding an 
Interest in the Domestic Entity 

Section l.7874-2T(c) of the regula
tions provides that, for purposes of section 
7874(a)(2)(B)(ii), stock of the acquiring 
foreign entity that is received in exchange 
for stock of a domestic corporation, or in 
exchange for a capital or profits interest in 
a domestic partnership, is considered to be 
stock held by reason of holding stock in the 
domestic corporation or holding the inter
est in the domestic partnership, as the case 
may be. Moreover, the regulations provide 
that, where, in the same transaction or se
ries of related transactions, other property 
is also contributed to the foreign entity 
in exchange for its stock, the amount of 
stock held by a former shareholder of the 
domestic corporation or former partner of 
the domestic partnership for section 7874 
purposes is determined on the basis of the 
relative value of the property in exchange 
for which the foreign entity's stock was 
issued. This rule is subject to the potential 
application of section 7874(c)(4), which 
requires that transfers be disregarded if 
they occur as part of a plan to avoid the 
purposes of section 7874. 

The regulations also provide, for pur
poses of clarity, that the terms former 
shareholders and former partners mean 
any persons who held an ownership in
terest in the domestic entity before the 
acquisition, regardless of whether they 
continue to hold such an interest in the 
domestic entity after the acquisition. 
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C. Substantial Business Activities ill the 

Foreign Country of incorporation 

The regulations provide both an 

all-facts-and-circumstances test and a 

bright-line safe harbor test of whether an 

EAG has substantial business activities in 

the acquiring foreign entity's country of 

incorporation when compared to the total 

business activities of the EAG. The IRS 

and Treasury Department believe that this 

dual approach appropriately provides tax

payers with the certainty of an objective 

and clear safe harbor, while preserving the 

ability of a taxpayer to conclude, in a case 

that is not within the scope of the safe har

bor, that section 7874 is not applicable to a 

foreign entity's acquisition of the stock or 

assets of a domestic entity where, after the 

acquisition, the group has a meaningful 

and bonafide business presence in the rel

evant foreign country. This dual approach 

was also recommended by a commentator. 

I. Facts and circumstances test 

Section 1.7874-2T(d)(I) of the regu

lations provides, as a general rule, that 
the determination of whether the EAG has 

substantial business activities in the rele
vant foreign country, when compared to 

the total business activities of the EAG, 
will be based on an analysis of all the facts 

and circumstances of each case. The regu
lations set forth a non-exclusive list offac
tors to be considered in the analysis. The 

weight given to any factor will depend on 

the particular circumstances. The listed 
factors include, among other factors, the 
EAG's local employee headcount and pay
roll, property, and sales; the EAG' s his
torical presence in the foreign country; its 
management activities in the country; and 

the strategic importance to the EAG as 
a whole of the business activities in that 

country. 
The regulations state that the presence 

or absence of any factor, or any partic
ular number of factors, in the list is not 
determinative, and that there is no mini
mum percentage of the group's total em
ployee headcount, payroll, assets, or sales 

that must be shown to be in the foreign 
country. Nevertheless, the determination 
of substantiality for this purpose must be 
made on the basis of a comparison to the 
total activities of the EAG, and the factors 
in the list must be evaluated accordingly. 
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Congress intended to prevent taxpay

ers from avoiding section 7874 through 

tax -moti vated transfers of properties or lia

bilities, by providing in section 7874(c)(4) 

that such transfers shall be disregarded. 

Therefore. in analyzing the facts and 

circumstances to determine whether an 

EAG's business activities in the relevant 

foreign country are substantial within the 

meaning of the statute, it is necessary to 

disregard any assets, liabilities or activities 

in the foreign country that were transferred 

pursuant to a plan a principal purpose of 

which was to avoid section 7874. 

The regulations also provide that cer

tain factors are not to be given weight in 

making the determination under the facts 

and circumstances test. These factors in

clude any assets that are temporarily lo

cated in the foreign country for the purpose 

of avoiding the purposes of section 7874. 

Although the list of factors to be disre
garded does not include passive assets, the 

IRS and Treasury Department believe that 

the statutory phrase "business activities" 

ordinarily does not include passive invest
ment activities and related income and as

sets. Investment assets may include in
tangible assets that have significant value 

but are not being exploited by any mem
ber of the EAG in the course of active 

business activities. In contrast, intangibles 
that are used in the course of active busi
ness operations by EAG members will nor
mally be accorded due weight by the IRS 

in the application of the all-facts-and-cir
cum stances test. In order to preserve a 
wide breadth for the all-facts-and-circum
stances rule, investment assets and income 

have not been included in the list of factors 
to be given no weight, but it is expected 
that such passive assets and income nor
mally would not be given any significant 
weight. 

2. Safe harbor test 

Section l.7874-2T(d)(2) of the regula
tions sets forth an alternative, safe harbor 
test for determining whether, after the ac
quisition, an EAG has substantial business 
activities in the relevant foreign country, 

when compared to the total business ac
tivities of the EAG. The safe harbor test 
will only be satisfied by an EAG that 
has a substantial and bona fide business 
presence in the relevant foreign country. 
The IRS and Treasury Department intend, 

however, that even if the EAG does not 

satisfy the safe harbor test, it still may 

satisfy the facts and circumstances test of 

§ 1.7874-2T(d)( I). This safe harbor test is 

consistent with the approach suggested by 

a commentator. 
The safe harbor test is satisfied if the 

EAG satisfies three conditions, relating to 

employees, assets, and sales. Under sec

tion 7874, the determination of whether an 

EAG's business activities in the relevant 

foreign country are substantial when com

pared to the total business activities of the 

EAG is to be made "after the acquisition." 

Given the practical difficulty of measuring 

the various business factors on dates other 

than the periodic dates during the year as of 

which an EAG's management accounts are 

prepared, the regulations provide for the 

determination of group employees, assets, 

and sales during a twelve month testing pe

riod ending on the last day of the monthly 

or quarterly accounting period in which 
the completion of the acquisition occurs. 

Moreover, the determination of facts exist

ing on that day for purposes of the safe har

bor rule is subject to the application of sec

tion 7874(c)(4), under which any transfer 

is disregarded if made pursuant to a plan a 
principal purpose of which is to avoid the 

purposes of section 7874. 
The first condition of the safe harbor 

rule is that, after the acquisition, the group 

employees based in the foreign country ac
count for at least 10 percent (by headcount 

and compensation) of total group employ

ees. 
The term group employee is defined 

as a common law employee of one or 
more group members on a full time ba

sis throughout the twelve-month testing 
period. An employee is considered to be 

based in a country only if the employee 
spent more time providing services in such 

country than in any other country through
out such twelve-month period. 

The second condition is that, after the 
acquisition, the total value of the group as
sets located in the foreign country repre

sents at least 10 percent of the total value 
of all group assets. 

The term group assets is defined as tan
gible property used or held for use in the 
active conduct of a trade or business by a 
group member. An item of tangible per
sonal property is considered to be located 
in a country only if such item was phys
ically present in such country for more 



time than in any other country during the 
twelve-month testing period. Value is de
termined on a gross basis (that is, with
out reduction for liabilities) after the ac
quisition. Group assets acquired or trans
ferred as part of a plan a principal purpose 
of which is to avoid the application of sec
tion 7874 are disregarded. 

The IRS and Treasury Department 
specifically excluded intangible assets 
from the definition of group assets, even 
though intangibles may be used in the 
course of active business operations. The 
reason for excluding intangibles is that 
they frequently present difficult factual 
issues relating to their use, value, and lo
cation. Therefore, their inclusion in the 
definition of group assets for purposes 
of the safe harbor test would introduce a 
significant element of uncertainty in many 
cases as to the application of the safe har
bor rule. Given that the purpose of the safe 
harbor rule is to provide a clear, bright-line 
test, it was decided that the definition of 
group assets should not include intangi
bles. This exclusion was also suggested 
by a commentator. 

The third condition of the safe harbor 
rule is that, during the twelve-month test
ing period, the group sales made in the for
eign country accounted for at least 10 per
cent of total group sales. 

The term group sales is defined as sales 
by group members, measured by gross re
ceipts from such sales. Group sales are 
considered to be made in a particular coun
try only if the services, goods or other 
property transferred by those sales are sold 
for use, consumption or disposition in that 
country. The term "sales" includes sales 
of services and of the use of property as 
well as sales involving the transfer of title 
to personal property. 

Consideration was given to the use of 
thresholds higher than the 10 percent fig
ure used in the safe harbor rule. However, 
based on comments received, the IRS and 
Treasury Department believe that 10 per
cent is a reasonable threshold. 

D. Prevention of Avoidance of Section 
7874 

1. Acquisitions by publicly traded foreign 
partnerships 

It has been brought to the attention 
of the IRS and Treasury Department that 

taxpayers are implementing structures 
(including partnership structures) that 
result in many of the same overall tax 
consequences as structures that Congress 
intended to be subject to section 7874, but 
are taking the position that these struc
tures are not within the scope of section 
7874. As a result, the IRS and Treasury 
Department have identified acquisitions 
by certain publicly traded foreign part
nerships as a category of transactions 
requiring a special rule in order to prevent 
avoidance of the purposes of section 7874. 
Section 7874(g) provides broad regula
tory authority to adjust the application of 
the section to prevent avoidance of the 
purposes of the section through the use 
of non-corporate entities. Commentators 
have also agreed that this authority exists. 
Accordingly. §1.7874-2T(e) provides that 
a publicly traded foreign partnership will 
be treated as a foreign corporation for pur
poses of applying section 7874(a)(2)(B) 
and § l.7874-2T to determine whether it is 
a surrogate foreign corporation. 

The regulations define publicly traded 
foreign partnership for purposes of this 
rule as any foreign partnership that would, 
but for the application of section 7704(c), 
be treated as a corporation under sec
tion 7704 of the Code at any time dUring 
the two-year period following the part
nership's completion of an acquisition 
described in section 7874(a)(2)(B )(i). 
Under section 7704, a partnership is gen
erally treated as a corporation if interests 
in the partnership are traded on an estab
lished securities market, or if interests in 
the partnership are readily tradable on a 
secondary market or the substantial equiv
alent. Section 7704(c) generally provides 
an exception for a publicly traded partner
ship where 90 percent or more of its gross 
income consists of qualifying income 
(which includes dividends from controlled 
subsidiaries ). 

If a publicly traded foreign partnership 
is within the scope of the regulations, the 
foreign partnership will be considered to 
be a foreign corporation, and if it meets the 
requirements of section 7874(c)(l), may 
be a member of the EAG, in determining 
whether it is a surrogate foreign corpora
tion under section 7874(a)(2)(B). For pur
poses of applying the substantial business 
activities test of section 7874(a)(2)(B)(iii), 
the foreign partnership will be considered 
to be a corporation created or organized 

in, or under the laws of, the foreign coun
try in which, or under the laws of which. 
the foreign partnership was created or or
ganized. Moreover, interests in the foreign 
partnership will be treated as stock of such 
foreign corporation for purposes of apply
ing the ownership percentage test of sec
tion 7874(a)(2)(B)(ii). 

If the foreign partnership is consid
ered a surrogate foreign corporation, and 
the ownership percentage under section 
7874(a)(2)(B)(ii) is at least 80 percent. the 
foreign partnership wiIl be treated under 
section 7874(b) as a domestic corporation 
for all purposes of the Code. A conversion 
rule is provided in the regulations to clar
ify the Federal income tax consequences 
of the deemed change from a foreign part
nership to a domestic corporation. 

In contrast, if the entity is consid
ered a surrogate foreign corporation but 
the ownership percentage under section 
7874(a)(2)(B)(ii) is at least 60 percent but 
less than 80 percent, the foreign entity will 
be a foreign partnership for all purposes of 
the Code, but section 7874(a)(I) will gov
ern the Federal income tax treatment of 
the expatriated entity (that is, the domestic 
corporation or domestic partnership whose 
assets were acquired directly or indirectly 
by the foreign partnership, and any United 
States person who is related under sections 
267(b) or 707(b)(l». 

Finally, if the publicly traded for
eign partnership is not considered to be 
a surrogate foreign corporation, because 
the ownership percentage under section 
7874(a)(2)(B)(ii) is less than 60 percent, 
because the EAG has substantial business 
activities in the country in which, or under 
the laws of which, the foreign partnership 
was created or organized, or otherwise, 
section 7874 will not apply to the foreign 
partnership, or to the domestic entity, the 
assets of which it directly or indirectly 
acquired, and the foreign partnership will 
continue to be classified as a foreign part
nership for all purposes of the Code. 

Section 1.7874-2T(e) applies equally 
to foreign entities that are considered 
partnerships under both foreign law and 
U.S. Federal income tax law, and foreign 
entities that are considered corporate en
tities under foreign law but are treated 
as partnerships for U.S. Federal income 
tax purposes under Treasury regulation 
§301.7701-3. 
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The regulations include a proVISIOn 
that explicitly removes from the scope 

of section 7874 a partnership's deemed 

acquisition of assets and liabilities under 
§ 1.708-1 (b)( 4) upon a termination of the 

partnership due to change of ownership. 
In the absence of such a provision. section 
7874 might apply to a deemed acquisition 
by a publicly traded foreign partnership of 
a domestic entity representing at least 60 
percent of the value of the partnership's 
assets, merely because of active trading 
of interests in the partnership. There is 
no indication in the legislative history that 
section 7874 was intended to apply in that 
situation. 

Comments were received by the IRS 
and Treasury Department regarding the 
consequences under section 7874 where a 
foreign partnership satisfies the definition 
of a surrogate foreign corporation when 
treated as a foreign corporation for defi
nitional purposes. It was argued that, in 
cases of 80 percent or greater ownership of 
the foreign partnership by former owners 
of the acquired domestic entity by reason 
of their former ownership, the foreign 
partnership should not be treated as a do
mestic corporation, despite the language 
of section 7874(b), but rather should be 
treated as a domestic partnership. The 
reasons given included: (I) because a 
partnership is a flow-through entity for 
tax purposes, the United States persons 
owning interests in the partnership would 
be taxable on the partnership's income, 
including subpart F income attributable 
to earnings-stripping transactions between 
domestic subsidiaries of the partnership 
and foreign subsidiaries; and (2) the entity 
classification rules of §§301.7701-2 and 
301.7701-3 are intended to allow taxpay
ers to choose whether a foreign eligible 
entity is a corporation or partnership for 
Federal income tax purposes, and section 
7874(b) does not impinge on that freedom 
of choice, but only deems a foreign corpo
ration to be a domestic corporation. 

On balance, the IRS and Treasury De
partment do not find these arguments de
terminative. Section 7874 does not focus 
on the taxation of the owners of the ac
quired domestic entity and the acquiring 
foreign entity. nor does the statute focus on 
whether such owners are United States per
sons or foreign persons. The section im
poses tax consequences only on either the 
acquiring foreign entity or the acquired do-
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mestic entity (or related domestic entities). 

Therefore. the fact that United States per
sons owning interests in the acquiring part

nership would be subject to United States 
tax on the partnership's income is not de
terminative of the appropriate treatment 
of a foreign partnership that is within the 
scope of section 7874(b) after application 

of the anti-avoidance rule of paragraph (e) 

of these regulations. 
The argument relating to the entity 

classification rules has perhaps a stronger 
foundation. However. for the reasons 
mentioned above, the IRS and Treasury 
Department believe that the intention of 
Congress in enacting both section 7874 
and section 7704 is carried out by a rule 
which treats a publicly traded foreign part
nership as a domestic corporation in those 
circumstances in which the partnership 
otherwise would be within the scope of 
section 7874(b) if it were a corporation. 

The IRS and Treasury Department rec
ognize that the use of a foreign partner
ship that is not publicly traded, or the use 
of a domestic partnership, to acquire the 
properties of a domestic corporation might 
enable taxpayers to avoid the purposes of 
section 7874 in certain cases. Comments 
are solicited below on whether future reg
ulations under section 7874 or another pro
vision of the Code should address these sit
uations. 

2. Options and similar interests treated as 
stock of the foreign acquirer 

Based on the regulatory author
ity provided in section 7874(c)(6), 
§ 1.7874-2T(f) of the regulations pro
vides that options and similar interests 
held by a former shareholder or former 
partner of the expatriated entity by reason 
of holding stock or a partnership interest 
in the expatriated entity will be treated, 
for purposes of the ownership test of sec
tion 7874(a)(2)(B)(ii), as exercised, to 
the extent that the effect is to treat the 
foreign corporation as a surrogate foreign 
corporation. An interest that is similar to 
an option is defined for these purposes as 
including, without limitation, a warrant, a 
convertible debt instrument or other con
vertible instrument, a put, a stock interest 
subject to risk of forfeiture, and a contract 
to acquire or sell stock. 

These rules are consistent with exist
ing rules under section 382, which has 

identical statutory language, in section 
382(k)(6)B). to that of section 7874(c)(6). 

The IRS and Treasury Department are 
continuing to study whether other types 
of interests should also be treated as stock 
of the acquirer under regulations issued 
under the authority of section 7874(c)(6). 

E. Effects of Section 7874(b) 

Section 1.7874-2T(g) provides that a 
foreign corporation that is treated as a do
mestic corporation under section 7874(b) 

is treated, for purposes of the Code other 
than determining whether the foreign cor
poration is a surrogate foreign corpora
tion, as converting to a domestic corpora
tion pursuant to a reorganization described 
in section 368(a)( I )(F) immediately before 
the commencement of the acquisition. It 
follows that, in a case in which the foreign 
corporation was newly formed for the pur
pose of the transaction, the effect will be 
that it is treated as a domestic corporation 
from its inception. Further, § I. 7874-2T(h) 
provides that, if section 7874(b) applies 
to a surrogate foreign corporation, sec
tion 367 does not apply to any transfer of 
stock or other property to such entity as 
part of the acquisition described in section 
7874(a)(2)(B)(i). 

F. Effective Dates 

The regulations apply to acquisitions 
completed on or after the date of their pub
lication in the Federal Register. How
ever, taxpayers may apply the regulations 
to acquisitions completed prior to such 
date, but must do so consistently with re
spect to all acquisitions within the scope 
of the regulations. 

Request for Comments 

The IRS and Treasury Department are 
considering issuing subsequent public 
guidance that addresses additional issues 
under section 7874. This guidance may 
address issues related to (1) the determi
nation of whether there has been a direct 
or indirect acquisition of substantially all 
the properties held directly or indirectly 
by a domestic corporation or substantially 
all the properties constituting a trade or 
business of a domestic partnership; (2) 
the requirement that such acquisition be 
pursuant to a plan or a series of related 
transactions; (3) the treatment of stock 



sold in a public offering that is related to 
the acquisition; and (4) the disregard of 
transfers of properties or liabilities if the 
transfers are part of a plan a principal pur
pose of which is to avoid the purposes of 
section 7874. The IRS and Treasury De
partment specifically request comments 
regarding appropriate rules in relation to 
these issues arising under section 7874. 

One commentator has recommended 
that preferred stock described in section 
1504(a)(4) should be disregarded in ap
plying the ownership percentage test of 
section 7874(a)(2)(B)(ii) and the special 
safe harbor rules of §1.7874-IT(c). The 
IRS and Treasury Department are care
fully considering this recommendation 
and solicit additional comments as to 
whether future guidance should include 
such a rule. 

In addition, the IRS and Treasury De
partment are considering whether and how 
to amend §1.367(a)-3(c), which deals with 
the tax consequences of a United States 
person's transfer of stock of a domestic 
corporation to a foreign acquiring corpora
tion, as a result of the enactment of section 
7874 and the promulgation of regulations 
thereunder. A commentator has asked for 
these amendments. Additional comments 
are requested. 

Based on comments received, the IRS 
and Treasury Department identified inver
sion transactions using a publicly traded 
foreign partnership as the new foreign 
parent entity of the inverted group as a 
category of transactions requiring a spe
cial rule in order to prevent avoidance 
of the purposes of section 7874, in light 
of the Congressional purpose in enacting 
section 7704. Comments are requested 
as to whether other types of partnerships, 
such as foreign partnerships that are not 
publicly traded and domestic partnerships 
(including limited liability companies), 
could also be used to avoid the purposes 
of sections 7874 and 7704, and whether 
further guidance addressing such avoid
ance is warranted. 

Effective Date 

Section l.7874-2T applies to acquisi
tions completed on or after June 6, 2006. 
Taxpayers may elect to apply the section 
to acquisitions completed prior to that date, 
but must apply it consistently to all acqui

sitions within its scope. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. 

These regulations are necessary to 
provide immediate guidance to prevent 
avoidance of section 7874 in situations 
where it should apply as well as to provide 
immediate guidance on situations where 
it should not apply. Accordingly, good 
cause is found for dispensing with notice 
and public comment pursuant to S U.S.c. 
5S3(b)(B) and with a delayed etlective 
date pursuant to 5 U.s.c. 553(d)(3). For 
applicability of the Regulatory Flexibil
ity Act (S U .S.c. chapter 6), refer to the 
Special Analyses section of the preamble 
to the cross-reference notice of proposed 
ruiemaking published in this issue of the 
Bulletin. Pursuant to section 780S(f), this 
Treasury decision will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of this regulation is 
Jefferson VanderWolk, Office of Associate 
Chief Counsel (International). However, 
other personnel from the IRS and Trea
sury Department participated in its devel
opment. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 V.S.c. 7805 * * * 
Par. 2. Sections 1.7874-2T is added to 

read as follows: 

§l. 7874-2T Surrogate foreign corporation 
(temporary). 

(a) Scope. This section provides rules 
under section 7874(a)(2)(B) for determin
ing whether a foreign corporation shall be 
treated as a surrogate foreign corporation. 
Paragraph (b) of this section provides rules 

under section 7874(a)(2)(B)(i) regarding 
the indirect acquisition of properties held 
directly or indirectly by a domestic corpo
ration or domestic partnership. Paragraph 
(c) of this section provides rules under sec
tion 7874(a)(2)(B )(ii) for identifying stock 
of the entity held by former shareholders 
or partners of the domestic entity by rea
son of holding stock or a partnership inter
est in the domestic entity. Paragraph (d) 
of this section provides rules under section 
7874(a)(2)(B )(iii) for determining whether 
the expanded affiliated group (as defined 
in section 7874(c)(I» that includes the en
tity EAG (Expanded Affiliated Group) has 
substantial business activities in the for
eign country in which, or under the laws 
of which. the entity was created or orga
nized. when compared to the total business 
activities of the EAG. Paragraph (e) of this 
section provides rules under which a pub
licly traded foreign partnership is treated 
as a foreign corporation for purposes of de
termining whether it is a surrogate foreign 
corporation under section 7874(a)(2)(B). 
and rules regarding the consequences un
der the Internal Revenue Code if a partner
ship is treated as a surrogate foreign corpo
ration. Paragraph (f) of this section pro
vides rules under which certain interests 
held by former shareholders or partners 
of the domestic entity are treated as stock 
of the foreign entity making the acquisi
tion described in section 7874(a)(2)(B)(i). 
Paragraph (g) of this section provides rules 
relating to the change in status from a for
eign corporation to a domestic corporation 
under section 7874(b). Paragraph (h) of 
this section provides that section 367 is not 
applicable to the transfer of assets or stock 
to a surrogate foreign corporation that is 
treated as a domestic corporation under 
section 7874(b). 

(b) Indirect acquisition of proper
ties-( 1 ) Acquisition of stock of a domes

tic corporation. For purposes of section 
7874(a)(2)(B)(i), an acquisition by a for
eign corporation of stock of a domestic 
corporation is considered an indirect ac
quisition by such foreign corporation of 
a proportionate amount of the properties 
held directly or indirectly by such domes
tic corporation. 

(2) Acquisition of stock of a foreign 

corporation. For purposes of section 
7874(a)(2)(8)(i), an acquisition by a for
eign corporation of stock of a second 
foreign corporation is not considered an 
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indirect acqUisItIOn by the first foreign 
corporation of any properties held directly 
or indirectly by a domestic corporation 
or domestic partnership owned directly or 
indirectly, wholly or partly, by the second 
foreign corporation. 

(3) Acquisition of un interest ill a 

parrnership. For purposes of section 
7874(a)(2)(B)(i). an acquisition by a for
eign corporation of a capital or profits 
interest in a foreign or domestic part
nership that holds stock in a domestic 
corporation is considered an indirect ac
quisition by such foreign corporation of 
a proportionate amount of the properties 
held directly or indirectly by such domes
tic corporation. 

(4) Acquisition of stock or assets of 
a dumestic corporation by controlled 
subsidiary. For purposes of section 
7874(a)(2)(B)(i) and paragraph (b)(I) of 
this section, if a corporation acquires stock 
or assets of a domestic corporation in ex
change for stock of a foreign corporation 
which owns directly or indirectly, after the 
acquisition, more than 50 percent of the 
stock (by vote or value) of the acquiring 
corporation, such foreign corporation is 
considered as acquiring a proportionate 
amount of such stock or assets of the do
mestic corporation. 

(5) Examples. The application of this 
paragraph is illustrated by the following 
examples. It is assumed that all transac
tions in the examples occur after March 4, 
2003. The examples read as follows: 

Example 1. Acquisition of stock of domestic 
corporatioll. A is a domestic corporation with 100 

shares of a single class of common stock outstand

ing. F. a foreign corporation, acquires 25 shares 

of A stock from a shareholder of A. For purposes 

of section 7874(a)(2)(B)(i), F is considered to have 

made an indirect acquisition of 25% of the properties 

held directly or indirectly by A. 
Example 2. Acquisitiun of stock offureign corpu

ratioll. The facts are the same as in Example 1 ex

cept as follows: All of A's stock is held by B, a for

eign corporation. C. a foreign corporation, acquires 

25 shares of B stock from a shareholder of B. For pur

poses of sellion 7874(a)(2)(B)(i). C is not considered 
to haw made an indirect acquisition of any portion of 

the properties held directly or indirectly by A. 
Example 3. Acquisitioll of partnership illterest. 

D is a partnership which owns all of the issued 

and outstanding stock of E, a domestic corporation. 

G. a foreign corporation, acquires a 40'7<- interest 

m D from a partner in D. For purposes of section 

7874(aI12)(B)(il. G is considered to have made an 

Indirect acquisition of 40'7<- of the properties held 

directl~ or indirectly by E 
E.\U/1Iple of. Acqllisitioll hv COil trolled corpora

lioll. FS. a foreign corporation. is 90Q, owned by for-
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eign corporation FP. Pursuant to a plan of reorgani

zation. FS acquIres all the stock of DT. a domestic 

corporation. in exchange for stock of FP which is ex

changed with the shareholders of DT on a one-for-one 

basis. For purposes of section 71174(a)(2)(B}(i) and 

paragraph (b)( I) of this section. fP is considered to 

have acquired 900/c of the stock of DT and thus to 

have made an indirect acquISItion of90c1c of the prop

erties held directly or mdirectly by DT. If FS had ac

quired substantially all the assets of DT. rather than 

the stock of DT. In exchange for stock of FP. FP would 

be considered to have acquired 90c;c of the assets of 

DT for purposes of section 7874(a)(2)(B)(i). 

(C) Stock held by former shareholders 

or partners by reason of holding stock 

or a partnership interest in the domestic 
entity-( I) General rule. For purposes 
of section 7874(a)(2)(B)(ii), stock of the 
foreign corporation which is received 
by a former shareholder of the domestic 
corporation in exchange for stock of the 
domestic corporation is considered stock 
held by reason of holding stock in the 
domestic corporation. Similarly, for pur
poses of section 7874(a)(2)(B)(ii), stock 
of the foreign corporation which is re
ceived by a former partner of the domestic 
partnership in exchange for a capital or 
profits interest in the domestic partner
ship is considered stock held by reason of 
holding a capital or profits interest in the 
domestic partnership. Subject to section 
787 4( c)( 4), in cases where the foreign 
corporation also issues stock to a former 
shareholder of the domestic corporation 
or partner of the domestic partnership in 
the same transaction or series of transac
tions in exchange for consideration other 
than stock in the domestic corporation or 
a capital or protits interest in the domestic 
partnership. the percentage of the foreign 
corporation's stock considered to be held 
by former shareholders of the domestic 
corporation or former partners of the do
mestic partnership by reason of holding 
stock in the domestic corporation or a 
capital or profits interest in the domestic 
partnership shall be determined on the 
basis of the relative value of the property 
in exchange for which the foreign corpo
ration's stock was issued. 

(2) Former shareholders and former 
partners. For purposes of this section, 
former shareholders of the domestic cor
poration are persons who held stock in the 
domestic corporation before the acquisi
tion, including persons (if any) who held 
stock in the domestic corporation both 
before and after the acquisition. Former 
partners of the domestic partnership are 

persons who held a capital or profits in
terest in the domestic partnership before 
the acquisition. including persons (if any) 
who held a capital or profits interest in the 
domestic partnership both before and after 
the acquisition. 

(3) Example. The following example il
lustrates the application of this paragraph: 

Example. COlltrihlllioll of" JlOck of dOllleSlie 1lI1d 

foreign COl1JUratiulls. A holds all of the issued and 

outstanding common stock of DC. FC I. FC2. and 

FC3. DC is a domestic corporation. and FCl. FC2, 

and Fe3 are foreign corporations. Each of DC. FC l. 

FC2. and FC3 has only one class of stock outstand

ing. DCs outstanding stock is worth $40x. FCI's 

outstanding stock is worth $20x, FC2's outstanding 

stock is worth $25x, and FC3' s outstanding stock is 

worth $15x. In a transaction subject to section 351, 

A contributes the stock of DC. FC l. FC2. and Fe3 

to FP. a foreign corporation, in exchange for all of 

the issued and outstanding common stock of FP. The 

transaction occurs after March 4. 2003. For purposes 

of section 7R74(a)(2)(B)(ii), A is considered to hold 

40% of the stock of FP by reason of holding stock in 

DC. 

(d) Substantial business activities of 
the EAG-( I) General rule-{i) Facts and 
circumstances test. Subject to paragraph 
(d)(2) of this section, the determination 
of whether, after the acquisition, the EAG 
has substantial business activities in the 
foreign country in which, or under the law 
of which, the acquiring foreign entity is 
created or organized, when compared to 
the total business activities of the EAG. 
shall be made on the basis of all of the facts 
and circumstances. However, the factors 
described in paragraph (d)(1)(iii) of this 
section shall not be taken into account in 
making the determination. For the EAG 
to have substantial business activities in 
the foreign country when compared to 
the total business activities of the EAG, 
there is no minimum percentage of its total 
business activities (regardless of how mea
sured) that must be in the foreign country. 
It is necessary. however, for the determi
nation of substantiality to be made on the 
basis of a comparison to the total business 
activities of the EAG, and the factors set 
forth in paragraph (d)O )(ii) of this section 
are to be evaluated accordingly. Thus, it 
is possible that the business activities of 
an EAG in a particular country would be 
substantial when compared to the total 
business activities of such EAG, but the 
identical business activities of another 
EAG in the same country would not be 
substantial when compared to the total 
business activities of that EAG because 



the total business activities of the second 
EAG were much more extensive than the 
total business activities of the first EAG. 

(ii) Factors to be considered. Relevant 
factors indicating that the EAG has sub
stantial business activities in the foreign 
country when compared to the total busi
ness activities of the EAG include, but are 
not limited to, the factors set forth below. 
The presence or absence of any factor, or 
of a particular number of factors, is not de
terminative. Moreover, the weight given 
to any factor (whether or not set forth be
low) depends on the particular case. Rel
evant factors include, but are not limited 
to-

(A) Historical presence. The conduct 
of continuous business activities in the for
eign country by EAG members prior to the 
acquisition; 

(B) Operational activities. Business ac
tivities of the BAG in the foreign country 
occurring in the ordinary course of the ac
tive conduct of one or more trades or busi
nesses, involving-

(1) Property located in the foreign coun
try which is owned by members of the 
EAG; 

(2) The performance of services by in
dividuals in the foreign country who are 
employed by members of the EAG; and 

(3) Sales to customers in the foreign 
country by EAG members; 

(C) Management activities. The perfor
mance in the foreign country of substantial 
managerial activities by EAG members' 
officers and employees who are based in 
the foreign country; 

(D) Ownership. A substantial degree of 
ownership of the EAG by investors resi
dent in the foreign country. 

(E) Strategic factors. The existence of 
business activities in the foreign country 
that are material to the achievement of the 
EAG's overall business objectives. 

(iii) Factors not to be considered. Any 
assets, activities, or income attributable to 
a transfer or transfers disregarded unuer 
section 7874(c)(4) are not relevant factors 
to be considered. In addition, any assets 
that are temporarily located in a foreign 
country at any time as part of a plan a 
principal purpose of which is to avoid the 
purposes of section 7874 are not relevant 
factors to be considered. 

(2) Safe harbor-(i) Elements. The 
EAG will be considered to have substantial 
business activities, after the acquisition, in 

the foreign country in which, or under the 
law of which, the acquiring foreign entity 
was created or organized, when compared 
to the total business activities of the EAG, 
if paragraphs (d)(2)(ii), (iii), and (iv) of 
this section apply. 

eii) Employees. This paragraph 
(d)(2)(ii) applies if, after the acquisition, 
the group employees based in the foreign 
country account for at least 10 percent 
(by headcount and compensation) of tOlal 
group employees. 

(iii) Assets. This paragraph (d)(2)(iii) 
applies if, after the acquisition, the total 
value of the group assets located in the 
foreign country is at least 10 percent of the 
total value of all group assets. 

(iv) Sales. This paragraph (d)(2)(iv) 
applies if, during the testing period, the 
group sales made in the foreign country 
accounted for at least 10 percent of total 
group sales, 

(3) Definitions and application of rules. 
For purposes of paragraph (d) of this sec
tion-

(i) The term group employee means a 
common law employee of one or more 
members of the EAG who worked full time 
(meaning normally 35 or more hours per 
week) throughout the testing period. An 
independent contractor performing activi
ties on behalf of an EAG member is not 
a group employee. A group employee is 
considered to be based in a country only if 
the group employee spent more time pro
viding services in such country than in any 
other country throughout the testing period 
and continues to provide services in such 
country immediately after the acquisition. 
The compensation of a group employee is 
determined in United States dollars and, in 
the case of compensation denominated in 
a foreign currency, translated into United 
States dollars using the weighted average 
exchange rate for the taxable year, as de
fined in §1.989(b)-L 

(ii) The term group assets means tan
gible property used or held for use in the 
active conduct of a trade or business by 
a member of the EAG. An item of tan
gible personal property is considered to 
be located in a country only if such item 
was physically present in such country for 
more time than in any other country dur
ing the testing period. The total value of 
group assets is determined for purposes of 
this paragraph on the last day of the test
ing period, on a gross basis (that is, not 

reduced by liabilities), measured by either 
tax book value or fair market value, but not 
both, in United States dollars translated if 
necessary at the spot rate determined un
der the principles of § 1.988-1 (d)(l), (2) 
and (4). Group assets do nol include prop
erty located in a country by reason of a 
transfer, or a change of geographic loca
tion, pursuant to a plan a principal purpose 
of which is to avoid the application of sec
tion 7874. In addition, intangible assets 
are not taken into account (in either the nu
merator or denominator) in calculating the 
amount of group assets. 

(iii) The tcrm f?roup sales means sales 
and the provision of services by members 
of the EAG, measured by gross receipts 
from such sales and services, in United 
States dollars (determined, in the case of 
gross receipts denominated in a foreign 
currency, using the weighted average ex
change rate for the taxable year, as defined 
in Treas. Reg. §J.989(b)-I). A group 
sale is considered to be made in a country 
only if the services, goods or other prop
erty transferred by such sale are sold for 
use, consumption or disposition in such 
country. 

(iv) If one or more members ofthe EAG 
own capital or profits interests in a partner
ship, the proportionate amount of activi
ties, employees, assets, income and sales 
of such partnership are considered to be 
activities, employees, assets, income and 
sales of the member or members of the 
EAG. A partner's proportionate share shall 
be determined under the rules and princi
ples of sections 70 I through 706 and the 
regulations thereunder. 

(v) The term testing period means the 
12 month period ending on the last day 
of the EAG's monthly or quarterly man
agement accountmg period in which the 
acquisition is completed and the term af
ter the acquisition means, for purposes of 
paragraphs (d)(l )(i) and (d)(2)(ii) and (iii) 
of this section, the last uay of the testing 
period. 

(4) Examples. The application of para
graph (d)( 1) of this section is illustrated 
by the following examples of business ac
tivities of an EAG in a foreign country 
after an acquisition described in section 
7874(a)(2)(B)(i). In each example, the ac
quiring foreign entity is incorporated in 
Country A. Paragraph (d)(2) of this section 
does not apply to any of the examples. The 
examples are not intended to allow any 
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inferences to be drawn as to whether the side Country A. The EAG' s real estate portfolio in 

presence or absence, in a particular case, 

of one or more facts described in an exam
ple is determinative as to whether an EAG 

does, or does not, have substantial busi
ness activities in the relevant foreign coun
try when compared to the total business ac
tivities of the EAG. The examples read as 
follows: 

E.wmpil: 1. Adllllllislralil'l! (Jet/l'ilie.1 Ilnd .\ome 

C/I.IlomeT scrl'ict'.I-(i) Fa('[s. Group employees 
hased in Country A regularly perform admInistra
tive, hack office services for other EAG memhers. 
and regularly provide customer sen ice glohally via 
telephone and email at a communications center 
located in Country A. After the acquisition, fewer 
than ::,!, of group employees are based in Country A. 
Le" than 3'7c of group sales were made in Country 
A in the 12-month period ending on the date of the 
acquisition. The total value of group assets located 
In Country A on the date of the acqUisition is approx
imately 2'7e of total group assets. None of the EAG's 
,enior managers are based in Country A. 

(ii) Conc/usioll. In light of all the facts and 
circumstances, after the acquisition, the EAG does 
not have subqantial business activities in Country A 
when compared to the total business activities of the 
EAG. 

Example 2. Manufacluring ill foreign coun-

trv-(i) hlcrs. EAG members own and have con
ti~uously operated a manufacturing facility and 
warehouses in Country A for several years prior 
to the acquisition. The goods produced in Country 
A represented approximately 2% of the total value 
of the EAG's production of finished goods in the 
12-month period ending on the date of the acqui
sition. Group employees based in Country A also 
regularly perform back office services for other EAG 
members. Fewer than 5% of group employees were 
hased in Country A during the 12-month period end
ing after the acqui,ition. Less than 2% of group sales 
were made in Country A during the 12-month period 
ending after the acquisition. The total value of group 
asset; located in Country A after the acqui,ition is 
approximately 4'7r of total group assets. None of the 
EAG's senior managers are based in Country A. 

(ii) Conclusion. In light of all the facts and 
circumstances, after the acquisition. the EAG does 
not have substantial business activities in Country A 
when compared to the total business activities of the 
EAG. 

Example J. Fiflallcial .l'ef'l'ias group; real es

tate ill jrJreign collfltn'-(II Facts, The EAG's main 
line of business is financial services. Group employ
ees based in Country A regularly perform back office 
service, for other EAG members. Fewer than So/c of 
~roup employees were based in Country A during the 
12-month period ending on the date of the acquisition 
Less than Y7( of group sales were made in Country 
A during the same period. Ho\\ever, the total yalue 
of group assets located in Country A after the acqui
,ition is more than lO f1e of the value of total group 
a"eh. due to the fact that EAG members purchased 
a substantial amount of commercial and residential 
real e,tate in Country A during the 24 months preced
ing the acquisition. The management of the real es
tate is performed h) an unrelated independent agent. 
]\lost of the EAG's senior managers are based out-
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Countrv A was not acquired pursuant to a strategic 
plan fo-r one or more of the EAG's worldwide lines 
of busine", nor are the EAG's business activities in 
Country A materIal to the achicyement of the EAG's 
oyerall hu,ine>s ohjectiyes. 

(ii) COIlCIIlSiO/I. In light of all the facts and 
circurmtances. after the acquisition. the EAG does 
not have suhstantial husiness actilities in Country A 
when compared to the total busines> activities of the 
EAG. 

Example -i. Foreigll grollp mergillg \I'illr larger 

U.S. group-til rllCls. The Country A corporation 
that is the parent entity in the EAG acquired a do
me,tic corporation and its subsidiarics pun.uant to a 
merger agreement. Before the merger, the stock of 
both the Country A corporation and the domestic cor
poration was puhlicly traded in their respective coun
tries of incorporation. The two groups were competi
tors in the same global line of business for many years 
preceding the merger. The merger was prompted by a 
third group's attempt to obtain control of the domes
tic corporatIOn and its subsidiaries without the con
sent of the management of the domestic corporation. 
After the merger. the Country A corporation is more 
than 60% owned by former shareholders of the do
mestic corporation, due to the fact that the domestic 
corporation was significantly more valuable than the 
Country A corporation. After the merger. the stock of 
the Country A corporation is publicly traded on stock 
exchanges in both Country A and the United States. 
Group employees based in Country A perform all of 
the functions involved in the EAG's overall business 
activities, including headquarters and senior manage
ment functions. After the merger, approximately II <;! 

of group employees are hased in Country A, the total 
value of group assets located in Country A is approxi
mately IO'k of the value of total group assets, and the 
estimated percentage of group sales that will be made 
in Country A during the year following the merger is 
approximately 7CJc. 

(ii) Conclusiol1. In light of all the facts and cir
cumstances, after the acquisition, the EAG has sub
stantial business activities in Country A when com
pared to the tOlal business activities of the EAG. 

Example 5. Relocatiol1 of business /() for"ign 

cOllnln'-(i) Facls. The EAG's business involves 
advanced technology. The controlling shareholders 
of the Country A corporation that is the parent entity 
in the EAG, and the senior managers of the EAG, are 
resident in Country A. The controlling shareholders 
originally established DC, a domestic corporatIon, 
which established its head office in City B in the 
United States, where a leading institute of technol
ogy is located. Part of DC s business strategy was to 
hire research personnel ..... ho had been trained at the 
institute of technology and had settled in City B. DC 
hired 10 researchers who worked at DC'; premises 
in City B. DC also established FS, a wholly owned 
Country A subsidiary, which hired research person
nel in Country A to perform research and product 
development functions at FS's premises in Country 
A. Subsequentl), the senior managers and controlling 
shareholders adopted a new business strategy involv
ing the closure of the U.S. operations and the transfer 
of"DCs business and FS's stock to FP. a new Country 
A corporation, with the result of centering the EAG' s 
business in Country A. Pursuant to the new strategy, 
DC terminated the employment of seven researchers 

. C' B . 'e' relocated the and the lease on Its lty pren1lS s, 

other three researchers from City B to Country A, 
and transferred its remaining assets, including the 
stock of FS, to FP in exchange for more than 80'7,. 01 
the stock of FP. After the acquisition, suhstantially 
all of the group employees were based in Country A, 
and substantially all of the group assets wen~ located 
in Country A. 

(ii) COIleillsion. In light of all the fads and cir
CUlllstances, after the acquisition, the EAG has sub
stantial business activities in Country A when com
pared to the total business activities of the EAG. 

(e) Acquisition by publicly traded for

eign partnership-( I) Treatment as a for

eign corporation. For purposes of apply
ing section 7874(a)(2)(B) and this section, 

a publicly traded foreign partnership shall 
be treated as a foreign corporation created 
or organized in, or under the laws of, the 
foreign country in which, or under the laws 
of which, such partnership was created or 
organized, and interests in such partner
ship shall be treated as stock of such for
eign corporation. In determining whether 
the publicly traded foreign partnership is a 
surrogate foreign corporation, the publicly 
traded foreign partnership will be treated 
as a member of the EAG, if the require
ments of section 787 4( c)(1) are met If 
this paragraph is applicable and the pro
visions of section 7874(a)(2)(B) are satis
fied such that the foreign entity making the 
acquisition is a surrogate foreign corpora
tion to which section 7874(b) applies, the 
foreign entity shall be treated as a domes
tic corporation for purposes of the Inter
nal Revenue Code. See paragraph (e)(3) 
of this section for the deemed treatment 
of the change in form from a foreign part
nership to a domestic corporation, If this 
paragraph is applicable and the provisions 
of section 7874(a)(2)(B) are satisfied such 
that the foreign entity making the acquisi
tion is a surrogate foreign corporation to 
which section 7874(b) does not apply, the 
foreign entity shall continue to be a for
eign partnership for purposes of the Inter
nal Revenue Code, but the tax treatment 
of the expatriated entity shall be governed 
by section 7874(a)( I). If this paragraph 
is applicable, but the provisions of section 
7874(a)(2)(B) are not satisfied such that 
the foreign partnership making the acquisi
tion is not a surrogate foreign corporation, 
the status of the publicly traded foreign 
partnership will not be affected by section 
7874 or § 1.7874-21. 

(2) Publicly tradedforeign partnership. 
For purposes of this section, the term pub
licly traded foreign partnership means any 



foreign partnership that would, but for the 
application of section 7704(c), be treated 
as a corporation under section 7704 at any 
time during the two-year period following 
the partnership's completion of an acquisi
tion described in section 7874(a)(2)(B)(i). 

(3) Deemed treatment of change from 
foreign partnership to domestic corpora

tion. Except for purposes of determin
ing whether it is a surrogate foreign cor
poration under section 7874(a)(2)(B) and 
§ I.7874-2T, a foreign partnership that is 
treated as a domestic corporation pursuant 
to the application of paragraph (e)(1) of 
this section and the application of section 
787 4(b) and § 1.787 4-2T shall, immedi
ately before commencement of the acqui
sition, be treated as transferring all of its 
assets and liabilities to a newly formed 
domestic corporation in exchange for the 
stock of the domestic corporation, and dis
tributing such stock to its partners in liq
uidation of their interests in the partner
ship. The tax treatment of the transaction 
shall be determined under all relevant pro
visions of the Internal Revenue Code and 
general principles of tax law, including the 
step transaction doctrine. 

(4) Disregard of deemed acquisition. 
For purposes of paragraph (e)(1) of this 
section, a publicly traded foreign partner
ship's deemed acquisition of assets and li
abilities under §1.708-l(b)(4) is not a di
rect or indirect acquisition of properties to 
which section 7874(a)(2)(B)(i) could ap
ply. 

(5) Examples. The application of this 
paragraph is illustrated by the following 
examples. It is assumed that all transac
tions in the examples occur after March 4, 
2003, and that any foreign partnership re
ferred to in an example is not treated as a 
corporation under section 7704. The ex
amples read as follows: 

Example /, Foreign hybrid entiry; public trading 

of ownership interests 011 slock marker following tri

angular merger-til FaCIe The stock of DP. a do
mestic corporation, is publicly traded on stock ex
change SE, Pur~uant tu a plan. DP and an unrelated 
person form a foreign subsidiary entity. FQ. under 
the laws of foreign country X. transferring a mini
mal amount of cash to FQ In the process, DP owns 
99,9% of FQ and the unrelated party owns 0, I % of 
FQ. FQ is a limited liability company and is a for
eign eligible entity under §301.7701-2, FQ makes 
an election under §30 1.7701-3 to be treated as a part
nership for Federal income tax purposes as of the date 
of its formation, FQ forms a wholly owned domes
tic corpormion. DS. under the laws of State A, Un
der a merger agreement and State A law. DS merges 

into DP. with DP surviving the merger as a wholly 
owned subsidiary of FQ and the fanner sharehold
ers of DP receiving ownership intere,ts in FQ in ex
change for their DP stock, On the day of the merger. 
the stock of DP ceases to be li,ted on stock exchange 
SE. Trading of ownership interests of FQ on stock 
exchange SE commences on the d<ly after the day of 
the merger. FQ. however. is not treated as a corpo
ration under section 7704. due to the application of 
section n04(c), After the acqUisition. the corporate 
group owned by FQ does not have substantial busi
ness activities in foreign country X when compared 
to its total business activities, 

i'ii) Analysil. FQ is a puhlicly traded foreign part
nership under paragraph (e)( I) of this section, For 
purposes of determining whether FQ is a surrugate 
foreign corporation under section 7874(a)(2)(B). FQ 
is considered to be a foreign corporation rather than 
a foreign partnership, and ownership interests in FQ 
are conSidered to be stock of f'Q. Therefore, on the 
basis uf these facts. FQ is a surrogate foreign cor
poration because all of the conditions stated in sec
tion 7874(a)(2)(B) are satisfied. Because the fanner 
shareholders ofDPhold more than 80% ofFQ's own
ership interests. FQ is treated under section 78741b) 
as a dumestic curporation for purposes of the Internal 
Revenue Codc. In addition. the former shareholders 
of DP are treated as having re<:eived stock of domes
tic corporation FQ in exchange for their ,tock of DP. 

Example 2, Substantial business activities of the 

EAG in The joreign countr\' of incorporaTion-Ii) 
Facts. The facts are the same as in Example; except 
that. after the a<:quisition. the EAG that includes FQ 
has ,uhstantial hmine" activitie, in foreign country 
X when compared to the total business activllies of 
the EAG under the criteria set furth in paragraph (d) 
uf this section. 

(ii) Analysis, For purposes of determining 
whether FQ is a surrogate foreign corponltion under 
section 7874(a)(2)(B). FQ is conSidered to be a for
eign corporatiun rather than a foreign partnership. 
and ownership interests in FQ are considered to be 
stock of FQ, On the hasis of these facts, FQ is not 
a surrogate foreign corporation. because. after the 
acquisition. the EAG that includes FQ has substan
tial business aCLivities in fureign coulltry X when 
compared to the total business activities of the EAG, 
Therefore. section 7874 does not apply to thc acqui
sition. and the status of FQ as a foreign partnership 
is unaffected, 

Example 3, AcquisiTion by pubUcly lraded for

eign partnership owned by former ,hareholders and 

unrelated persons-ti) Facts, The facts are the same 
as in Example I except that. at the time of the merger 
transaction. unrelated persons who did not own any 
stDck of DP transfer stock of a foreign corporation to 
FQ in exchange for 25% of the ownership interest> in 
FQ, Former shareholders of DP receive 75 clc, of the 
ownership interest, in FQ. 

(ii) Analvsis. For purposes of determining 
whether FQ is a surrogate foreign corporation un
der section 7874(a)(2)(B). FQ is considered to be 
a foreign corporation rather than a foreign partner
ship, and ownership interests in FQ are considered 
to be stock of FQ, Therefore, on the baSIS of these 
facts, and taking into account the pruvisions of 
section 7874(c)(4). FQ is a surrogate foreign corpo
ration. bccause all of the conditions stated in sectIon 
7874(a)12)(B) are satisfied, Because the former 

shareholders of DP hold less than 80ck of FQ' s 
ownership interests, FQ is not treated under section 
7874(b) as a domestic corporation for purposes of 
the Internal Revenue Code, Rather. FQ is a foreign 
partnerShip for purposes of the Internal Revenue 
Code. and section 7874(a)( I) applies in detennining 
the Federal income tax liability of DP and any other 
expatriated entity (as defined in section 7874(a)(21), 

(f) Options and similar interests treated 
as stock of the foreign acquiring corpora
tion-(l) General rule. For purposes of 
section 7874(a)(2)(B)(ii). options and in
terests that are similar to options held by 
a person by reason of holding stock in the 
domestic corporation or a capital or prof
its interest in the domestic partnership de
scribed in section 7874(a)(2)(B)(i) shall be 
treated as exercised. The prior sentence 
shalJ apply, however, only to the extent that 
the effect of such exercise is to treat the 
foreign entity that has made the acquisi
tion described in section 7874(a)(2)(B)(i) 
as a surrogate foreign corporation under 
section 7874(a)(2)(B). 

(2) Interests that are similar to options. 
For purposes of paragraph (f)(l) of this 
section, an mterest that is similar to an op
tion includes. but is not limited to, a war
rant, a convertible debt instrument, an in
strument other than debt that is convertible 
into stock, a put, a stock interest subject to 
risk of forfeiture, and a contract to acquire 
or sell stock. 

(3) Example. The application of this 
paragraph is illustrated by the folJowing 
example. It is assumed that the transaction 
in the example occurs after March 4, 2003. 
The example reads as follows: 

Example, Convertible bonds rreated as stock of 
foreign corporarion-(i) FaCTS, DT, a domestic cor
poration with 80 shares of stock issued and outstand
ing. is owned by a group of individuals. FA. a foreign 
corporation unrelated to DT. has 20 shares of stock 
issued and outstanding, Pursuant to a plan. the share
holders of DT transfer all of their shares of DT to FA 
in exchange for 25 newly issued shares of FA stock 
(with a value of $25x) and $55x of FA bonds that are 
convertible at the election of the holder into 55 shares 
of FA stock. for no additional conSideration. at any 
time during the ensuing S-year periud, After the ac· 
quisition. the EAG that include, FA does not have 
substantial business activities in FA's country of m
corporation '-hen compared to the total business ac
tivities of the EAG, 

Iii) Analni.\", FA has indirectly acquired substan
tially all the properties held directly or indirectly by 

DT pursuant to a plan, Before the application of this 
[laragru[1h (f), the former shareholders of DT own 
25 shares of FA stock by reason of holding qock III 

Dr. A~cordlOgly, the ,eetion 7874( a)(2)1 B )tii) frac
tion would be 25/45, the re,ulting percentage would 
be 55'1. and FA ,-auld not bc a ,urrogate foreign 
corporation, Pursuant to paragraph (f)( 2) of thi, ,ec-
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tion, the FA convertible bonds i"ued to the fonner 
shareholder, of DT are treated a, interest, that are 
'ImIiar to oplion,. A, a re,ult. and pup,uant to para
graph (f){ I ) of thi, ,ection. Ihe eOll\crlible bond, are 
treated as being (011\ erted mtLl 55 ,hare, of FA ,tock 
for purpo,e, of ,ectlOn 7K7-l(aJ(2J(B)(li) Therefore. 
the ,eellon 787-l(a)f2)(Bllill fral'liun i, 801100. the 
resulting percentage i, RO<:{ and FA i, a ,UITLlgate 
foreign corporalion. In addilion. pur,uant III ,,'c~ion 
7R7-l(bJ. FA i, treated a, a dome,tic curporation. 

(g) Change from jlJreigll to domes

tic stattls-( I) Conrersioll-(i) Gelleral 

rule. Except for purposes of determinin o 
b 

whether it is a surrogate foreign corpo-
ration under section 787~(a)(2)(B) and 

§ I. 7874-2T, the conversion of a foreign 

corporation to a domestic corporation un
der section 7874(b) shall, immediately 

before commencement of the acquisi
tion described in section 787~(a)(2)(B)(i), 

be treated as a reorganization described in 
section 368(a)( I )(F). For the consequences 
of the conversion, see § 1.367(b )-2(f). See 
also § 1.367(b )-3. The tax treatment of all 

aspects of the transaction other than such 
conversion shall be determined under all 
relevant provisions of the Code and gen
eral principles of tax law, including the 
step transaction doctrine. 

(ii) Example. The following example 
illustrates the application of paragraph 
(g)( 1)0) of this section. It is assumed that 
the transaction in the example occurs after 
March 4, 2003. The example reads as 
follows: 

Example. COIll'ei'sion Ireated as reorgalli~al;Of/ 

IInder .11'('1;011 368(a){ 1)( F)-Ii) Facls. DT, a domes
tic corporation is owned by a group of individuals. 
FA. a foreign corporation unrelated to DT which has 
been conducting a trade or business for several years, 
has 20 shares of stock i"ued and outstanding. Pur
,uant to a plan, the shareholders of DT transfer all of 
their shares of DT to FA In exchange for 80 newly 
issued shares of FA ,tock. After the acquisition, the 
EAG that includes FA does not have suhstantial busi
ness activities in FA's country of incorporation when 
compared to the total business activities of the EAG. 

Iii) Allalvs;s. FA has indirectly acquired sub
stantially all the properties held directly or indirectly 
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b~ DT pursuant to a plan. After the acquisition. 
the forn1cr shareholders of DT 0\\ n 80 shares of FA 
slOck by reason of holding: stock In DT. Accordingly. 
the section 787-l(al(2){B)(ii) fraction is 801100, the 
re,ulting percentage is 8(JClc. and FA is a surrogate 
foreign corporation. In addition. pursuant to section 
787-l(b). FA is treated as a domestic corporation. 
Other than for purposes of dctcrn1ining whether FA 
IS a surrogate foreign corporation. the conversion 
of FA from a foreign corporation to a domestic cor
poration shall. Immediately before FA's acquisition 
of the DT stock. be treated as a reorganization un
der section 368(a)( I )(F). See ** 1.367(b)-2(t) and 
1.367(b)-3. The tax treatment of all other aspects 
of the transaction. including the acquisition of the 
DT stock by FA. is determined under all relevant 
provisions of the Code and general principles of tax 
law. including the step transaction doctrine. 

(2) Entity classification. An entity that 

is treated as a domestic corporation under 
section 7874(b) is not an eligible entity as 

defined in §301.7701-3(a) of this chapter 
and therefore may not elect noncorporate 
status. 

(3) Time of determination. Subject to 
the application of the step transaction doc
trine and section 7874(c)(4), the determi

nation of whether a foreign entity is a sur
rogate foreign corporation is made imme
diately after completion of the acquisition 
described in section 7874(a)(2)(B)(i), ex
cept as provided in paragraphs (d)(3)(v) 
and (e)(2) of this section. A foreign entity 
that is treated as a domestic corporation 
under section 787 4(b) shall continue to be 
treated as a domestic corporation without 
regard to whether the provisions of section 
7874(a)(2)(B)(ii) and (iii) are satisfied at a 
later time. 

(h) Nonapplication of section 367-( I) 

General rule. If section 7874(b) applies 
to a surrogate foreign corporation, sec
tion 367 shall not apply to the transfer of 
stock or other property to such entity as 
part of the acquisition described in section 
7874( a)(2)(B lei). 

(2) Example. The following example 
illustrates the application of paragraphs (g) 

and (h)( I) of this section. It is assumed 

that the transaction in the example occurs 
after March 4,2003. The example reads as 

follows: 
Example. COIII'<'rs;OIl o/.fi,reigll cmporl/lioll 10 

domeslic corporalioll-(i) FlU·ls. FP. a ne\\ly formed 
foreign corporation. acquires pursuant to a plan sub
stantially all of the stock of DX, a domestic corpora
tion. hy issuing its stock to the owners of DX in ex
change for their DX stock. The former owners of DX, 
all of whom arc U.S. persons, hold more than 80'7c of 
the stock of FP by reason of their ownership of DX 
stock. The EAG that includes FP does not have sub
stantial business activities in FP,s country of incor
poration after the acquisition when compared to the 
total business activities of the EAG. 

(ii) Allalvsis. FP is a surrogate foreign corpo
ration under section 7874(a)(2)(B). Under section 
7874(b). FP is treated as a domestic corporation for 
purposes of the Internal Revenue Code. In addition, 
the former owners of DX are not subject to section 
367 with respect to the transfer of their DX stock to 

FP. 

(i) [Reserved.] 
(j) Effective date. This section shall ap

ply to acquisitions completed on or after 
June 6, 2006. However, taxpayers may ap

ply this section to acquisitions completed 
prior to that date, but must apply it consis
tently to all acquisitions within its scope. 

Mark E. Matthews, 

Deputy Commissioner for 

Services and Enforcement. 

Approved May 22, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Federal Register on June 5, 2006, 
8:45 a.m .. and puhlished in the issue of the Federal Register 
for June 6, 2006, 71 FR. 32437) 



Part III. Administrative, Procedural, and Miscellaneous 
Postponement of Filing Date 
for Form 8898 

Notice 2006-57 

PURPOSE 

This notice postpones until October 16, 
2006, the due date for filing Form 8898, 
Statement for Individuals Who Begin or 
End Bona Fide Residence in a U.S. Pos
session, for tax years 200 I through 2005. 

BACKGROUND 

Section 937 was added to the Internal 
Revenue Code by section 908 of the Amer
ican Jobs Creation Act of 2004, Public 
Law 108-357. Section 937(c) generally 
requires individuals who take the position 
for U.S. income tax reporting purposes that 
they became, or ceased to be, a bona fide 
resident of American Samoa, Guam, the 
Northern Mariana Islands, Puerto Rico, or 
the United States Virgin Islands to file no
tice of such position. Such a change in res
idence must be reported for taxable years 
ending after October 22, 2004, as well as 
for any of an individual's preceding three 
taxable years. Thus, for calendar year tax
payers as of the date of this notice, if any 
individual changed residence to or from a 
U.S. possession during any of the tax years 

2001, 2002, 2003, 2004, or 2005, infor
mation reporting generally is required for 
each of those tax years in which there is a 
change of residence. 

Under section 937(c) and Treas. Reg. 
§ 1.937-l(h)(l), the IRS may prescribe 
the time and manner by which taxpayers 
are to provide such notice of their change 
in residence. On April 18, 2006, the IRS 
released Form 8898, Statement for In
dividuals Who Begin or End Bona Fide 
Residence in a U.S. Possession, on which 
the information reporting required under 
section 937(c) is to be made. See IRS 
Announcement 2006-25, 2006-18 I.R.B. 
871. 

The instructions to Form 8898 provide 
that, beginning with tax year 200 I, an in
dividual with worldwide gross income of 
more than $75,000 must file Form 8898 
for the tax year in which the individual be
comes or ceases to be a bona fide resident 
of a U.S. possession. The due date pre
scribed in the instructions for filing Form 
8898 is the due date (including extensions) 
for filing Form 1040 or Form 1040NR, ex
cept that for tax years 2001 through 2005, 
Form 8898 must be filed by July 17, 2006 
(or, for 2005, any extended due date). 

Since release of Form 8898, taxpayers 
have expressed the view that in a signifi
cant number of cases, the prescribed due 

date will not allow adequate lime to gather 
and comply with the information reporting 
requirements of Form 8898 for prior years. 

GRANT OF RELIEF 

The IRS has granted a postponement 
of time for taxpayers to file Form 8898 
for tax years 2001 through 2005 until the 
automatic extended due date (irrespective 
of whether the taxpayer applied for an 
extension) for filing Form 1040 or Form 
1040NR for the 2005 calendar year. Ac
cordingly, taxpayers who changed their 
residence to or from a U.S. possession 
during any of those tax years must file 
Form 8898 by October 16, 2006. Except 
for this postponement of the due date, 
Form 8898 must be filed in accordance 
with the form instructions. 

DRAFTING IKFORMATION 

The principal author of this notice is 
J. David Varley of the Office of Associate 
Chief Counsel (International). For further 
information regarding this notice, contact 
Mr. Varley at (202) 435-5262 (not a toU
free call). 

NOTE: Use this revenue procedure to prepare Forms 8027, Employer's Annual Information Return of Tip Income and Allocated 
Tips, for submission to Internal Revenue Service (IRS) using either of the following: 

- Tape Cartridges 
- Electronic Filing 

Please read this publication carefully. Persons required to file may be subject to penalties if they do not follow the instructions in 
this revenue procedure. 

Note: IRSIECC-MTB no longer accepts 3th-inch diskettes for the filing of information 
returns including Form 8027. 
For tax year 2008 forms filed in calendar r.ear 2009, IRSIECC-MTB will no longer 
accept tape cartridges. Electronic filing wIll be the ONLY acceptable method for filing 
Form 8027 with ECC-MTB. 

26 CFR 601.602: Tax forms and instructions. 

Rev. Proc. 2006-29 
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PART A. GENERAL 

Sec. 1. Purpose 

.01 Form 8027 is used by large food or beverage establishments when the employer is required to make annual reports to the IRS 
on receipts from food or beverage operations and tips reported by employees. 

Note: All employees receiving $20.00 or more a month in tips must report 100% of their tips to their employer • 

. 02 The Internal Revenue Service Enterprise Computing Center - Martinsburg (IRSIECC-MTB) has the responsibility of process
ing Forms 8027 submitted electronically/magnetically. The purpose of this revenue procedure is to provide the specifications for filing 
Form 8027, Employer's Annual Information Return of Tip Income and Allocated Tips, Electronically or Magnetically. This revenue 
procedure is updated when legislative changes occur or reporting procedures are modified. Major changes have been emphasized by 
italics . 

• 03 This revenue procedure supersedes the following: Rev. Proc. 2005-41 published as Publication 1239 (Rev. 6-2005), Specifica
tions for Filing Form 8027, Employer's Annual Information Return of Tip Income and Allocated Tips, Magnetically or Electronically. 
This revenue procedure is effective for Forms 8027 due the last day of February 2007 and any returns filed thereafter. 

Sec. 2. Nature of Changes 

Numerous editorial changes have been made to the revenue procedure. Please read the publication carefully and in its entirety 
before attempting to prepare your electronic/magnetic file for submission. Major changes have been emphasized by using italics. The 
changes are as follows: 

.01 The Martinsburg Computing Center's name was changed to the Enterprise Computing Center - Martinsburg (ECC-MTB) . 

. 02 IRS/ECC-MTB no longer accepts 3 lh-inch diskettes for the filing of information returns including Form 8027 . 

. 03 The record length was increased to 420 positions to accommodate four new fields . 

. 04 The new field Final Return Indicator, position 371, was added . 

. 05 The new field Charge Card Indicator, position 372, was added . 

. 06 The new field ATIP Indicator, position 373, was added . 

. 07 The new field LiablelNot Liable Indicator, position 374 was added . 

. 08 Positions 375-418 are held in reserve for future information . 

. 09 Positions 419-420 are blank. 

Sec. 3. Where to File and How to Contact the IRS, Enterprise Computing Center - Martinsburg 

.01 All Forms 8027 filed magnetically are processed at IRSIECC-MTB and are to be sent to the following address: 

IRS-Enterprise Computing Center - Martinsburg 
Information Reporting Program 
240 Murall Drive 
Kearneysville, WV 25430 

.02 Requests for paper forms and publications should be requested by calling the "Forms Only Number" listed in your local tele
phone directory or by calling the IRS toll-free number 1-800-TAX-FORM (1-800-829-3676) . 

• 03 Questions pertaining to magnetic media filing of Forms W -2 must be directed to the Social Security Administration (SSA). 
Filers can call 1-800-SSA-6270 to obtain the phone number of the SSA Employer Services Liaison Officers for their area . 

• 04 A taxpayer or authorized representative may request a copy of a tax return or a Form W-2 filed with a return by submitting 
Form 4506, Request for Copy of Tax Form, to IRS. This form may be obtained by caIling 1-800-TAX-FORM (1-800-829-3676) . 

. 05 The Information Reporting Program Customer Service Section (lRP/CSS), located at IRSIECC-MTB, answers electronic, tape 
cartridge, paper filing, and tax law questions from the payer community relating to the correct preparation and filing of business infor
mation returns (Forms 1096, 1098, 1099, 5498, 8027, and W-2G). IRP/CSS also answers questions relating to the electronic or tape 
cartridge filing of Forms 1042-S and to the tax law criteria and paper filing instructions for Fonns W-2 and W-3. Inquiries dealing 
with backup withholding and reasonable cause requirements due to missing and incorrect taxpayer identification numbers are also 
addressed by IRP/CSS. Assistance is available year-round to payers, transmitters, and employers nationwide, Monday through Friday, 
8:30 a.m. to 4:30 p.m. Eastern Time, by calling toll-free 1-866-455-7438 or via email at mccil]?@irs.gov. Do not include SSNs 
or EINs in emails or attachments since this is not a secure line. The Telecommunications Device for the Deaf (TDD) toll number 
is 304-267-3367. Call as soon as questions arise to avoid the busy filing seasons at the end of January and February. Recipients of 
infonnation returns (payees) should continue to contact 1-800-829-1040 with any questions on how to report the information returns 

data on their tax returns . 
. 06 The telephone numbers for tape cartridge or electronic submissions are: 
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Information Reporting Program Customer Service Section 

TOLL-FREE 1-866-455-7438 or outside the U.S. 1-304-263-8700 

email at mccirp@irs.gov 

304-267-3367 - TDD 
(Telecommunication Device for the Deaf) 

304-264-5602 - Fax ~1achine 

Electronic Filing - FIRE system 
http://fire.irs.gov 

TO OBTAIN FORMS: 

1-800-TAX-FORM (1-800-829-3676) 

www.irs.gov - IRS Website access to forms 

Sec. 4. Filing Requirements 

.01 Section 601I(e)(2)(A) of the Internal Revenue Code requires that any person, including corporations, partnerships, individuals, 

estates, and trusts, required to file 250 or more information returns must file such returns on magnetic media . 
. 02 The filing requirements apply separately to both original and corrected returns . 
. 03 Filing electronically through the FIRE system with IRSIECC-MTB fulfills the magnetic media filing requirement. 
.04 The above requirements do not apply if you establish undue hardship (see Part A, Sec. 5). 

Sec. 5. Form 8508, Request for Waiver From Filing Information Returns 
Electronically /Magnetically 

.01 If an employer is required to file on magnetic media but fails to do so (or fails to file electronically, in lieu of magnetic media 
filing) and does not have an approved waiver on record, the employer will be subject to a penalty of $50 per return in excess of 250 . 

. 02 If employers are required to file original or corrected returns on magnetic media, but such filing would create a hardship, they 
may request a waiver from these filing requirements by submitting Form 8508, Request for Waiver From Filing Information Returns 
Electronically/Magnetically, to IRS/ECC-MTB . 

. 03 Even though an employer may submit as many as 250 corrections on paper, IRS encourages electronically or magnetically 
submitted corrections. Once the 250 threshold has been met, filers are required to submit any additional returns electronically or 
magnetically. However, if a waiver for an original filing is approved, any corrections for the same type of returns will be covered 
under this waiver . 

. 04 Generally. only the employer may sign the Form 8508. A transmitter may sign if given power of attorney; however, a letter 
signed by the employer stating this fact must be attached to the Form 8508 . 

. 05 A transmitter must submit a separate Form 8508 for each employer. Do not submit a list of employers . 

. 06 All information requested on the Form 8508 must be provided to IRS for the request to be processed . 

. 07 The waiver, if approved. will provide exemption from magnetic media filing for the current tax year only. Employers may not 
apply for a waiver for more than one tax year at a time; application must be made each year a waiver is necessary . 

. 08 Form 8508 may be photocopied or computer-generated as long as it contains all the information requested on the original form . 

. 09 Filers are encouraged to submit Form 8508 to IRSfECC-MTB at least 45 days before the due date of the returns . 

. 10 File Form 8508 for Forms W-2 with IRS/ECC-MTB, not SSA . 

. 11 Waivers are evaluated on a case-by-case basis and are approved or denied based on criteria set forth under section 6011(e) of 
the Internal Revenue Code. The transmitter must allow a minimum of 30 days for IRSIECC-MTB to respond to a waiver request. 

.12 If a waiver request is approved, the transmitter should keep the approval letter on file . 

. 13 An approved waiver from filing Forms 8027 on magnetic media does not provide exemption from all filing. The employer 
must timely file Form 8027 on acceptable paper forms with the Cincinnati Service Center. The transmitter should also send a copy 
of the appro\'ed waiver to the Cincinnati Service Center where the paper returns are filed. 

Sec. 6. Form 4419, Application for Filing Information Returns Electronically/Magnetically 

.01 For the purposes of this revenue procedure. the EMPLOYER is the organization supplying the information and the TRANS
MITTER is the organization preparing the electronic/magnetic file and/or sending the file to IRS/ECC-MTB. The employer and the 
transmitter may be the same entity. Employers or their transmitters arc required to complete Form 4419, Application for Filing Infor
mation Returns Electronically/Magnetically. 
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.02 Fonn 4419 can be submitted at any time during the year; however, it should be submitted to IRS/ECC-MTB at least 30 days 
before the due date of the return(s). tRS will act on an application and notify the applicant, in writing, of authorization to file. A 
five-character alpha/numeric Transmitter Control Code (TCC) will be assigned and included in an acknowledgment letter within IS 
to 4S days of receipt of the application. Electronic/magnetic returns may not be filed with IRS until the application has been approved 
and a TCC assigned. Include your TCC in any correspondence with IRS/ECC-MTB . 

. 03 If you file information returns other than Form 8027 electronically/magnetically, you must obtain a separate TCC for those 
types of returns. The TeC assigned for Fonns 8027 is to be used for the processing of these forms only . 

• 04 After you have received approval to file electronically/magnetically, you do not need to reapply each year; however, notify IRS 
in writing if: 

(a) You change your name or the name of your organization, so that your files may be updated to reflect the proper name; 
(b) You discontinue filing for two years (your TCC may have been reassigned) . 

. 05 IRSfECC-MTB encourages filers who plan to submit for multiple employers to submit one application and to use one TCC for 
all employers . 

. 06 Only employers or transmitters using equipment compatible with IRS equipment will have their application approved . 

. 07 If your electronic/magnetic media files have been prepared for you in the past by a transmitter, and you now have computer 
equipment compatible with that of IRS and wish to prepare your own files, you must request your own five-character alpha/numeric 
Tee by filing an application, Fonn 4419, as described In Sec. 6.02. 

Sec. 7. Test Files 

.01 IRSIECC-MTB encourages new filers to submit test files for review in advance of the filing season. Employers or transmitters 
must be approved to file electronically/magnetically before a test file is submitted (See Part A, Sec. 6 for application procedures.) 

.02 All test files must be submitted between November I and February 15 of the year before the returns are due. If you are filing 
electronically, you may submit a test file through February 15 of the year the returns are due. 

Sec. 8. Filing Forms 8027 Electronically/Magnetically 

.01 Fonn 4804, Transmittal of Information Returns Reported Magnetically, must accompany all tape cartridge shipments . 

. 02 The employer MUST sign Form 4804; however, an agent (transmitter, service bureau, paying agent, or disbursing agent) may 
sign Form 4804 for the employer. To do this, the agent must have the authority to sign for the employer under an agency agreement 
(either oral, written, or implied) that is valid under the state law and must add to his or her signature the caption "For: (name of 
employer)". 

NOTE: Failure to sign the Form 4804 may delay processing or could result in your file being returned to you unprocessed . 

• 03 Although a duly authorized agent may sign the Form 4804, the employer is responsible for the accuracy of the Form 4804 and 
the returns filed. The employer will be liable for penalties for failure to comply with filing requirements . 

. 04 Be sure to include Form 4804 or computer-generated substitutes with your tape cartridge shipment. DO NOT MAIL YOUR 
TAPE CARTRIDGE AND THE TRANSMITTAL DOCUMENTS SEPARATELY . 

. 05 Indicate on Form 4804 in block 8 the total number of establishments being reported in this shipment. This figure should match 
the total number of records in your magnetic file . 

. 06 DO NOT SUBMIT THE SAME INFORMATION ON PAPER FORMS THAT YOU SUBMIT ELECTRONI· 
CALLYIMAGNETICALLY, SINCE THIS WOULD RESULT IN DUPLICATE FILING. This does not mean that corrected 
documents are not to be filed. If a return has been prepared and submitted improperly, you must file a corrected return as soon as 
possible. Refer to Part A, Sec. 14 for requirements and instructions for filing corrected returns . 

• 07 If an allocation of tips is based on a good faith agreement, a copy of this agreement must accompany the submission . 
. 08 An employer with establishments in more than one IRS district can apply to one of the district offices for a determination 

letter which would cover all establishments. The request should be sent to the district with the most establishments. Employers 
with establishments in more than one IRS district should follow the procedures in Sec. 31.6053-3(h)( 4) of the Employment Tax 
Regulations . 

. 09 Before submitting your magnetic file, include the following: 
(a) A signed Form 4804, Transmittal of Information Returns Reported Magnetically. 
(b) Your tape cartridge should be labeled with an external identifying label. Notice 210 describes the information which should 

be included on this self-prepared label. 
(c) On the outside of the shipping container, affix the label, tRB Special Projects. This label is included in this publication 

Note: See Part B for electronic submission requirements. 
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.10 IRSIECC-MTB will not payor accept "Collect on Delivery" or "Charged to IRS" shipments of reportable tax information that 
an individual or organization is legally required to submit. 

Sec. 9. Due Dates 

.01 Electronic/magnetic reporting to IRS for Form 8027 must be on a calendar year basis. The due date for paper or magnetically 
reported Forms 8027 is the last day of February. However. Forms 8027 filed electronically are due March 31 . 

. 02 If the due date falls on a Saturday. Sunday. or legal holiday. filing Form 8027 on the next day that is not a Saturday. Sunday, or 
legal holiday will be considered timely . 

. 03 Tape cartridge returns postmarked by the United States Postal Service (USPS) on or before the last day of February. and de
livered by United States mail to IRSIECC-MTB after the due date. are treated as timely under the "timely mailing as timely filing" 
rule. Notice 2002-62. 2002-2 C.B. 574. provides rules for determining the date that is treated as the postmark date. A similar rule 
applies to items delivered by private delivery services (PDSs) designated by the IRS. A PDS must be designated by the IRS before 
it will qualify for the timely mailing rule. (See Note.) Notice 2004-83, 2004-2 C.B. 1030, provides the list of designated PDSs. 
Designation is effective until the IRS issues a revised list. For items delivered by a non-designated PDS, the actual date of receipt by 
IRS/ECC-MTB will be used as the filing date. For items delivered by a designated PDS, but through a type of service not designated 
in Notice 2004-83. the actual date of receipt by IRS/ECC-MTB will be used as the filing date. 

Note: Due to security regulations at ECC, the Internal Revenue police officers will only accept media from PDSs or couriers 
from 8:00 a.m. to 3:00 p.m., Monday through Friday. 

Sec. 10. State Abbreviations 

.01 The following state and U.S. territory abbreviations are to be used when developing the state code portion of address fields. 

Statl' Code State Code State Code 

Alabama AL Kentucky KY No. Mariana Islands MP 

Alaska AK Louisiana LA Ohio OH 

American Samoa AS Maine ME Oklahoma OK 

Arizona AZ Marshall Islands MH Oregon OR 

Arkansas AR Maryland MD Pennsylvania PA 

California CA Massachusetts MA Puerto Rico PR 

Colorado CO Michigan MI Rhode Island RI 

Connecticut CT Minnesota MN South Carolina SC 
Delaware DE Mississippi MS South Dakota SO 

District of Columbia DC Missouri MO Tennessee TN 
Federated States of Micronesia FM Montana MT Texas TX 

Florida FL Nebraska NE Utah VT 
Georgia GA Nevada NV Vermont VT 

Guam GV New Hampshire NH Virginia VA 
Hawaii HI New Jersey NJ (U.S.) Virgin Islands VI 

Idaho ID New Mexico NM Washington WA 
Illinois IL New York NY West Virginia WV 
Indiana IN North Carolina NC Wisconsin WI. 
Iowa lA North Dakota NO Wyoming WY 

Kansas KS 

.02 Filers must adhere to the city. state, and ZIP Code format for U.S. addresses. This also includes American Samoa, Federated 
States of Micronesia. Guam. Marshall Islands, Northern Mariana Islands, Puerto Rico, and the U.S. Virgin Islands. 

Sec . 11. Extension of Time 

. 01 An extension of time to file may be requested for Form 8027 . 

. 02 Form 8809. Application for Extension of Time To File Information Returns, should be submitted to IRSIECC-MTB. This form 
may be used to request an extension of time to file information returns submitted on paper, electronically or magnetically. 
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.03 Filers requesting an extension of time for multiple employers may submit one Form 8809 and attach a list of the employer 
names and their Taxpayer Identification Numbers (TINs) (EIN or SSN). The listing must be attached to ensure the extension is 
recorded for all employers. Form 8809 may be computer-generated or photocopied. Be sure that all the pertinent information is 
included . 

. 04 Requests for extensions of time for multiple employers will be responded to with one approval letter, accompanied by a list of 
employers covered under that approval. 

.05 As soon as it is apparent that an extension of time to file is needed, Form 8809 may be submitted. When granted, the extension 
will be for 30 days. It will take a minimum of 30 days for IRSIECC-MTB to respond to an extension request. Under certain circum
stances, a request for an extension of time could be denied. When a denial letter is received, any additional or necessary infonnation 
may be resubmitted within 20 days. When requesting an extension of time, do not hold your files waiting for a response . 

. 06 While very difficult to obtain, if an additional extension of time is needed, a second Form 8809 must be submitted before the 
end of the initial extension period. Line 7 on the form should be checked to indicate that an additional extension is being requested. 
A second 30-day extension will be approved only in cases of extreme hardship or catastrophic events . 

• 07 Form 8809 must be postmarked no later than the due date of the return for which an extension is requested. If requesting an 
extension of lime to file several lypes of forms, use one Form 8809, hut the Form 8809 must be postmarked no later than the earliest 
due date. For example, if requesting an extension of time to file both Forms 8027 and 5498, submit Form 8809 postmarked on or 
before the last day of February . 

. 08 If an extension request is approved, the approval letter should be kept on file. The approval letter or copy of the approval letter 
for extension of time should not be sent to IRSIECC-MTB with the electronic/magnetic file. When submitting Form 8027 on paper 
only to the Cincinnati Service Center, attach a copy of the approval letter. If an approval letter has not been received, send a copy of 
the timely filed Form 8809 . 

. 09 Request an extension for only one tax year . 

. 10 The extension request must be signed by the employer or a person who is duly authorized to sign a return, statement or other 
document for the employer . 

. 11 Failure to properly complete and sign the Form 8809 may cause delays in processing the request or result in a denial. Carefully 
read and follow the instructions on the back of the Form 8809 . 

. 12 Form 8809 may be obtained by calling 1-800-TAX-FORM (1-800-829-3676) or downloading from www.irs.gov. 

Note: An extension of time to file is not an extension to issue Form W-2 to the employee . 

. 13 Request an extension of time to furnish the statements to recipients of Forms W-2 by submitting a letter to IRSIECC-MTB 
(See Part A, Sec. 3.06) containing the following information: 

(a) Employer name 
(b) EIN 
(c) Address 
(d) Type of return (W-2) 
(e) Specify that the extension request is to provide W-2 statements to recipients. 
(I) Reason for delay 
(g) Signature of employer or person duly authorized. 

Requests for an extension of time to furnish the statements for Forms W-2 to recipients are nol automatically approved; however, 
if approved, generally an extension will allow a maximum of 30 additional days from the due date to furnish the statements to the 
recipients. The request must be postmarked no later than the date on which the statements are due to the recipients. 

Sec. 12. Processing of Information Returns Electronically /Magnetically 

.01 All data received at the IRSIECC-MTB for processing will be given the same protection as individual returns (Form 1040). 
IRSIECC-MTB will process your electronic/magnetic files to ensure the records were formatted and coded according to this revenue 
procedure . 

. 02 If the tape cartridge is formatted incorrectly, you will receive a letter of explanation along with a Media Tracking Slip (Form 
9267). When a replacement file is requested, it is because IRSfECC-MTB encountered errors (not limited to format) and was unable 
to process the file. Open all packages immediately . 

• 03 Magnetic files must be corrected and returned with the Media Tracking Slip (Form 9267) to IRSfECC-MTB within 45 days 
from the date of the letter from IRSfECC-MTB requesting the replacement file. A penalty for failure to file correct information returns 
by the due date will be assessed if the file is not corrected and replaced within the 45 days or if the incorrect file is returned by 
IRSIECC-MTB for replacement more than two times. A penalty for intentional disregard of filing requirements will be assessed 
if a replacement file is not received . 

• 04 Files will not be returned to you after successful processing. Therefore, if you want proof that IRS/ECC-MTB received your 
shipment, you may use a carrier that provides proof of delivery. 
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.05 To distinguish between a correction and a replacement. the following definitions are provided: 
(a) A correction is an information return submitted by the employer/transmitter to correct an infonnation return thaI was pre

viously submitted to and successfully processed by IRS. but contained erroneous information. 

Note: Corrections should onl~' be made to forms that have been submitted incorrectly, not the entire file. 

(b) A replacement is an information return file sent by the employer/transmitter at the request of IRS/ECC-MTB because of 

errors encountered while processing: the filer's original file or correction file. 

Note 1: Filers should never send anything to IRSIECC-MTB marked "Replacement" unless IRSIECC-MTB requested a re

placement in writing or via the FIRE System. 

Note 2: IRSIECC-MTB no longer accepts JIll-inch diskettes for filing Form 8027. 

Sec. 13. Penalties 

.01 The Revenue Reconciliation Act of 1989 changed the penalty provisions for any documents, including corrections, which are 
filed after the original filing date for the return. The penalty for failure to file correct information returns is "time sensitive." in that 

prompt correction of failures to file. or prompt correction of errors on returns that were filed. can lead to reduced penalties. 
The penalty generally is $50 for each infonnation return that is not filed, or is not filed correctly. by the prescribed filing date. 
with a maximum penalty of $250,000 per year ($100,000 for certain small businesses with average annual gross receipts, over 

the most recent 3-year period. not in excess of $5.000,000). The penalty generally is reduced to: 
$30 for each failure to comply if the failure is corrected more than 30 days after the return was due. but on or before August 
I of the calendar year in which the return was due, with a maximum penalty of $150.000 per year ($50,000 for certain small 
businesses with average annual gross receipts. over the most recent 3-year period, not in excess of $5,000,0(0). 
$15 for each failure to comply if the failure is corrected within 30 days after the date the return was due, with a maximum 
penalty of $75,000 per year ($25,000 for certain small businesses with average annual gross receipts, over the most recent 

3-year period. not in excess of $5,000,000) . 
. 02 Penalties can be waived if failures were due to reasonable cause and not to willful neglect. In addition, section 6721 (c) of the 

Code provides a de minimis rule that if: 
(a) information returns have been filed but were filed with incomplete or incorrect information. and 
(b) the failures are corrected on or before August I of the calendar year in which the returns were due, then the penalty for 

filing incorrect returns (but not the penalty for filing late) will not apply to the greater of 10 returns or one-half of I percent 
of the total number of information returns you are required to file for the calendar year. 

.03 Intentional Disregard of Filing Requirements - If any failure to file a correct information return is due to intentional disre
gard of the filing and correct information requirements, the penalty is at least $100 per information return with no maximum penalty. 

Sec. 14. Corrected Returns, Substitute Forms, and Computer-Generated Forms 

.01 If returns must be corrected, approved electronic/magnetic filers must provide such corrections electronically/magnetically for 
250 or more fonns. If your information is filed electronically/magnetically, corrected returns are identified by using the "Corrected 
8027 Indicator" in field position 370 of the employer record. Form 4804 must accompany the tape cartridge shipment. and the box 
for correction should be marked in Block I of the form. (See Part A, Sec. 12.05 for the definition of corrections.) 

.02 If corrections are not submitted electronically/magnetically, employers must submit them on official Forms 8027. Substitute 
forms that have been previously approved by IRS, or computer-generated fonns that are exact facsimiles of the official fonn (except 
for minor page size or print style deviations), may be submitted without obtaining IRS approval before using the form . 

. 03 Employers/establishments may send corrected paper Fonns 8027 to IRS at the address shown in Part A, Sec. 15.0 I. Corrected 
paper returns are identified by marking the "AMENDED" check box on Fonn 8027. 

Sec. 15. Effect on Paper Returns 

.01 If you are filing more than one paper Form 8027, you must attach a completed Fonn 8027-T. Transmittal of Employer's Annual 
Information Return of Tip Income and Allocated Tips. to the Fonns 8027 and send to: 

Internal Revenue Service Center 
Cincinnati, OH 45999 

IRS/ECC -MTB processes Forms 8027 submitted electronically/magnetically only. Do not send paper Fonns 8027 to IRS/ECC-MTB. 

20 2006-2 C.B. 



.02 If part of a submission is filed electronically/magnetically and the rest of the submission is filed on paper Forms 8027, send the 

paper forms to the Cincinnati Service Center. For example, you filed your Forms 8027 electronically/magnetically with IRSIECC

MTB, and later you found that some of the forms you filed need correcting. Because of the low volume of corrections, you submit 
the corrections on paper Forms 8027. You must send these corrected Forms 8027 along with Form 8027-T to the Cincinnati Service 

Center. 

Sec. 16. Definition of Terms 

ELEMENT 

Correction 

EIN 

Employees hours worked 

Employer 

Establishment 

File 

More than 10 employees 

Replacement 

Transmitter 

Transmitter Control Code (TCC) 

DESCRIPTION 

A correction is an information return submitted by the employer/transmitter to correct 
an information return that was previously submitted to and successfully processed by 

IRS, but contained erroneous information. 

A nine-digit Employer Identification Number which has been assigned by IRS to the 

reporting enti ty. 

The average number of employee hours worked per business day during a month is figured 

by dividing the total hours worked during the month by all your employees who are 
employed in a food or beverage operation by the average number of days in the month that 

each food or beverage operation at which these employees worked was open for business. 

The organization supplying their information. Use the same name and EIN you used on 
your Forms W-2 and Forms 941. 

A large food or beverage establishment that provides food or beverage for consumption on 

the premises; where tipping is a customary practice; and where there are normally more 
than 10 employees who work more than 80 hours on a typical business day during the 
preceding calendar year. 

For the purpose of this revenue procedure, a file is the 8027 information submitted 
electronically/magnetically by an Employer or Transmitter. 

An employer is considered to have more than 10 employees on a typical business day 

during the calendar year if half the sum of: the average number of employee hours worked 
per business day in the calendar month in which the aggregate gross receipts from food 
and beverage operations were greatest, plus the average number of employee hours 
worked per business day in the calendar month in which the total aggregate gross receipts 
from food and beverage operations were the least, equals more than 80 hours. 

A replacement is an information return file sent by the employer/transmitter at the 
request of IRSIECC-MTB because of errors encountered while processing the filer's 

original file or correction file. 

Person or organization preparing electronic/magnetic file(s). May be employer or agent of 
employer. 

A five-character alpha/numeric code assigned by IRS to the transmitter prior to actual 

filing electronically/magnetically. This number is inserted in the record and must be 
present. An application (Form 4419) must be filed with IRS to receive this number. 

PART B. ELECTRONIC FILING SPECIFICATIONS 

Note: The FIRE System is now on the Internet at http://fire.irs.gov.Itis no longer a dial-up connection. The FIRE System 
DOES NOT provide fill-in forms. Filers must program tiles according to the Record Layout Specifications contained in this 
publication. 

Sec. 1. General 

.01 Electronic filing of Forms 8027 information returns, originals and replacements, is offered as an alternative to tape cartridge or 

paper filing. Filing electronically will fulfill the magnetic media requirements for those payers who are required to file magnetically. 

Payers who are under the filing threshold requirement are encouraged to file electronically. If the original file was sent magnetically, 
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but IRS/ECC-MTB has requested a replacement file, the replacement may be transmitted electronically. Also, if the original file was 

submitted via tape cartridge, any corrections may be transmitted electronically, 
.02 All electronic filing of information returns are received at IRSIECC-MTB via the FIRE (Filing Information Returns Elec

tronically) System. To connect to the FIRE System. point your browser to http://fire.irs,gov, The system is designed to support the 
electronic filing of information returns only . 

. 03 The electronic filinl! of information returns is not affiliated with an\! other IRS electronic filino prol!raIllS, Filers must obtain 
~ J C ~ 

separate approval to participate in each program, Only inquiries concerning electronic filing of information returns should be directed 
to IRSfECC-MTB, 

.04 Files submitted to IRSfECC-MTB electronically must be in standard ASCII code, Do not send tape cartridges or paper forms 
with the same information as electronically submitted files, This would create duplicate reporting resulting in penalty notices, 

.05 The record format is the same for both electronically or magnetically filed records, See Part e. Filing Specifications and Record 
Layout. 

Sec. 2. Advantages of Filing Electronically 

Some of the advantages of filing electronically are: 
(1) Security - Secure Socket Layer (SSL) I 28-bit encryption. 
(2) Results available within 20 business days regarding the acceptability of the data transmitted, It is the filer's responsibility 

to log into the system and check results, 
(3) Better customer service due to on-line availability of transmitter's files for research purposes. 
(4) Electronically filed Forms 8027 have a later due date of March 31, 

Sec. 3. Electronic Filing Approval Procedure 

.01 Filers must obtain a Transmitter Control Code (TCC) prior to submitting files electronically. Filers who currently have a TCC 

for magnetic media filing of Form 8027 may use their assigned TCC for electronic filing. Refer to Part A, Sec. 6, for information on 
how to obtain a TCe. 

.02 Once a TCC is obtained, electronic filers assign their own user 10, password and PIN (Personal Identification Number) and do 
not need prior or special approvaL See Part B, Sec. 6, for more information on the PIN . 

• 03 If a filer is submitting files for more than one TCC, it is not necessary to create a separate logon and password for each TCC . 
• 04 For all passwords, it is the user' s responsibility to remember the password and not allow the password to be compromised. 

Passwords are user assigned at first logon and must be 8 alpha/numeric characters containing at least I uppercase, I lowercase, and 
1 numeric. However. filers who forget their password or PIN, can call toll-free 1-866-455-7438 for assistance. The FIRE System 
may require users to change their passwords on a yearly basis. 

Sec. 4. Test Files 

.01 Filers are not required to submit a test file; however, the submission of a test file is encouraged for all new electronic filers to 
test hardware and software. If filers wish to submit an electronic test file for Tax Year 2006 (returns to be filed in 2007), it must be 
submitted to IRSIECC-MTB no earlier than November I, 2006. and no later than February 15, 2007 . 

. 02 Filers who encounter problems while transmitting the electronic test file can contact IRS/ECC-MTB toll-free 1-866-455-7438 
for assistance . 

. 03 Filers must verify the status of the transmitted test data by going to http://fire.irs.gov and verifying the status of their file by 
clicking on CHECK FILE STATUS. This information will be available within 20 business days after the transmission is received by 
IRS/ECC-MTB . 

. 04 Form 4804 is not required for test files submitted electronically. See Part B, Sec. 6. 

Sec. 5. Electronic Submissions 

.01 Electronically filed information may be submitted to IRSIECC-MTB 24 hours a day, 7 days a week. Technical assistance will 
be available Monday through friday between 8:30 a.m, and 4:30 p.m. Eastern time by calling toll-free 1-866-455-7438 . 

. 02 The FIRE System will be down from 2 p.m. December 21, 2006 through January 2, 2007. This allows IRSIECC-MTB to 
update its system to renect current year changes . 

. 03 If you are ~ending files larger than 10.000 records electronically. data compression is encouraged. If you are considering 
sending files larger than 5 million records. please contact IRSIECC-MTB for specifics. WinZip and PKZip are the only acceptable 
compression packages. IRSfECC-MTB cannot accept self-extracting zip files or compressed files containing multiple files. The time 
required to transmit information returns electronically will vary depending upon the type of connection to the internet and if data 
compression is used. The time required to transmit a file can be reduced by as much as 95 percent by using compression. 
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.04 Transmitters may create files using self assigned files name(s). Files submitted electronically will be assigned a new unique 
file name by the FIRE System. The filename assigned by the FIRE System will consist of submission type (ORIG [original], TEST 
[test], CORR [correction], and REPL [replacement]), the filer's TCC and a four-digit number sequence. The sequence number will 
be incremented for every file sent. For example, if it is your first original file for the calendar year and your TCC is 44444, the IRS 
assigned filename would be ORIG.44444.0001. Record the tilename. This information will be needed by ECC-MTB to identify the 
file, if assistance is required . 

. 05lf a file was submitted timely and is bad, the filer will have up to 60 days from the day the file was sent to transmit an acceptable 
file. If an acceptable file is not received within 60 days, then the payer could be subject to late filing penalties. These time lines only 
apply to files originally submitted electronically . 

. 06 The following definitions have been provided to help distinguish between a correction and a replacement: 

• A correction is an information return submitted by the transmitter to correct an information return that was previously submitted 
to and successfully processed by IRSIECC-MTB, but contained erroneous information. (See Note.) 

Note: Corrections should only be made to forms that have been submitted incorrectly, not the entire tile. 

• A replacement is an information return file sent by the filer because the CHECK FILE STATUS option on the FIRE System 
indicated the original/replacement file was bad. After the necessary changes have been made, the file must be transmitted through 
the FIRE System. (See Note.) 

Note: Filers should never transmit anything to IRSIECC-MTB as a "Replacement" file unless the CHECK FILE STATUS 
option on the FIRE System indicates the file is bad . 

. 07 The TCC in the Transmitter "T" Record must be the TCC used to transmit the original file; otherwise, the file will be considered 
an error. 

Sec. 6. PIN Requirements 

.01 Filers will be prompted to create a PIN consisting of 10 numeric characters when establishing their initial logon name and 
password . 

. 02 The PIN is required each time an ORIGINAL, CORRECTION, or REPLACEMENT file is sent electronically and is permission 
to release the file. It is not needed for a TEST file. An authorized agent may enter their PIN, however, the payer is responsible for the 
accuracy of the returns. The payer will be liable for penalties for failure to comply with filing requirements. If you forget your PIN, 
please call toll-free 1-866-455-7438 for assistance. 

Sec. 7. Electronic Filing Specifications 

.01 The FIRE System is designed exclusively for the filing of Forms 8027, 1098, 1099,5498, W-2G, and 1042-S . 

. 02 A transmitter must have a TCC (see Part A, Sec. 6) before a file can be transmitted. A TCC assigned for magnetic media filing 
should also be used for electronic filing . 

. 03 The results of the electronic transmission will be available in the CHECK FILE STATUS area of the FIRE System within 20 
business days. It is the filer's responsibility to verify the acceptability of files submitted by selecting the CHECK FILE STATUS 
option. 

Sec. 8. Connecting to the FIRE System 

.01 Point your browser to http://fire.irs.gov to connect to the FIRE System . 

. 02 When running Norton Internet Security or similar software, you may need to disable this feature if your file transfer does not 
complete properly . 

. 03 Before connecting. have your TCC and EIN available . 

. 04 Your browser must support SSL I28-bit encryption . 

. 05 Your browser must be set to receive "cookies". Cookies are used to preserve your User ID status. 

First time connection to The FIRE System (If you have logged on previously, skip to Subsequent Connections to the FIRE 
System.) 

Click "Create New Account". 
Fill out the registration form and click "Submit". 
Enter your User ID (most users logon with their first and last name). 
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First time connection to The FIRE SYstem (If you have logged on previously, skip to Subsequent Connections to the FIRE 
System.) - Continued. 

Enter and verify your password (the password is user assigned and must be 8 alpha/numerics, 
containing at least I uppercase, I lowercase and I numeric). FIRE may require you to change 
the password once a year. 

Click "Create". 
If you receive the message "Account Created", click "OK". 
Enter and verify your I O-digit self-assigned PIN (Personal Identification Number). 
Click "Submit". 
If you receive the message "Your PIN has been successfully created!", click "OK". 
Read the bulletin(s) and/or click "Start the FIRE application". 

Subsequent connections to The FIRE System 

Click "Log On". 
Enter your User ID (most users logon with their first and last name). 
Enter your password (the password is user assigned and is case sensitive). 

Uploading your file to the FIRE System 

At Menu Options: 
Click "Send Information Returns" 
Enter your TCC: 
Enter your EIN: 
Click "Submit". 

The system will then display the company name, address, city, state, ZIP Code, phone number, 
contact and email address. This information will be used to contact or send correspondence (if 
necessary) regarding this transmission. Update as appropriate and/or Click "Accept". 

Click one of the following: 
Original File 
Correction File 
Test File (This option will only display from 111112006 - 2/15/2007.) 
Replacement File (if you select this option, select one of the following): 

Electronic Replacement (file was originally transmitted on this system) 
Click the file to be replaced. 

Magnetic Media Replacement 
Enter the alpha character from Form 9267, Media Tracking Slip, that was 
sent with the request for replacement file. Click "Submit". 

Enter your IO-digit PIN. 
Click "Submit". 
Click "Browse" to locate the file and open it. 
Click "Upload". 

When the upload is complete, the screen will display the total bytes received and tell you the name of the file you just 
uploaded. 
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It is your responsibility to check the acceptability of your file; therefore, be 
sure to check. back into the system in 20 business days using the CHECK 
FILE STATUS option. 

Checking your FILE STATUS 

At the Main Menu 
Click "Check File Status". 
Enter your TCC: 
Enter your EIN: 
Click "Search". 

If "Results" indicate: 
"Good" - File has been released to our mainline processing. 

"Bad" - Corred the errors and timely resubmit the file as a "replacement". 

"Not yet processed" - File has been received, but we do not have results 
available yet. Please check back in a few days. 

Click on the desired file for a detailed report of your transmission. 
When you are finished. click on Main Menu. 

Click "Log Out". 
Close your Web Browser. 

Sec. 9. Common Problems and Questions Associated with Electronic Filing 

.01 The following arc the major errors associated with electronic filing: 

NON-FORMAT ERRORS 

1. Transmitter does not check the FIRE System to determine file acceptability. 

The results of your file transfer are posted to the FIRE System within 20 business days. It is your responsibility to verify file 
acceptability and, if the file contains errors, you can get an online listing of the errors. Date received and number of payee 
records are also displayed. 

2. Replacement file is not submitted timely. 

If your file is bad, correct the file and timely resubmit as a replacement. 

3. Transmitter compresses several files into one. 

Only compress one file at a time. For example. if you have 10 uncompressed files to send. compress each file separately and 
send 10 separate compressed files. 

4. Transmitter sends an original file that is good, and then sends a correction file for the entire file even though there are 
only a few changes. 

The correction file, containing the proper coding, should only contain the records needing correction, not the entire file. 

5. File is formatted as EBCDIC. 

All files submitted electronically must be in standard ASCn code. 

6. Transmitter has one TCe number, but is filing for multiple companies, which EIN should be used when logging 
into the system to send the file? 

When sending the file electronically, you will need to enter the EIN of the company assigned to the TCe. When you upload the 
file, it will contain the EINs for the other companies that you are filing for. This is the information that will be passed forward. 
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7. Transmitter sent the wrong file, what should be done? 

Call us as soon as possible toll-free 1-866-455-7438. We may be able to stop the file before it has been processed. Please do not 
send a replacement for a file that is marked as a good file. 

PART C. FILING SPECIFICATIONS AND RECORD LAYOUT 

.01 Transmitters should be consistent in the use of recording codes and density on files. If the media does not meet these spec
ifications, IRS/ECC-MTB will request a replacement file. Filers are encouraged to submit a test prior to submitting the actual file. 
Contact IRS/ECC-MTB toll-free 1-866-455-7438, extension 6 for further information. 

Note: For tax year 2008 filed in calendar year 2009, lRSIECC-MTB will no longer accept tape cartridges. Electronic filing will 
be the ONLY acceptable method for filing Form 8027. 

Sec. 1. Tape Cartridge Specifications 

.01 In most instances. IRS/ECC-MTB can process tape cartridges that meet the following specifications: 
(a) Must be IBM 3480, 3490, 3490E, 3590, or 3590E. 
(b) Must meet American National Standard Institute (ANSI) standards, and have the following characteristics: 

(1) Tape cartridges must be Ih-inch tape contained in plastic cartridges that are approximately 4-inches by 5-inches by I-inch 
in dimension. 

(2) Magnetic tape must be chromium dioxide particle based 1/2-inch tape. 
(3) Cartridges must be 18-track, 36-track, I 28-track or 256-track parallel (See Note.) 
(4) Cartridges will contain 37,871 CPI, 75,742 CPI, or 3590 CPI (characters per inch). 
(5) Mode will be full function. 
(6) The data may be compressed using EDRC (Memorex) or IDRC (IBM) compression. 
(7) Either EBCDIC (Extended Binary Coded Decimal Interchange Code) or ASCII (American Standard Coded Information 

Interchange) may be used . 
. 02 The tape cartridge records defined in this Revenue Procedure may be blocked subject to the following: 

(a) A block must not exceed 32,760 tape positions. 

(b) If the use of blocked records would result in a short block, all remaining positions of the block must be filled with 9s; 
however, the last block of the file may be filled with 9s or truncated. Do not pad a block with blanks. 

(c) All records, except the header and trailer labels, may be blocked or unblocked. A record may not contain any control fields 
or block descriptor fields, which describe the length of the block or the logical records within the block. The number of 
logical records within a block (the blocking factor) must be constant in every block with the exception of the last block, 
which may be shorter (see item (b) above). The block length must be evenly divisible by 420. 

(d) Records may not span blocks . 
. 03 Tape cartridges may be labeled or unlabeled . 
. 04 For the purposes of this Revenue Procedure, the following must be used: 

Tape Mark: 
(a) Signifies the physical end of the recording on tape. 
(b) For even parity, use BCD configuration 001111 (8421). 
(c) May follow the header label and precede and/or follow the trailer label. 

Note: Filers should indicate on the external media label whether the cartridge is IS-track, 36-track, 12S-track or 2S6-track. 
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Sec. 2. Record Format and Layout 

Field 
Position 

2-6 

7-46 

47-86 

Field Title 

Establishment 
Type 

Establishment 
Serial 
Numbers 

Establishment 
Name 

Establishment 
Street 
Address 

Length 

5 

40 

40 

FORM 8027 RECORD FORMAT 

Description and Remarks 

Required. This number identifies the kind of establishment. Enter the number 
which describes the type of establishment, as shown below: 
I. for an establishment that serves evening meals only (with or without 
alcoholic beverages). 
2. for an establishment that serves evening meals and other meals (with or 
without alcoholic beverages). 
3. for an establishment that serves only meals other than evening meals (with or 
without alcoholic beverages). 
4. for an establishment that serves food, if at aIL only as an incidental part of 
the business of serving alcoholic beverages. 

Required. These five-digit Serial Numbers are for identifying individual 
establishments of an employer reporting under the same EIN. The employer 
shall assign each establishment a unique number. Numeric characters only. 

Required. Enter the name of the establishment. Left-justify and fill unused 
positions with blanks. Allowable characters are alphas, numerics, blanks, 
hyphens, ampersands, and slashes. 

Required. Enter the mailing address of the establishment. Street address 
should include number, street apartment or suite number (use POBox only if 
mail is not delivered to street address). Left-justify and blank fill. 

l\ote: The only allowable cbaracters are alphas, numeric characters, blanks, ampersands, hyphens and slashes. 
Punctuation such as periods and commas are not allowed and will cause your file to be returned. For example, the address 
210 N. Queen St., Suite #300 must be entered as 210 N Queen St Suite 300. 

87-111 Establishment 25 Required. Enter the city, town, or post office. Left-justify and blank fill. 

City 

Note: The only allowable characters are alphas, numeric characters, blanks, ampersands, hyphens and slashes. 
Punctuation such as periods and commas are not allowed and will cause your file to be returned. For example, the 
city St. Louis must be entered as St Louis. 

112-113 

114-122 

Establishment 
State 

Establishment 
ZIP Code 

2 

9 

Required. Enter the state code from the state abbreviations table in Part A, 
Sec. 10. 

Required. Enter the complete nine-digit ZIP Code of the establishment. If 
using a five-digit ZIP Code, left-justify the five-digit ZIP Code and fill the 
remaining four positions with blanks. 

Note: Must be nine numeric characters or 5 numeric characters and four blanks. Do not enter the dash. 

123-131 

132-171 

Employer 
Identification 
Number 

Employer 
Name 

9 

40 

Required. Enter the nine-digit number assigned to the employer by IRS. Do 
not enter hyphens, alphas, all 95 or all zeros. 

Required. Enter the name of the employer as it appears on your tax forms 
(e.g., Form 941). Any extraneous information must be deleted. Left-justify and 
blank fill. Allowable characters are alphas, numerics, blanks, hyphens, 
ampersands, and slashes. 
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Field 
Position 

172-211 

Field Title 

Employer 
Street 
Address 

Length 

40 

FORM 8027 RECORD FORMAT 

Description and Remarks 

Required. Enter mailing address of employer. Street address should include 
number, street, apartment or suite number (use POBox only if mail is not 
delivered to street address). Left-justify and blank fill. 

Note: The only allowable characters are alphas, numeric characters, blanks, ampersands, hyphens and slashes. 
Punctuation such as periods and commas are not allowed and will cause your file to be returned. For example, the address 
210 N. Queen St., Suite #300 must be entered as 210 N Queen St Suite 300. 

212-236 Employer 25 Required. Enter the city, town, or post office. Left-justify and blank fill. 
City 

Note: The only allowable characters are alphas, numeric characters, blanks, ampersands, hyphens and slashes. 
Punctuation such as periods and commas are not allowed and will cause your file to be returned. For example, the 
city st. Louis must be entered as St Louis. 

237-238 

239-247 

Employer 
State 

Employer ZIP 
Code 

2 

9 

Required. Enter the state code from the state abbreviations table in Part A, 
Sec. 10. 

Required. Enter the complete nine-digit ZIP Code of the employer. If using a 
five-digit ZIP Code, left-justify the five-digit ZIP Code and fill the remaining 
four positions with blanks. 

Note: Must be nine numeric characters or 5 numeric characters and four blanks. Do not enter the dash. 

248-259 

260-271 

272-283 

284-295 

Charged Tips 

Charged 
Receipts 

Service 
Charge Less 
Than 10 
Percent 

Indirect Tips 
Reported 
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12 

12 

12 

12 

Required. Enter the total amount of tips that are shown on charge receipts 
for the calendar year. Amount must be entered in U.S. dollars and cents. The 
right-most two positions represent cents. Right-justify and zero fill. If no 
entry, zero fill. Numeric characters only. Do not enter decimal points, 
dollars signs, or commas. 

Required. Enter the total sales for the calendar year other than carry-out 
sales or sales with an added service charge of 10 percent or more, that are on 
charge receipts with a charged tip shown. This includes credit card charges, 
other credit arrangements, and charges to a hotel room unless the employer's 
normal accounting practice consistently excludes charges to a hotel room. Do 
not include any state or local taxes in the amount reported. Amount must be 
entered in U.S. dollars and cents. The right-most two positions represent cents. 
Right-justify and zero fill. If no entry, zero fill. Numeric characters only. Do 
not enter decimal points, dollars signs, or commas. 

Required. Enter the total amount of service charges less than 10 percent added 
to customer's bills and were distributed to your employees for the calendar year. 
In general, service charges added to the bill are nOl tips since the customer does 
not have a choice. These service charges are treated as wages and are included 
on Form W-2. For a more detailed explanation, see Rev. Rul. 69-28,1969-1 
C.B. 270. Amount must be entered in U.S. dollars and cents. The right-most 
two positions represent cents. Right-justify and zero fill. If no entry, zero 
fill. Numeric characters only. Do not enter decimal points, dollars signs, 
or commas. 

Required. Enter the total amount of tips reported by indirectly tipped 
employees (e.g., bussers, service bartenders, cooks) for the calendar year. Do 
not include tips received by employees in December of the prior tax year but not 
reported until January. Include tips received by employees in December of the 
tax year being reported, but not reported until January of the subsequent year. 
Amount must be entered in U.S. dollars and cents. The right-most two positions 
represent cents. Right-justify and zero fill. If no entry, zero fill. Numeric 
characters only. Do not enter decimal points, dollars signs, or commas. 



FORM 8027 RECORD FORMAT 

Field 
Position Field Title Length Description and Remarks 

296-307 Direct Tips 12 Required. Enter the total amount of tips reported by directly tipped employees 
Reported (e.g., servers, bartenders) for the calendar year. Do not include tips received 

by employees in December of the prior tax year but not reported until January. 
Include tips received by employees in December of the tax year being reported, 
but not reported until January of the subsequent year. Amount must be entered 
in U.S. dollars and cents. The right-most two positions represent cents. 
Right-justify and zero fill. If no entry, zero fill. Numeric characters only. Do 
not enter decimal points, dollars signs, or commas. 

308-319 Total Tips 12 Required. Enter the total amount of tips reported by all employees (both 
Reported indirectly tipped and directly tipped) for the calendar year. Do not include 

tips received in December of the prior tax year but not reported until January. 
Include tips received in December of the tax year being reported, but not 
reported until January of the subsequent year. Amount must be entered in U.S. 
dollars and cents. The right-most two pmitions represent cents. Right-justify 
and zero fill. If no entry, zero till. Numeric characters only. Do not enter 
decimal points, dollars signs, or commas. 

320-331 Gross 12 Required. Enter the total gross receipts from the provision of food and/or 
Receipts beverages for this establishment for the calendar year. Do not include receipts 

for carry-out sales or sales with an added service charge of 10 percent or more. 
Do not include in gross receipts charged tips (field positions 248-259) shown 
on charge receipts unless you have reduced the cash sales amount because you 
have paid cash to tipped employees for tips they earned that were charged. 
Do not include state or local taxes in gross receipts. If you do not charge 
separately for food or beverages along with other services (such as a package 
deal for food and lodging), make a good faith estimate of the gross receipts 
attributable to the food or beverages. This estimate must reflect the cost of 
providing the food or beverages plus a reasonable profit factor. Include the 
retail value of complimentary food or beverages served to customers if tipping 
for them is customary and they are provided in connection with an activity 
engaged in for profit whose receipts would not be included as gross receipts 
from the provision of food or beverages (e.g., complimentary drinks served to 
customers at a gambling casino). Amount must be entered in U.S. dollars and 
cents. The right-most two positions represent cents. Right-justify and zero 
fill. If no entry, zero fill. Numeric characters only. Do not enter decimal 
points, dollars signs, or commas. 

332-343 Tip 12 Required. Enter the amount determined by multiplying Gross Receipts for 
Percentage the year (field positions 320-331) by the Tip Percentage Rate (field positions 
Rate Times 344-347). For example, if the value of Gross Receipts is "000045678900" 

Gross and Tip Percentage Rate is "0800", multiply $456,789.00 by .0800 to get 
Receipts $36,543.12 and enter "000003654312". If tips are allocated using other than 

the calendar year, enter zeros; this may occur if you allocated tips based on 
the time period for which wages were paid or allocated on a quarterly basis. 
Amount must be entered in U.S. dollars and cents. The right-most two positions 
represent cents. Right-justify and zero fill. If no entry, zero fill. Numeric 
characters only. Do not enter decimal points, dollars signs, or commas. 

344-347 Tip 4 Required. Enter 8 percent (0800) unless a lower rate has been granted 

Percentage by the District Director. The determination letter must accompany the 

Rate electronic/magnetic submission. Numeric characters only. Do not enter 
decimal points, dollars signs, or commas. 
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Field 

Position 

348-359 

360 

Field Title 

Allocated 

Tips 

Allocation 
Method 

Length 

I~ 

FORM 8027 RECORD FORMAT 

Description and Remarks 

Required. If Tip Percentage Rate times Gross Receipts (field positions 
332-343) is greater than Total Tips Reported (field positions 308-319). then 
the difference becomes Allocated Tips. Otherwise. enter all zeros. If tips are 
allocated using other than the calendar year. enter the amount of allocated tips 
from your records. Amount must be entered in U.S. dollars and cents. The 
right-most two positions represent cents. Right-justify and zero fill. If no 
entry, zero fill. Numeric characters only. Do not enter decimal points, 
dollars signs, or commas. 

Required. Enter the allocation method used if Allocated Tips (field positions 
348-359) are greater than zero as follows: 
0) if allocated tips are equal to zero. 
I) for allocation based on hours worked. 
2) for allocation based on gross receipts. 
3) for allocation based on a good faith agreement. The good faith agreement 
must accompany the electronic/magnetic submission. 

Note: Under Section 1571 of the Tax Reform Act of 1986, the method of allocation of tips based on the number of hours 
worked as described in Section 31.6053-3(f)(1)(iv) may be utilized only by an employer that employs less than the 
equivalent of 25 full-time employees at the establishment during the payroll period. Section 31.6053-3(j)(19) provides that 
an employer is considered to employ less than the equivalent of 25 full-time employees at an establishment during a payroll 
period if the average number of employee hours worked per business day during the payroll period is less than 200 hours. 

361-364 

365-369 

370 

371 

372 

373 

374 

375-418 

.; N-420 

Number of 4 
Directly 
Tipped 
Employees 

Transmitter 5 
Control Code 
(rCC) 

Corrected 
8027 
Indicator 

Final Return 1 
Indicator 

Charge Card 1 
Indicator 

ATlP 1 
Indicator 

Liable/Not 1 
Liable 
Indicator 

Resen'ed 44 

Blank 2 
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Required. Enter the total number (must be greater than zero) of directly tipped 
employees employed by the establishment for the calendar year. Right-justify 
and zero fill. Numeric characters only. 

Required. Enter the 5-digit Transmitter Control Code assigned by the IRS. 

Required. Enter blank for original return. Enter "G" for corrected return. A 
corrected return must be a complete new return replacing the original return. 

Required. Enter "F" if this is the last time you will file Form 8027; otherwise, 
enter a blank. 

Required. Enter the appropriate code: 
1) if your establishment accepts credit cards, debit cards or other charges. 
2) if your estahlishment does not accept credit cards, debit cards or other 
charges. 

Required. Enter "T" if you are participating in the Attributed Tip Income 
Program; otherwise, enter a blank. 

Required. Enter "N" if you are not liable to file Form 8027 and you are not 
reporting money amounts; otherwise, enter a blank. 

Enter blanks . 

Enter blanks. 



FORM 8027 RECORD LAYOUT 

Establishment Establishment Establishment Establishment 
Type Serial Numbers Name Street Address 

1 2-6 7-46 47-86 

Employer 
Establishment Establishment Establishment Identification 

City State ZIP Code Number 

87-111 112-113 114-122 123-131 

Employer Employer Employer Employer 
Name Street Address City State 

132-171 172-211 212-236 237-238 

Service Charge 
Employer Charged Charged Less Than 10 
ZIP Code Tips Receipts Percent 

239-247 248-259 260-271 272-283 

Indirect Tips Direct Tips Total Tips Gross 
Reported Reported Reported Receipts 

284-295 296-307 308-319 320-331 

Tip Percentage Tip Percentage 
Rate Times Gross Receipts Rate Allocated Tips Allocation Method 

332-343 344-347 348-359 360 

Number of Directly Transmitter Control Corrected 8027 
Tipped Employees Code (TCC) Indicator Final Return Indicator 

361-364 365-369 370 371 

Charge Card LiablelNot Liable 
Indicator ATI? Indicator Indicator Reserved Blank 

372 373 374 375-418 419--420 
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26 eFR 601.105: E.WlIllliatlOll of retllrn.1 alld c/ailll) 

fi)r refillld, crediT (II' <lbmeIllUlI, deTerlllilWTioll of cor
recT tiLl lil/hilit\·. 
(ArlO: Part I . . ~.~ 83. /83-::.) 

Rev. Proc. 2006-31 

SECTION I. PURPOSE 

This revenue procedure provides guid
ance concerning the factors that must be 
present in order for a taxpayer to receive 
consent to revoke an election previously 
filed under ~ 83(b) of the Internal Revenue 
Code. It also sets out procedures for sub
mitting a request for consent to revoke a 
valid ~ 83(b) election. 

SECTION 2. BACKGROUND 

.01 Under § 83(a). if. in connection with 
the performance of services. property is 
transferred to any person other than the 
person for whom such services are per
formed. then the excess of the fair mar
ket val ue of the property (determined with
out regard to any restriction other than a 
restriction which by its terms will never 
lapse) as of the first day that the trans
feree's rights in the property are trans
ferable or are not subject to a substantial 
risk of forfeiture_ whichever occurs earlier. 
over the amount (if any) paid for the prop
erty is included in the service provider's 
gross income for the taxable year which in
cludes that day. 

.02 Section 83(b) and § 1.83-2(a) of the 
Income Tax Regulations permit the service 
provider to elect to include in gross income 
the excess (if any) of the fair market value 
of the property at the time of transfer (de
termined without regard to any lapse re
striction. as defined in § I.X3-3(i)) over 
the amount (if any) paid for the property, 
as compensation for services. If this elec
tion is made. the substantial vesting rules 
of ~ 83(a) and the regulations thereunder 
do not apply to the properly, and, assum
ing there is no compensatory cancellation 
of a non lapse restriction, any subsequent 
appreciation in the value of lhe property is 
not taxable as compensation to the service 
prO\ider. 

.03 Under § 83(b)(2). an election made 
under ~ 83(b) must be made in accordance 
with the regulations thereunder and must 
he filed with the Internal Revenue Service 
no later than 30 days after the date that 
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the property is transferred to the service 
provider. 

_04 Section 83(b)(2) and § 1_83-2(f) 
provide that an election under § 83(b) mav 
not be revoked without the consent of th~ 
Commissioner. The regulations also pro
vide that such consent will only be granted 
where the person filing the election is un
der a mistake of fact as to the underlying 
transaction and must be requested within 
60 days of the date on which the mistake of 
fact first became known to the person who 
made the election. Neither a mistake as to 
the value (or decline in the value) of the 
property for which the election was made 
nor the failure of anyone to perform an act 
that was contemplated at the time of trans
fer of the property constitute a mistake of 
fact for this purpose, 

,05 The mistake of fact exception in 
§ 1.83-2(f) is narrow in its scope_ A mis
take of fact is an unconscious ignorance 
of a fact that is material to the transaction, 
See 27A AmJur 2d, Equity § 10. By con
trast, a mistake of law occurs where a per
son is ignorant of, or comes to an erro
neous conclusion as to, the legal effect of 
the facts. See 27 A AmJur 2d, Equity § 15, 

_06 The failure of a service provider to 
understand the substantial risk of forfeiture 
associated with the transferred property is 
not a mistake of fact under § 1,83-2(f)_ 

.07 The failure of a service provider to 
understand the tax consequences of mak
ing an election under § 83(b) is not a mis
take of fact under § 1,83-2(f), 

_08 The Internal Revenue Service has 
recognized the principle that an election 
made under the Code or regulations may 
be revoked on or before the due date for 
making the election. See Rev. Rul. 56-67, 
1956-1 c.B. 437, dis!. by Rev_ Rul. 
76-393, 1976-2 c.B. 255. See also Rev_ 
Rui. 78-295, 1978-2 C.B. 165. Accord
ingly, a request for consent to revoke a 
§ 83(b) election will generally be granted 
if the request is filed on or before the due 
date for making that § 83(b) election_ 

,09 If consent to revoke an election un
der § 83(b) is granted, it will be effective 
as of the date of the § 83(b) election. 

SECTION 3. SCOPE 

This revenue procedure applies to tax
payers who wish to revoke a valid election 
under § 83(b)_ 

SECTION 4, PROCEDURE 

.0 I A request for consent to revoke an 
election made under § 83(b) must be made 
under the procedures for requesting a letter 
ruling_ See Rev. Proc_ 2006-1,2006-1 
I.R_B. I, or its successor. 

.02 In addition to a complete descrip
tion of the facts and the other information 
and documents required under section 7.0 I 
of Rev_ Proc. 2006-1, or its successor, the 
request must contain: the date the § 83(b) 
election was made; a copy of the § 83(b) 
election; a description of the mistake of 
fact as to the underlying transaction; and 
the date on which the mistake of fact first 
became known to the person making the 
election, 

,03 If the request to revoke an election 
under § 83(b) is being made on or before 
the due date for making the election, this 
fact must be included in the request for 
revocation. 

SECTION 5, EXAMPLES 

Example I. On July 10,2006, in connection with 
the performance of services, Company M transfers 
100 shares of substantially non vested Company M 
stock to A, its employee. The restricted stock agree
ment provides that the stock will revert to Company 
M if A's employment is terminated for any reason be
r ure July 10, 2010. A pays $SOX for the shares, which 
have an aggregate fair market value of $1 OOX on July 
10,2006. On that same day, A files a valid election 
under § 83(b). On July 28, 2006, A learns that the 
forfeiture provision in the stock agreement means A 
will forfeit the stock even if Company M terminates 
A's employment without cause. In addition, A real
izes that A misunderstood the tax results of filing the 
election. On August 16, 2006, A files a request for a 
ruling from the Internal Revenue Service for consent 
to revoke A's § 83(b) election. The request cites A's 
misunderstanding uf the furfeiture provision and A's 
misunderstanding of the tax results as the basis for the 
ruling request. While A's request for a ruling is made 
within 60 days of the date A learns the full meaning 
of the forfeiture provision and when A realizes the tax 
results of filing the election, neither reason for which 
A requests the revocation is a "mistake of fact as to 
the underlying transaction." The underlying transac
tion is A's receipt of the restricted stock transferred 
pursuant to the employment agreement. A's misun
derstanding of the forfeiture provision is not a mis
take of fact as to the underlying transaction. Rather, 
it is a failure to understand the substantial risk of for
feiture set forth in the restricted stock agreement. Ad
ditionally, A's misunderstanding of the tax results of 
the election is a mistake of law and nut a mistake of 
fact. Accordingly, consent to revoke the § 83(b) e1ec
lion will not be granted. 

Ewmple 2. The facts are the same as in Exam
ple }, except that the request tor a ruling is filed on 
August 4, 2006. Because the reque.st is filed within 
the 30-day period dunng which the § 83(b) election 



could be made. consent to revoke the § 83(b) election 
will be granted, regardless of the reason for which 11 

is filed. 
Example 3. On August 31, 2006, B begins em

ployment with Company 0 under an employment 
contract that provides that B will receive Company 
o Class A common stock. On September I, 2006, 
Company 0 transfers SOX shares of substantially 
non vested Company 0 Class B common stock to B 
in accordance with the employment contract. B pays 
$IOOX for the shares, which have an aggregate fair 
market value of $1 (lOX on that date. On September 
15, 2006, B makes a valid election under § 83(b) 
with respect to the stock transfer. On September 29, 
2006, B discovers that Company 0 has two classes of 
common stock and that Company 0 transferred Class 
B common stock to B instead of Class A common 
stock. On No~ember I, 2006. B files a request for a 
ruling from the Internal Revenue Service to revoke 
the election. B's request for consent to revoke the 
§ 83(b) election is timely. and It is based on a mistake 
of fact as to the underlying transaction because B did 
not receive the property B expected to receive in the 
transfer. Based on these facts, and absent any other 
facts to the contrary, consent to revoke the § 83(b) 
election will be granted because the stock B received 
was transferred under a mistake of fact as to the 
underlying transaction. 

Example 4. The facts are the same as in Exam
ple 3, except that B files the request for the ruling on 
December 15_ 2006. Because the request for revo
cation was not requested within 60 days of the date 
B discovered the mistake of fact as to the underlying 
transaction, B' s request will not be granted. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective 
June 13.2006. 

SECTION 7. PAPERWORK 
REDUCTON ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office of 

Management and Budget in accordance 
with the Paperwork Reduction Act (44 
U.S.C. § 3507) under control number 
1545-2018. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of infonnation unless the 
collection of information displays a valid 
control number. 

The collection of information in this 
revenue procedure is in section 4_ This 
information is required to evaluate and 
process the request for consent to revoke 
the § 83(b) election. The collection of 
information is required to obtain a let
ter ruling granting consent to revoke the 
§ 83(b) election. The likely respondents 
are individuals. 

The estimated annual reporting and/or 
record keeping burden is 400 hours_ 

The estimated annual burden per re
spondentirecordkccpcr varies from I to 4 
hours. 

The estimated number of respondents is 
200. 

The estimated annual frequency of re
sponse is on occasion_ 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally. tax return and tax return 
information are confidential, as required 
by § 6103. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is Jean Casey of the Office of 
Associate Chief Counsel (Tax Exempt & 
Government Entities)_ For further infor
mation regarding this revenue procedure, 
contact Jean Casey at (202) 622-6030 (not 
a toll-free call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

Section 1248 Attribution 
Principles 

REG-135866-02 

AGENCY: Internal Revenue Service 

(IRS). Treasury. 

ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains 

proposed regulations under section 1248 

of the Internal Revenue Code (Code) 
that provide guidance for determining the 

earnings and profits attributable to stock of 
controlled foreign corporations (or former 
controlled foreign corporations) that are 
(were) involved in certain nonrecognition 

transactions. The proposed regulations 
are necessary in order to supplement and 
clarify existing guidance in the regula
tions under section 1248. The proposed 
regulations affect persons subject to the 
regulations under section 1248, as well as 
persons to which regulations under other 
Code provisions, such as section 367(b), 
apply to the extent that those regulations 
incorporate the principles of the proposed 
regulations. In addition, the proposed reg
ulations provide that with respect to the 
sale by a foreign partnership of the stock 
of a corporation, the partners in such for
eign partnership shall be treated as selling 
or exchanging their proportionate share of 
the stock of such corporation for purposes 
of section 124S. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by August 30, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 35866-02), room 
5203. Internal Revenue Service, PO Box 
7604. Ben Franklin Station, Washing
ton. DC 20044. Submissions may be 
hand-delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to: CC:PA:LPD:PR (REG-I 35866-02). 
Courier's Desk. Internal Revenue Service. 
1111 Constitution Avenue. NW, Wash
lllgton. DC or sent electronically. via 
:he IRS Internet site at 1\·11'II'.irs.gol'lregs 
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or Via the Federal eRulemakin o 

Portal at http://lnrw.regldations.go~ 
(lRS-REG-135866-02). 

FOR FURTHER INFORMATION 

CONTACT: Concerning the proposed 
regulations, Michael Gilman at (202) 

622-3850 (not a toll-free number); con

cerning the submissions of comments 

and request for hearing, Richard Hurst 
at Richard.A.Hurst@irscounsel.treas.gol! 
(preferred) or at (202) 622-7180 (not a 

toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 1248(a) of the Code provides 
that certain gain recognized on the sale 
or exchange of stock of a foreign corpo

ration by a United States person will be 
included in the gross income of that per
son as a dividend if: (1) the foreign cor

poration was a controlled foreign corpora
tion at any time during the five-year pe
riod ending on the date of the sale or ex
change; and (2) the United States person 
owned or is considered to have owned 
within the meaning of section 958, 10 per~ 
cent or more of the total combined vot
ing power of the foreign corporation at any 
time during that five-year period (section 
1248 shareholder). The amount of gain in
cluded in income as a dividend under sec
tion 1248( a) is limited to the earnings and 
profits attributable to the stock that is sold 
or exchanged which were accumulated in 
taxable years of the foreign corporation be
ginning after December 31, 1962, and dur
ing the period or periods the stock was held 
by the United States person while the for
eIgn corporation was a controlled foreign 
corporation. A distribution treated as an 
exchange of stock is also included. See 
§ 1.1248-J (b). In addition. section 1248 
may also apply to certain distributions of 
the stock of a foreign corporation as pro
vided under section I 248(f). 

The section 1248 regulations provide 
for both a simple case method and a com
plex case method for computing a con
trolled foreign corporation's earnings and 
profits attributable to stock disposed of in 
a transaction to which section [248 ap
plies. See §§1.1248-2 and 1.1248-3. A 

taxpayer may use the simple case method 
under § 1.1 ~48-~. which requires few ad

justments in the earnings and profits cal
culation under section 1248. if it meets 

several criteria (e.g .. the foreign corpora
tion has only one class of stock and a con

stant number of shares outstanding on each 
day of each post-1962 taxable year which 
falls within the relevant holding period). If 

these criteria are not satisfied, a taxpayer 
must use the complex case method un

der § 1.1248-3. The complex case method 
provides additional rules to address situa

tions involving multiple classes of stock. 
changes in a shareholder's ratable share of 

a corporation's earnings and profits, and 
other complicating factors. 

Under § 1.1248-1 (a), the period of own
ership of stock of a United States person 

for purposes of attributing earnings and 
profits to that stock includes the period that 

the United States person actually held the 
stock or is considered to have held such 
stock pursuant to section 1223. Section 
1223( I) provides that the period for which 
the taxpayer has held property received in 
an exchange, shall include the period for 
which the taxpayer held the property ex
changed if the property received in the ex
change has the same basis in whole or in 
part in the taxpayer's hands as the property 
exchanged. Section 1223(2) provides that 
the period for which the taxpayer is consid

ered to have held property acquired shall 
include the period for which that property 
was held by any other person if the prop
erty acquired has the same basis in whole 
or in part in the taxpayer's hands as it 
would have in the hands of that other per
son. 

Section 1248( c )(2) generally provides 
that, if the United States person selling, 
exchanging, or distributing stock in a for
eign corporation has the required owner
ship interest in lower-tier foreign corpora
tions, certain earnings and profits of those 
lower-tier foreign corporations will be at
tributed to stock of the foreign corporation 
t~at .the U.S. person sells, exchanges, or 
dls~nbutes. For this provision to apply, the 
Umted States person must have owned or 
be considered to have owned, within the 
meaning of section 958, 10 percent or more 
of the total combined voting power of the 
lower-tIer foreign corporation at any time 



during the five-year period preceding the 
sale. 

Although section I 248(a) applies only 
to sales or exchanges of stock in a foreign 
corporation by a United States person, sec
tion 964(e) applies section 1248 principles 
to certain dispositions of stock in a foreign 
corporation by a controlled foreign corpo
ration. Section 964(e)(l) provides that if 
a controlled foreign corporation that owns 
stock in a foreign corporation sells or ex
changes such stock, gain recognized on 
such sale or exchange shall be included in 
the gross income of such controlled for
eign corporation as a dividend to the same 
extent that it would have been included un
der section 1248(a) if the wntrolled for
eign corporation were a United States per
son. 

Section 367(b) addresses certain ex
changes described in sections 351, 354, 
355, 356, and 361 that do not involve a 
transfer of property described in section 
367(a). One of the underlying policies 
of section 367(b) is the preservation of 
the potential application of section 1248. 
See H.R. Rep. No. 94-658, 94th Cong., 
1 st Sess., at 242 (November 12, 1975). 
Regulations under section 367(b) require 
certain exchanging shareholders to in
clude in income as a deemed dividend the 
section 1248 amount attributable to stock 
of a foreign corporation as a result of an 
acquisition by a foreign corporation of the 
stock or assets of a foreign corporation 
in an exchange described in section 351 
or a reorganization described in section 
368(a)(l). For example, an exchang
ing shareholder must include the section 
1248 amount attributable to the stock ex
changed in income if the exchange results 
in its loss of status as a section 1248 share
holder. See § 1.367(b )-4(b)(l). For this 
purpose, the section 1248 amount gen
erally is determined by reference to the 
amount that would be included in income 
as a di vidend under section 1248 and the 
regulations under that section if the stock 
were sold by the exchanging shareholder. 
See § 1.367(b)-2(c). 

Explanation of Provisions 

A. Scope 

The Treasury Department and the lRS 
believe that it is important that the section 
1248 regulations make explicit that only 

the appropriate amount of earnings and 
profits are attributed to stock of a for
eign corporation for purposes of section 
1248 following relevant nonrecognition 
transactions. The proposed regulations 
provided in § J .1248-8 supplement and 
clarify the existing rules under §§ 1.1248-2 
and 1.1248-3. The results obtained under 
the proposed regulations are consistent 
with the results provided under section 
1248 and the existing regulations under 
sections 367(b) and 1248. However, some 
taxpayers have raised concerns that those 
existing regulations may attribute an ex
cessive amount of earnings and profits to 
stock after certain nonrecognition trans
actions. The Treasury Department and 
the IRS believe that this view is not a 
correct interpretation of the existing regu
lations. Nevertheless, in order to remove 
this uncertainty, the proposed regulations 
clarify how the principles of section 1248 
should be applied so that a section 1248 
shareholder or a foreign corporation to 
which section 964(e) applies includes the 
appropriate amount in income as a divi
dend upon the sale or exchange of stock 
of a current or former controlled foreign 
corporation. 

The proposed regulations provide rules 
for accurately attributing earnings and 
profits to stock of a foreign corpora
tion that is received by an exchanging 
shareholder, or received by an acquiring 
corporation, pursuant to one or more re
structuring transactions in which the hold
ing period of such stock is determined by 
application of section 1223( I) or 1223(2), 
and in which the exchanging shareholder 
is not required, as a result of the exchange, 
to include in income the section ] 248 
amount pursuant to § 1.367(b)-4(b). The 
proposed regulations also provide rules for 
attributing earnings and profits to stock of 
a foreign corporation that participates in 
a restructuring transaction that is held by 
a non-exchanging shareholder in such a 
restructuring transaction. 

For purposes of the proposed regula
tions, a restructuring transaction is a trans
action that qualifies as a nonrecognition 
transaction (within the meaning of sec
tion 7701(a)(45» under section 351, 354, 
356, or 361. The proposed regulations 
provide special rules for liquidations de
scribed in section 332 and consequently, 
these transactions are not included in the 
definition of a restructuring transaction. 

An exchanging shareholder is defined in 
the proposed regulations as a person that, 
in a restructuring transaction qualifying for 
nonrecognition under section 354. 356, or 
36I(a). exchanges stock of an acquired 
corporation for stock in either a foreign 
acquiring corporation or a foreign corpo
ration that is in control of the acquiring 
corporation. In a restructuring transaction 
qualifying for nonrecognition under sec
tion 351. the proposed regulations define 
an exchanging shareholder as a person that 
exchanges property (including stock) for 
stock in a foreign acquiring corporation. 
An acquiring corporation is defined in the 
proposed regulations as a corporation that, 
in a restructuring transaction, acquires the 
stock or assets of an acquired corporation. 
For purposes of the proposed regulations, 
a foreign corporate shareholder is a for
eign corporation that owns stock of an
other foreign corporation, and has a sec
tion 1248 shareholder that is also a section 
124R shareholder of the other foreign cor
poration. A non-exchanging shareholder 
is defined in the proposed regulations as a 
person that, at the time of the restructuring 
transaction, is either a section 1248 share
holder or a foreign corporate shareholder 
of the acquiring corporation and that is not 
an exchanging shareholder with respect to 
that corporation. 

The proposed regulations also set forth 
rules for the attribution of earnings and 
profits for purposes of section 1248 with 
respect to stock of a foreign corporation 
that receives assets and liabilities of a for
eign corporation in a complete liquidation 
described in section 332 if the foreign dis
tributee is a foreign corporate shareholder 
of the liquidating corporation. In addition, 
the proposed regulations provide that with 
respect to the sale by a foreign partner
ship of the stock of certain foreign corpo
rations, the partners in such foreign part
nership shall be treated as selling or ex
changing their proportionate share of the 
stock of such corporations for purposes of 
section 1248. Finally, the proposed regula
tions provide additional rules to ensure the 
proper attribution of earnings and profits to 
stock of controlled foreign corporations or 
foreign corporate shareholders as a result 
of certain nonrecognition transactions. 
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B. Attribution of Earnings and Profits 

to Stock in a Foreign Corporatir)l1 as a 

Result of a Restructuring Transaction 

1. Earnings and profits attrihutahle to 

the stock that an exchanging shareholder 

receives 

Some taxpayers have expressed con

cern that an excessive amount of earnings 

and profits could be attributed to stock 

that an exchanging shareholder receives 

in a restructuring transaction under the 

existing section 1248 regulations through 
the application of the holding period rules 

of section 1223( I). For example, in a 

transaction described in section 351, a 
domestic corporation (DC I) contributes 

property to a foreign acquiring corpora
tion (FA) in exchange for 80 percent of 

the voting stock in FA. Prior to the trans
action, FA was wholly owned by another 
domestic corporation (DC2). Assume in 
the transaction that DC I does not recog
nize gain under section 367(a) and the 
regulations under that section or include 
income under section 367(b) and the reg
ulations under that section. The basis of 
the stock in FA received by DC I in the 
transaction will be determined pursuant 
to section 358, and in determining DCI 's 
holding period in the FA stock, DC I will 
include, under section 1223( I), the period 
DC 1 held the property it contributed to 
FA. Some taxpayers incorrectly interpret 
the existing section 1248 regulations to 
require that, if DC 1 subsequently sells 
or exchanges the FA stock received in 
the restructuring transaction, the earnings 
and profits accumulated by FA before the 
transaction (i.e., before DC I' s period of 
actual ownership of the FA stock), but 
within the section 1223( I) holding period, 
are attributed to the FA stock received and 
sold by DC I. This interpretation would 
result in the inappropriate attribution of 
such accumulated earnings and profits to 
the FA stock held by both DC2 and DC I 
(if DC2 sells or exchanges its FA stock, 
the accumulated earnings and profits of 
FA that were attributed to the FA stock 
sold by DCI would correctly be attributed 
under the existing section 1248 regulations 
to the FA stock held by DC2). 

This interpretation of the existing sec
tion 1248 regulations is not correct and 
any such double attribution is not intended. 
However. to provide greater certainty, the 
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proposed regulations clarify that excessive 
attribution of earnings and profits does not 

occur as a result of restructuring transac

tions. The proposed regulations provide 

that where an exchanging shareholder re
ceives, in a restructuring transaction, stock 

in a foreign corporation, the holding pe

riod of which is determined under section 

1223( I), and the exchanging shareholder is 

either a section 1248 shareholder or a for
eign corporate shareholder with respect to 

that foreign corporation immediately after 

the restructuring transaction, the earnings 

and profits attributable to the stock the ex
changing shareholder receives shall be de

termined on the basis of the type of prop

erty exchanged. 
If the property exchanged is not stock 

of a foreign acquired corporation with re
spect to which the exchanging shareholder 

is a section 1248 shareholder or a foreign 
corporate shareholder immediately before 

the transaction, the earnings and profits at
tributable to the foreign corporation stock 
received by the exchanging shareholder 
shall be determined in accordance with 
§ 1.1248-2 or § 1.1248-3 (whichever is ap
plicable) without regard to any portion of 
the section 1223( I) holding period in that 
stock that reflects periods prior to the re
structuring transaction. 

If, on the other hand, the property ex
changed is stock in a foreign acquired 
corporation with respect to which the ex
changing shareholder is either a section 
1248 shareholder or a foreign corporate 
shareholder with respect to the foreign cor
poration immediately before the transac
tion, the proposed regulations provide that 
the earnings and profits attributable to the 
stock received by the exchanging share
holder shall equal the sum of the earnings 
and profits attributable to: (I) the stock of 
the foreign acquired corporation accumu
lated prior to the restructuring transaction; 
and (2) the stock of the foreign corporation 
that the exchanging shareholder receives 
in the restructuring transaction without re
gard to any portion of the section 1223(1) 
holding period in that stock that is prior 
to the restructuring transaction. The earn
ings and profits attributable to any portion 
of the section 1223( 1) holding period in 
the foreign acquiring stock that is prior 
to the restructuring transaction remain 
attributable through the operation of the 
existing section 1248 regulations to the 
foreign acquiring stock held by non-ex-

changing shareholders. See proposed 
§ 1.1248-8( b)( 4) and (7). Exalllple 2. 

The proposed regulations provide an 

exception to this general rule, however, 
in certain triangular reorganizations in

volving a foreign issuing corporation that 
controls a domestic acquiring corpora
tion. This exception applies, for example, 

where a United States person (DC) ex

changes its stock in a foreign acquired 
corporation (FS) for stock of a foreign 

issuing corporation (FI) that controls the 
domestic acquiring corporation (DA) in 

a restructuring transaction (i.e., a trian

gular reorganization described in section 
368(a)(l)(B)). To prevent the attribution 

of FS's pre-acquisition earnings and prof
its to stock owned by both DC and DA, 

the proposed regulations provide that the 

earnings and profits attributable to the FI 
stock received by DC shall consist solely 

of the earnings and profits attributable to 
the FI stock received (determined under 
§1.l248-2 or §1.l248-3, whichever is 

applicable, and proposed § 1.1248-8, if 
applicable) without regard to any portion 
of DC's section 1223( 1) holding period in 

the FI stock received that includes periods 
of time prior to the restructuring trans
action. See proposed § 1.1248-8(b )(7), 

Example 5. As discussed in paragraph 
(B)(2) of this preamble, the earnings and 
profits attributable to the FS stock for pe
riods before the triangular reorganization 
generally are attributed to the FS stock 
owned by DA after the transaction. 

2. Earnings and profits attributable to 
stock in a foreign corporation that certain 
acquiring corporations receive 

In addition to potential excessive at
tribution resulting from section 1223(1) 
holding periods discussed above, some 
taxpayers are concerned that an exces
sive amount of earnings and profits could 
be attributed to stock under the existing 
section 1248 regulations through the ap
plication of the section 1223(2) holding 
period rules to an acquiring corporation in 
a restructuring transaction. For example, 
in a transaction described in section 351, 
a foreign corporation (FP) that owns 100 
percent of the stock of another foreign cor
poration (FS) and 100 percent of the stock 
of a domestic corporation (DC), transfers 
its FS stock to DC. Prior to the transaction, 
FP was not a section 1248 shareholder or a 



foreign corporate shareholder with respect 
to FS. DC's basis in the FS stock received 
by DC in the restructuring transaction will 
be determined pursuant to section 362, 
and in determining DC's holding period 
in the FS stock, DC will include, under 
section 1223(2), the period FP held the FS 
stock. Some taxpayers incorrectly inter
pret the existing section 1248 regulations 
to require that if DC subsequently sells 
or exchanges the FS stock received in 
the restructuring transaction, the earnings 
and profits accumulated by FS before the 
transaction (i.e., before DC's period of 
actual ownership of the FS stock), but 
within the 1223(2) holding period, are at
tributed to the FS stock received and sold 
by DC This interpretation would result in 
the attribution of earnings and profits to 
the FS stock held by DC even though such 
earnings and profits were accumulated by 
FS when it was not a controlled foreign 
corporation. 

Such interpretation of the existing sec
tion 1248 regulations is not correct. How
ever, to provide greater certainty, the pro
posed regulations clarify that excessive at
tribution of earnings and profits does not 
occur as a result of such transactions. The 
proposed regulations provide that where, 
in a restructuring transaction, an acquir
ing corporation receives stock in a for
eign acquired corporation, the holding pe
riod of which is determined under section 
1223(2), and the acquiring corporation is 
either a section 1248 shareholder or a for
eign corporate shareholder with respect to 
that foreign acquired corporation immedi
ately after the restructuring transaction, the 
earnings and profits attributable to the for
eign acquired corporation stock that the ac
quiring corporation recei ves shall be deter
mined depending on whether the exchang
ing shareholder was a section 1248 share
holder or a foreign corporate shareholder 
with respect to the acquired corporation. 
If the exchanging shareholder is neither a 
section 1248 shareholder nor a foreign cor
porate shareholder with respect to the for
eign acquired corporation immediately be
fore the restructuring transaction, the pro
posed regulations provide that the earnings 
and profits attributable to the stock of the 
foreign acquired corporation shall be ue
termi ned in accordance with § 1.1248-2 or 
§ 1.1248-3 (whichever is applicable) with
out regard to any portion of the section 

1223(2) holding period in that stock that is 
prior to the restructuring transaction. 

However. in a restructuring transaction 
where the acquiring corporation receives 
stock of a foreign acquired corporation 
with respect to which an exchanging 
shareholder is either a section 1248 share
holder or a foreign corporate shareholder 
immediately before the transaction, the 
proposed regulations modify the approach 
discussed above in order to ensure the 
proper amount of earnings and profits is 
attributable to stock that the acquiring cor
poration receives. For example, assume 
a domestic corporation (DCl) has owned 
all the stock of a foreign corporation 
(FS) since its formation. In a transaction 
described in section 368(a)(1)(B), DCI 
transfers all its FS stock to another do
mestic corporation (DC2), in exchange 
for DC2 voting stock. The section 1248 
amount attributable to the FS stock is 
$100 but section 367(b) does not require 
DCl to include it in income as a deemed 
dividend. See § J.367(b )-4(a) (income 
inclusion rules only apply when there is 
a foreign acquiring corporation). If DC2 
subsequently recognizes gain upon the 
sale or exchange of its stock in FS and if 
the earnings and profits attributable to that 
stock do not include the earnings and prof
its that accumulated before DC2' s actual 
period of ownership, then those earnings 
and profits would escape inclusion in in
come as a dividend under section 1248. 

To ensure the proper attribution of earn
ings and profits in these situations, the 
proposed regulations provide that where 
the stock exchanged in the restructuring 
transaction is stock of a foreign corpora
tion, with respect to which the exchanging 
shareholder is either a section 1248 share
holder or a foreign corporate shareholder 
immediately before the restructuring trans
action, the earnings and profits attributable 
to the stock of the acquired corporation 
will be determined with regard to the por
tion of the section 1223(2) holding period 
in that stock that the exchanging share
holder took into account for purposes of at
tributing earnings and profits to that stock. 
See proposed § 1.1248-8(b)(7), Example 3 

and Example 5. 

3. Earnings and profits attributable 

to stock held by (/ nOI1-eHhal1gillg 

shareholder 

The proposed regulations generally 
provide that the earnings and profits attrib
utable to stock of an acquiring corporation 
held by a non-exchanging shareholder 
immediately prior to a restructuring trans
action continue to bc attributed to such 
stock, and the earnings and profits of the 
acquired corporation accumulated prior to 
the restructuring transaction attributable 
to the stock of an acquired corporation 
are not attributed to the non-exchanging 
shareholder's stock in the acquiring cor
poration. See proposed § 1.1248-8(b)(7), 
Example 2 and Example 4. 

However, a special rule applies to a 
nonexchanging shareholder that owns 
stock in a foreign corporation that is both 
an acquiring corporation and an exchang
ing shareholder in the same restructuring 
transaction (i.e., an upstream merger). 
This rule is necessary because the acquir
ing corporation does not receive stock 
in exchange for its stock in the acquired 
corporation and, as a result, the general at
tribution rules in the proposed regulations 
would not preserve the earnings and profits 
attributable to sLlch acquired corporation 
stock. For example, assume a domestic 
corporation (DC) owns all the stock of 
a controlled foreign corporation (CFC I ), 
CFCI's only asset is 79 percent of the 
stock of another controlled foreign corpo
ration (CFC2), and the other 21 percent of 
the CFe2 stock is owned by an unrelated 
party (X). Pursuant to a restructuring trans
action described in section 368(a)( I )(C), 
CFC2 transfers all its assets to CFC I. In 
exchange, CFC I assumes the liabilities of 
CFC2 and transfers to CFC2 voting stock 
representing 21 percent of the stock of 
CFC I. CFC2 distributes the voting stock 
to X and liquidates. In such a transaction, 
the earnings and profits attributable to the 
CFC I stock held by DC (i.e., the nonex
changing shareholder) ~hall be the sum of 
the earnings and profits attributable to the 
stock of eFC 1 (i.e., the foreign acquiring 
corporation) immediately before the re
structuring transaction (including amounts 
attributed under section 124R(c)(2) and 
the earnings and profits attributable to the 
stock of CFe 1 accumulated after the re
structuring transaction (including amounts 
attributed under section 1248(c)(2»). See 
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proposed §1.1248-8(b)(7). Example 8. 
Cf. proposed § 1.1248-8(c) (providing 

similar rules for liquidations described in 

section 332). 

4. Reduction in earnings and profiTs 
attributable to stock lO prerent mllitiple 
inclusions with respect to the same 
euming.\' alld profits 

The proposed regulations require that. 

to the extent consistent with the principles 

of section 1248. adjustments to earnings 

and profits attributable to stock shall be 
made so that section 1223( I) and (2) and 

the proposed regulations are applied in a 
manner that results in earnings and prof

its being taken into account only once. 
Accordingly, the proposed regulations 

provide that upon the sale by a controlled 
foreign corporation of stock of another 
foreign corporation to which earnings and 
profits had been attributed under the rules 

of the proposed regulations, proportionate 
reductions shall be made to the earn
ings and profits attributed to the stock of 
the selling foreign corporate shareholder 
owned by a section 1248 shareholder. 
See proposed § 1.124X-8(b)(7), Example 
7. For example, assume a section 1248 
shareholder owns 80 percent of a con
trolled foreign corporation (CFC I) and 
an unrelated foreign person owns the re
maining 20 percent of CFC I. The section 
1248 shareholder receives the CFC 1 stock 
in exchange for the stock of its wholly 
owned foreign subsidiary (CFC2) in a 
restructuring transaction described in sec
tion 368(a)(l )(B). Immediately before the 
transaction, $100 of earnings and profits 
is attributable to the CFC2 stock owned 
by the section 1248 shareholder. As previ-
0us�y discussed, the proposed regulations 
provide for the attribution of the $100 
of CFC2' s pre-acquisition earnings and 
profits to the CFC I stock received by the 
section 1248 shareholder in the transaction 
and to the CFC2 stock received by CFC I 
in the transaction. Assume that CFC2 
accumulates another $100 of earnings 
and profits after the transaction. and in a 
subseljuent year. CFC I sells 30 percent 
Jf its stock in CFC2. If the requirements 
)f section 964(e) are met. CFCI will in
:Iudc in its gross income as a dividend 
t30 of CFC2' s pre-acquisition earnings 
mu profits and $30 of CFC2's post-ac
iuisition earnings and profits. In order to 
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prevent the attribution of a portion of these 

earnings and profits to the section 1248 

shareholder's stock in CFC 1. the proposed 

regulations provide that the earnings and 

profits attributable to the section 1248 
shareholder's stock in CFC I will be re

duced by $54. $24 (80 percent of $30) of 

the earnings and profits accumulated by 
CFC2 after the restructuring transaction 

and $30 of the earnings and profits accu

mulated by CFC2 prior to the restructuring 

transaction. 

5. Special rule regarding section 381 

The proposed regulations also provide 

a special rule in order to avoid possible 
double counting of earnings and profits as 

a result of the operation of section 381 (a) 

in a restructuring transaction and the pro
posed rules. Under section 381, an ac

quiring corporation succeeds to and takes 
into account the earnings and profits of the 
transferor or distributor corporation as of 

the close of the day of the transfer or dis
tribution. Because the earnings and prof

its carry over from one corporation to an
other corporation at the close of the day, 

the same earnings and profits accumulated 
by the transferor or distributor corpora
tion before the transaction could also be 
considered to have been accumulated by 
the transferee or distributee corporation af
ter the transfer or distribution. For exam
ple, assume a domestic corporation (DC 1) 
owns 100 percent of controlled foreign 
corporation (CFC I) that generates $100 
of earnings and profits. CFCI merges 
into another controlled foreign corporation 
(CFC2) in a reorganization described in 
section 368(a)( 1 )(A), and DC 1 receives 25 
percent of the CFC2 stock in exchange for 
its CFC 1 stock in the merger. If, for pur
poses of section 1248, the $100 of earnings 
and profits of CFe I is attributable to the 
CFC2 stock received by DC 1, and is also 
taken into account by CFC2 pursuant to 
section 381, the same $100 of earnings and 
profits would be taken into account twice. 

Except with respect to upstream merg
ers. the proposed regulations attribute the 
pre-acquisition earnings and profits of the 
transferor, where appropriate, to the stock 
received by the exchanging shareholder. 
Therefore, in order to prevent the dou
ble counting of earnings and profits, the 
proposed regulations provide that earn
ings and profits of another corporation to 

which the foreign corporation succeeded 
through the operation of section 381 will 

not be attributed to its stock. See proposed 
§1.l248-8(b)(6) and (7). Example 4, and 

(c)(2) and (3). 

6. Attribution ot" earnillgs and profits 
following certain liquidations 

Under the existing section 1248 regu

lations, issues have arisen as to whether 
the so-called hovering deficit rule under 
section 381(c)(2)(B) applies for purposes 

of attributing earnings and profits to stock 
of the foreign distributee corporation fol
lowing certain liquidations of foreign cor

porations under section 332. The hover

ing deficit rule generally restricts access 

to certain deficits in earnings and profits 
following section 381 transactions. The 

Treasury Department and the IRS believe 

that the hovering deficit rule should not 
apply in these types of section 332 liqui
dations because section 1248(c)(2) gener

ally provides for the attribution of a for
eign subsidiary's earnings and profits (in

cluding any deficits) to the stock of its for
eign parent. Thus, the foreign parent al
ready had, in effect, access to the deficit of 
the foreign subsidiary pursuant to section 
1248(c)(2) prior to the section 332liquida
tion. In that case, application of the hover
ing deficit rule is not appropriate for sec

tion 1248 purposes. 
Accordingly, the proposed regulations 

provide a special rule that clarifies ap
plication of the hovering deficit rule to a 
distributee foreign corporate shareholder 
in a section 332 liquidation. In this cir
cumstance, the earnings and profits of the 
distributing foreign corporation to which 
the foreign distributee corporation suc
ceeds through the operation of section 
381 will not be taken into account by the 
foreign distributee for purposes of sec
tion 124S and consequently, the hovering 
deficit rule will not apply. Instead, the 
proposed regulations provide a rule for 
attributing earnings and profits of the for
eign liquidating corporation to the stock 
of the foreign distributee in such a liquida
tion that is consistent with the principles 
of section 1248(c)(2). In such a case, the 
earnings and profits attributable to the 
distributee stock shall be the sum of: (I) 
the earnings and profits attributable to 
the stock of the distributee immediately 
before the liquidation (including amounts 



attributed under section I 248( c )(2»; and 
(2) the earnings and profits attributable to 
the stock of the distributee accumulated 
after the liquidation (including amounts 
attributed under section l248( c )(2». See 
proposed § 1.1248-8(b)(7), Example 3, 
and (c). 

C. Sale or Exchange of Stock by a Foreign 
Partnership 

A domestic partnership is treated as a 
United States person for purposes of sec
tion 1248. See section 7701 (a)(30)(B) and 
§ 1.1248-l(a)(1). Accordingly, the sale 
by a domestic partnership of the stock of 
a foreign corporation is subject to sec
tion 1248(a). Section 1248 and the exist
ing regulations do not, however, address 
specifically sales or exchanges of slock 
by foreign partnerships with United States 
persons as partners. 

The legislative history of subchapter 
K of the Code provides that, for purposes 
of interpreting Code provisions outside 
of that subchapter, a partnership may be 
treated as either an entity separate from 
its partners or an aggregate of its partners, 
depending on which characterization is 
more appropriate to carry out the purpose 
of the particular Code section under con
sideration. H.R. Conf. Rep. No. 2543, 
83rd Congo 2d. Sess. 59 (1954). The 
purpose of section 1248 is to ensure that 
earnings and profits of controlled foreign 
corporations (or former controlled for
eign corporations) are taxed as a dividend 
when certain United States persons recog
nize gain on the sale or exchange of stock 
in such corporations. In cases in which the 
United States person is a partner in a for
eign partnership and recognizes income on 
the sale of stock of a foreign corporation 
by such foreign partnership, the purpose 
of section 1248 is fulfilled only if the 
partnership is treated as an aggregate for 
section 1248 purposes. Treatment of a for
eign partnership as an entity, in contrast, 
could result in partners in the partner
ship inappropriately receiving capital gain 
treatment on the sale by the partnership of 
stock of the foreign corporation. 

Thus, under proposed § II 248-1 (a)(4), 
a foreign partnership is treated as an aggre
gate of its partners for purposes of section 
I 248(a). Under the proposed regulations, 
for example, the partners in a foreign 
partnership shall be treated as selling or 

exchanging their proportionate share of 
stock held by the foreign partnership. The 
proposed regulations also apply section 
1248(a) in cases where the stock in a cor
poration that is sold or exchanged is held 
through tiers of foreign partnerships. This 
treatment of the foreign partnership as 
an aggregate, rather than as an entity, for 
purposes of applying section 1248 is nec
essary to reflect properly the attributable 
earnings and profits as a dividend. 

D. Removal of Rule under 
§1.367(b)-2(d)(3)(ii) Limiting Amounts 
Attributable to Holding Periods 
Determined under Section 1223 

Section 1.367(b)-3 requires that an 
exchanging shareholder, as defined in 
§ 1.367(b )-3(b)( I), include the all earnings 
and profits amount (as defined generally 
in §1.367(b)-2(d» in income as a deemed 
dividend (with respect to its stock in the 
foreign acquired corporation) when a do
mestic corporation acquires the assets of 
the foreign corporation in a section 332 
liquidation or a section 368(a)(1) asset 
acquisition. Section l.367(b)-2(d)(3)(ii) 
excludes, for purposes of determining 
the all earnings and profits amount, 
amounts attributable to holding periods 
determined under section 1223(2) dur
ing which there was no direct or indirect 
ownership by a United States person. Pur
suant to §1.367(b)-2(d)(3)(i)(A)(l), the 
all earnings and profits amount with re
spect to stock of a foreign corporation is 
determined according to the attribution 
principles of section 1248 and the regula
tions under that section. Since the rules of 
proposed § 1. I 248-8(b )(2) conform to the 
rule set forth in § l.367(b)-2(d)(3)(ii), the 
proposed regulations remove paragraph 
(d)(3)(ii) from §1.367(b)-2. 

E. Revision oj§1.367(b)-4(d) Providing 
Rules for Subsequent Exchanges 

Section l.367(b)-4 applies to an ac
quisition by a foreign corporation of the 
stock or assets of a foreign corporation 
in an exchange described in section 351 
or a reorganization described in section 
368(a)(1). If the exchange meets certain 
criteria, an exchanging shareholder, as de
fined in §1.367(b)-4(b)(l)(i)(A), must in
clude in income as a deemed dividend the 
section 1248 amount attributable to the 

stock that it exchanges. If in a particu
lar exchange, income is not required to 
be included pur,uant to § l.367(b)-4(b), 
§ 1.367(b)-4(d) provides rules governing 
the attribution of earnings and profits to the 
stock received by the exchanging share
holder in the non-inclusion exchange for 
purposes of applying section 367(b) or sec
tion 1248 to subsequent sales or exchanges 
of that stock. 

Because proposed § I .1248-8 pro
vides rules for the attribution of earn
ings and profits to stock with respect 
to the §1.367(b)-4(b) non-inclusion ex
changes, the proposed regulations remove 
the substantive rules and examples in 
§1.367(b)-4(d) from the final regulations. 
In their place, taxpayers are referred to 
proposed § 1.1248-8. 

F. Request for Comments 

1. Attribution to stock shareholder 
receives by gift 

The proposed regulations do not apply 
to determine the earnings and profits at
tributable to stock in a foreign corporation 
that a United States person receives as a 
gift. The Treasury Department and the lRS 
seek comments as to whether additional 
guidance is needed to address the attribu
tion of earnings and profits with respect to 
stock of a foreign corporation that a United 
States person receives by gift. 

2. Attribution of earnings and profits 10 

stock shareholder receives under seCTion 
355 

The proposed regulations do not apply 
to determine the earnings and profits at
tributable to stock in a foreign corpora
tion that a United States person receives 
in a distribution to which section 355 ap
plies. The Treasury Department and the 
IRS seek comments as to whether addi
tional guidance is needed to address the at
tribution of earnings and profits with re
spect to stock of a foreign corporation that 
a United States person receives in such dis
tributions. 

3. Effect 011 §§1.1248-4 and 1.1248-5 

The proposed regulations do not 
address the interaction of proposed 
§ \.1248-8 with §§ 1.1248-4 and 
1.1248-5. The Treasury Department 
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and the IRS seek comments as to whether 

additional guidance on how the proposed 

regulations should affect those sections of 

the existing regulations. 

Special Analyses 

It has been determined that this notice 

of proposed rulcmaking is not a signifi

cant regulatory action as defined in Ex

ecuti\'e Order 12866. Therefore. a regu

latory assessment is not required. It has 

also been determined that section 553(b) of 
5 U.s.c. chapter 5 does not apply to these 

regulations. and. because the regulations 
do not impose a collection of information 

on small entities. the Regulatory Flexibil

ity Act. 5 U.s.c. chapter 6. does not apply. 
Pursuant to section 7805(0 of the Code. 
this notice of proposed rulemaking will be 
submitted to the Chief Counsel for Advo

cacy of the Small Business Administration 
for comment on their impact on small busi
nesses. 

Comments and Requests for a Public 
Hearing 

Before the proposed regulations are 
adopted as fmal regulations, consideration 
will be given to any written comments (a 
signed original and 8 copies) or electronic 
comments that are submitted timely to the 
IRS. The Treasury Department and the 
IRS request comments on the clarity of 
the proposed rules and how they may be 
made easier to understand. All comments 
will be made available for public inspec
tion and copying. A public hearing will 
be scheduled if requested in writing by 
any person that submits timely written or 
electronic comments. If a public hearing 
is scheduled. notice of the date. time, and 
place for the public hearing will be pub
lished in the Federal Register. 

Drafting Information 

The principal authors of the proposed 
regulations are Michael I. Gilman of the 
Office of Associate Chief Counsel (Inter
n~tional) and Mark R. Pollard. formerly 
01 the Office of Associate Chief Counsel 
: International). However. other personnel 
from the Treasury Department and the IRS 
participated in their de\'elopment. 

:;: :;: * * * 
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Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 

part I is amended by adding entries in nu

merical order to read in part as follows: 
Authority: 26 U.S.c. 7805 * * * 
Sections 1.367(b)-2(c)(l) and (2) and 

(d)O). and 1.367(b)-4(d) also issued under 

26 U.s.c. 367(b)(1) and (2). * * * 
Sections 1. I 248-l(a)(1), (4), and (5). 

and 1.1248-8 also issued under 26 U.S.c. 
1248(a) and (c)(l) and (2).* * * 

§1.367(b)-2 [Amended] 

Par. 2. Section 1.367(b)-2 is amended 

by: 
I. Amending the last sentence of para

graph (c)(l )(ii) by removing the language 

". as modified by § 1.367(b)-4(d) (as ap
plicable)" and adding the language ". See 
§1.1248-8." in its place. 

2. Removing Example 4 in paragraph 
(c)(2). 

3. Amending the last sentence of 
paragraph (d)(3)(i)(B)(2) by remov

ing the language ", as modified by 
paragraph (d)(3)(ii) of this section and 
§ 1.367(b)-4(d) (as applicable)" and 
adding the language ". See § 1.1248-8." in 
its place. 

4. Removing paragraph (d)(3)(ii). 
5. Redesignating paragraph (d)(3)(iii) 

as paragraph (d)(3)(ii). 

Par. 3. Section l.367(b)-4(d) is revised 
to read as follows: 

§J.367(b)-4 Acquisition of foreign 

corporate stock or assets by a foreign 

corporation in certain nonrecognition 
transactions. 

* * * * * 
(d) Rules for subsequent sales or ex

changes. If an exchanging shareholder 
(as defined in § 1.1248-8(b)(1 )(iv») is not 
required to include in income as a deemed 
di vidend the section 1248 amount under 
paragraph (b) of this section in a section 
367(b) exchange described in paragraph 
(a) of this section (non-inclusion ex
change), then, for purposes of applying 

section 367 (b) or section 1248 to sub

sequent sales or exchanges, and subject 
to the limitation of § 1.367(b)-2(d)(3)(ii) 

(in the case of a transaction described in 

§1.367(b)-3). the determination of the 
earnings and profits attributable to the 

stock an exchanging shareholder receives 

in the non-inclusion exchange shall be 

determined pursuant to the rules of sec
tion 1248 and the regulations under that 

section. 
Par. 4. Section 1.1248-1 is amended 

by: 
I. Amending the first sentence of para

graph (a)( I) by removing the language "(or 

was considered as held by reason of the 
application of section 1223)" and adding 
the language "(or was considered as held 

by reason of the application of section 
1223, taking into account § 1.1248-8)" in 

its place. 

2. Adding a new third sentence in para
graph (a)(1). 

3. Redesignating paragraph (a)(4) as 

paragraph (a)(5). 
4. Adding new paragraph (a)(4). 
5. Adding Example 4 in newly desig

nated paragraph (a)(5). 
The additions read as follows: 

§1.1248-1 Treatment of gain from certain 

sales or exchanges of stock in certain 

foreign corporations. 

(a) In general. (1) * * * See §1.1248-8 
for additional rules regarding the attribu
tion of earnings and profits to the stock of a 
foreign corporation following certain non

recognition transactions. * * * 

* * * * * 
(4) For purposes of paragraph (a)(1) of 

this section, stock of a corporation that is 
owned by a foreign partnership shall be 
considered as owned proportionately by its 
partners. Consequently, if a foreign part
nership sells or exchanges stock of a cor
poration, the partners in such foreign part
nership shall be treated as selling or ex
changing their proportionate share of the 
stock of such corporation. Stock consid
ered to be owned by a partner by reason of 
the application of the first sentence of this 
paragraph (a)(4) shall, for purposes of ap
plying such sentence, be treated as actually 
owned by such partner. 

(5) * * * 



Example 4. (i) Facts. X, J domestic corporation, 
and y, a foreign corporation that is not a controlled 
foreign corporation, are partners in foreign partner
ship Z. X has a 60ck interest in Z, and Y has a 40% 

interest in Z. All parties are calendar year taxpayers. 
On January I. year I. Z forms foreign corporation H, 
a controlled foreign corporatiDn that conducts a busi
ness in Country C. On December 3 I. year 2, Z sells 
all of the H stock for $flOO when Z's adjusted basIs 
in the stock is $100. Therefore, Z recognizes a gain 
of $500 on the sale, of which $300 is allocable to X 
as a 60'70 partner. At the time of the sale, H had $300 
of earnings and profits. $180 of which (i.e., 60% of 
$300) IS attnbutable to X., flO'/( share of the H stock. 

Section 

§ 1.1248-2(a)( 1) 

§ 1.l248-2(a)(2)(ii) 

§ 1.1 248-2(a)(3 ) 

§ 1.1248-2( c)( 4) 

§ 1.1248-2(e)( I), introductory text 

§ 1.1 24R-2(e)(2) 

§ I, 124S-2(e)(3 lei) 

§ 1.1248-3(a)(l) 

§ 1.1248-3(c)( 1 )(ii) 

§ 1.1248-3(e)(2)(i) 

§1.1248-3(e)(3) 

(ii) Atwini.\. Pursuant to section 1248(a) and 
paragraphs (a)(!) and (4) of this section. X and Y arc 
treated as selling 60% and 40%. respectively. of the 
H stock. X includes in its gross income as a diVidend 
$180 uf the gain recognized on the sale. Because Y is 
a foreign corpuratiun that is not a eFe. neither sec
tion 1248 nor section 964 applies to the sale of y's 
40'Jf· share of the H stock. 

(iii) AI/l'rnwive flu·/s. If, im.tead. X owned its 
60'1( interest in Z through another foreign partnership, 
the result would be the same. 

* * * * * 

Remove 

(or was consIdered to be held by reason 
of the application of section 1223) 

(or is considered to have held by reason 
of the application of section 1223) 

(or is considered to have held by reason 
of the application of section 1223) 

(or is considered to have held by reason 
of the application of section 1223) 

(or is considered to have held by reason 
of the application of section 1223) 

(or is considered as held by reason of the 
application of section 1223) 

(or is considered to have held by reason 
of the application of section 1223) 

(or was considered to be held by reason 
of the application of section 1223) 

(or was considered to have held by reason 
of the application of section 1223) 

(during the period such share, or block, 
was considered to be held by such person 
by reasun of the application of section 
(223) 

(during the period such share, or block, 
was considered to be held by such person 
by reason of the application of section 
1223) 

§§1.I248-2, 1.1248-3, 1.1248-7 
[Amended] 

Par,S, In §§1.1248-2, 1.1248-3, and 
1.1248-7, for each entry in the "Section" 
column, remove the language in the "'Re
move" column and add the language in the 
"Add" column in its place. 

Add 

(or was considered to be held by reason 
of the application of section 1223, taking 
into account § 1.1248-8) 

(or is considered to have held by reason 
of the application of section 1223, taking 
into account § L1248-8) 

(or is considered to have held by reason 
of the application of section 1223. taking 
into account § 1.1248-8) 

(or is considered to have held by reason 
of the application of section 1223. taking 
into account § 1.1248-8) 

(or is considered to have held by reason 
of the application of section 1223. taking 
into account § 1.1248-8) 

(or is considered as held by reason of the 
application of section 1223, taking into 
account § 1.l248-S) 

(or is considered to have held by reason 
of the application of section 1223. taking 
into account § 1.1248-8) 

(or was considered to be held by reason 
of the application of section 1223, taking 
into account § 1.1248-8) 

(or was considered to have held by reason 
of the application of section 1223, taking 
into account § 1.1248-8) 

(during the period such share, or block, 
was considered to be held by such person 
by reason of the application of section 
1223, taking into account § 1.1248-8) 

(during the period such share, or block, 
was considered to be held by such person 
by reason of the application of section 
1223, taking into account § 1.1248-8) 
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Section 

~1.1248-3(e)(5) 

* 1.1 248-3(e)(6), in both locations 

* 1.1248-3(f)(2)(ii) 

§ 1.1248-3(f)(5)(ii) 

* 1.1248-3(f)(S)(iv) 

§ 1.1248-7(b)(3)(i) 

§ 1. I 248-7(b )(3 )(iii) 

§ 1.1248-7(b)(4) 

Par. 6. Section I .1248-8 is added to 
read as follows: 

~1.1248-8 Earnings alld profits 

attributable to stock following certain 
IlOIl- reco gnitioll t ransacrions. 

(a) Scope. This section sets forth 
rules for the attribution of earnings and 
profits for purposes of section 1248 and 
§ 1.1248-1 (a)( I) and to supplement the 
rules in §§ 1.1248-2 and 1.1248-3 with 
respect to-

( I) Stock that an exchanging share
holder reccil'cs, or (Ill acquiring corpo
ration recci\'cs, ill rcstructuring transac

tiollS. Except as otherwise provided in 
this paragraph (a), stock of a foreign cor
poration that an exchanging shareholder 
receiws. or an acquiring corporation re
ceiws. pursuant to a restructuring transac
tion (as defined in paragraph (b)( I )(vii) of 
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Remove 

(or another person who actually owned 

the stock during such taxable year and 

who~e holding of the stock is attributed 
by reason of the application of section 

1223 to the person who sold or exchanoed 
b 

the stock) 

by reason of the application of section 
1223 to such person 

(or was considered to have held by reason 

of the application of section 1223) 

(during the period such stock was 

considered to be held by such person by 
reason of the application of section 1223) 

(during the period such share (or block) 

was considered to be held by such person 

by reason of the application of section 
1223) 

(or was considered to have held by reason 
of the application of section 1223) 

(or is considered to have held by reason 
of the application of section 1223) 

(or was considered to have held by reason 
of the application of section 1223) 

this section) in which the holding period 
of such stock is determined by application 
of section 1223(1) or 1223(2), whichever 
is appropriate. This section shall not ap
ply to an exchange otherwise described in 
this paragraph (a)( I) if, as a result of the 
exchange, the exchanging shareholder is 
required to include in income as a deemed 
dividend the section 1248 amount pur
suant to § l.367(b )-4(b). See paragraphs 
(b )(2) and (3) of this section; 

(2) Nonexchanging shareholders. 
Stock of a foreign corporation that par
ticipatcs in a restructuring transaction that 
is held by a non-exchanging shareholder 
(as defined in paragraph (b)(l)(vi) of this 
section) in the restructuring transaction. 
See paragraph (b)( 4) of this section; 

(3) Application of section 381. Stock of 
a foreign corporation that receives assets in 
a transfer to which section 361(a) applies 
in connection with a reorganization de-

Add 

(or another person who actually owned 
the stock during: such taxable year and 
whose holding of the stock is attributed 

by reason of the application of section 

1223, taking: into account * 1.1248-8, to 
the person who sold or exchanged the 

stock) 

by reason of the application of section 
1223 to such person, taking into account 

§ 1.1248-8 

(or was considered to have held by reason 
of the application of section 1223, taking 

into account § 1.1248-8) 

(during the period such stock was 
considered to be held by such person by 

reason of the application of section 1223, 
taking into account § 1.1248-8) 

(during the period such share (or block) 

was considered to be held by such person 
by reason of the application of section 
1223, taking into account § 1.1248-8) 

(or was considered to have held by reason 
of the application of section 1223, taking 
into account § 1.1248-8) 

(or is considered to have held by reason 
of the application of section 1223, taking 
into account § 1.1248-8) 

(or was considered to have held by reason 
of the application of section 1223, taking 

into account § 1.1248-8) 

scribed in section 368(a)(1 )(A), (e), (D), 
(F), or (G), or in a distribution to which 
section 332 applies, and to which section 
381(c)(2)(A) and § l.381(c)(2)-I(a) apply. 

See paragraph (b)(6) of this section; or 
(4) Section 332 liquidations. Stock of 

a foreign corporation that receives the as
sets and liabilities of a foreign corporation 
in a complete liquidation described in sec
tion 332 if the foreign distributee is a for
eign corporate shareholder (as defined in 
paragraph (b)(I)( v) of this section) of the 
liquidating corporation. See paragraph (c) 
of this section. 

(b) Earnings and profits attributable to 
stock following a restructuring transac
tion-( I) Definitions. The following defi
nitions apply for purposes of this section-

(i) Acquired corporatioll is a corpora
tion whose slock or assets are acquired 
in exchange for stock in (or stock in and 
other property of) either the acquiring cor-



poration or a foreign corporation that con
trols, within the meaning of section 368( c), 
the acquiring corporation in a restructuring 
transaction. 

(ii) Acquiring corporation is a corpo
ration that acquires the stock or assets of 
an acquired corporation in a restructuring 
transaction. 

(iii) Controlledforeign corporation is a 
corporation described in section 957. 

(iv) Exchanging shareholder is a person 
that exchanges-

(A) In a restructuring transaction qual
ifying as a nonrecognition transaction 
within the meaning of section 7701(a)(45) 
and described in section 354, 356, or 
361(a), stock in an acquired corporation 
for stock in either a foreign acquiring 
corporation or a foreign corporation that 
is in control, within the meaning of sec
tion 368(c), of an acquiring corporation 
(whether domestic or foreign); or 

(B) In a restructuring transaction qual
ifying as a nonrecognition transaction 
within the meaning of section 7701 (a)(45) 
and described in section 351, property 
(including stock) for stock in a foreign 
acquiring corporation. 

(v) Foreign corporate shareholder is a 

foreign corporation that-
(A) Owns stock of another foreign cor

poration; and 
(B) Has a section 1248 shareholder that 

is also a section 1248 shareholder of the 
other foreign corporation. 

(vi) Non-exchanging shareholder is, at 
the time the acquiring corporation partici
pates in a restructuring transaction, either a 
section 1248 shareholder or a foreign cor
porate shareholder of the acquiring cor
poration that is not an exchanging share
holder with respect to that corporation. 

(vii) Restructuring transaction is a 
transaction qualifying as a nonrecognition 
transaction within the meaning of section 
770 I( a)( 45) and described in section 351, 
354, 356, or 361. 

(viii) Section 1248 shareholder is any 
United States person that satisfies the own
ership requirements of section 1248(a)(2) 
and § 1.1248-1 (a)(2) with respect to a for
eign corporation. 

(2) Earnings and profiTS attributable 
to stock that an exchanging shareholder 

receives in a restructuring transaction. 
Where, in a restructuring transaction, an 
exchanging shareholder receives stock 
in a foreign corporation, the holding pe-

riod of which is determined under section 
1223( 1), and the exchanging shareholder 
is either a section 1248 shareholder or a 
foreign corporate shareholder with respect 
to that foreign corporation immediately 
after the restructuring transaction, the 
earnings and profits attributable to the 
stock the exchanging shareholder receives 
shall be determined pursuant to the rules 
in paragraphs (b)(2)(i), (ii) and (iii) of this 
sectIon. 

(i) Exchanging shareholder exchanges 
property that is not stock of a foreign ac
quired corporation with respect to which 
the exchanging shareholder is a section 
1248 shareholder or a foreign corporate 
shareholder. Where the exchanging share
holder exchanges in a restructuring trans
action property that is not stock of a for
eign acquired corporation with respect to 
which the exchanging shareholder is a sec
tion 1248 shareholder or a foreign corpo
rate shareholder immediately before such 
transaction, the earnings and profits at
tributable to the stock that the exchang
ing shareholder receives in the restructur
ing transaction shall be determined in ac
cordance with § 1.1248-2 or § 1.1248-3, 
whichever is applicable, without regard to 
any portion of the section 1223(1) hold
ing period in that stock that is prior to the 
restructuring transaction. See paragraph 
(b)(7), Example 1 of this section. 

(ii) Exchanging shareholder exchanges 
stock of a foreign corporation with respect 
to which the exchanging shareholder is 

either a section 1248 shareholder or a 
foreign corporate shareholder. Except as 
provided in paragraph (b )(2)(iii) of this 
section, where the exchanging shareholder 
exchanges in a restructuring transaction 
stock of a foreign acquired corporation 
with respect to which the exchanging 
shareholder is either a section 1248 share
holder or a foreign corporate shareholder 
immediately before such restructuring 
transaction, the earnings and profits at
tributable to the stock that the exchanging 
shareholder receives in the restructuring 
transaction shall be the sum of the earnings 
and profits attributable to-

(A) The stock of the foreign acquired 
corporation exchanged (determined in ac
cordance with § 1.1248-2 or § 1.1248-3, 
whichever is applicable, and this section, 
if applicable) that was accumulated before 
the restructuring transaction; and 

(B) The stock of the foreign corpora
tion that the exchanging shareholder re
ceives in the restructuring transaction (de
termined in accordance with § 1.1248-2 or 
§ 1.1248-3, whichever is applicable, and 
this section, if applicable), without regard 
to any portion of the section 1223( 1 ) hold
ing period in that stock that is prior to the 
restructuring transaction. See paragraph 
(b)(7), Example 2, Example 4, and Exam
ple 6 of this section. 

(iii) Exchanging shareholder receives 
stock in a foreign corporation that con
trols a domestic acquiring corporation. 
Where the acquiring corporation is a do
mestic corporation and the exchanging 
shareholder receives in a restructuring 
transaction stock in a foreign corpora
tion that controls (within the meaning of 
section 368( c) the domestic acquiring 
corporation, the earnings and profits at
tributable to the stock that the exchanging 
shareholder receives in the restructur
ing transaction shall consist solely of the 
amount of earnings and profits attributable 
to such stock (determined in accordance 
with §1.1248-2 or §1.1248-3, whichever 
is applicable, and this section, if appli
cable) without regard to any portion of 
the section 1223( I) holding period in that 
stock that is prior to the restructuring trans
action. See paragraph (b )(7), Example 5 
of this section. 

(3) Earnings and profits attributable 
tD stock in a foreign corporation cer
tain acquiring corporations receive in 
a restructuring transaction. Where an 
acquiring corporation receives, in a re
structuring transaction, stock in a foreign 
acquired corporation, the holding period 
of which is determined under section 
1223(2), and the acquiring corporation 
is either a section 1248 shareholder or a 
foreign corporate shareholder with respect 
to that foreign acquired corporation imme
diately after the restructuring transaction, 
the earnings and profits attributable to the 
foreign acquired corporation stock that 
the acquiring corporation receives shall be 
determined pursuant to the rules in para
graphs (b)(3)(i) and (ii) of this section. 

(i) Srock of a foreign corpDralion with 

respect to which the exchanging share
holder is neither a section 1248 share

holder nor a foreign corporate share

holder. The earnings and profits attribut
able to the stock of the foreign acquired 
corporation that the acquiring corpora-
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tion receives in a restructuring transaction 

where the exchanging shareholder is nei

ther a section 1248 shareholder nor a 

foreign corporate shareholder with respect 
to that foreign acquired corporation imme
diately before the restructuring transaction 

shall be determined in accordance with 
§ 1.1248-2 or § 1.1248-3, whichever is 

applicable, without regard to any portion 
of the section 1223(2) holding period in 
that stock that is prior to the restructuring 
transaction. 

(ii) Stock of a foreign corporation with 

respect to which the exchanging share

holder is either a section 1248 shareholder 

or a foreign corporate shareholder. The 
earnings and profits attributable to the 
stock of a foreign acquired corporation 
that the acquiring corporation receives 
in the restructuring transaction where 
the exchanging shareholder is either a 
section 1248 shareholder or a foreign cor
porate shareholder with respect to that 
foreign corporation immediately before 
the restructuring transaction shall be de
termined in accordance with § 1.1248-2 
or § 1.1248-3, whichever is applicable, 
with regard to the portion of the section 
1223(2) holding period of the stock that 
the exchanging shareholder took into ac
count for purposes of attributing earnings 
and profits to that stock (determined in 
accordance with this section). See para
graph (b)(7), Example 3, Example 5. and 
Example 7 of this section. 

(4) Earnings and profits attributable 

to stock held by a non-exchanging share
holder in a foreign acquiring corporation. 
(i) Except to the extent paragraph (b)( 4 )(ii) 
of this section applies, see § 1.1248-2 or 
§ 1.1248-3 (whichever is applicable) and, 
as applicable, paragraph (b)( 6) of this sec
tion for the determination of the earnings 
and profits attributable to the stock held by 
a non-exchanging shareholder in a foreign 
acquiring corporation. See also paragraph 
(b)(7), Example 2 and Example 4 of this 
section. 

Oi) Where a non-exchanging share
holder holds stock in a foreign corporation 
that is also an exchanging shareholder 
and a foreign acquiring corporation in the 
same restructuring transaction-

(A) The earnings and profits attrib
utable to such stock shall be the sum of 
the earnings and profits attributable to the 
stock of such foreign corporation immedi
ately before the restructuring transaction 
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(including amounts attributed under sec
tion l248(c)(2» and the earnings and 

profits attributable to the stock of the for
eign acquiring corporation accumulated 
after the restructuring transaction (in
cluding amounts attributed under section 
l248(c)(2)); and 

(B) Paragraph (b)(6) of this section ap
plies. See paragraph (b)(7), Example 8 of 
this section. 

(iii) Where the acquiring corporation is 
a foreign corporate shareholder with re
spect to stock of a foreign acquired cor
poration, paragraph (b )(3) of this section 
shall not apply for purposes of determin
ing the earnings and profits attributable to 
stock in the foreign acquiring corporation 
owned by a non-exchanging shareholder 
thereof (see section 1248(c)(2». See para
graph (b )(7), Example 6 of this section. 

(5) Reduction in earnings and profits at

tributable to stock to prevent multiple in

clusions with respect to the same earn

ings and profits. To the extent consistent 
with the principles of section 1248, adjust
ments to earnings and profits attributable 
to stock shall be made such that section 
1223( 1) and (2) and this section are applied 
in a manner that results in earnings and 
profits being taken into account only once. 
Thus, for example, when a controlled for
eign corporation sells or exchanges all or 
part of the stock of another foreign corpo
ration to which earnings and profits are at
tributable pursuant to this paragraph (b) or 
paragraph (c) of this section, proportion
ate reductions shall be made to the earn
ings and profits attributed to the stock of 
the selling foreign corporate shareholder 
owned by a section 1248 shareholder. See 
paragraph (b )(7), Example 7 of this sec
tion. 

(6) Special rule regarding section 381. 

Solely for purposes of determining the 
earnings and profits (or deficit in earn
ings and profits) attributable to stock 
pursuant to this paragraph (b), the earn
ings and profits of a corporation shall 
not include earnings and profits that are 
treated as received or incurred under sec
tion 381(c)(2)(A) and §1.381 (c)(2)-I(a). 
See paragraph (b)(7), Example 4 of this 
section. 

(7) Examples. The application of this 
paragraph (b) is illustrated by the follow
ing examples. Unless otherwise indicated, 
in the following examples assume that-

(i) There is no immediate gain recog

nition pursuant to section 367(a)(l) and 
the regulations under that section (either 
through operation of the rules or be
cause the appropriate parties have entered 
into a gain recognition agreement under 
§§ 1.367(a)-3(b) and l.367(a)-8); 

(ii) There is no income inclusion re
quired pursuant to section 367(b) and the 
regulations under that section, and all re
porting requirements in those regulations 
are complied with; 

(iii) References to earnings and prof
its are to earnings and profits that would 
be includible in income as a dividend un
der section 1248 and the regulations under 
that section if stock to which the earnings 
and profits are attributable were sold or ex
changed by its shareholder; 

(iv) Each corporation has only a single 
class of stock outstanding and uses the cal
endar year as its taxable year; and 

(v) Each transaction is unrelated to all 
other transactions. 

Example I. A section 351 exchange of property 
other than stock in aforeign corporation with respect 

to which the exchanging shareholder is either a sec

tion 1248 shareholder or a foreign corporate share· 
holder. (i) Facts. DCI, a domestic corporation, has 

owned all the stock of CFC, a foreign corporation, 

since CFC's formation on January I, year 3. On De
cember 31, year 5, DC2, a domestic corporation un

related to DC I. contributes property it has held since 
January I, year I, to CFC in exchange for voting stock 

of CFC in a restructuring transaction that is an ex

change under section 351. The property that DC2 

contributes is not stock in a foreign corporation with 
respect to which DC2 was either a section 1248 share

holder or a foreign corporate shareholder. DC2 re
ceives 80% of the voting stock of CFC in the restruc

turing transaction and its holding period in that CFC 
stock, determined pursuant to section 1223(1), began 
on January I, year I. CFC has $100 of accumulated 

earnings and profits on December 31, year 5. On De
cember 31, year 7, when the accumulated earnings 
and profits of CFC are $200, DC2, a section 1248 

shareholder with respect to CFC, sells its CFC stock. 
(ii) Analysis. Under paragraph (b)(2)(i) of this 

section, the earnings and profits attributable to the 
CFC stock sold by DC2 are $80. This amount con
sists of none of the $100 of earnings and profits accu

mulated by CFC before the restructuring transaction, 
and 80% of the $100 of earnings and profits of CFC 
accumulated after the restructuring transaction. 

Example 2. A section 351 exchange of controlled 
foreign corporation stock by a United States person 
for slack in a controliedforeign corporation in a re
structuring transaction. (i) Facts. The facts are the 

same as in Example 1 except as follows. The property 
that DC2 contributes is 100% of the stock in CFC2, a 
foreign corporation. DC2 has owned all the stock of 
CFC2 since CFC2's formation on January I. year 2, 
and CFC2 has $200 of earnings and profits as of De
cember 31, year 5. CFC2 does not accumulate any ad
ditional earnings and profits from December 31, year 



5, to December 31. year 7. On December 31. year 
7, when the accumulated earnings and profits of CFC 
are $200, DC2, a section 1248 shareholder with re
spect to CFC, sells its CFC stock. Also on that date. 
DCI sells its CFC stock. 

(ii) Analysis. (A) DC2 sale. Pursuant to para
graph (b)(2)(ii) of this section. the earnings and prof

its attributable to the CFC stock sold by DC2 are 
$280. This amount consists of all of the $200 of earn
ings and profits of CFC2 accumulated before the re
structuring transaction (see also section I 248(c)(2)). 
none of the $100 of earnings and profits accumulated 
by CFC before the restructuring transaction. and 80% 
of the $100 of earnings and profits of CFC accumu
lated after the restructuring transaction. 

(8) DC] sale. Pursuant to paragraph (b)(4) of 
this section. the earnings and profits attributable to 
the CFC stock sold by DC I. a non-exchanging share
holder in the restructuring Lran'Uction, are $120. This 
amount consisis of all of the $100 of earnings and 
profits of CFC accumulated before the restructuring 
transaction. none of the $200 of earnings and profits 
of CFC2 accumulated before the restructuring trans
action, and 20% of the $100 of earnings and profits of 
CFC accumulated after the restructuring transaction. 

Example 3. A section 35] exchange of COli/rolled 

foreign corporal ion stock by a United Slates perSall 
for stock In a domestic corporation ill a restructuring 
lransoction. (i) Focts. DC 1, a domestic corporation. 
has owned all of the stock of CFC, a foreign corpo
ration, since CFC's formation on January I, year I. 
DCI has also owned all the stock of DC2. a domes
tic corporation, since DC2's formation on January I. 
year I. On December 31. year 2. DC I contributes the 
stock of CFC to DC2 in exchange for stock in DC2 
in a restructuring transaction that is an exchange de
scribed in section 351. On December 31. year 2. CFC 
has $100 of accumulated earnings and profits. DC2 
has a basis in the CFC stock determined under section 
362, and is considered to have held the CFC stock 
since January I, year I, pursuant to section 1223(2). 
On December 31. year4, when the accumulated earn
ings and profits of CFC are still $100, DC2 se lis its 
CFC stock. 

(ii) Analysis. Under paragraph (b)(3)(ii) of this 
section, $100 of accumulated earnings and profits of 
CFC is attributahle to the stock of CFC sold by DC2, 
even though DC2 did not hold the stock of CFC dur
ing the time CFC accumulated the earnings and prof
its. 

Example 4. Acquisition of a COil trolled foreign 
corporation by a controlled foreign corporation ill a 
reorgani~ation described in section 368laJl I)(e) (or 
section 368(0)( J )(B)). (i) FaCTS. DC I, a dome,tic cor
poration, has owned all the stock of CFC I. a foreign 
corporation, since its formation on January I. year 
I. DC2. a domestic corporation unrelated to DC 1, 

has owned all of the stock of CFC2. a foreign cor
poration. since its formation Dn January I, year 2. 

On December 31, year 3. pursuallt to a restructur
ing transactIOn that is a reorganization described in 
section 368(a)(\ )(C). CFC I transfers all of its assets 
to CFC2 in exchange for 25% of the voting stock of 
CFC2. CFC I distributes the CFC2 stock to DC I and 
the CFC 1 stock is cancelled. DC I' s holding period 
in the CFC2 stock. determined under section 1223( I), 
begins on January I. year 1. On December] I, year 
3. CFC I has $100 of accumulated earnings and prof
its and CFC2 has $200 of accumulated earnings and 

profits. CFC2 succeeds to the $1 00 ofCFC I accumu
lated earmngs and profits 10 the reorganization under 
section 381. From January I, year 4 to December 31, 
year 5, CFC2 incurred a deficit in earnings and prof
its in the amount of ($200). On December 31. year 5. 
both DCI and DC2 sell their stock in CFe2. 

(ii) Analysis. (A) DCI. Pursuant to paragraph 
(b)(2)(ii) of this section. $50 of earnings and prof
its is attributable to the CFC stock sold by DC I. 
This amount consists of $100 of CFCl's earnings 
and profits accumulated before the restructuring 
transaction. reduced by 25% of CFC2's ($200) 
post-restructuring transaction deficit in earnings and 
profits None of the $200 of CFC2's earnings and 
profits accumulated by CFC2 prior to the reorgani
zation is attributed to the CFC2 stock sold by DC I. 
Also, none of the earnings and profits CFC2 suc
ceeded to under section 381 is attrIbuted to the CFC2 
stock sold by DCI, pursuant to paragraph (b)(6) of 
thi s section. 

(Bl DC2. Pursuant to paragraph (b)(4) of this sec
tion, there is $50 of accumulated earnings and prof
its attributable to the CFC2 stock sold by DCl. This 
amount consists of all of the $200 of CFC2 's earn
ings and profits accumulated by CFC2 prior to the 
reorganization, reduced by 75% of CFC2's deficit in 
earnings and protits in the amount of (S200) incurred 
after the restructuring transaction. None of the $100 
ofCFCI accumulated earnings and profits succeeded 
to under section 381 is attri butable to the CFC2 stock 
sold by DC2. pursuant to paragraph (b)(6) of this sec· 
tion. 

(C) Section 3fiH(aj( I J(H) reorgani7ation. If. 
instead of DC I acquiring it, 25% interest in CFC2 
pursuant to a reorganization described in section 
368(a)( I HC). DC 1 had transferred the stock of CFC I 
to CFC2 in exchange for 25'7, of the ,oting stock 

of CFC2 In a reorganization descnbed in section 
368(a)(I)(8). the results would be the same as de
scribed in paragraphs (ii) (A) and (B) of this Example 

4. 
Example 5. AcquisiTIOn of The sTock of a foreign 

corporation that controls a domestic acquiring cor
poration in a triangular reorgani;ation described in 
section 368(0)11)( C). (i) Facts DC I, a domestic cor
poration. has owned all the stock of CFC I, a foreign 
corporation. since its formation on January I. year 
I. CFCI has owned all the qock of CFC2, a for
eign corporation. since its formation on January I. 
year I. FC. a foreign corporation that is not a con
trolled foreign corporation, has owned all of the slOck 
of DC2, a domestic corporation, since its formation 
on January I, year 2. On December 31, year 3. pur
suant to a restructuring transaction that was a triangu
lar reorganization described in sec lion 368(a)(I )(C). 
CFC I transfers all of its assets, including the CFC2 
stock, to DC2 in exchange for 60% of the voting 
stock of Fe. CFCI transferred the voting stock of 
FC to DC I and the CFC I stock was cancelled. Pur
suant to section 1223( I), DC I is considered to have 
held the stock of FC since January I. year 1. Under 
section 1223(2), DC2 is considered to have held the 
stock of CFC2 since January I, year I. On Decem
ber 31. year 3. CFCI has $100 of earnings and prof
its, CFC2 has $300 of earnings and profits, and FC 
has $200 of earnings and profits. DC 1 includes the 
$100 all eamings and profits amount attributable lO 
its CFC I stock in Income as a deemed dividend under 
§ 1.367(b)-3 upon the exchange of eFC I stock for Fe 

\lock. Purluant to the lower tier earning excimlOn llf 

§1.367{h)-2(d)11)(ii). that amount does no! include 

the $300 of earnings and profih of CFC. From Jan
udry I, year 4. until Decemher 31. year j. FC (nO\\ 
a controlled foreign corporation) accumulates dn ad

ditional $50 of earnings and profits. From January I. 
year 4 until December 31. year 5. CFe2 accumulate, 
an additional $)00 of eammg' and profits. On De
cember 31. year 5. Del sells ilS stock in FC and DC2 
sells its stock in CFC2. 

(ii) Analysis. (A) DCI. Pursuant to paragraph 
(b){2 )(iiil of this section, there lS $30 of earnings and 
rrofits attributable to the .stock of FC sold by DC I. 
ThiS amount consists of 60,),c of the $50 of earnings 
and profits accumulaled by FC after the restructuring 
transaction. and none of the earnings and profits ac
~umulated by CFC I, CFC2, or FC before the restruc
turing transaction. 

(8) DC2. Pursuant to paragraph (b)(3)(ii) of this 
section, there is $400 of earnings and profits attribut
able to the stock of CFC2 sold by DC2. This amount 
consists of all of the earnings and protits accumulated 
by CFe2 during De2's section 1223(2) holding pe
riod. 

Example 6. Acquisition of Ihe slock of a for
eign corporation that control., a foreign acquiring 

corporafion in a reorgani~ation de:~cribed in section 

3681a)( 1 )(C). (i) Facts. DC I. a domestic corporation, 
has owned all the stock of CFC I. a foreign corpora
tion. since its formation on January 1. year I. CFC I 
has owned all the stock of CFC2. il foreign corpora
tion. since its formation on January I, year I. Fe. 
a toreign corporation that is not a controlled foreign 
corporation. has owned all of the stock of FC2. a for
eign corporation. since its formation on January 1. 
year 2. On December 31. year 3. pursuant to a re
structuring transaction that was a triangular reorgani
zation described in section ViR(a)( I )(C). CFCI trans
fers all of its assets. including the CFC2 stock. to 
FC2 in exchange for 60% uf the yotillg stllck uf Fe. 
CFC I transferred the voting stock of FC to DC 1 and 
the CFC I stock was cancelled. Pursuant to section 
1223( I), DC I is considered to have held the stock of 
FC since January I. year I. Under section 1223(2). 
FC2 is considered to hav~ held the stock of (FC2 
slllce January I. year I. On December 31. year 3, 
CFCI has $100 of earnings and profits. CFC2 has 
$300 of earnings and profits, Fe h3S $200 of earn
ings and profits. and FC2 has no earnings and profit<;. 
From January I. year 4, until December 31. year 5, 
FC (now a conlrolled forcign corporation) accumu
lates an additional $50 of earnings and profits. From 
January I. year 4 until Decemher 31. year 5. CFC2 
accumulates an additional $100 of earnings and prol

its. FC2, a conlrolled foreign corporation after the 
restructuring transaction, accumulates $100 of earn
ings and profits from January I, year 4, until Decem
her :\1, year 5. On December 31. year 5. DC I ,ells 
its stock in Fe. 

(ii) Analysis. Pursuant to paragraphs (b)(2)(il) 
and (b)(4)(iii) of this section, there IS $550 of earn
ings and profits attributable to the slOck of FC sold 
by DCI. This amount consiqs of all $400 of the 
CFCI and CFC2 earnmgs and profits accumulated 
before the restructuring transaction (see abo ,cction 
1 248(c)( 2) I. and 60Ck of the $2S0 or the earning\ and 
protits accumulatcd by FC, FC2. and CFC:; after the 
re\tructuring transaction. 
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Example 7. AcquisiTion of conTrolled foreign cor
pormion stock bl" a cunTrolled foreigll corporation III 

a re()rgani~aTi()n described ill seer ion 368( a)( ]Ii B), 

follo\\'ed by a sale of the acquired stock bl' the acquir

ing cOlllrolledforeign corporaTioll. (i) Facts. DC I. a 
domestic corporation. has owned all of the outstand
ing stock of CFC I. a foreign corporation. since its 
fonnation on January I. year I. CFCI has owned all 
of the outstanding stock of CFC}' a foreign corpora
tion. ,ince its fonnation on January I. year I. DC2. 
a domestic corporation unrelated to DC I. has owned 
all of the outstanding stock of CFC2. a foreign cor
poration. since its formation on January I. year 2. 
On December 31. year 3. pursuant to a restructuring 
transaction that is a reorganization described in sec
tion 368(a)( I )(B), CFCI transfers all of the stock of 
CFC3 to CFC2 in exchange for 40'7c of CFCZ' s stock. 
On December 31. year 3. CFC2 and CFC3 have, re
spectIvely. $40 and $20 of earnings and profits. On 
December 31. year 5. when the accumulated earn
mgs and profits of CFC3 are $50 ($20 of earnings 
and profits as of December 31, year 3. plus $30 of 
earnings and profits generated from January I. year 4, 
through December 31. year 5), CFC2 sells the stock 
of CFC3 in a transaction to which section 964(e) ap
plie,. 

(ii) Analysis. (A) CFC2. Pursuant to paragraph 
(b)(3)( i i) of this section. there is $50 of earnings and 
profits attributable to the CFC3 stock sold by CfC2. 
This amount consists of the accumulated earnings and 
profits attributable to CFCZ's entire section 1223(2) 
holding period in the CFC3 stock. 

(B) CFCI, DC2, and DCI. Under paragraph 
(b)(5) of this section. the earnings and profits attrib
utable to the CFCZ stock held by CFCI and DC2. 
and the camings and profits attributable to the CFC I 
stock held by DC I. will be reduced (regardless of 
whether CFC2 recognizes gain on its sale of CFC3 
stock I. 

(I) CFC I. The earnings and profits attributable to 
the CFC2 stock held by CFC I will be reduced by $32. 
or the amount of earnings and profits as of Decem
ber 31, year 5. that would have been attributable to 
the CFC2 stock held by CFC I pursuant to paragraph 
Ib)(2)(ii) of this section. This amount consists of all 
of the $20 of earnings and profits accumulated by 
CFC} hefore the restructuring transaction and 40% of 
the $30 of earnings and profits accumulated by CFC3 
~ftcr the restructuring transaction (.40 X $30 = $12). 

(2) DCl. The earnings and profits attributable to 
the CFCI stock held by DCI will also be reduced by 
$32. or the amount of earnings and profits that would 
have been attnbutable to the CFC I stock held by DC I 
as of December 31. year 5. 

(3) nC2. The earnings and profits attributable to 
the CFC2 stock held by DG will be reduced by $111. 
or the amount of earnings and profits that would have 
been attributable to the CFC2 stock held by DC2 as of 
Decemher 31. year 5. under paragraph (b)(4) of thi~ 
section. This amount consists of 60% of the $30 (.60 
X $30 = $181 of earnings and profits accumulated by 
CFC~ after the restructuring transaction. 

lei Partial sale by CFC2. If. instead of sell
ing I (j()cl- of the CFC3 stock. on December 31. year 
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5, CFC2 sells only 50O/C of its CFC3 stock, para
graph (b)(5) of this section requires CFC I to reduce 
the earnings and profits of CFC3 attributable to its 
CFC2 stock to $16. Similarly, DC I would be required 
to reduce the earnings and profits of CFC3 attribut
able to its CFCI stock by $16. Paragraph (b)(5) of 
this section also requires DC2 to reduce the CFC3 
earnmgs and profits attributable to its CFC2 stock by 
$9. These reductions occur without regard to whether 
CFC2 recognizes gain on its sale of CFC3 stock. 

Example 8. Acql,isition of the assets of a 
lower-lier conTrolled foreign corporaTioll hy an up
per-tier controlled fa re igll corporation in a restrllc
wril1g transactioll described in section 368(a)( I !Ie). 
lil Facts. DC, a domestic corporation, has owned all 
the stock of CFC I. a controlled foreign corporation. 
since its formation on January I, year I. CFC! is a 
holding company that has owned 79% of the stock 
of CFC2. a controlled foreign corporation, since its 
fonnation on January I, year I. The other 21 % of 
CFC2 stock is owned by X. an unrelated party. On 
December 31. year I. CFC2 has $200 of eamings 
and profits. On December 31, year I, CFC I has 
no accumulated earnings and profits. On December 
31, year I. pursuant to a restructuring transaction 
described in section 368(a)(\ l(C), CFC2 transfers all 
its properties to CFC I. In exchange, CFC I assumes 
the liabilities of CFC2 and transfers to CFC2 voting 
stock representing 21 % of the stock of CFC I. CFC2 
distributes the voting stock to X and liquidates. The 
liabilities assumed do not exceed 20% of the value 
of the properties of CFC2. From January [, year 2, 
to December 31. year 3, CFC I accumulates $LOO of 
earnings and profits. On December 31, year 3, DC 
sells its CFC 1 stock. 

(ii) Analysis. Pursuant to paragraphs (b)(4)(ii) of 
this section, there is $237 of earnings and profits at
tributable to DC's CFC I stock. This amount consists 
of 79% of CFC2' s $200 of earnings and profits accu
mulated before the restructuring transaction (see sec
tion 1248(c)(2)), and 79% of CFCI 's $100 of earn
ings and profits accumulated after the restructuring 
transaction. Pursuant to paragraph (b)(6) of this sec
tion, none of CFC2' s $200 of earnings and profits to 
which CFCI succeeded under section 381 would be 
attributable to DC's CFCI stock. 

(c) Earnings and profits attributable to 
stock of a foreign distributee corporation 
that is a foreign corporate shareholder 
with respect to aforeignliquidating corpo
ration-( I) General rule, If a foreign cor
poration (liquidating corporation) makes 
a distribution of property in complete liq
uidation under section 332 to a foreign 
corporation (distributee), and immediately 
before the liquidation the distributee was a 
foreign corporate shareholder with respect 
to the liquidating foreign corporation, the 
amount of earnings and profits attributable 
to the distributee stock, upon its subse
quent sale or exchange will be determined 

under this paragraph (c)( I). The earnings 
and profits attributable will be the sum 
of the earnings and profits attributable to 
the stock of the distributee immediately 
before the liquidation (including amounts 
attributed under section 1248(c)(2» and 
the earnings and profits attributable to 
the stock of the distributee accumulated 
after the liquidation (including amounts 
attributed under section 1248( c )(2». 

(2) Special rule regarding section 381, 
Solely for purposes of determining the 
earnings and profits (or deficit in earnings 
and profits) attributable to stock under this 
paragraph (c), the attributed earnings and 
profits of a corporation shall not include 
earnings and profits that are treated as 
recei ved or incurred pursuant to section 
381(c)(2)(A) and §1.381(c)(2)-1(a). 

(3) Example. 0) Facts. DC, a domestic corpora
tion, has owned all of the stock of CFCI, a foreign 
corporation, since its formation on January I, year I. 
CFC! is an operating company that has owned al1 of 
the stock ofCFC2, a foreign corporation, since its for
mation on January 1, year I. On December 31, year 2, 
CFC I has $200 of accumulated earnings and profits 
and CFC2 has a ($200) deficit in earnings and prof
its. On December 31, year 2, CFC2 distributes al1 of 
its assets and liabilities to CFC I in a liquidation to 

which section 332 applies. From January I, year 3, 
until December 31, year 4, CFC I accumulates no ad
ditional earnings and profits. On December 31, year 
4, DC sells its stock in CFC!. 

(ii) Analysis. Pursuant to paragraph (c)(l) of this 
section, there are no earnings and profits attributable 
to DC's CFC I stock. This amount consists of the sum 
of the earnings and profits attributable to the CFC I 
stock immediately before the liquidation (100% of 
the $200 accumulated earnings and profits of CFC I 
and 100% of CFC2's ($200) deficit in earnings and 
profits) and the amount of earnings and profits ac
cumulated after the section 332 liquidation (see also 
section 1248(c)(2)). 

(d) Effective date, This section applies 
to income inclusions that occur on or after 
the date these regulations are published as 
final regulations in the Federal Register, 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement, 

(Filed by the Office of the Federal Register on June 1,2006, 
8:45 a.m., and published in Lhe issue of the Federal Register 
for June 2, 2006, 7I F.R. 31985) 



Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulation and 
Notice of Public Hearing 

Guidance Under Section 7874 
Regarding Expatriated Entities 
and Their Foreign Parents 

REG-112994-06 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regulation 
and notice of public hearing. 

SUMMARY: In this issue of the Bulletin. 
the IRS is issuing temporary regulations 
(T.D. 9265) relating to the determination 
of whether a foreign entity shaH be treated 
as a surrogate foreign corporation under 
section 7874(a)(2)(B) of the Code. The 
text of those regulations also serves as the 
text of these proposed regulations. This 
document also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written or electronic comments 
must be received by September 5, 2006. 
Outlines of topics to be discussed at the 
public hearing scheduled for October 24, 
2006, at 10 a.m., must be received by Oc
tober 3, 2006. 

ADDRESSES: 
CC:PA:LPD:PR 

Send submissions to: 
(REG-l 12994-06), 

room 5203, Internal Revenue Ser
vice, PO Box 7604, Ben Franklin Sta
tion, Washington, DC 20044. Submis
sions may be hand-delivered Monday 
through Friday between the hours of 
8 a.m. and 4 p.m. to: CC:PA:LPD:PR 
(REG-l 12994-06), Courier's Desk, In
ternal Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC, or sent 
electronically, via the IRS Internet site at: 
www.irs.govlregs or via the Federal eRule
making Portal at www.regulations.gov 

ORS-REG-112994-06). The public hear
ing will be held in the auditorium, Internal 
Revenue Building, 1111 Constitution Av
enue, NW. Washington, DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Milton Cahn at (202) 622-3860; 
concerning submission and delivery 
of comments and the public hearing, 
Treena Garrett, (202) 622-7180 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Reg
ulations (26 CFR part 1) relating to sec
tion 7874. The temporary regulations set 
forth rules relating to the determination of 
whether a foreign entity shall be treated as 
a surrogate foreign corporation under sec
tion 7874(a)(2)(B) of the Code. The text 
of those regulations also serves as the text 
of these proposed regulations. The pream
ble to the temporary regulations explains 
the amendments. 

Special Analyses 

It has been determined that this no
tice of proposed rulemaking is not a 
significant regulatory action as defined 
in Executive Order 12866. Therefore, 
a regulatory assessment is not required. 
Pursuant to the Regulatory Flexibility Act 
(5 U.S.c. chapter 6), it is hereby certified 
that this regulation will not have a sig
nificant economic impact on a substantial 
number of small entities. Accordingly. 
a regulatory flexibility analysis is not 
required. The nature of the businesses 
that are most likely to consider corpo
rate expatriation transactions, as well as 
the complexity and the costs of structur
ing and implementing those transactions, 
makes it unlikely that a substantial number 
of small entities will engage in such trans
actions. In addition. any economic impact 
to entities affected by section 7874, large 
or small, is derived from the operation of 
the statute or its intended application, not 
the proposed regulations in this notice of 
proposed rulemaking. Pursuant to section 
7805(f) of the Code, this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
WIll be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. The IRS and Treasury 
Department specifically request comments 
on the clarity of the proposed regulations 
and how they can be made easier to under
stand. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for October 24, 2006, at 10 a.m., in the au
ditorium, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. Due to building security procedures. 
visitors must enter at the Constitution Av
enue entrance. In addition, all visitors 
must present photo identification to enter 
the building. Because of access restric
tions, visitors will not be admitted beyond 
the immediate entrance area more than 30 
minutes before the hearing starts. For in
formation about having your name placed 
on the building access list to attend the 
hearing, see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
preamble. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline of the topics to be discussed 
and the time to be devoted to each topic 
(a signed original and eight (8) copies) by 
September 5.2006. A period of 10 minutes 
will be allotted to each person for making 
comments. An agenda showing the sched
uling of the speakers will be prepared af
ter the deadline for receiving outlines has 
passed. Copies of the agenda will be avail
able free of charge at the hearing. 

Drafting Information 

The principal author of these regula
tions is Jefferson YanderWolk of the Of
fice of the Associate Chief Counsel (Inter
national). However, other personnel from 
the IRS and Treasury Department partici
pated in their development. 

* * * * * 
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Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 

to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding an entry in 
numerical order to read. in part. as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.7874-2 also issued under 26 

U.s.c. 7874(c)(6) and (g). * * * 
Par. 2. Section 1.7874-2 is added to 

read as follows: 

§ 1. 7874-2 Surrogate foreign corporation. 

[The text of proposed § 1.7874-2 is the 
same as the text of § 1.7874-2T published 
elsewhere in this issue of the Bulletin]. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by the Office of the Federal Register on June 5. 2006, 
H:4S a.m., and published in the is;ue of the Federal Register 
for June 6, 2006. 71 F.R. 32495) 

Designated Roth Accounts 
Under Section 402A; Hearing 

Announcement 2006-42 

AGENCY: Internal Revenue Service 
(IRS), Treasury, 

ACTION: Notice of public hearing on pro
posed rulemaking. 

SUMMARY: This document provides 
notice of public hearing on proposed reg
ulations under sections 402(g), 402A, 
403(b). and 408A of the Internal Revenue 
Code (Code) relating to designated Roth 
accounts, 

DATES: The public hearing is being held 
on Wednesday. July 26, 2006, at 10 a.m. 
The IRS must receive outlines ofthe topics 
to be discussed at the hearing by Wednes
day. July 5. 2006, 
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ADDRESSES: The public hearino is beino 
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held in the IRS Auditorium, Internal Rev-
enue Building, 1111 Constitution Avenue, 

NW. Washington, DC. Send submissions 
to: CC:PA:LPD:PR (REG-146459-05), 
room 5203. Internal Revenue Service, P.O, 
Box 7604, Ben Franklin Station, Wash
ington. DC 20044, Submissions may be 
hand delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m, 
to CC:PA:LPD:PR (REG-I 46459-05), 
Courier's Desk, Internal Revenue Ser
vice, IIII Constitution Avenue, NW, 
Washington, DC. Alternatively, taxpayers 
may submit electronic outlines of oral 
comments via the IRS internet site at 
www.irs.govlregs or via the Federal eRule
making Portal at www.regulations,gov. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the regulations, 
R. Lisa Mojiri-Azad, 202-622-6060 
or Cathy A. Vohs, 202-622-6090; 
Concerning the submissions of com
ments, the hearing, and/or to be placed 
on the building access list to at
tend the hearing, Richard Hurst at 
Richa rd,A. H u rst@ irscounsel. treas, gov 
or (202) 622-7180 (not a toll-free num
ber), 

SUPPLEMENTARY INFORMATION: 

The subject of the public hearing 
IS the notice of proposed rulemaking 
(REG-I 46459-05, 2006-8 I.R.B. 504) 
that was published in the Federal Regis
ter on Thursday, January 26, 2006 (71 FR 
4320). 

The rules of 26 CFR 601,60 I (a)(3) ap
plies to the hearing. Persons who wish to 
present oral comments at the hearing that 
submitted written comments by April 26, 
2006, must submit an outline of the topics 
to be discussed and the amount of time to 
be devoted to each topic (signed original 
and eight (8) copies) by July 5, 2006. 

A period of 10 minutes is allotted 
to each person for presenting oral com
ments. Aftcr the deadline for receiving 
outlines has passed, the IRS will pre
pare an agenda containing the schedule 
of speakers. Copies of the agenda will 
be made available. free of charge, at the 
hearing. 

Because of access restrictions, the IRS 
will not admit visitors beyond the imme
diate entrance area more than 30 minutes 

before the hearing starts. For informa
tion about having your name placed on 
the building access list to attend the hear
ing. see the "FOR FURTHER INFORMA
TION CONTACT" section of this docu

ment. 

Guy R. Traynor, 

Chief, Publications and 
Regulations Branch. 

Legal Processing Division, 
Associate Chief Counsel 

(Procedure and Administration). 

(Filed by the Office of the Federal Regi,ter on June 7, 2006. 
8:45 a.m .. and published in the issue of the Federal Register 
for June 8, 2006, 71 F.R. 33273) 

Renewal of Tax Exempt Bond 
Mediation Dispute Resolution 
Pilot Program 

Announcement 2006-43 

SUMMARY AND BACKGROUND 

This announcement renews the Tax Ex
empt Bond Mediation Pilot Program set 
forth in Announcement 2003-36, 2003-1 
C.B. 1093, for an additional one-year pe
riod, beginning on the date this announce
ment is published in the Internal Revenue 
Bulletin. 

TEB and Appeals concluded a two-year 
test of the Tax Exempt Bond Mediation 
Pilot Program on June 3, 2005. During 
the additional one-year test period, TEB 
and Appeals will seek additional cases for 
mediation to further evaluate the program. 
The renewed program will follow the pro
visions of Ann. 2003-36. 

This procedure allows Issuers oftax-ex
empt debt with cases under examination 
by the Tax Exempt Bond (TEB) organiza
tion to request mediation as permitted un
der Announcement 2003-36, Using the 
services of a trained mediator from the Of
fice of Appeals, with the option of using 
a non-Service co-mediator, the Issuer and 
TEB will attempt to resolve unagreed is
sues on an expedited basis prior to the is
suance of a proposed adverse determina
tion letter. The mediation program is con
sistent with the Internal Revenue Service's 
efforts to improve tax administration, pro
vide customer service, and reduce taxpayer 
burden. 



EFFECTIVE DATE 

This program is effective beginning on 
the date it is published in the Internal Rev

enue Bulletin. 

COMMENTS 

The Service invites interested persons 

to comment on this pilot program. Written 
comments on the announcement should be 

delivered or mailed to: 

Internal Revenue Service 
Office of the Chief, Appeals 
1099 14th Street, NW 

Suite 4035- East 
Washington, D.C. 20005 

Alternatively, comments may be sub
mitted bye-mail to the following address: 

notice. comments @ irscounsel. treas.gov. 

FURTHER INFORMATION 

For further information regard-

ing this announcement, contact 
Jacqueline A. Harris, Appeals TEB 

Mediation Program Manager at (972) 
308-7330; Charles F. Fisher, Appeals 
Team Manager (TEGE Programs) at (302) 
792-6658; and Joseph Ali (Appeals Area 
Director) at (215) 597-4118 (not toll-free 
calls). 

Guidance Under Section 
1502; Suspension of Losses 
on Certain Stock Dispositions; 
Correction 

Announcement 2006-44 

AGENCY: Internal Revenue Service 

(IRS), Treasury. 

ACTION: Correction to final regulations. 

SUMMARY: This document contains cor
rections to final regulations (TD. 9254, 

2006-13 I.R.B. 662) that were published in 

the Federal Register on Tuesday, March 
14,2006 (71 FR 13008). The regulations 
apply when a member of a consolidated 

group transfers subsidiary stock at a loss. 
They also apply when a member holds 

loss shares of subsidiary stock and the sub
sidiary ceases to be a member of the group. 

DATES: This correction is effective March 
14,2006. 

FOR FURTHER INFORMATION 
CONTACT: Theresa Abell (202) 

622-7700 or Martin Huck (202) 622-7750 
(not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations (TO. 9254) that 

are the subject of this correction are under 
section 1502 of the Internal Revenue Code. 

Need for Correction 

As published, final regulations (TO. 
9254) contains an error that may prove to 

be misleading and is in need of clarifica
tion. 

Correction of Publication 

Accordingly, the final regulations (TO. 
9254) which was the subject of FR Doc. 

06-2411, is corrected as follows: 

On page 13009, column 2, in the pream
ble, under the paragraph heading "Special 

Analyses", line 4 from the bottom of the 
paragraph, the language "these regulations 
was submitted to the" is corrected to read 
"these regulations were submitted to the". 

Guy R. Traynor, 
Chief, Publications and 

Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

(Filed by the Office of the Federal Register on June 7.2006. 
8:45 a.m., and published in the issue of the Federal Register 
for June 8. 2006,71 F.R. 33239) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted applicable federal ,hort-term. mld

tenn. and long-term rates are set forth for the month 

of July 2006. See Rn. Rul. 20()6-~5. page 50. 

Section 280G.-Golden 
Parachute Payments 

Federal shmt-term. mid-term. and long-term rates 

are set forth for the month of July 2006. See Re\'. 

Rul. 2006-35. page 50. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of July 2006. See Rev. Rul. 

2006-35. page 50. 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of July 2006. See Rev. Rul. 2006-35. page 50. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of July 2006. See Rev. Rul. 2006-35. page 50. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal,hort-term. mid

term. and long-term rate, are set forth for the month 

of July 2()()6. See Re\,. Rul. 2006-35. page 50. 
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Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term. mid-term. and long-ternl rates 

are set forth for the month of July 2006. See Rev. 

Rul. 2()06-35. page 50. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicahle federal short-term. mid

term. and long-term rates are set forth for the month 

of July 2006. See Rev. Rul. 2006-35. page 50. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term. and long-term rates 

arc sct forth for the month of July 2006. See Rev. 

Rul. 2006-35. page 50. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mid

tenn. and long-tenn rates are set forth for the month 

of July 2006. See Rev. Rul. 2006-35. page 50. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicable federal short-term, mid

term. and long-term rates are set forth for the month 

of July 2006. See Rev. Rul. 2006-35. page 50. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Secliol1s 42, 280C. 382, 412. 467, 468, 482, 
4113,642,807,846, 1288, 7520. 7872.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 

sections 381, 641. 1274. 1188, and other 
sections of the Code. tables set forth the 

rates for July 1006. 

Rev. Rul. 2006-35 

This revenue ruling provides vari
ous prescribed rates for federal income 
tax purposes for July 2006 (the current 
month). Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-term, and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b )(2) for buildings placed in 
service during the current month. Table 
5 contains the federal rate for determin
ing the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. Finally, Table 6 
contains the blended annual rate for 2006 
for purposes of section 7872. 



Short-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Mid-term 

AFR 
110% AFR 
120% AFR 
130% AFR 
150% AFR 
175% AFR 

Long-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Short-tenn adjusted 
AFR 

Annual 

5.05% 
5.57% 
6.08% 
6.60% 

5.05% 
5.57% 
6.08% 
6.60% 
7.63% 
8.92% 

5.29% 
5.82% 
6.36% 
6.91% 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

Annual 

3.60% 

3.81% 

4.43% 

REV. RUL. 2006-35 TABLE I 

Applicable Federal Rates (AFR) for July 2006 

Period for Compounding 

Semiannual Quarterly 

4.99% 4.96% 
5.49% 5.45% 
5.99% 5.95% 
6.49% 6.44% 

4.99% 4.96% 
5.49% 5.45% 
5.99% 5.95% 
6.49% 6.44% 
7.49% 7.42% 
8.73% 8.64% 

5.22% 5.19% 
5.74% 5.70% 
6.26% 6.21% 
6.79% 6.73% 

REV. RUL. 2006-35 TABLE 2 

Adjusted AFR for July 2006 

Period for Compounding 

Semiannual Quarterly 

3.55% 3.57% 

3.77% 

4.38% 

REV. RUL. 2006-35 TABLE 3 

3.75% 

4.36% 

Rates Under Section 382 for July 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 

REV. RUL. 2006-35 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for July 2006 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

Monthly 

4.94% 
5.43% 
5.92% 
6.40% 

4.94% 
5.43% 
5.92% 
6.40% 
7.38% 
8.58% 

5.16% 
5.67% 
6.18% 
6.70% 

MonthLy 

3.54% 

3.74% 

4.34% 

4.43% 

4.45% 

8.21% 

3.52% 
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REV RUL. 2006--.35 TABLE 5 

Rate Under Section 7520 for July 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years. 
or a remainder or reversionary interest 6.00'(' 

REV RUL. 2006-35 TABLE 6 

Blended Annual Rate for 2006 

Section 7872(e)(2) blended annual rate for 2006 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applicable federal short-tenn. mid

tenn. and long-term rates are set forth for the month 

of July 2006. See Rev. Rul. 2006-35. page 50. 

Section 3121.-Definitions 
26 eFR 31.3121(a)-2: Wages; when paid and re
ceived. 

T.D.9266 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 31 

Application of the Federal 
Insurance Contributions Act 
to Payments Made for Certain 
Services 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulation. 

SUMMARY: This document contains final 
regulations relating to payments made for 
service not in the course of the employer's 
trade or business, for domestic service in a 
private home of the employer, for agricul
tural labor, and for service performed as a 
home worker within the meaning of sec
tion 3121 (d)(3)( C) of the Internal Revenue 
Code (Code). These final regulations pro
vide guidance concerning the application 
of the Federal Insurance Contributions Act 
(FIe A) to these payments. These final reg
ulations affect employers that make these 
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payments and employees that receive these 
payments. These final regulations provide 
guidance to assist these taxpayers in com
plying with the law. 

DATES: Effective Date: These regulations 
are effective on June 19, 2006. 

Applicability Dates: The regulations 
relating to payments made for service not 
in the course of the employer's trade or 
business andlor for service performed as 
a home worker within the meaning of 
section 3121(d)(3)(C) apply to cash remu
neration paid on or after January 1, 1978. 
The regulations relating to payments made 
for domestic service in a private home of 
the employer apply to cash remuneration 
paid on or after January 1, 1994. The 
regulations relating to payments for agri
cultural labor apply to cash remuneration 
paid on or after January 1, 1988. The 
regulations relating to computation to the 
nearest dollar of cash remuneration for 
domestic service in a private home of the 
employer apply to cash remuneration paid 
on or after January 1, 1994. 

FOR FURTHER INFORMATION 
CONTACT: Selvan Boominathan of the 
Office of Division Counsell Associate 
Chief Counsel (Tax Exempt and Gov
ernment Entities), (202) 622-0047 (not a 
toll-free call). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
the Employment Tax Regulations (26 CFR 
part 31) under sections 3102, 3121 (a), 
312I(a)(7), 3121(a)(8), 3121(a)(10), and 
3121 (i) of the Code. The Federal Insur
ance Contributions Act (FICA) generally 
imposes tax on each employer and e~
ployee_ Under section 3111, FICA tax IS 

4.71% 

imposed on the employer in an amount 
equal to a percentage of the wages paid by 
that employer. Under section 310 I, FICA 
tax is also imposed on the employee in an 
amount equal to a percentage of the wages 
received by the employee with respect 
to employment. Section 3102 requires 
the employer to collect the tax imposed 
under section 310 I by deducting and with
holding the amount of the tax from the 
wages as and when paid. Section 3121 (a) 
defines wages for FlCA tax purposes as 
all remuneration for employment unless 
otherwise excepted. Sections 3121 (a)(7) 
(relating to domestic service in a private 
home of the employer and to service not in 
the course of the employer's trade or busi
ness), 3121 (a)(8) (relating to agricultural 
labor) and 3121(a)(1 0) (relating to service 
performed as a home worker within the 
meaning of section 3121 (d)(3)(C» pro
vide exceptions to the definition of wages 
for FICA tax purposes. Section 3121(i)(1) 
provides that in the case of domestic ser
vice described in section 3121(a)(7)(B), 
any payment of cash remuneration for 
such service which is more or less than 
a whole-dollar amount, to the extent pre
scribed by regulations, may be computed 
to the nearest dollar. 

Proposed regulations (REG-I04143-
05, 2005-41 I.R.B. 708) under sections 
3102, 3121(a), 3121(a)(7), 3121(a)(8), 
3121(a)(IO), and 3121(i) were published 
in the Federal Register (70 FR 50228-0 I) 
on August 26, 2005, and corrected in the 
Federal Register (70 FR 54680-0 I) on 
September 16, 2005. No written or elec
tronic comments responding to the notice 
of proposed rulemaking were received. 
No public hearing was requested or held. 
Accordingly, the proposed regulations are 
adopted by this Treasury decision. 



Explanation of Provisions 

These final regulations amend the exist

ing regulations to reflect current law. 
The final regulations relating to pay

ments made for service not in the course 

of the employer's trade or business 

and/or to payments made for service 
as a home worker amend existing reg

ulations §§3 1.3 102-1 , 3 ]J121 (a)-2(c), 
31.3121(a)(7)-1 and 31.3121(a)(I0)-1 to 

reflect changes implemented by the Social 

Security Amendments of 1977 (the 1977 
Act), Public Law 95-216 (91 Stat. 1509, 
1555), and to be applicable to cash remu

neration paid on or after January 1, 1978 
(the effective date of the 1977 Act). For 
cash remuneration paid prior to January 

I, 1978, taxpayers should rely on the reg
ulations applicable at the time such cash 

remuneration was paid. 
The final regulations relating to 

payments made for domestic service 

in a private home of the employer 
amend existing regulations §§ 31.3102-1, 
31.312\(a)-2(c), and 31.3121(a)(7)-1 
to reflect changes implemented by the 

Social Security Domestic Employment 
Reform Act of 1994 (SSDERA), Public 
Law 103-387 (108 Stat. 4071), and to be 
applicable to cash remuneration paid on or 

after January \, 1994 (the effective date of 
the SSDERA). For cash remuneration paid 
prior to January 1, 1994, taxpayers should 

rely on the regulations applicable at the 
time such cash remuncration was paid. 

The final regulations relating to pay
ments for agricultural labor amend 
existing regulations §§3 1.3102-1, 
31.3121(a)-2(c) and 31.3121(a)(8)-1 to 

reflect changes implemented by the Social 
Security Protection Act of 2004 (SSPA), 
Public Law 108-203 (118 Stat. 493, 536), 

the Omnibus Budget Reconciliation Act of 
1987 (the 1987 Act), Public Law 100-203 

(101 Stat. 1330, 1330-287), and the Tech

nical and Miscellaneous Revenue Act of 
1988 (the 1988 Act), Public Law 100-647 

(102 Stat. 3342, 3793), and to be applica

ble to cash remuneration paid on or after 

January \, 1988 (the effective date of the 
1987 Act and the 1988 Act). For cash re

muneration paid prior to January I, 1988, 
taxpayers should rely on the regulations 

applicable at the time such cash remuner
ation was paid. 

The final regulations relating to com

putation to the nearest dollar of cash re-

muneration for domestic service in a pri

vate home of the employer amend existing 

regulations under §3I.3l21(i)-1 to reflect 

changes implemented by the SSDERA and 

to be applicable to cash remuneration paid 
on or after January I, 1994 (the effective 

date of the SSDERA). For cash remunera

tion paid prior to January I, 1994, taxpay

ers should rely on the regulations applica

ble at the time such cash remuneration was 
paid. 

Special Analyses 

It has been determined that these regu

lations are not a significant regulatory ac
tion as defined in Executive Order 12866. 
Therefore, a regulatory assessment is not 

required. It also has been determined that 
section 553(b) of the Administrative Pro

cedure Act (5 U.S.c. chapter 5) and the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) do not apply to these regulations, and 

therefore, a Regulatory Flexibility Anal
ysis is not required. Pursuant to section 

7805(f) of the Code, the notice of proposed 
rulemaking preceding this regulation was 

submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi

ness. 

Drafting Information 

The principal authors of these regu
lations are Selvan V. Boominathan and 

Michael A. Swim, Office of the Division 

Counsel/Associate Chief Counsel (Tax 
Exempt and Government Entities). 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 31 is 

amended as follows: 

PART 31-EMPLOYMENT TAXES 

AND COLLECTION OF INCOME TAX 
AT SOURCE 

Paragraph I. The authority citation for 

part 31 continues to read, in part, as fol
lows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 31.3102-1 is amended 

by: 

1. Revising paragraph (b). 

2. Redesignating paragraph (c) as para
graph (d). 

3. Adding new paragraphs (c) and (e). 

The additions and revision read as fol

lows: 

.931.3J02-1 Cullection of, and liability 
for. employee tax; in general. 

* * * * * 
(b) The employer is permitted. but not 

required, to deduct amounts equivalent to 

employee tax from payments to an em

ployee of cash remuneration to which the 

sections referred to in this paragraph (b) 

are applicable prior to the time that the sum 
of such payments equals-

(I) $100 inlhe calendar year, for service 

not in the course of the employer's trade 
or business, to which §31.3121 (a)(7)-1 is 

applicable; 

(2) The applicable dollar threshold 
(as defined in section 312l(x)) in the 

calendar year, for domestic service in a 
private home of the employer, to which 
§31.3121 (a)(7)-1 is applicable; 

(3) $1 SO in the calendar year, 

for agricultural labor, to which 
§31.312l(a)(8)-l(c )(\)(i) is applicable; 

or 
(4) $100 in the calendar year, for ser

vice performed as a home worker, to which 
§31.3121(a)(10)-1 is applicable. 

(c) At such time as the sum of the cash 

payments in the calendar year for a type 
of service referred to in paragraph (b)(l), 
(0)(2), (b)(3) or (b)(4) of this section 

equals or exceeds the amount specified, 
the employer is required to collect from 

the employee any amount of employee tax 

not previously deducted. If an employer 
pays cash remuneration to an employee 
for two or more of the types of service re
ferred to in paragraph (b)( I), (b )(2), (b)(3) 

or (b)( 4) of this section, the provisions 

of paragraph (b) of this section and this 

paragraph (c) are to be applied separately 
to the amount of remuneration attributable 

to each type of service. For provisions 

relating to the repayment to an employee, 

or other disposition, of amounts deducted 

from an employee's remuneration in ex

cess of the correct amount of employee 
tax, see §31.6413(a)-I. 

* * * * * 
(e)( 1) The provisions of paragraphs (a) 

and (d) of this section apply to any pay

ment made on or after January L 1955. 
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(2) The provisIOns of paragraphs (b) 
and (c) of this section that apply to any 
payment made for service not in the 
course of the employer's trade or busi
ness or for service performed as a home 
worker within the meaning of section 
3l2I(d)(3)(C) apply to any such payment 
made on or after January I. 1978. The 
provi~ions of paragraphs (b) and (c) of this 
section that apply to any payment made 
for domestic service in a private home of 
the employer apply to any such payment 
made on or after January I. 1994. The 
provisions of paragraphs (b) and (c) of 
this section that apply to any payment 
made for agricultural labor apply to any 
such payment made on or after January 
I, 1988. For rules applicable to any pay
ment for these services made prior to the 
dates set forth in this paragraph (e)(2), 
see 931.3102-1 in effect at such time (see 
26 CFR part 31 contained in the edition of 
26 CFR parts 30 to 39, revised as of April 
1, 2006). 

Par. 3. Section 31.3121(a)-2 is 
amended by: 

1. Revising paragraph (c)(l). 
2. Redesignating paragraphs (c)(2) and 

(c)(3) as paragraphs (c)(3) and (c)(4), re
spectively. 

3. Adding new paragraph (c)(2). 
4. Revising newly designated para

graph (c)(3). 
5. Adding paragraph (d). 
The additions and revisions read as fol

lows: 

§31.3121(a)-2 Wages; when paid and 
received. 

* * * * * 
(C)(l) The first $100 of cash remunera

tion paid, either actually or constructively, 
by an employer in any calendar year to an 
employee for-

(i) Service not in the course of the 
employer's trade or business, to which 
~31.3121(a)(7)-1 is applicable, shall be 
deemed to be paid by the employer to the 
employee at the first moment of time in 
such calendar year that the sum of such 
cash payments made within such year is at 
least $100: or 

(ii) Service performed as a 
home worker within the meaning 
of section 3121(d)(3)(C}, to which 
~31.312 !(a)( 10)-\ is applicable, shall be 
deemed to be paid by the employer to the 
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employee at the first moment of time in 
such calendar year that the sum of such 
cash payments made within such year is 
at least $100. 

(2) Cash remuneration paid, either ac
tually or constructively, by an employer in 
any calendar year to an employee for do
mestic service in a private home of the em
ployer to which §31.3121 (a)(7)-1 is ap
plicable, and before the sum of the pay
ments of such cash remuneration equals 
or exceeds the applicable dollar threshold 
(as defined in section 3121(x)) for such 
year, shall be deemed to be paid by the 
employer to the employee at the first mo
ment of time in such calendar year that the 
sum of such cash payments made within 
such year equals or exceeds the applica
ble dollar threshold (as defined in section 
3121 (x)) for such year. 

(3) Cash remuneration paid, either ac
tually or constructively, by an employer in 
any calendar year to an employee for agri
cultural labor to which §31.3121(a)(8)-1 
is applicable, and before either of the 
events described in paragraphs (c)(3)(i) 
and (c)(3)(ii) of this section has occurred, 
shall be deemed to be paid by the em
ployer to the employee at the first moment 
of time in such calendar year that-

(i) The sum of the payments of such 
remuneration is $150 or more; or 

(ii) The employer's expenditures for 
agricultural labor in such calendar year 
equals or exceeds $2,500, except that 
this paragraph (c)(3)(ii) shall not apply in 
determining when such remuneration is 
deemed to be paid under this paragraph if 
such employee-

(A) Is employed as a hand-harvest la
borer and is paid on a piece rate basis in 
an operation which has been, and is cus
tomarily and generally recognized as hav
ing been, paid on a piece rate basis in the 
region of employment; 

(B) Commutes daily from his perma
nent residence to the farm on which he is 
so employed; and 

(C) Has been employed in agriculture 
less than 13 weeks during the preceding 
calendar year. 

* * * * * 
(d)( I ) The provisions of paragraphs (a) 

and (b) of this section apply to any pay
ment of wages made on or after January 1, 
1955. 

(2) The provisions of paragraph (c) of 
this section that apply to any payment of 
wages made for sen·ice not in the course of 
the~employer's trade or business or for ser
vice performed as a home worker within 
the meaning of section 3121 (d)(3 )(C) ap
ply to any such payment made on or after 
January I, 1978. The provisions of para
graph (c) of this section that apply to any 
payment of wages made for domestic ser
vice in a private home of the employer ap
ply to any such payment made on or after 
January I, 1994. The provisions of para
graph (c) of this section that apply to any 
payment of wages made for agricultural la
bor apply to any such payment made on 
or after January I, 1988. For rules appli
cable to any payment of wages for these 
services made prior to the dates set forth 
in this paragraph (d)(2), see §31.3121 (a)-2 
in effect at such time (see 26 CFR part 31 
contained in the edition of 26 CFR parts 30 
to 39, revised as of April I, 2006). 

Par. 4. Section 31.3121(a)(7)-1 is 
amended by: 

I. Revising paragraphs (c)(1) and 
(c)(2). 

2. Adding paragraphs (c)(3), (d) and 
(e). 

The additions and revisions read as fol
lows: 

§3J.312J(a)(7)-J Payments for services 

not in the course of employer's trade or 

business or for domestic service. 

* * * * * 
(c) Cash payments. (1) The term wages 

does not include cash remuneration paid 
by an employer in any calendar year to an 
employee for-

(i) Domestic service in a private home 
of the employer, unless the cash remuner
ation paid in such year by the employer 
to the employee for such service equals or 

exceeds the applicable dollar threshold (as 
defined in section 3121(x») for such year; 
or 

(ii) Service not in the course of the em
ployer's trade or business, unless the cash 
remuneration paid in such year by the em
ployer to the employee for such service 
equals or exceeds $100. 

(2) The tests relating to cash remuner
ation are based on thc remuneration paid 
in a calendar year rather than on the re
muneration earned during a calendar year. 



The following example illustrates this pro
vision: 

Example. On March 31, 2004, employer X pays 
employee A cash remuneration of $100 for service 
not in the course of X' s trade or business. Such remu
neration wnstitutes wages subject to the taxes even 
though $10 thereof represents payment for such ser
vice performed by A for X in December 2003. 

(3) In determining whether wages have 
been paid either for domestic service in a 
private home of the employer or for service 
not in the course of the employer's trade or 
business, only cash remuneration for such 
service shall be taken into account. Cash 
remuneration includes checks and other 
monetary media of exchange. Remuner
ation paid in any other medium, such as 
lodging, food, clothing, car tokens, trans
portation passes or tickets, or other goods 
or commodities, is disregarded in deter
mining whether the cash-remuneration test 
is met. If an employee receives cash re
muneration from an employer in a calen
dar year for both types of services the per
tinent cash-remuneration test is to be ap
plied separately to each type of service. If 
an employee receives cash remuneration 
from more than one employer in a calen
dar year for domestic service in a private 
home of the employer or for service not in 
the course of the employer's trade or busi
ness, the pertinent cash-remuneration test 
is to be applied separately to the remuner
ation received from each employer. 

(d) Cross references. (I) For provisions 
relating to deduction of employee tax or 
amounts equivalent to the tax from cash 
payments for the services described in this 
section, see §31.3102-1; 

(2) For provisions relating to time of 
payment of wages for such services, see 
§31.3 121(a)-2; 

(3) For provisions relating to compu
tations to the nearest dollar of any pay
ment of cash remuneration for domestic 
service in a private home of the employer, 
see §31.3121(i)-1. 

(e) Effective dates. (1) The provisions 
of this section apply to any cash payment 
for service not in the course of the em
player's trade or business made on or after 
January 1, 1978 and for domestic service 
in a private home of the employer made on 
or after January I, 1994. 

(2) For rules applicable to any cash pay
ment made prior to the dates set forth in 
paragraph (e)(l), see §31.3121(a)(7)-1 in 
effect at such time (see 26 CFR part 31 

contained in the edition of 26 CFR parts 
30 to 39, revised as of April 1,2006). 

Par. 5. Section 31.3121(a)(8)-1 is 
amended by: 

I. Revising paragraphs (C), (d), and (el. 
2. Adding paragraph (h). 
The addition and revisions read as fol

lows: 

§31.3121(aH8)-1 Payments for 
agricultural labor. 

* * * * * 
(c) Cash payments. (I) The term wages 

does not include cash remuneration paid 
by an employer in any calendar year to an 
employee for agricultural labor unless-

(i) The cash remuneration paid in such 
year by the employer to the employee for 
such labor is $150 or more; or 

(ii) The employer's expenditures for 
agricultural labor in such year equal or 
exceed $2,500, except that this paragraph 
(c)(I )(ii) shall not apply in determining 
whether remuneration paid to an employee 
constitutes wages for agricultural labor if 
such employee-

(A) Is employed as a hand-harvest la
borer and is paid on a piece rate basis in 
an operation which has been. and is cus
tomarily and generally recognized as hav
ing been, paid on a piece rate basis in the 
region of employment; 

(B) Commutes daily from his perma
nent residence to the farm on which he is 
so employed; and 

(C) Has been employed in agriculture 
less than 13 weeks during the preceding 
calendar year. 

(2) The application of the provisions of 
paragraph (c)(l) of this section may be il
lustrated by the following example: 

Example. Employer X pays A $140 in cash for 
agricultural labor in calendar year 2004. X makes no 
other payments to A during the year and makes no 
other payment for agricultural labor to any other em
ployee. Employee A is not employed as a hand-har
vest laborer. Neither the $150-cash-remuneration test 
nor the $2,500-employer' s-expenditures-for-agricul
tural-labor test is met. Accordingly. the remunera
tion paid by X to A is not subject to the taxes. If 
in 2004 X had paid A $140 in cash for agricultural 
labor and had made expenditures of S2,360 or more 
to other employees for agricultural labor. the $140 
paid by X to A would have been subject to tax be
cause the $2,500-employer's-expenditures·for-agri
cultural-labor test would have been mel. Or. if X had 
paid A $150 in cash In 2004 and made no other pay
ments to any other employee for agricultural labor. 
the $1 SO paid by X to A wou ld have been subject to 

tax because the $ I 50-cash-remuneration test would 
have been met. 

(d) Application of cash-remuneration 
test. (I) If an employee receives cash re
muneration from an employer both for ser
vices which constitute agricultural labor 
and for services which do not constitute 
agricultural labor, only the amount of such 
remuneration which is attributable to agri
cultural labor shall be included in deter
mining whether cash remuneration of $150 
or more has been paid in the calendar year 
by the employer to the employee for agri
cultural labor. The following example il
lustrates this paragraph (d)( I): 

Example. Employer X operates a store and also 
is engaged in farming operations Employee A, who 
regularly petiorms services for X In connection with 
the operation of the store, works on X's farm when 
additional help is required for the farm acti vities. In 
the calendar year 2()()4. X pays A $140 in cash for 
services performed in agricultural labor. and $4.000 
for services performed in connection with the oper
ation of the store. X has no additional expenditures 
for agricultural labor in 2004. Since the cash remu
neration paid hy X to A in the calendar year 2004 for 
agricultural labor is less than $150. the $l.'iO-cash-re
muneration test is not met. The $140 paid by X to 
A in 2004 for agricultural labor does not constitute 
wages and is not subject to the taxes. 

(2) The test relating to cash remunera
tion of $[ SO or more is based on the cash 
remuneration paid in a calendar year rather 
than on the remuneration earned during a 
calendar year. It is immaterial if such cash 
remuneration is paid in a calendar year 
other than the year in which the agricul
turallabor is performed. The following ex
ample illustrates this paragraph (d)(2l: 

Example. Employer X pays cash remuneration 
of $150 in the calendar year 2004 to employee A 
for agricultural labor. Such remuneration constitutes 
wages even though $10 of such amount represents 
payment for agricultural labor petiormed by A for X 
in December 2003. 

(3) In determining whether $150 or 
more has been paid to an employee for 
agricultural labor, only cash remuneration 
for such labor shall be taken into account. 
If an employee receives cash remunera
tion in anyone calendar year from more 
than one employer for agricultural labor, 
the cash-remuneration test is to be applied 
with respect to the remuneration received 
by the employee from each employer in 
such calendar year for such labor. 

(e) Application uf employer's-expen
ditures-for-agricultural-Iabor test. (1) If 
an employer has expenditures in a cal
endar year for agricultural labor and for 
non-agricultural labor, only the amount of 
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such expenditures for agricultural labor 

shall be included in determining whether 

the employer's expenditures for agricul

tural labor in such year equal or exceed 

52,500. The following example illustrates 

this paragraph (e)( I ): 
ExulIlplc Employer X operdtes a store and abo 

is engaged In farming operation,. Employee A. who 
regularly perform, 'en Ices for X In c'onncctilln \\ IIh 
the operation of the stlln~. \\ ork, on X", farm \\ hen 
additional help is required for the farm arti\lIies. In 
calendar year 200-l. X pa~, A SI-lO In cash for ser
vices performed in agrlL'ullUral lahor. and S-l.OOO for 
,erVlCe, perfurmed in L'llllncrtion \\ IIh the operation 

or the store. X h'ls no additional expenditure, for 
agricultural lahor in 200-l. SilKe X', expenditures 
for agrintltural lahor in 2()0-l are Ie" than $2.500. 
the employer' ,-ex penditure,- for-agricultural-Iahor 
test is not met. The $1-lO paid by X to A in 2004 for 
agricultural labor doe, not constitute wages and is 

not ,uhJect to the taxes. 

(2) The test relating: to an employer's 

expenditures of $2,500 or more for agri
cultural labor is based on the expenditures 
paid by the employer in a calendar year 

rather than on the expenses incurred by 
the employer during a calendar year. It is 
immaterial if the expenditures are paid in a 
calendar year other than the year in which 
the agricultural labor is pcrformed. The 
following example illustrates this para
graph (e)(2): 

Example. Employer X employs A to construct 
fence, on a farm owned by X. The work constitutes 
agricultural labor and is performed over the course of 
November and December 2003. A tS not employed 
hy X at any other time, huwever X does ha\e other 
employees to whom X pays remuneration of $2,000 
for agricultural labor 111 20m. X pays A $140 in cash 
in November 20m and $140 in cash in January 2004, 
in full payment for the work. The $140 payment to 
A made in November is not wages for calendar year 
2003 because the $150-cash-remuneration test is not 
met and X' s total expenditures for agricultural labor 
for such year are not equal to or ill excess of $2,SOO. 
The $140 payment to A made in January is not wages 
for 2004 because the $150-cash-remuneralion test IS 
not met. Hllwever, if X pays additional remuneration 
to employees for agriculturallahm in 2004 that equals 
or exceeds $2.360, the employer's-expenditure,-for
agricultural-labor test will he met and the $140 paid 
by X to A in 2004 will be considered wages. It i, 
immaterial that the work was performed in 2003. 

* * * * * 
(h) Effectil'£, dates. The provisions of 

this section apply to any payment for agri
cultural labor made on or after January I, 
1988. For rules applicable to any payment 
for agriculturallahor made prior to January 
l. 1988. see §31312 [(a)(8)-1 in effect at 
such time (see 2fJ CFR part 31 contained 
in the edition of 26 CFR parts 30 to 3l), re
vised as of April L 2006). 
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Par. 6. Section 31.3121(a)(\0)-1 IS 

revised to read as follows: 

~31.3J2J(a)( JO)-1 Paymellts to certaill 
home lI'orkers. 

(al The term waRes does not include 
remuneration paid by an employer in any 

calendar year to an employee for ser

vice performed as a home worker who 

is an employee by reason of the pro
visions of section 3121(d)(3)(C) (see 
§31.3l21(d)-I(d)), unless the cash remu

neration paid in such calendar year by 

the employer to the employee for such 
services is $100 or more, The test re

lating to cash remuneration of $100 or 
more is based on remuneration paid in a 

calendar year rather than on remuneration 

earned during a calendar year. If cash 
remuneration of $100 or more is paid in 

a particular calendar year, it is immaterial 
whether such remuneration is in payment 

for services performed during the year of 
payment or during any other year. 

(b) The application of paragraph (a) of 
this section may be illustrated by the fol

lowing example: 
Example. A. a home worker, performs services 

for X, a manufacturer. in 2003 and 2004. In the per
formance of the home work A is an employee by rca
son of section 3121(d)(3)(C). In March 2004, A re
turns to X anicles made by A at horne from materials 
received hy A from X in 2003. X pays A cash re
muneration of $100 for such work when the finished 
anicles are delivered. The $100 includes $10 which 
represents remuneration for horne work performed hy 
A in 2003. The entire $100 is subject to the taxes. 
Any additional cash remuneration paid by X to A in 
2004 for such services is also suhject to the taxes. 

(c) In the event an employee receives 

remuneration in anyone calendar year 
from more than one employer for services 
performed as a home worker of the char
acter described in paragraph (a) of this 
section, the regulations in this section are 
to be applied with respect to the remuner
ation received by the employee from each 
employer in such calendar year for such 
services. This exclusion from wages has 
no application to remuneration paid for 
services performed as a home worker who 
is an employee under section 312l(d)(2) 
(see §31.3121 (d)-I (c» relating to com

mon law employees, 
(d) Cash remuneration includes checks 

and other monetary media of exchange. 
Remuneration paid in any other medium, 
such as clothing, car tokens, transporta
tion passes or tickets, or other goods or 

commodities. is disregarded in deterrnin
in!;! whether the $100 cash-remuneration 

te;t is met. If the cash remuneration paid 

in any calendar year by an employer to 
an employee for services performcd as a 
home worker of the character described in 

paragraph (a) of this section is $100 or 
more. then no remuneration, whethcr in 

cash or in any medium other than cash, 

paid by the employer to the employee in 
such calendar year for such services is ex

cluded from wages under this exception. 
(e)( I) For provisions relating to deduc

tions of employee tax or amounts equiva
lent to the tax from cash payments for ser

vices performed as a home worker within 
the meaning of section 3121(d)(3)(C), see 
§3 1.3 102-1. 

(2) For provisions relating to the time of 

payment of wages for services performed 
as a home worker within the meaning of 
section 3121(d)(3)(C), see §31.3121(a)-2. 

(3) For provisions relating to records 

to be kept with respect to payment of 
wages for services performed as a home 
worker within the meaning of section 
3121(d)(3)(C). see §31.6001-2. 

(f) The provisions of this section ap
ply to any payment for services performed 
as a home worker within the meaning of 
section 3121(d)(3)(C) made on or after 

January I, 1978. For rules applicable to 
any payment for services performed as a 
home worker within the meaning of sec
tion 3121(d)(3)(C) made prior to January 
I, 1978, see §31.3121 (a)( I 0)-1 in effect at 
such time (see 26 CFR part 31 contained 
in the edition of 26 CFR parts 30 to 39, re

vised as of April I, 2006). 
Par, 7. Section 31.3121(i)-1 is 

amended as follows: 
I. Redesignating the undesignated text 

as paragraph (a), 
2. Remove the language "quarter" each 

place it appears and add "year" in its place 
in newly designated paragraph (a). 

3. Adding new paragraph (b). 
The addition reads as follows: 

§3 J.3121 (i)-J Computatioll to nearest 
dollar of cash remuneration for domestic 
service. 

* * * * * 
(b) The provisions of this section apply 

to any cash payment for domestic service 
in a private home of the employer made 
on or after January I, 1994. For rules ap-



plicable to any cash payment for domes
tic service in a private home of the em
ployer made prior to January 1, 1994, see 
§3I.3121(i)-1 in effect at such time (see 
26 CFR part 31 contained in the edition of 
26 CFR parts 30 to 39, revised as of April 
1,2006). 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved June 8, 2006 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Federal Register on June 16. 2006. 
8:45 a.m .. and published in the is;ue of the Federal Register 
for June 19.2006.71 F.R. 35153) 

Section 7520.-Valuation 
Tables 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the month 
of July 2006. See Rev. Rul. 2006-35, page 50. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term, mid
term, and long-term rates are <;el forth for the month 
ofJuly 2006. See Rev. Rul. 2006-35, page 50. 
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Part III. Administrative, Procedural, and Miscellaneous 
Expanded Hurricane Katrina 
Relief for Certain Individual 
Taxpayers 

Notice 2006-56 

PURPOSE 

This notice supplements and modi
fies Notice 2006-20, 2006-10 I.R.B. 560 
(March 6, 2006), which, under the au
thority of section 7508A of the Internal 
Revenue Code, postponed until August 
28, 2006, deadlines for certain taxpayers 
affected by Hurricane Katrina to perform 
the acts described in Notice 2005-73, 
2005-42 I.R.B. 723 (October 17, 2005) 
(e.g .. filing returns and other documents, 
payment of taxes). It has come to the 
IRS's attention that some affected tax
payers need additional time to complete 
and file individual income tax returns for 
2004 and 2005. This notice provides an 
additional postponement of time in order 
for certain individual taxpayers affected 
by Hurricane Katrina to file a 2004 or 
2005 income tax return. Specifically, this 
notice provides an additional postpone
ment of time until October 16, 2006, for 
affected taxpayers, as described in Notice 
2006-20, with respect to the following 
individual income tax returns: (1) 2004 
individual income tax returns, originally 
due on April 15, 2005, for which taxpayers 
obtained an extension of time to file until 
October IS, 2005, under section 6081, and 
for which Notice 2006-20 postponed the 
due date to August 28,2006; and (2) 2005 
individual income tax returns, originally 
due on April IS, 2006. for which Notice 
2006-20 postponed the due date to August 
28, 2006. Thus, this notice defines a new 
group of affected taxpayers, which is a 
subset of affected taxpayers as described 
in Notice 2006-20, who are eligible for 
the relief provided by this notice. 

Extension of the Postponement Period 
for Certain Individllal Taxpayers to File 
Returns 

1. Due date for 2004 individual income 
tax returns. which was extended to Oc
tober IS, 2005, and postponed to Au
gust 28, 2006 
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Section 7508A authorizes the IRS to 
postpone deadlines for certain time-sensi
tive acts for up to one year for taxpay
ers the IRS determines are affected by a 
Presidentially-declared disaster. In Notice 
2006-20, for affected taxpayers who had 
already obtained an extension of time to 
file a 2004 individual income tax return. 
the IRS postponed the due date of that re
turn from October 15,2005. to August 28, 
2006. Thus, such affected taxpayers have 
not yet received the maximum one-year 
postponement that may be permitted under 
section 7508A. The IRS has determined 
that certain individual affected taxpayers, 
as described in Notice 2006-20, may be 
eligible for additional time to file. Thus, 
individual taxpayers affected by Hurricane 
Katrina, who obtained an extension oftime 
to file their 2004 individual income tax re
turns until October 15,2005, and who re
ceived a postponement until August 28, 
2006, are granted a further postponement 
until October 16, 2006, to file their 2004 
individual income tax return. See I.R.C. 
§ 7503. 

Under this notice, these affected tax
payers will receive an entire year of sec
tion 7508A relief from filing deadlines for 
2004 individual income tax returns that 
had an extended due date of October 15, 
2005. Under Notice 2006-20, however, 
these affected taxpayers already received 
an entire year of relief from interest and 
failure to pay penalties for any payment 
due for the 2004 tax year. Such a payment 
would otherwise have been due on April 
15,2005. Interest and failure to pay penal
ties would accrue from April 15,2005, un
til August 28, 2005, but were suspended 
by Notice 2006-20 from August 29, 2005, 
through August 28, 2006, the maximum 
one year allowed by section 7508A. Thus, 
although the IRS can postpone the time to 
file the 2004 individual income tax return 
until October 15, 2006 for affected taxpay
ers who had already obtained an extension 
of time to file the 2004 individual income 
tax return until October IS, 2005, section 
7508A does not authorize the IRS to grant 
an additional period of relief with respect 
to interest and failure to pay penalties for 
the 2004 tax year. If a taxpayer is unable 
to make a payment by August 28,2006, for 
the 2004 tax year, the taxpayer can request 

that the IRS grant relief from the penalty if 
the failure to pay is due to reasonable cause 
and not due to willful neglect. The waiver 
of the penalty would be based on the stan

dards of section 6651. 
2. Due date for 2005 individual income 
tax returns, originally due on April 15, 
2006, which was postponed to August 

28, 2006 
Affected taxpayers, as described in No

tice 2006-20, received a postponement of 
time under section 7508A from April IS, 
2006, to August 28, 2006, to file their 2005 
individual income tax returns. Thus, these 
affected taxpayers have not yet received 
the maximum one-year postponement that 
may be permitted under section 7508A to 
file their 2005 individual income tax re
turns. The IRS has determined that af
fected taxpayers, as described in Notice 
2006-20, are granted a further postpone
ment under section 7508A, to October 16, 
2006, to file their 2005 individual income 
tax returns. Under section 7508A, interest 
and penalties will not accrue during the pe
riod. For affected taxpayers who also re
quest an extension under section 6081 or 
6161 on or before October 16, 2006, the 
period of time to file andJor pay may be 
postponed until April 15,2007. 

Identifying Affected Taxpayers under this 
Notice 

In order to assist the IRS in identifying 
affected taxpayers as described in this no
tice, to ensure that they receive the relief 
to which they are entitled, affected taxpay
ers should mark "Hurricane Katrina" in red 
ink on the top of their returns. In addi
tion, affected taxpayers may identify them
selves as eligible for relief by calling the 
IRS Disaster Hotline at (866) 562-5227. 

DRAFTING INFORMATION 

The principal author of this notice is 
Dillon Taylor of the Office of Associate 
Chief Counsel, Procedure and Administra
tion (Administrative Provisions and Judi
cial Practice Division). For further infor
mation regarding this notice, you may call 
(202) 622-4940 (not a toll-free call). 



Temporary Relief for Certain 
REITs and Taxable REIT 
Subsidiaries That Provide 
Accommodations to Persons 
Affected by Hurricanes 
Katrina and Rita 

Notice 2006-58 

The Internal Revenue Service will not 
treat a hotel, motel, or other establishment 
located in the Gulf Opportunity Zone, as 
defined in § 1400M of the Internal Rev
enue Code (26 U.s.c. § 1400M), that oth
erwise satisfies the definition of a "lodging 
facility" under § 856(d)(9) as other than a 
"lodging facility" if it is used to provide 
temporary housing to certain persons af
fected by Hurricane Katrina or Hurricane 
Rita, provided the recordkeeping require
ments of this notice are satisfied. 

BACKGROUND 

On August 28, 2005, and August 29, 
2005, the President issued major disas
ter declarations for the states of Florida, 
Alabama, Louisiana, and Mississippi as a 
result of Hurricane Katrina. On Septem
ber 24,2005, the President declared major 
disasters for the states of Louisiana and 
Texas as a result of Hurricane Rita. These 
declarations were made pursuant to the 
Robert T. Stafford Disaster Relief and 
Emergency Assistance Act, 42 U.S.c. 
5121-5206. 

Subsequently, the Federal Emergency 
Management Agency (FEMA) designated 
certain counties and parishes as being eli
gible for individual assistance (or individ
ual and public assistance). 

Certain real estate investment trusts 
(REITs) that own lodging facilities ex
pressed concern that extended stays at 
those facilities by persons affected by 
these disasters may cause the REITs to 
fail to satisfy the income tests under 
§§ 856(c)(2) and (c)(3). Although rents 
from real property generally are treated as 
qualifying income for purposes of these 
tests, amounts received or accrued from a 
corporation in which the REIT owns stock 
are subject to special rules. Under one of 
these rules, if a REIT leases an interest in 
real property that is a qualified lodging fa
cility to a taxable REIT subsidiary (TRS) 
of that REIT, then the lease payments may 

qualify as rents from real property if the 
property is operated on behalf of the TRS 
by a person who is an eligible independent 
contractor. Section gS6(d)(I))(D)(ii) pro
vides that a "lodging facility" is a hutel, 
motel, or other establishment more than 
one-half of the dwelling units in which are 
used on a transient basis. Section 856 and 
the regulations thereunder do not define 
the term "transient basis". Accordingly. 
the Internal Revenue Service issued No
tice 2005-89, 2005-49 I.R.B. 1077, which 
provided that the Service will not treat 
an establishment that met the definition 
of "lodging facility" as anything other 
than a "lodging facility" if it was used 
to provide temporary housing tu certain 
persons affected by Hurricane Katrina or 
Hurricane Rita, provided certain record
keeping requirements were satisfied. No
tice 2005-89 was effective for six montbs 
from its effective date, August 28,2005. 

TRANSIENT BASIS REQUIREME\JT 

Due to the magnitude of the disaster, the 
Service has become aware of the continued 
need for temporary housing for certain per
sons affected by Hurricanes Katrina and 
Rita beyond February 28, 2006, the expira
tion date of Notice 2005-89. Accordingly, 
for purposes of § 856(d)(9)(D)(ii), the Ser
vice will not treat a dwelling unit within a 
lodging facility located in the Gulf Oppor
tunity Zone as being used other than on a 
transient basis during any six month period 
beginning on or after February 28, 2006, 
through the date on which this notice ex
pires, if the unit is used to provide shelter 
to (a) an individual whose principal resi
dence for purposes of § 1033(h)(4) on Au
gust 28, 2005, was located in a covered dis
aster area and who has been displaced be
cause the residence has been destroyed or 
damaged as a result of Hurricane Katrina 
or Hurricane Rita (a displaced resident); 
(b) employees of business entities whose 
principal place of business is located in a 
covered disaster area who have been relo
cated to other areas where the business en
tities have job openings (a displaced em
ployee); or (c) a worker assisting in rc
lief activities in the covered disaster area, 
whether or not the worker is affiliated with 
a recognized government or philanthropic 
organization (a relief worker). 

A TRS that is the lessee of a hotel, mo
tel, or other establishment and that seeks to 

rely on this notice with respect to the provi
sion of shelter to a displaced resident, dis
placed employee, or relief worker for any 
period after February 28, 2006, must keep 
records for each six month period in which 
it seeks to rely on this notice indicating the 
dates on which shelter was provided, and 
the name and address of the displaced resi
dent, displaced employcc, or relief worker. 
In addition, (a) with respect to a displaced 
employee, the TRS must keep records in
dicating the individual's employer, and (b) 
with respect to any relief worker, the TRS 
must keep records indicating the name of 
the individual's employer or sponsoring 
organization and the nature of the relief ac
tivities undertaken during the individual's 
stay. 

EFFECTIVE DATE 

This notice is effective February 28, 
2006, and will expire on August 28, 2007. 

PAPERWORK REDUCTION ACT 

The collections of information in the 
notice have been reviewed and approved 
by the Office of Management and Bud
get (OMB) in accordance with the Paper
work Reduction Act (44 U.s.c. 3507) un
der control number 1545-1977_ 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB conrrol number. 

The collections of information in the 
notice are in the section of this notice en
titled "Transient Basis Requirement". The 
collections of information are required for 
compliance with § 856(d)(9)(D). The col
lections of information are required to ob
tain a benefit. The likely respondents are 
corporations. 

The estimated total annual reporting 
burden is 500 hours. 

The estimated annual burden per re
spondent varies from 25-75 hours, de
pending on the circumstances, with an 
average of 50 hours. The estimated num
ber of respondents is 10. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material to 
the administration of the internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. 6103. 
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DRAFTING INFORMATION 

The principal author of this notice is 

Jonathan D. Silver of the Office of Asso

ciate Chief Counsel (Financial Institutions 

& Products). For further information re

garding this notice. contact Mr. Silver at 
(202) 622-3930 (not a toll-free call). 

Amounts Paid Pursuant to a 
Leave-Sharing Plan to Assist 
Employees Affected by a 
Major Disaster Declared by 
the President of the United 
States 

Notice 2006-59 

PURPOSE 

This notice provides guidance on 
the federal tax consequences of certain 

leave-sharing plans that permit employees 
to deposit leave in an employer-sponsored 
leave bank for use by other employees 
who have been adversely affected by a 

major disaster. as defined herein. 

BACKGROUND 

Section 40 I of the Robert T. Stafford 
Disaster Relief and Emergency Assistance 
Act (Stafford Act), 42 U .S.C. § 5170, pro
vides that the President may declare an 
event a major disaster. The President also 
may determine that the major disaster war
rants individual assistance or individual 
and public assistance from the federal gov
ernment under the Stafford Act. See, e.g., 
42 U .S.c. § 5170b. 

Section 9004 of Pub. L. No. 105-18, 
5 U .S.c. § 6391, provides that in the event 
of a major disaster or emergency, as de
clared by the President, that results in se
vere adverse effects for a substantial num
ber of employees, the President may direct 
the Office of Personnel Management to es
tablish a leave-sharing plan for federal em
ployees who are adversely affected by the 
disaster or emergency. 

Section 61 (a) of the Internal Revenue 
Code provides that, except as otherwise 
provided by law, gross income means all 
income from whatever source derived. 

Under the facts of Rev. Rul. 90-29, 
1990-\ C. B. II, an employer establishes 

60 2006-2 C.B. 

a leave-sharing plan under which employ

ees who suffer "medical emergencies" 
may qualify as recipients of leave surren

dered to the employer, or deposited in an 

employer-sponsored leave bank, by other 

employees. The ruling concludes that the 

amounts the employer pays to a leave re

cipient pursuant to the plan are includible 

in the gross income of the recipient under 
§ 61 as compensation for services pro

vided by that recipient to the employer, 

and "wages" for purposes of the Federal 
Insurance Contributions Act (FICA), the 

Federal Unemployment Tax Act (FUTA), 

the Railroad Retirement Tax Act (RRTA), 

the Railroad Unemployment Repayment 
Tax (RURT), and income tax withholding, 

unless excluded therefrom under a spe

cific provision of the Code. The ruling 
also concludes that an employee who sur

renders leave to the employer or deposits 
leave in the leave bank pursuant to the 

plan does not realize any income or incur 
any deductible expense or loss upon the 
surrender or deposit of the leave or its use 
by the recipient. The ruling also states that 

its conclusions and rationale apply only to 
bona fide employer-sponsored leave-shar
ing arrangements. 

DEFINITIONS 

Major disaster means (a) a major disas
ter as declared by the President under § 40 I 
of the Stafford Act, 42 U.S.c. § 5170, that 
warrants individual assistance or individ
ual and public assistance from the federal 
government under that Act, or (b) a ma
jor disaster or emergency as declared by 
the President pursuant to 5 U.s.c. § 6391, 
in the case of employees described in that 
statute. 

Major disaster leave-sharing plan 
means a plan that meets the requirements 
of this notice. 

Leave donor means a current employee 
of the employer whose voluntary written 
request to deposit leave in a leave bank 
under a major disaster leave-sharing plan 
is approved by the employer. 

Leave recipient means a current em
ployee for whom the employer has ap
proved an application to receive leave un
der a major disaster leave-sharing plan. 

Family member means any family 
member as defined by the major disaster 

leave-sharing plan. 

MAJOR DISASTER LEAVE-SHARING 

PLAN 

For purposes of this notice, a major dis

aster leave-sharing plan is a written plan 
meeting each of the following require

ments: 
I. The plan allows a leave donor to de

posit accrued leave in an employer-spon
sored leave bank for use by other employ

ees who have been adversely affected by a 

major disaster. For purposes of the plan, an 
employee is considered to be adversely af
fected by a major disaster if the disaster has 

caused severe hardship to the employee 

or a family member of the employee that 
requires the employee to be absent from 
work. 

2. The plan does not allow a leave 
donor to deposit leave for transfer to a spe

cific leave recipient. 
3. The amount ofleave that may be do

nated by a leave donor in any year gener

ally does not exceed the maximum amount 
of leave that an employee normally ac
crues during the year. 

4. A leave recipient may receive paid 
leave (at his or her normal rate of compen
sation) from leave deposited in the leave 

bank. Each leave recipient must use this 
leave for purposes related to the major dis
aster. 

5. The plan adopts a reasonable limit, 
based on the severity of the disaster, on 
the period of time after the major disaster 
occurs during which a leave donor may 
deposit the leave in the leave bank, and a 
leave recipient must use the leave received 
from the leave bank. 

6. A leave recipient may not convert 

leave received under the plan into cash in 
lieu of using the leave. However, a leave 
recipient may use leave received under the 
plan to eliminate a negative leave balance 
that arose from leave that was advanced 
to the leave recipient because of the ef
fects of the major disaster. A leave recipi
ent also may substitute leave received un
der the plan for leave without pay used be
cause of the major disaster. 

7. The employer must make a reason
able determination, based on need, as to 
how much leave each approved leave re
cipient may receive under the leave-shar
ing plan. 

8. Leave deposited on account of 
one major disaster may be used only for 
employees affected by that major disas-



ter. Except for an amount so small as 
to make accounting for it unreasonable 
or administratively impracticable, any 
leave deposited under a major disaster 
leave-sharing plan that is not used by 
leave recipients by the end of the period 
specified in paragraph 5, above, must be 
returned within a reasonable period of time 
to the leave donors (or, at the employer's 
option, to those leave donors who are still 
employed by the employer) so that the 
donor will be able to use the leave. The 
amount of leave returned to each leave 
donor must be in the same proportion as 
the amount of leave donated by the leave 

donor bears to the total amount of leave 
donated on account of that major disaster. 

GUIDANCE 

The IRS will not assert that a leave 
donor who deposits leave in an employer
sponsored leave bank under a major dis
aster leave-sharing plan realizes income or 
has wages, compensation, or rail wages 
with respect to the deposited leave, pro
vided that the plan treats payments made 
by the employer to the leave recipient as 
"wages" for purposes of FICA, FUTA, and 
income tax withholding, and as "compen
sation" for purposes of RRTA and "rail 

wages" for purposes of RURT, unless ex
cluded therefrom under a specific provi
sion of the Code. A leave donor may not 
claim an expense, charitable contribution, 
or loss deduction on account of the deposit 
of the leave or its use by a leave recipient. 

DRAFTING INFORMATION 

The principal author of this notice 
is Shareen S. Pflanz of the Office of As
sociate Chief Counsel (Income Tax & Ac
counting). For further information regard
ing this notice, contact Shareen S. Pflanz 
at (202) 622-4920 (not a toll-free call). 

26 CFR 601.105: Examination of returns al1d claims for refund, credit or abatement, determination of correct tax liability. 
(Also Part I, §§ 165, 1400M. 1400S; 1.l65-7(a)(2i, 1.165-7(bJ, 1.J65-8(c).) 
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SECTION I. PURPOSE 

.0 I This revenue procedure provides 

safe harbor methods that individual tax

payers may use in determining the amount 

of their casualty and theft loss deductions 

pursuant to § 165 of the Internal Revenue 

Code for their personal-use residential real 

property (as defined in section 3.02 of this 

revenue procedure) and personal belong

ings (as defined in section 3.03 of this rev

enue procedure) damaged, destroyed, or 

stolen as a result of Hurricanes Katrina, 

Rita, and Wilma ("the 2005 Gulf hurri

canes"). Specifically. this revenue pro

cedure provides three safe harbor meth

ods that individuals may use to determine 

the decrease in fair market value of per

sonal-use residential real property. This 

revenue procedure also provides a fourth 

safe harbor method that individuals may 

use to determine the fair market value of 

their personal belongings immediately be

fore the 2005 Gulf hurricanes. 

.02 The Internal Revenue Service will 

not challenge an individual's determina

tion of the decrease in fair market value 

of personal-use residential real property at

tributable to one of the 2005 Gulf hurri

canes if the individual qualifies for and 

uses one of the safe harbor methods de

scribed in section 4 of this revenue proce

dure. Furthermore. the IRS will not chal

lenge an individual's determination of the 

fair market value of personal belongings 

immediately before one of the 2005 Gulf 

hurricancs if the individual qualifies for 

and uses the safe harbor method described 

in section 7 of this revenue procedure. 

.03 Finally. this revenue procedure re
quires that if an individual uses the Cost 
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Indexes Safe Harbor Method described in 

section 4.04 of this revenue procedure, the 

individual also must take into account the 

value of any no-cost repairs as described in 

section 6 of this revenue procedure. 

.04 Use of a safe harbor method de

scribed in this revenue procedure is not 

mandatory. An individual may, instead, 

use the actual reduction in the fair mar

ket value of personal-use residential real 

property or personal belongings, pursuant 

to § 1.165-7(a)(2) of the Income Tax Reg

ulations, if the individual has proper sub

stantiation. 

.05 The safe harbor methods provided 

in this revenue procedure apply only to 

the circumstances within the scope of this 

revenue procedure and may not be used in 

any other circumstances. 

SECTION 2. BACKGROUND 

. 0 I Section 165(a) generally provides 

that a taxpayer may deduct any loss sus

tained during the taxable year and not com

pensated for by insurance or otherwise. 

With respect to property not connected 

with a trade or business or a transaction 
entered into for profit, § 165(c)(3) limits 

an individual taxpayer's deductions to 

losses arising from fire, storm, shipwreck, 

or other casualty, or from theft. 

.02 Section 165(h) imposes two limi

tations on casualty and theft loss deduc

tions for property not connected with a 

trade or business or transaction entered 
into for profit. Section 165(h)( I) provides 

that any loss to an individual described in 
§ 165( c)( 3) shall be allowed only to the ex

tent that the amount of the loss arising from 
each casualty. or from each theft, exceeds 

$100. Section 165(h)(2) provides that if 

personal casualty and theft losses for any 

taxable year exceed personal casualty and 

theft gains for the taxable year, the losses 

are allowed only to the extent of the sum 

of the amount of the gains, plus so much 

of the excess as exceeds ten percent of the 

adjusted gross income of the individual. 

.03 Section 1400M(2) defines "Hurri

cane Katrina disaster area" as an area with 

respect to which a major disaster has been 

declared by the President before Septem

ber 14, 2005, under § 401 of Robert 

T. Stafford Disaster Relief and Emer

gency Assistance Act ("Stafford Act") 

(42 USC § 5170) by reason of Hurricane 

Katrina. The Hurricane Katrina disaster 

area covers the entire states of Alabama, 

Florida. Louisiana, and Mississippi. Sec

tion 1400M( 4) defines "Hurricane Rita 

disaster area" as an area with respect to 

which a major disaster has been declared 

by the President before October 6, 2005 . 

under § 40 I of the Stafford Act by reason 

of Hurricane Rita. The Hurricane Rita 

disaster area covers the entire states of 

Louisiana and Texas. Section 1400M(6) 

defines "Hurricane Wilma disaster area" 

as an area with respect to which a major 

disaster has been declared by the President 
before November 14, 2005, under § 401 

of the Stafford Act by reason of Hurricane 

Wilma. The Hurricane Wilma disaster 

area covers the entire state of Florida. 

.04 Section 1400S(b) suspends the lim

itations on personal casualty and theft loss 
deductions imposed by § 165(h) if the 
losses are attributable to the applicable 

2005 Gulf hurricane and arose in the (1) 
Hurricane Katrina disaster area on or after 
August 25, 2005, (2)Hurricane Rita disas-



ter area on or after September 23. 2005, 
or (3) Hurricane Wilma disaster area on or 
after October 23, 2005. 

.05 Section 1.165-\ (c)(4) provides that 
in determining the amount of loss sus
tained, adjustments must be made for any 
insurance or other compensation received, 

.06 Section 1.165-7 (b) provides that the 
amount of a casualty loss is the lesser of 
(\) the difference between the fair market 
value of the property immediately before 
the casualty and the fair market value im
mediately atter the casualty, or (2) the ad
justed basis of the property. Section 10 12 
and § 1.I012-1(a) provide that the basis 
of property generally is its cost. Section 
1016(a)(I) and § 1.1016-2(a) provide that 
the basis of property is adjusted for any 
expenditure, receipt, loss, or other item, 
properly chargeable to capital account. in
cluding the cost of improvements and bet
terments made to the property. 

.07 Section 1.165-7(a)(2)(i) provides 
that to determine the amount of the de
ductible loss under section I 65(a), the fair 
market value of the property immediately 
before and immediately after the casualty 
generally shall be ascertained by compe
tent appraisal. Section 1.165-7(a)(2)(ii) 
provides that the cost of repairs to the prop
erty damaged is acceptable as evidence of 
the decrease in value of the property if the 
taxpayer shows that: (1) the repairs are 
necessary to restore the property to its con
dition immediately before the casualty; (2) 
the amount spent for such repairs is not ex
cessive; (3) the repairs do not care for more 
than the damage suffered; and (4) the value 
of the property after the repairs does not, 
as a result of the repairs, exceed the value 
of the property immediately before the ca
sualty. In order to use the cost-of-repairs 
method to determine the decrease in fair 
market value, the taxpayer must actually 
make the repairs rather than rely on esti
mates of repairs that will be performed in 
the future or not at all. See Lamphere v. 
Commissioner, 70 T.c. 391, 396 (1978), 
acq., 1978-2 c.B. 2; Farber v. Com
missioner, 57 T.e. 714,719 (1972), acq., 
1972-2 C.B. 2. 

,08 Section 1.165-8( c) provides that the 
amount deductible in the case of a theft 
loss is determined consistently with the 
manner described in § 1.165-7 for deter
mining the amount of a casualty loss. The 
fair market value of the property immedi
ately after the theft is considered to be zero. 

.09 Section I.l65-7(b)(2)(ii) provides 
that in determining a casualty loss in
volving real property and improvements 
thereon not used in a trade or business or 
in any transaction entered into for profit, 
the improvements (such as buildings and 
ornamental trees and shrubbery) to the 
property damaged or destroyed are con
sidered an integral part of the property, 
and no separate basis need be apportioned 
to the improvements. 

.10 Due to the widespread devastation 
from the 2005 Gulf hurricanes, it may be 
difficult for individuals to determine the 
decrease in the fair market value of dam
aged, destroyed, or stolen property using 
the methods provided in § I. 165-7(a)(2). 
The IRS and Treasury Department rec
ognize that the statutory suspension of 
§ 165(h) limitations on 2005 Gulf hurri
cane casualty loss deductions provided by 
§ 1400S reJkcts Congressional intent to 

facilitate certain deductions. In view of 
these unique circumstances, the IRS and 
Treasury Department believe it is appro
priate to provide safe harbor methods for 
use in determining the amount of casualty 
and theft loss deductions for certain prop
erty damaged, destroyed, or stolen as a 
result of the 2005 Gulf hurricanes. There
fore, this revenue procedure provides safe 
harbor methods that individuals may use 
under § 1.I65-7(a)(2)(i) to measure the 
decrease in the fair market value of their 
personal-use residential real property that 
was damaged or destroyed and to deter
mine the pre-hurricane fair market value 
of personal belongings that were damaged, 
destroyed, or stolen as a result of one of 
the 2005 Gulf hurricanes, 

SECTION 3. SCOPE 

.0 I In general. An individual who suf
fered a casualty or theft loss for the indi
vidual's personal-use residential real prop
erty or personal belongings damaged, de
stroyed, or stolen as result of the 2005 Gulf 
hurricanes may use the ~afe harbor meth
ods provided in this revenue procedure in 
determining the amount of the individual's 
casualty and theft loss deductions under 
§ 165. 

.02 Definition of personal-use residen

tial real property and personal residence. 
For purposes of this revenue procedure, 
personal-use residential real property is 
real property, including improvements 

(such as buildings and ornamental trees 
and shrubbery) that is owned by the indi
vidual who suffered a casualty loss. that 
contains at least one personal residence, 
and that is not used in a trade or business 
or in a transaction entered into for profit. 
Personal-use residential real property does 
not include rental property. For purposes 
of this revenue procedure, a personal res
idence is a single family residence, or a 
single unit within a contiguous group of 
attached residential units (for example, 
a townhouse or duplex), owned by the 
individual who suffered a casualty loss, 
and consists of the total enclosed square 
footage of the residence or single unit, 
including any enclosed structures attached 
to the residence or single unit. For ex
ample, a personal residence includes a 
basement and an attached garage, but does 
not include a deck or screened-in porch. 
For purposes of this revenue procedure, 
a personal residence does not include a 
condominium or cooperative unit, or any 
other property for which the individual 
who suffered the casualty loss does not 
own the structural components of the 
building (such as the foundation, walls, 
and roof), or owns only a fractional inter
est in all of the structural components of 
the building, or a mobile home or trailer. 

.03 Definition of personal belongings. 
For purposes of this revenue procedure, a 
personal belonging is an item of tangible 
personal property that is owned by the in
dividual who suffered a casualty or theft 
loss and that is not used in a trade or busi
ness or in a transaction entered into for 
profit. For purposes of this revenue proce
dure, personal belongings do not include 
a boat. aircraft, mobile home, trailer, or 
vehicle (as defined in section 7.02 of this 
revenue procedure), or an antique or other 
asset that maintains or increases its value 
over time. 

.04 Use of three personal-use residen
tial real property safe harbor methods. 
An individual described in section 3.01 
of this revenue procedure may use any of 
the three safe harbor methods described in 
section 4 of this revenue procedure to de
termine the decrease in fair market value 
for personal-use residential real property 
located in the Hurricane Katrina disaster 
area, Hurricane Rita disaster area, or Hur
ricane Wilma disaster area (see section 
2.03 of this revenue procedure) that was 
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damaged or destroyed as a result of one 
or more of the 2005 Gulf hurricanes. The 
three personal-use residential real prop
erty safe harbor methods are the Insurance 
Safe Harbor Method described in section 
4.c)2 of this revenue procedure, the Con
tractor Safe Harbor Method described in 
section 4.03 of this revenue procedure, 
and the Cost Indexes Safe Harbor Method 
described in section 4.04 of this revenue 
procedure. 

.OS Use of COif Indexes 5a(e Harbor 
Mer/wd. An individual may use the Cost 
Indexes Safe Harbor Method if the indi
vidual's personal-use residential real prop
erty has suffered, in the circumstances de
scribed below, ( I ) a total loss of a personal 
residence, (2) a near total loss of a personal 
residence, (3) interior flooding over I foot 
of a personal residence, (4) structural dam
age from wind, rain, or debris to a per
sonal residence, (S) roof covering damage 
from wind, rain, or debris to a personal res
idence, (6) damage to a detached structure, 
or (7) damage to wood decking: 

( I ) Tota//oss. A total loss of a personal 
residence occurs if. as a result of a storm 
surge or catastrophic prolonged flooding 
due to breaching or overtopping of a pro
tective levee system during one of the 2005 
Gulf hurricanes, anyone of the following 
occurred: 

(a) The personal residence either col
lapsed or is structurally unsound (for ex
ample, the structural connections in the 
personal residence, such as nails and an
chor bolts, have corroded as a result of pro
longed exposure to salt water (including 
brackish water) over an extended period 
of time to the extent that they compromise 
the structural integrity of the personal res
idence): 

(b) The state or local government or any 
political subdivision thereof has ordered 
that the personal residence be demolished 
or relocated: 

IC) The individual has sold the personal 
residence to an unrelated party for a price 
that rellects the fair market value solely of 
the land on which the personal residence is 
,ituated: or 

(d) The personal residence sustained 
damage that satisfies the definition of near 
total lo~,. as described in section 3.05(2) 
of thi, revenue procedure, and the individ
lIal has demolished the personal residence. 
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(2) Near total loss. The near total loss 
of a personal residence occurs if, as a re
sult of a storm surge or catastrophic pro
longed flooding due to breaching or over
topping of a protective levee system dur
ing one or more of the 2005 Gulf hur
ricanes, the personal residence sustained 
severe damage necessitating the removal 
and disposal of substantially all interior 
wall frame coverings (including drywall 
and other wall frame coverings), floorings, 
electrical lines, ducts, plumbing, and other 
fixtures. For a personal residence sustain
ing near total loss, only the wood frame, 
rafters. and outside fa<;ade of the personal 
residence remain structurally sound and 
reusable. 

(3) Interior flooding over 1 foot. Inte
rior flooding over I foot occurs if a per
sonal residence was flooded with salt wa
ter (including brackish water) to a height 
of more than I foot as a result of a storm 
surge or catastrophic prolonged flooding 
due to breaching or overtopping of a pro
tective levee system during one or more of 
the 2005 Gulf hurricanes, but did not sus
tain damage that falls within the definition 
of total loss or near total loss, as described 
in section 3.05(1) and (2) of this revenue 
procedure. 

(4) Structural damage from wind, rain, 
or debris. Structural damage from wind, 
rain, or debris occurs if a personal resi
dence sustained major structural damage 
to the roof and/or outside walles) as a result 
of wind or windblown debris from one or 
more of the 2005 Gulf hurricanes that ex
posed part or all of the interior of the per
sonal residence to rain or debris, requiring 
substantial renovation of the damaged ar
eas. Substantial renovation requires the re
moval and replacement of drywall or other 
wall frame coverings, replacement of trim, 
and repair and painting of the damaged in
terior areas of the personal residence. 

(5) Roof covering damage from wind, 
rain, or debris. Roof covering damage 
from wind, rain, or debris occurs if a 
personal residence sustains damage from 
wind, rain, or windblown debris to roofing 
felt, shingles, flashings, fascia, or soffit as 
a result of one or more of the 2005 Gulf 
hurricanes. 

(6) Detached structures. A detached 
structure consists of a detached structure 
on personal-use residential real property 
where the detached structure sustained 

damae:e from one or more of the 2005 
Gulf hurricanes to the extent that it re
quires either complete or major rebuild
ine:. A detached structure includes a shed, 
sh~p, or detached garage that is not used 
in connection with a trade or business and 
that is not equipped with heating or air 
conditioning. Furthermore, a detached 
structure is of enclosed wood-frame con
struction, with some electrical capabilities 
and little or no interior finishing. 

(7) Wood decking. Wood decking con
sists of pressure treated wood decking at
tached to a personal residence where the 
decking was damaged or destroyed by one 
of the 2005 Gulf hurricanes. 

.06 Taking into account no-cost repairs. 
An individual using the Cost Indexes Safe 
Harbor Method described in section 4.04 
of this revenue procedure must take into 
account the value of any no-cost repairs 
as described in section 6 of this revenue 
procedure. 

.07 Use of Personal Belongings Safe 
Harbor Method. An individual may 
use the Personal Belongings Safe Har
bor Method described in section 7.01 of 
this revenue procedure to determine the 
pre-hurricane fair market value of the indi
vidual's personal belongings located in the 
Hurricane Katrina disaster area, Hurricane 
Rita disaster area, or Hurricane Wilma dis
aster area (see section 2.03 of this revenue 
procedure) that were damaged, destroyed, 
or stolen as a result of one of the 2005 
Gulf hurricanes. 

.08 Limited use of safe harbor methods. 
The safe harbor methods described in sec
tions 4 and 7 are available only in the cir
cumstances described in this revenue pro
cedure. 

SECTION 4. PERSONAL-USE 
RESIDENTIAL REAL PROPERTY 
SAFE HARBOR METHODS 

.01 In general. An individual within the 
scope of this revenue procedure may use 
anyone of the three safe harbor methods 
described in this section 4. If an individual 
owns two or more parcels of personal-use 
residential real property, the use of a safe 
harbor method for one parcel does not re
quire the individual to use the same safe 
harbor method, or any safe harbor method, 
for any other parcel. 



.02 Insurance Safe Harbor Method. 
Under the Insurance Safe Harbor Method, 
to determine the decrease in the fair mar
ket value of the individual's personal-use 
residential real property, an individual 
may use the estimated loss determined 
in reports prepared by the individual's 
homeowners' or flood insurance company 
setting forth the estimated loss the indi
vidual sustained as a result of the damage 
to or destruction of the individual's per
sonal-use residential real property from 
one of the 2005 Gulf hurricanes. 

.03 Contractor Safe Harbor Method. 
Under the Contractor Safe Harbor Method. 
to determine the decrease in the fair mar
ket value of the individual's personal-use 
residential real property, an individual may 
use the contract price for the repairs spec
ified in an itemized contract prepared by 
a contractor, licensed or registered in ac
cordance with State or local regulations, 
setting forth the costs to restore the indi
vidual's personal-use residential real prop
erty to the condition existing immediately 
prior to the applicable 2005 Gulf hurri
cane. However, the costs of any improve
ments or additions that increase the value 
of the personal-use residential real prop
erty above its pre-hurricane value, such as 
the cost to elevate the personal residence to 
meet new construction requirements, must 
be excluded from the contract price for 
purposes of this safe harbor. To use the 
Contractor Safe Harbor Method, the con
tract must be a binding contract signed by 
the individual and the contractor. 

.04 Cost Indexes Safe Harbor Method. 

(I) In General. Under the Cost Indexes 
Safe Harbor Method, an individual may 
use one or more of the cost indexes, as ap
plicable, provided in this section 4.04 to 
determine the decrease in the fair market 
value of personal-use residential real prop
erty, including the personal residence, de-

tached structures, and wood decking. Cost 
indexes are provided for three size cate
gories of personal residences based on the 
square footage of the personal residence. 

In computing the decrease in fair mar
ket value under the Cost Indexes Safe Har
bor Method, an individual must take into 
account the value of any no-cost repairs as 
described in section 6 of this revenue pro
cedure. 

If the Cost Indexes Safe Harbor Method 
described in this section 4.04 is used, the 
amount determined is the full amount of 
the decrease in fair market value of that 
personal-use residential real property, and 
may not be increased by amounts related to 
items such as landscaping, debris removaL 
demolition, etc. 

The Cost Indexes Safe Harbor Method 
applies only to the following three types 
of improvements on an individual's per
sonal-use residential real property: a 
personal residence (as de~cribed in section 
3.02 of this revenue procedure), a detached 
structure (as described in section 3.05(6) 
of this revenue procedure), and a pressure 
treated wood deck (as described in section 
3.05(7) of this revenue procedure). If there 
is any other type of improvement on an 
individual's personal-use residential real 
property that is not described in sections 
3.02, 3.05(6) and 3.05(7) of this revenue 
procedure, the individual may use the Cost 
Indexes Safe Harbor Method to determine 
the decrease in fair market value of the 
personal-use residential real property, but 
may not add any amount for the other type 
of improvements. For example, under 
the Cost Indexes Safe Harbor Method, 
no amount may be added to the decrease 
in fair market value of the personal-use 
residential real property for a residence 
that contains a home office, a residence 
in a structure that contains five or more 
residential units, a detached structure 

equipped with heating or air conditioning, 
or a deck made of synthetic material or 
hardwood that is not pressure treated. 

(2) Special rules for Cost Indexes Safe 
Harbor Method. 

(a) A personal residence may not be 
subject to more than one of the following 
tables: Table 1 (Total Loss); Table 2 (Near 
Total Loss); or Table 3 (Interior Flooding 
Over 1 Foot). 

(b) A personal residence subject to 
Table 3 (Interior Flooding Over ) Foot) 
also may be subject to Table 4 (Structural 
Damage From Wind, Rain, or Debris), 
but the square footage flooded may not 
be included in the square footage used for 
Table 4 (Structural Damage From Wind, 
Rain, or Debris). 

(c) A personal residence subject to Ta
ble 3 (Interior Flooding Over I Foot) or 
Table 4 (Structural Damage From Wind, 
Rain, or Debris) may also be subject to Ta
ble 5 (Roof Covering Damage from Wind, 
Rain, or Debris). 

(d) Table 6 (Detached Structures) and 
Table 7 (Wood Decking) may apply to any 
personal-use residential real property to 
which Table 1 (Total Loss), Table 2 (Near 
Total Loss), or Table 3 (Interior Flooding 
Over I Foot), Table 4 (Structural Dam
age From Wind, Rain, or Debris), or Ta
ble 5 (Roof Covering Damage From Wind, 
Rain, or Debris) apply. 

(e) If an individual's personal-use res
idential real property contains more than 
one personal residence and the indi vidual 
uses the Cost Indexes Safe Harbor Method, 
the individual must apply the applicable ta
ble, or combination of tables, to each per
sonal residence. 

(3) Tahles. The following tables set 
forth the cost indexes for each correspond
ing category described in section 3.05 of 
this revenue procedure: 
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Table I - Total Loss 

Cost Indexes - Total Loss 

Personal Residence Size 

Small Personal Residence 

(Personal residence is less than I JOO square feet) 

Medium Personal Residence 

(Personal residence is between I JOO and 3.000 square feet) 

Large Personal Residence 

(Personal residence is greater than 3.000 square feet) 

For a personal residence that falls 

within the description of a total loss in 
section 3.0S( I) of this revenue procedure. 

use Table I as follows: 
( I) Determine the total square footage 

of the personal residence. 

(2) Determine the size of the personal 

residence based on the total square footage 

described in Table I. 
(3) Multiply the total square footage of 

the personal residence (from step 1) by the 

Table 2 - Near Total Loss 

Cost Indexes - Near Total Loss 

Personal Residence Size 

Small Personal Residence 
(Personal residence is less than 1,500 square feet) 

Medium Personal Residence 
(Per~onal residence is between 1,500 and 3.000 square feet) 

Large Personal Residence 
(Personal residence is greater than 3,000 square feet) 

Fur a personal residence that falls 
within the description of a near total loss 
in section 3.05(2) of this revenue proce
dure. use Table 2 as follows: 

(I) Determine the total square footage 
of the personal residence. 
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(2) Determine the size of the personal 
residence based on the total square footage 
described in Table 2. 

(3) Multiply the total square footage of 
the personal residence (from step I) by the 

Cost Index 

per sq. ft. 

$175 

$148 

$132 

applicable Cost Index in column 2 of Table 

I. 

Cost Index 
per sq. ft. 

$142 

$120 

$107 

applicable cost index in column 2 of Table 

2. 



Table 3 - Interior Flooding Over 1 Foot 

Cost Indexes - Interior Flooding Over 1 Foot 

Personal Residence Size 

Small Personal Residence 
(Personal residence is less than 1,500 square feet) 

Medium Personal Residence 
(Personal residence is between 1,500 and 3,000 square feet) 

Large Personal Residence 
(Personal residence is greater than 3,000 square feet) 

The cost indexes in Table 3 are applied 
only to the square footage of the personal 
residence that was flooded, rather than the 
total square footage. 

For a personal residence that was 
flooded by salt water (including brack
ish water) to a height of greater than I 
foot, as described in section 3.05(3) of 
this revenue procedure, and does not fall 

within the description of a total loss or 
near total loss in sections 3.05( I) and (2) 
of this revenue procedure, use Table 3 as 
follows: 

(I) Determine the total square footage 
of the personal residence. 

(2) Determine the size of the personal 
residence based on the total square footage 
described in Table 3. 

Cost Index 
per sq. it. 

$108 

$ 92 

$ 82 

(3) Determine the square footage of 
the flooded area of the personal residence. 

(4) MUltiply the flooded square 
footage (from step 3) by the applicable 
cost index in column 2 of Table 3. 

Table 4 - Structural Damage From Wind, Rain, or Debris 

Cost Indexes - Structural Damage From Wind, Rain, or Debris 

Percent of Damage Category 

Percent Damaged = Square Footage of Damaged Area / Total Square Footage of Personal Residence 

Percent Damaged 

15% to 25% 

26% to 50% 

51% to 100% 

The cost indexes in Table 4 apply only 
to the square footage of the damaged area 
of the personal residence, rather than the 
total square footage. Personal residences 
that sustained 100% wind, rain, or de
bris damage are those that sustained ma
jor structural damage throughout the en
tire personal residence necessitating sub
stantial renovation (as defined in section 
3.05( 4) of this revenue procedure) of all of 
the rooms in the personal residence. 

For a personal residence that sustained 
structural damage from wind, rain, or de
bris, use Table 4 as follows: 

(1) Detennine the total square footage 
of the personal residence. 

(2) Determine the square footage of 
the damaged portion of the personal resi
dence by adding the square footage of each 
room needing substantial renovation. 

(3) Determine the percent of square 
footage of the personal residence that was 

Cost Index 
per sq. ft. 

$143 

$132 

$119 

damaged by dividing the square footage 
that was damaged (from step 2) by the 
total square footage (from step 1). 

(4) Multiply the square footage of the 
damaged area (from step 2) by the appli
cable cost index in column 2 of Table 4 
(based on the percent of damage range in 
column 1 of Table 4). 
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Table 5 - Roof Covering Damage From Wind, Rain, or Debris 

Cost Indexes - Roof Covering Damage 
From Wind, Rain, or Debris 

Personal Residence Size 

Small Personal Residence 
(Personal residence is less than 1.500 square feet) 

Medium Personal Residence 
(Personal residence is between 1,500 and 3,000 square feet) 

Large Personal Residence 
I Personal residence is greater than 3,000 square feet) 

If the personal residence sustained roof 
covering damage from wind, rain, or de
bris as described in section 3.05(5) of 
this revenue procedure, apply the appli
cable cost index in Table 5 to the total 
square footage under the roof (including 
the porch. patios. and overhangs). 

For a personal residence that sustained 
roof covering damage from wind, rain, or 
debris. as described in section 3.05(5) of 
this revenue procedure, use Table 5 as fol
lows: 

Detached Structure Size 

Up to 200 square feet 

Over 200 and up to 400 square feet 

Over 400 square feet 

For a detached structure on personal
use residential real property, as described 
in section 3.05(6) of this revenue proce
dure. apply the applicable cost index in Ta
ble 6 as follows: 

IT se for all sizes of wood decking 
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( I) Determine the total square footage 
of the ground floor of the personal resi
dence. 

(2) Add to the total square footage of 
the ground floor (from step I) the square 
footage of any area of the roof that extends 
beyond the ground floor, such as porches 
and attached carports, to determine the to
tal square footage under the roof. 

(3) Determine the applicable cost in
dex in column 2 of Table 5 based on the 

Table 6 - Detached Structures 

Cost Indexes - Detached Structures 

( I) Determine the total square footage 
of the detached structure. 

(2) Determine the size of the detached 
structure based on the total square footage 
described in column I of Table 6. 

Table 7 - Wood Decking 

Cost Index - Wood Decking 

Cost Index 
per sq. ft. 

$6.00 

$5.75 

$5.50 

total square footage of the personal resi
dence. 

(4) Multiply the total square footage 
under the roof (from step 2) by the applica
ble cost index in column 2 of Table 5 (from 
step 3). 

Cost Index 
per sq. ft. 

$48 

$38 

$33 

(3) Multiply the total square footage of 
the detached structure (from step I) by the 
applicable cost index in column 2 of Table 
6. 

Cost Index 
per sq. ft. 

$15 



For pressure treated wood decking 

attached to a personal residence, as de
scribed in section 3.05(7) of this revenue 
procedure, apply the cost index in Table 7 
as follows: 

(I) Determine the square footage of 

the damaged area of the deck. 
(2) Multiply the square footage of the 

damaged area of the deck (from step I ) by 
the cost index in column 2 of Table 7. 

SECTION 5. COST INDEXES SAFE 
HARBOR METHOD EXAMPLES 

The following examples illustrate the 

application of the Cost Index.es Safe Har
bor Method described in section 4.04 of 
this revenue procedure. 

Example J. Prior to Hurricane Katrina, an indi
vidual purchased a personal residence for $300.000. 
The personal residence is 2.000 square feet and the 
personal-use residential real property does not con
tain any decking or detached struUures. The personal 
residence was flooded by nine feet of salt water for 
over three weeks due to a breach in a levee. causing 
the structural connections in the personal residence 
to corrode to the extent they must be replaced. The 
personal residenc!: is located in the Hurricane Katrina 
disaster area. Insurance and other reimbursements to
tal $100,000. The individual obtained from the in
surance company a report setting forth the estimated 
damage to the personal residence. The individual also 
obtained from a licensed contractor a binding contract 
signed by the contractor and the individual itemiLing 
the contract price to repair the damage to the personal 
residence. The individual chooses to use the Cost 
Indexes Safe Harbor Method. Because the salt wa
ter corrosion damage to the personal residence falls 
within the definition of total loss, as defined in sec
tion 3.05(1) of this revenue procedure, the individual 
uses Table I of the Cost Indexes Safe Harbor Method 
to determme the decrease in fair market value of the 
personal-use residential real property. The individ
ual mUltiplies the square footage of the personal res
idence by the cost index for a Medium Personal Res
idence in Table I, as follows: 

2.000 sq. ft. x $148/sq. fl. = $ 2CJ6.000 

The individual compares the decrease in fair mar
ket value. $296,000. with the basis in the personal
use residential real property. $300.000. and from the 
smaller of these two amounts. $296,000. subtracts 
the insurance and other reimbursements of $100.000. 
The individual is entitled to a casualty luss deduction 
of $196,000 ($296,000 - $100,000). 

Example 2. Assume the same facts in Exam
ple J, except that the individual purchased the per
sonal-use residential real property twenty years ago 
for $120,000, and paid no additional amounts for im
provements or remodeling. The individual compares 
the decrease in fair market value. calculated using the 
Cost Indexes Safe Harbor Method in Example J. with 
the basis of the personal-use residential real property. 
Since the basis of $120.000 is less than the decrease 
in fair market value, $296,000, the individual's ca-

ter subtracting insurance and other reimbursements 
of $100,000 from the basis of $120,000. the individ
ual is entitled to a casualty loss deduction of $20,000 
($120.000 - $100.000 = $20.000) 

Example 3. The individual's personal residence 
is substantially damaged by a storm surge from 
Hurricane Katrina. The individual's personal-use 
residential real property is located In the Hurricane 
Katrina disaster area. The damage falls within 
the definition of near total loss, as defined in section 
3.05(2) of this revenue procedure. since all of the dry
walL floorings, electrical lines, duelS. plumbing. and 
other fixtures need to be replac~d. Prior to Hurricane 
Katrina. the individual purchased the personal-use 
residential real property for $190.000 and spent 
$10,000 for improvements to remodel the residence. 
Immediately prior to Hurricane Katrina, the adjusted 
basis of the property was $200.000 ($190.000 cost 
+ $10.000 improvements). The personal residence 
is 2.000 square feet and the personal-use residential 
real property does not contain any decking or de
tached structures. The individual paid S5,000 to have 
debris cleared from the personal-use residential real 
property. Insurance and other reimbursements total 
$100,000. 

Because the damage to the personal resldence 
falls within the definition of near total loss. the indi
vidual uses Table 2 of the Cost Indexes Safe Harbor 
Method to determine the decrease in fair market 
value of the personal-use residential real property. 
Using Table 2 of the Cosl Indexes Safe Harbor 
Methud, the decrease in fair market value of the 
personal-use residential real property is determined 
by multiplying the square footage of the personal 
residence by the cost index for a Medium Personal 
Residence as follows: 

2,000 sq. ft. x $120/sq. fl. = $240.000 

Because the individual chooses to use the CDst In
dex Safe Harbor Method for determining the decrease 
in fair market value, the $5.000 debris removal costs 
are not added to the safe harbor amount of $240.000. 
The individual compares the adjusted basis of the per
sonal-use residential real property to the decrease in 
fair market value determined hy using the Cost In
dexes Safe Harbor Method. Since the adjusted ba
sis of $200.000 is less than the decrease in fair mar
ket value, S240,000, the individual's casualty luss 
is limited to the adjusted basis of $200.000. After 
subtracting $100,000. the amount of insurance and 
other reimbursements received. from the adjusted ba
sis of $200.000. the individual is entitled to a casualty 
loss deduction of $100,000 ($200.000 - $100.000 = 
$100,000) 

Example 4. The first floor of an mdividual' s 
personal residence was !looded with 4 feet of salt 
water as a result of a storm surge during Hurricane 
Katrina. As a result of the flooding. all of the flooring 
and drywall on the first f100r needs to be replaced. 
The second floor of the personal residence is not 
damaged. While the personal residence sustained 
flooding of more than I foot of salt water, it did not 
sustain damage that falls within the definition of 
total loss or near total loss in sections 3.0S( I) and (2) 
of this revenue procedure. Therefore, the personal 
residence sustained interior flooding over I foot as 
described in section 3.05(3) of this revenue proce
dure. In addition. the pressure treated wood deck 

sualty loss is limited to the basis of $120,000. Af- attached to the personal residence was completely 

destroyed by Hurricane Katrina. The personal-use 
residential real property is located in the Hurricane 
Katrina disaster area. The personal residence is 
2.000 square feet and the personal-use residenual 
real property does not contain any detached structure. 
The total square footage of the nooded rooms on the 
first !loor is 1,000 square feet. Prior to Hurricane 
Katrina. the individual pllrcl1ased the personal-use 
residential real property for $200.000. Insurance and 
other reimbursements total $90.000. The individual 
chooses to use the Cost Indexes Safe Harbor Method. 

To calculate the decrease in fair market value of 
the personal-use residential real property, the indi
vidual uses the first column of Table 3 to determine 
the size of the personal residence based on the total 
square footage of the personal residence. The indi
vidual multiplies the flooded square footage of the 
personal residence, 1,000 square feel, by $92, the cost 
index for a MedIUm Personal Residence in column 2 
of Table 3. 

1.000 sq. ft. )( $92/sq. ft. = $92,000 

The wood deck is 200 square feet. 
Using Table 7, the individual multiplies the 

square footage of the damaged area of the deck, 200 
square feet. by the cost index of $15 in column 2 of 
Table 7. 

20054. ft. x $IS/sq. ft. = $3,000 

To determine the total decrease in fair market 
value of the personal-use residential real property the 
individual adds $3,000 to $92.000. 

$3.000 + $92.000 = $95.000 

The indi vidual then compares the adjusted ba
sis of the personal-use residential real property. 
$200,000, to the decrease in fair market value de
termined by using the Cost Indexes Safe Harbor 
Method, $95.000. Since the decrease in fair market 
value of $95.000 is less than the basis of $200,000. 
the individual's casualty loss is $95,000. After sub
tracting $90.000. the amount of insurance and other 
reimbursements. from S95,000. the individual is en
titled to a casualty loss deduction of $5,000 ($95,000 
- $90,000 = $5,000) 

Example 5. Prior to Hurricane Rita, an individual 
purdased personal-use residential real property for 
$200,000 and spent $5.000 for improvements to the 
personal-use residential real property. Two trees fell 
into the individual's personal residence during Hur
ricane Rita. destroying a portion of the roof. Rain 
from the hum cane soaked the walls and flooring of 
two bedrooms and the living room. necessitating re
moval and replacement of drywall and wood panel
ing, roof panels, trusses. and !looring. The rcst of 
the personal residence remains undamaged. The per
sonal residence was not flooded by salt water. There
fore. the damage constitutes structural damage from 
wind, rain. or debris, as described in section 3.05(4) 
of this revenue procedure. The individual's per~;onal
use residential real property is located in the Hurri
cane Rita disaster area. The personal residence lS 
2.000 square feet and the personal-use residential real 
property does not contain any decklllg or detached 
structure. The damaged two bedruoms and living 
room total 1.000 square feel. Insurance and other re
imbursements total $100.000. 
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The individual choose, to u,e the Cost Indexes 
Safe Harbor Method. Using Tahle -t the percentage 
of "lu,ue i"outage ui" the personal reSidence that \\as 

damaged by the humcane is detem1ined by dividing 
the total square footage of the personal residence by 

the square footag<" of the personal reSidence that was 

damaged as I"ol"m s: 

I.()OO sq. ft. / 2.0()() sq. ft. = 0.50 or 50Ck of the total square footage was damaged 

The indi\ldual uses the cost index in column :2 of 
Table -l for 26c; to 50'7< damage and multiplies it hy 
the number of square feet that were damaged. 

$132/sq. ft. x 1.000 sq. ft. = $1J2,000 

The roof covenng also sustained damage that ne
ces'iitated replacement of all muf shingles, feitlinlllg, 
and flashings. The total square footage of the ground 
floor of the personal residence is 2.000 square feet. 
The total square foutage under the rooL including 
porches. patios, and overhangs, is 2,200 square feet. 
The Individual multiplies the cost index for a Medium 
Personal Residenle in Table 5 by 2,200 square feet, 
the total square footage under the roof. 

2,200 sq. ft. x $5.75/sq. ft. = $12,650 

The individual adds $12,650 to $132,000 to de
termine the total decrease in fair market value of the 
per,onal-use re,idential real property. 

$12.650 + $132.000 = $144,650 

The individual compares the decrease in t-air 
n,lrket value. $144,650, with the adjusted ba
,is, $205,000, and from the smaller of these two 
lmounts. $144,650, subtracts insurance and other re
imbursements of $100,000. The individual is entitled 
to a casualty lo,s deduction of $44,650 ($144,650 -
$100,000 = $44,(50). 

Example 6. Winds from Hurricane Rita caused 
a tree to fall across a detached garage located on 
an individual's personal-use residential real property. 
Prior to Hurricane Rita, the individual purchased the 
pcrsonal-w;c residential real property for $200.000. 
The personal residence is located in the Hurricane 
Rita di,aster area. The personal residence is not dam
aged by Hurricane Rita. The personal-u,e residen
tial real property does not contain any decking or 
other detached structure. The garage suffered signifi
cant damage and requires major rebuilding. The total 
square footage of the garage is 400 square feet. The 
garage \vas not insured. 

The individual chooses to use the Cost Indexes 
Sak Harhor Method. Because the garage i> a de
tached >lructure, as described in section 305(6) of 
this revenue procedure, the individual uses Table 6 
to dctermi ne the decrease in fair market value of the 
personal-use residential real property. Using Tahle 6. 
the individual Illultiplies the total square footage of 
the ~arage. 400 square feet, hy the cost index of $38 
in column 2 of Tahle b. 

4()() "l ft. x $38/sq. ft. = $15,200 

The individual's baSIS in the persunal-use res
Idential real property is S2()O,OOO. The individual 
compare, the uecrease in fair market value, $15.200. 
"illl the basi,. S,200.000. Since the decrease in lair 
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market value is less than the basis, the individual is 
entitled to a casualty loss deduction of $15,200. 

Erample 7. Winds from Hurricane Wilma blew 
down a pille tree that destroyed part of a pressure 
treated wooden deck attached to the back of an 
individual's personal residence. The personal-use 
residential real property is located in the Hurricane 
Wilma disaster area. The individual's basis in the 
personal-use residential real property is S200,OOO. 
Neither the personal residence nor any detached 
structure was damaged by the fallen tree. The deck 
is 450 square feet. It is necessary to rebuild one-half 
of the deck. The remaining half of the deck is not 
damaged, and remains structurally sound. 

The individual chooses to use the Cost Indexes 
Safe Harbor Method. Because the deck is wood deck
ing as described in section 3.05(7) of this revenue pro
cedure, the individual uses Table 7 to determine the 
decrease in fair market value of the personal-use res
idential real property. 

The square footage of the damaged area of the 
deck is one-half of 450 square feet, which is 225 
square feet. Using Table 7, the individual mUltiplies 
the square footage of the damaged area of the deck, 
225 square feet, by the cost index of$15 in column 2 
of Table 7. 

225 sq. ft. x SI5/sq. ft. = $3,375 

The individual compares the decrease in fair mar
ket value, $3.375, with the basis. $200,000. Since the 
decrease in fair market value is less than the basis, the 
individual is entitled to a casualty loss deduction of 
$3,375. 

SECTION 6. REDUCTION FOR 
NO-COST REPAIRS 

Under § 165(a), a casualty loss must be 
reduced by insurance or other amounts re
ceived, such as amounts given to an indi
vidual to repair the damage to the individ
ual's property due to the casualty, This in
cludes the value of repairs to, or rebuild
ing of, the individual's personal-use resi
dential real property provided by another 
party at no cost to the individual ("no-cost 
repairs"), such as the repair or rebuilding 
of an individual's personal residence by 
volunteers. No-cost repairs include repairs 
made for a de minimis or token cost, dona
tion, or gratuity, 

An individual who uses the Cost In
dexes Safe Harbor Method provided in 
section 4,04 of this revenue procedure to 

determine the decrease in the fair mar
ket value of the individual's personal-use 

residential real property must reduce the 

loss, determined using the Cost Indexes 
Safe Harbor Method, by the value of any 

no-cost repairs. For this purpose, the value 
of a no-cost repair is based upon the to

tal square footage completely repaired at 
no cost 10 the individuaL The total square 
footage completely repaired at no cost to 
the individual is multiplied by the same 

cost index the individual used to detennine 

the decrease in the fair market value of the 

individual's personal-use residential real 
property, This amount is then subtracted 

from the loss determined under the Cost 
Indexes Safe Harbor Method, 

SECTION 7, PERSONAL 
BELONGINGS SAFE HARBOR 
METHOD 

.01 Certain personal belongings. Ex
cept as provided in section 7.02 ofthis rev
enue procedure, an individual may use the 
safe harbor method in this section 7,01 to 
determine the fair market value of the indi
vidual's personal belongings immediately 
before a 2005 Gulf hurricane in order to 
compute a casualty or theft loss. If an indi
vidual chooses to use the Personal Belong
ings Safe Harbor Method, the individual 
must apply that method to all personal be
longings for which a loss is claimed under 
§ 165 except those specifically excluded in 
section 7.02 of this revenue procedure, 

To use this safe harbor method, an indi
vidual must first determine the current cost 
to replace the personal belonging with a 
new one and reduce that amount by 10% 
for each year the individual owned the 
personal belonging using the percentages 
in the Personal Belongings Valuation Ta
ble below. If the personal belonging was 
owned by the individual for nine or more 
years, the pre-hurricane fair market value 
is 10% of the current replacement cost un
der this safe harbor method. 



Year 

1 

2 

3 

4 

5 

6 

7 

8 

9+ 

To determine the casualty or theft loss 
deduction for personal belongings that 
were damaged, destroyed or stolen: 

(I) Determine the decrease in the fair 
market value of each personal belonging 
by subtracting the fair market value of the 
personal belonging immediately after the 
hurricane from the fair market value of the 
personal belonging immediately before the 
hurricane, determined as described above. 
If a personal belonging was destroyed or 
stolen as a result of a 2005 Gulf hurricane 
its fair market value after the hurricane is 
zero. 

(2) Determine the basis of each of the 
personal belongings (generally its cost). 

(3) Compare the decrease in fair mar
ket value (from step I) to the basis of 
the personal belonging (from step 2). 
From the lesser of the basis or decrease in 
fair market value, subtract any insurance 
or other reimbursements the individual 
receives or expects to receive for the per
sona! belonging. 

.02 Exclusions. An individual may not 
use the Personal Belongings Safe Harbor 
Method for a boat, aircraft, mobi!e home, 
trailer, vehicle, or an antique or other asset 
that maintains or increases its value over 
time. For purposes of this revenue proce
dure, a vehicle is an automobile, motor
cycle, motor home, recreational vehicle, 
sport utility vehicle, off-road vehicle, van, 
or truck. 

An individual may determine the pre
hurricane value of a boat, aircraft, mobile 
home, trailer, or vehicle by consulting es
tablished pricing sources. See Rev. Rul. 
2002-67,2002-2 C.B. 873. 

Personal Belongings Valuation Table 

Percentage of Replacement Cost to Use 

.03 Example. An individual's personal belong
ings included a chair destroyed by Hurricane Wilma 
within the Hurricane Wilma disaster area. The indi
vidual purchased the chair for $70 four years prior to 
Hunic3ne Wilmet. The cost to replace the chair with 
a new chair is $100. The chair is not insured. 

Using the Personal Belongings Safe Harbor 
Method. the individual computes the fair market 
value of the chair immediately before the hurricane 
by multiplying the current replacement cost l)f the 
chair. $100. by the applicable percentage of replace· 
ment cost from the Personal Belongings Val~ation 
table. 60%: 

$100 x 60% = $60 

The individual detennines the decrease in the fair 
market value of the chair by subtracting $0, the fair 
market value of the chair immediately after the hur· 
ricane, from $60, the fair market value of the chair 
immediately before the hurricane. 

$60 - 0 = $60 

The individual compares the ba,is of $70 to the 
decrease in fair market value of $60. Since the de· 
crease in fair market value is less than the basis. the 
individual is entitled to a casualty loss deduction of 
$60. 

SECTION 8. EFFECTIVE DATE 

This revenue procedure is effective 
for losses that arose in the (I) Hurricane 
Katrina disaster area on or after August 
25, 2005, and are attributable to Hurri
cane Katrina; (2) Hurricane Rita disaster 
area on or after September 23, 2005, and 
are attributable to Hurricane Rita; and (3) 

Hurricane Wilma disaster area on or after 
October 23, 2005, and are attributable to 
Hurricane Wilma. 

90% 

80% 

70% 

60% 

50% 

40% 

30% 

20% 

10% 

SECTION 9. REPORTING ON FORM 
4684 

Individuals who use one of the per
sonal-use residential real property safe 
harbor methods provided in section 4 of 
this revenue procedure should attach a 
statement to Form 4684, Casualties and 
The/rs, stating that the individual used 
"Rev. Proc. 2006-32 to determine the 
individual's Hurricane Katrina. Rita, or 

Wilma (as applicable) casualty loss de
duction and list the specific safe harbor 
method used, including the table numbers, 
where applicable (for example, "I!We 
used Rev. Proc. 2006-32 in determining 
my/our Hurricane Katrina casualty loss 
deduction using the Cost Indexes Safe 
Harbor Method, specifically Tables 3, 

6, and 7."). Also, in completing Form 
4684, if an individual USeS any of the 
personal-use residential real property safe 
harbor methods in section 4 of this revenue 
procedure, for each of those properties do 
not enter an amount in line 5 or 6 and 
enter the decrease in fair market value 
determined under the safe harbor method 
on line 7 and mark "Revenue Procedure 
2006-32" in red ink on the top of the Form 
46g4. 

SECTION 10. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-0074. Please refer to the Paperwork 
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Reduction Act statement accompanying DRAFTING INFORMATION 

Fonn 1040, U.S. Indiridual Income Tax 
Return, for further infonnation. The principal author of this revenue 
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procedure is Nonna Rotunno of the Of
fice of Associate Chief Counsel (Income 

Tax & Accounting). For further infor

mation regarding this revenue procedure, 
contact Ms. Rotunno at (202) 622-7900 
or Sharon Hall at (202) 622-4950 (not a 

toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Revisions to Regulations 
Relating to Repeal of Tax 
on Interest of Nonresident 
Alien Individuals and Foreign 
Corporations Received 
From Certain Portfolio Debt 
Investments 

REG-l 18775-06 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
and notice of public hearing. 

SUMMARY: This document contains pro
posed regulations under sections 871 and 
881 of the Internal Revenue Code (Code) 
relating to the exclusion from gross in
come of portfolio interest paid to a non
resident alien individual or foreign corpo
ration. These regulations clarify how the 
portfolio interest rules apply with respect 
to interest paid to a partnership (or simple 
or grantor trust) that has foreign partners 
(or beneficiaries or owners). This docu
ment also provides notice of a public hear
mg. 

DATES: Written or electronic comments 
must be received by August 13,2006. Out
lines of topics to be discussed at the public 
hearing scheduled for Thursday. Septem
ber 7, 2006, at JO a.m., must be received 
by August 24, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 18775-06), 
room 5203, Internal Revenue Ser
vice, POB 7604, Ben Franklin Station, 
Washington, DC 20044. Submissions 
also may be hand-delivered Monday 
through Friday between the hours of 
8 a.m. and 4 p.m. to: CC:PA:LPD:PR 
(REG-118775-06), Courier's Desk, In
ternal Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC, or sent 
electronically, via the IRS Internet site at 
www.irs.govlregs or via the Federal eRule-

making Portal at www.regulations.gov 

(IRS REG-118775-06). The public hear
ing will be held in the IRS Auditorium. 
Internal Revenue Building, 1111 Constitu
tion Avenue, NW, Washington, DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Jason Kleinman, (202) 
622-3840: concerning the submissions 
of comments, the hearing, and/or to be 
placed on the building access list to at
tend the hearing, Richard Hurst, (202) 
622-7180 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 871(a) of the Code imposes a 
tax of 30 percent on United States (U.S.) 
source fixed or determinable annual or 
periodic (FDAP) income received by a 
nonresident alien individual to the extent 
the amount so received is not effectively 
connected with the conduct of a trade or 
business within the U.S. Section 881(a) 
imposes a similar tax with respect to 
FDAP income received by a foreign cor
poration. Pursuant to these sections, U.S. 
source interest generally is considered 
FDAP income and is subject to tax. See 
sections 871(a)(1)(A) and 881(a)(1 leA). 
This tax generally is collected by means 
of withholding under sections 1441 and 
1442, which require a payor of FDAP in
come to withhold 30 percent of the gross 
amount of such payment, unless the ben
eficial owner claims a reduced rate of tax 
on such interest under an applicable Code 
or treaty provision. See §§ 1.1441-l(b)( 4) 
and 1.1441-6. 

Notwithstanding the general imposition 
of tax on U.S. source interest under sec
tions 871(a) and 881(a), sections 871(h) 
and 881(c), respectively, provide that no 
tax is imposed in the case of portfolio in
terest received by a nonresident individ
ual or foreign corporation. Under section 
871 (h)(2) and section 881 (c )(2), respec
tively, portfolio interest includes any in
terest (including original issue discount) 
that would be subject to tax under section 
871(a) or section 881(a) but for section 
871(h) or section 881(c). 

However, both sections 871 (h)(3)( A) 
and 881 (c)(3 )(B) provide, among other 
limitations, that portfolio interest does 
not include interest received by a IO-per
cent shareholder, as defined in section 
871(h)(3)(B). Section 871(h)(3)(B) pro
vides that the term 10-percent shareholder 
means, in the case of an obligation issued 
by a corporation, any person who owns 
10 percent or more of the total combined 
voting power of all classes of stock of such 
corporation entitled to vote. or, in the case 
of an obligation issued by a partnership, 
any person who owns 10 percent or more 
of the capital or profits interest in such 
partnership. 

Section 871 (h)(3 )(C) provides that the 
attribution rules of section 318 apply, with 
three modifications, for purposes of deter
mining whether a person is a 10-percent 
shareholder (the IO-percent shareholder 
test) of the obligor. The first modification 
provides that the attribution of stock from 
a corporation is made without regard to the 
50 percent threshold set forth in section 
318(a)(2)(C). The second modification 
provides that the attribution of stock to a 
corporation is made without regard to the 
SO percent threshold set forth in section 
318(a)(3)(C), but if a corporation would 
not be attributed a shareholder's stock in 
another corporation but for the removal of 
the 50 percent threshold, then the corpo
ration is only attributed that portion of the 
shareholder's stock in slIch other corpora
tion as the value of the shareholder's stock 
in the corporation bears to the value of all 
stock in the corporation. The third modi
fication provides that if a per~on i~ treated 
as owning stock after the application of 
section 31R(a)(4) (relating to options to 
acquire stock being treated as stock ac
tually owned), then such stock shall not 
be treated as actually owned by such per
son for purposes of attributing ownership 
to other persons under section 318(a)(2) 
or 0). The flush language of section 
871(h)(3) also provides that, under regu
lations, rules similar to the rules described 
above shall apply when determining the 
ownership of the capital or profits interest 
in a partnership obligor for purposes of 
applying the IO-percent shareholder test. 

Notwithstanding the general uefinition 
of a 10-percent shareholder and the appli-
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cation of section 318 described in section 

871 (h)(3), neither the Code nor the legisla

tive history applicable to section 871 (h)(3) 

specifically addresses how the la-percent 

shareholder test is to apply when interest is 

paid to a partnership that has foreign part

ners. That is, neither the Code nor the leg

islative history explicitly provides whether 

the la-percent shareholder test should be 

applied at the foreign partner level, the 
partnership level, or both levels. 

Explanation of Provisions 

I. in General. 

These proposed regulations address 

the application of the la-percent share
holder test in section 871 (h)(3) when a 

nonresident alien individual or foreign 
corporation is a partner in a partnership 
that is paid interest. In doing so, the pro
posed regulations address the two key 
points needed to apply the test. First, the 
regulations address the issue of which per
son "receives" interest for purposes of the 
la-percent shareholder test. Second, the 
proposed regulations address the time at 
which a withholding agent must determine 
if the person who receives the interest is 
a la-percent shareholder. Because similar 
issues arise with respect to interest paid 
to a simple trust or grantor trust, the pro
posed regulations also provide rules for 
that context. 

2. Person Who "Receives" Interest for 
Purposes of the lO-percent Shareholder 

Test. 

Section 871 (h)(3) generally provides 
that interest received by a 10-percent 
shareholder is not considered portfolio 
interest exempt from taxation. When a 
partnership with foreign partners holds 
a debt instrument, the issue arises as to 
whether the withholding agent should ap
ply the 10-percent shareholder test at the 
partner level (because such partner is the 
heneficial owner of the interest within 
the meaning of §1.1441-I(c)(6))' at the 
partnership level (because the partner
ship holds the debt instrument). or at both 
levels. The conclusion as to the level or 
levels at which the 10-percent shareholder 
test is applied is necessarily a conclusion 
as to the person or persons considered to 
"receive" thc interest for purposes of the 
test. As mentioned, neither section 871 (h) 
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nor the legislative history explicitly ad

dresses this issue. However, the IRS and 

the Treasury Department have previously 

stated that, based upon the authority of 

subchapter K and the policies underlying 

a particular provision of the Code, a part

nership may be treated as an aggregate of 

its partners or as an entity separate from 

its partners, depending on which charac

terization is more appropriate to carry out 
the purpose of the Code or regulatory pro

vision. See T.D. 9008, 2002-2 C.B. 335 

[67 FR 48020]: Rev. Rul. 89-85, 1989-2 

C.B. 218: H.R. Conf. Rep. No. 2543, 83 rd 

Cong., 2d Sess. 59 (1954); See also T.D. 
9240,2006-7 I.R.B. 454 [71 FR 2462]. 

After considering the alternatives, the 
IRS and the Treasury Department con

clude that the la-percent shareholder test 
should apply at the foreign partner level to 
the nonresident alien individual or foreign 
corporation that is the beneficial owner 
of the income. Accordingly, the proposed 
regulations provide that when interest is 
paid to a partnership, the persons who 
receive the interest for purposes of apply
ing the lO-percent shareholder test are the 
nonresident alien individual partners and 
the foreign corporations that are partners 
in the partnership. The la-percent share
holder test is then applied by determining 
each such person's ownership interest in 
the obligor. No inference is intended as 
to whether other limitations set forth in 
the definition of portfolio interest should 
be considered at the partner level, part
nership level, or at both levels (section 
881(c)(3)(A)). 

The approach taken in the proposed reg
ulation is supported by the statute and leg
islative history which convey Congress' 
desire to facilitate the efficient and effec
tive flow of foreign capital to U.S. bor
rowers while distinguishing true portfo
lio investors in the obligor from foreign 
persons making direct (ten percent) eq
uity investments in U.S. operations. See 
S. Rep. No. 98-169, 9g Cong., 2d Sess. 
416 (1984); H.R. Rep. No. 98-861, 98 
Cong .. 2d Sess. 936 (1984); See also, 
Staff of the Joint Comm. on Tax'n, 98th 

Cong., General Explanation of the Rev
enue Provisions of the Deficit Reduction 
Act of 1984, at 391-394. With regard to 
the statute, it is clear from subchapter K, 
section 871, and section 881 that, in the 
absence of the portfolio interest exception, 
the tax on interest paid to a partnership is 

substantively imposed on the nonresident 
alien individual or foreign corporation that 

is a partner in the partnership. That is, 

the beneficial owner with respect to in

terest paid to a partnership is the foreign 
partner (other than a partner that is itself 

a passthrough entity) and not the partner

ship. Based upon this fact, the IRS and the 

Treasury Department believe that apply

ing the la-percent shareholder test in sec
tion 871 (h)(3) at the partner level is consis

tent with the statutory framework of sec
tions 871(h)(1) and 881(c)(l) which pro

vide that portfolio interest "received by 

a nonresident individual" or "received by 

a foreign corporation", respectiVely, from 

sources within the U.S. is exempt from tax
ation under sections 871 (a) and 881 (a). 

Further, notwithstanding the general 
regime for imposing tax under sections 
871 and 881, the IRS and the Treasury 

Department do not believe that in en
acting the la-percent shareholder test, 
Congress intended for the test to be ap
plied at the partnership level. Such an 
interpretation would condition a foreign 
beneficial owner's entitlement to the port
folio interest exception on the ownership 
in the obligor held by either a person that 
is not a taxpayer (the partnership) or a 
person who is wholly unrelated to the 
beneficial owner (another partner in the 
partnership). The practical effect of this 
interpretation would be to characterize 
interest payments made to a partnership 
as being received by a IO-percent share
holder in many cases where there is no 
apparent abuse, thereby disallowing a tax 
benefit to foreign persons, and impairing 
the free-flow of foreign capital to U.S. 
business, solely because a foreign person 
acted indirectly rather than directly with 
its U.S. borrower. For example, if lao un
related nonresident alien individuals and 
foreign corporations invest in a partner
ship that holds 10 percent of a domestic 
corporation, and such domestic corpo
ration pays U.S. source interest to the 
partnership, each of the foreign partners in 
the partnership would be denied the ben
efit of the portfolio interest exception if 
the 10-percent shareholder test is applied 
at the partnership level. The same result 
occurs if unrelated U.S. persons that are 
partners in the partnership hold, in combi
nation with the partnership, 10-percent of 
the domestic corporate obligor. The IRS 
and the Treasury Department believe that 



such a result is inapposite to the statutory 
framework and underlying purpose of the 
statute, especially considering that sec
tion 871 (h) invokes the attribution rules 
of section 318 for the purpose of policing 
the lO-percent shareholder prohibition, 
and generally liberalizes the application of 
such rules to reach more subtle ownership 
arrangements. 

3. Time When lO-percent Shareholder 
Test is Applied. 

Section 871 (h)(3) does not explicitly 
provide the time at which the IO-percent 
shareholder test is applied. Thus, an issue 
arises as to whether the test is applied at 
the beginning of the year, on each interest 
payment date, at the end of the year, at 
all times during the year, or at some other 
time. Consistent with the withholding 
regime under sections 1441 and 1442, 
the proposed regulations provide that the 
10-percent shareholder test is applied with 
respect to a nonresident alien individual or 
foreign corporation that is a partner in the 
partnership at the time that a withholding 
agent, absent any exceptions, would oth
erwise be required to withhold under sec
tions 1441 and 1442 with respect to such 
interest. See §1.l441-3(b). For example. 
in the case of U.S. source interest paid 
by a domestic corporation to a domestic 
partnerShip or withholding foreign part
nership (as defined in §1.l441-5(c)(2», 
the 1 O-percent shareholder test is applied 
on the earliest of when the interest is 
distributed by the partnership to the for
eign partner, the date that the statement 
under section 6031 (c) is mailed or other
wise provided to such partner, or the due 
date for furnishing such statement. See 
§§1.1441-5(b)(2) and 1.1441-5(c)(2)(iii). 

4. Application of the IO-percent 
Shareholder Test to Interest Paid to a 
Simple or Grantor Trust. 

Under subchapter J of the Code, a trust 
generally computes it taxable income in 
the same manner as an individual. See sec
tion 641(b). However, subchapter J con
tains rules that generally permit a trust re
quired to distribute all of its income cur
rently (simple trust) a deduction for the 
amounts it is required to distribute. See 
section 651. To the extent a simple trust 
claims a deduction for amounts it is re
quired to distribute to its beneficiaries, the 

trust acts as a passthrough entity because 
such amounts are generally subject to tax
ation in the hands of the beneficiaries of 
the trust under section 652. 

Further, subchapter J contains so called 
grantor trust rules pertaining to trust ar
rangements where a grantor or other per
son has retained rights or powers with re
spect to trust property or trust income. See 
sections 671-679. Pursuant to the grantor 
trust rules, the grantor or other person may 
be considered the owner of all or a portion 
of the trust. To the extent that the grantor 
or other person is considered the owner of 
any portion of a trust, the grantor or other 
person (and not the trust) is required to take 
into account those items of income, de
duction, and credit attributable to the por
tion owned when computing the grantor or 
other owner's taxable income. See section 
671. 

When interest is paid to a simple trust or 
a grantor trust, an issue arises as to whether 
the IO-percent shareholder test should be 
applied at the trust or beneficiary or owner 
level. Accordingly, the proposed regula
tions provide rules for that context. Un
der the proposed regulations, when inter
est is paid to a simple trust or grantor trust 
and such interest is distributed to or in
cluded in the gross income of a nonresident 
alien individual or foreign corporation that 
is a beneficiary or owner of such trust, as 
the case may be, the withholding agent is 
to apply the rules of the proposed regula
tions with respect to determining whether 
a lO-percent shareholder has received in
terest, at the beneficiary or owner level. 
Further, the 10-percent shareholder test is 
applied with respect to a nonresident alien 
individual or foreign corporation thaI is a 
beneficiary of a simple trust or an owner of 
a grantor trust at the time that a withhold
ing agent, absent any exceptions, would 
otherwise be required to withhold under 
sections 1441 and 1442 with respect to 
such interest. 

Effective Date 

These proposed regulations apply to in
terest paid on obligations issued on or after 
the date that the regulations are issued as 
final regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 

regulatory action as defined in Executive 
Order 12866. Therefore. a regulatory as
sessment is not required. It has also been 
determined that section 553(b) of the Ad
ministrative Procedure Act (5 U.s.c. chap
ter 5) does not apply to these regulations. 
and, because the regulations do not im
pose a new collection of information on 
small entities. the Regulatory Flexibility 
Act (5 U.s.c. chapter 6) does not apply. 
Pursuant to section 7805(f) of the Code. 
this notice of proposed ru!emaking will be 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed anginal and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. The Treasury Depart
ment and the IRS request comments on 
the clarity of the proposed rules and how 
they can be made easier to understand. All 
comments will be available for public in
spection and copying. 

A public hearing has been scheduled for 
September 7,2006, beginning at 10 a.m., 
in the IRS Auditorium, Internal Revenue 
Building, IIII Constitution Avenue, NW, 
Washington. DC Due to building security 
procedures, visitors must enter at the Con
stitution Avenue entrance. In addition, all 
visitors must present photo identification 
to enter the building. Because of access 
restrictions, visitors will not be admitted 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing, see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
preamble. 

The rules of26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline of the topics to be discussed 
and the time to be devoted to each topic 
(a signed original and eight (8) copies) by 
July 13,2006. A period of 10 minutes will 
be allotted to each person for making com
ments. An agenda showing the scheduling 
of the speakers will be prepared after the 
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deadline for receiving outlines has passed. 

Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal author of the proposed 
regulations is Jason Kleinman, Office of 

Associate Chief Counsel (International). 

However, other personnel from the IRS 

and the Treasury Department participated 
in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section l.871-14 is amended as 

follows: 
I. Paragraphs (g) and (h) are redes

ignated as paragraphs (h) and (i), respec
tively. 

2. New paragraph (g) is added. 
The addition reads as follows: 

§1.871-14 Rule.'i relating to repeal of tax 

on interest of nonresident alien individuals 
and foreign corporations received from 
ceHain purtfuliu debt investments. 

* * * * * 
(g) Portfulio interest not to include 

interest received by JO-percent share
holders-( I) In general. For purposes of 
section 871 (h), the term portfolio interest 
shall not include any interest received by 
a I O-percent shareholder. 

(2) Ten-percent shareholder-Ii) In 
general. The term lO-percent shareholder 
means-

(A) In the case of an obligation issued 
by a corporation, any person who owns 
10-percent or more of the total combined 
voting power of all classes of stock of such 
corporation entitled to vote: or 

(B) In the case of an obligation issued 
by a partnership, any person who owns 
I O-percent or more of the capital or profits 
interest in such partnership. 
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(ii) Ownership-rAJ Stock ownership. 

For purposes of paragraph (g)(2)(i)(A) 

of this section, stock Oll'ned means stock 

directly or indirectly owned and stock 

owned by reason of the attribution rules 

of section 318(a), as modified by section 

871 (h)(3)(C). 

(B) Ownership of partnership ill

terest-(1) For purposes of paragraph 
(g)(2)(i)(B) of this section, rules similar to 

the rules in paragraph (g)(2)(ii)(A) of this 

section shall be applied in determining the 

ownership of a capital or profits interest in 

a partnership. 
(2) Special rules. [Reserved]. 
(3) Application of JO-percent share

holder test to partners receiving interest 

through a partnership-(i) Partner level 

test. Whether interest paid to a partner
ship and included in the distributive share 
of a partner that is a nonresident alien 
individual or foreign corporation, is re
ceived by a IO-percent shareholder, shall 
be determined by applying the rules of this 
paragraph (g) only at the partner level. 

(ii) Time at which lO-percent share

holder test is applied. The determination 
of whether a nonresident alien individual 
or foreign corporation that is a partner in 
a partnership is a lO-percent shareholder 
under the rules of section 87l(h)(3), sec
tion 881(c)(3), and this paragraph (g) with 
respect to interest paid to such partnership 
shall be made at the time that the with
holding agent, absent the provisions of 
section 871 (h), 881 (c) and the rules of this 
paragraph, would otherwise be required 
to withhold under sections 1441 and 1442 
with respect to such interest. For example, 
in the case of U.S. source interest paid 
by a domestic corporation to a domestic 
partnership or withholding foreign part
nership (as defined in §1.1441-5(c)(2», 
the I O-percent shareholder test is applied 
on the earliest of when the interest is 
distributed by the partnership to the for
eign partner, the date that the statement 
under section 6031(c) is mailed or other
wise provided to such partner, or the due 
date for furnishing such statement. See 
§ 1.1441-5(b)(2) and (c)(2)(iii). 

(4) Application of JO-percent share
holder test to interest paid to a simple 
trust or grantor trust. Whether interest 
paid to a simple trust or grantor trust and 
distributed to or included in the gross in
come of a nonresident alien individual or 

foreign corporation that is a beneficiary or 
owner of such trust, as the case may be, is 
received by a I O-percent shareholder, shall 

be determined by applying the rules of this 

paragraph (g) only at the beneficiary or 
owner level. The IO-percent shareholder 

test is applied with respect to a nonresident 
alien individual or foreign corporation that 

is a beneficiary of a simple trust or an 
owner of a grantor trust at the time that a 

withholding agent, absent any exceptions, 

would otherwise be required to withhold 

under sections 1441 and 1442 with respect 

to such interest. 
(5) Effective date. The rules of this 

paragraph (g) apply to interest paid on 
obligations issued on or after the date these 

regulations are issued as final regulations. 
Par. 3. Section \.881-2(a)(6) is added 

to read as follows: 

§1.881-2 Taxation offoreign corporations 

not engaged in U.S. business. 

(a) * * * 
(6) Interest received by a foreign cor

poration pursuant to certain portfolio debt 
instruments is not subject to the t1at tax of 
30 percent described in paragraph (a)(I) 
of this section. For rules applicable to a 
foreign corporation's receipt of interest on 
certain portfolio debt instruments, see sec
tions 871 (h), 88l( c), and § l.871-14. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by the Office of the Federal Register on June 12.2006. 
8:45 a.m .. and published in the issue of the Federal Register 
for June 12, 2006. 71 F.R. 34047) 

Guidance Under Section 1502; 
Amendment of Tacking Rule 
Requirements of Life-Nonlife 
Consolidated Regulations; 
and Guidance Necessary to 
Facilitate Business Electronic 
Filing and Burden Reduction; 
Correction 

Announcement 2006-46 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 



SUMMARY: This document contains cor
rections to temporary regulations (T.D. 
9258,2006-20 I.R.B. 886) that were pub
lished in the l<'ederal Register on Tuesday 
April 25, 2006 (71 FR 23856) relating 
to guidance regarding amendments to 
tacking rule requirements of Life-Nonlife 
consolidated regulations under section 
1502; and final and temporary regulations 
(T.O. 9264, 2006-26 I.R.B. 1150), that 
were published in the Federal Register 
on Tuesday, May 30, 2006 (71 FR 30591) 
relating to guidance necessary to facilitate 
business electronic filing and burden re
duction. 

DATES: The amendment to § 1.1502-76T 
that was published April 25, 2006, is ef
fective April 25, 2006. The amendments 
to §§ 1.1563-1 and 602.l Oland the re
moval of § 1.1501-76T that was published 
on May 30, 2006, is effective May 30, 
2006. 

FOR FURTHER INFORMATION 
CONTACT: Grid Glyer, (202) 622-7930 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations (TO. 9258) 
and final and temporary regulations (TO. 
9264) that are the subject of these cor
rections are under sections 332, 351, 355, 
368, 1081, 1502, and 1563 of the Internal 
Revenue Code. 

Need for Correction 

As published, TO. 9258 and T.D. 9264 
contain errors that may prove to be mis
leading and are in need of clarification. 
T.O. 9264 added §1.l502-76T in error, as 
§ 1.1502-76T was previously codified by 
TO. 9258. This correcting amendment 
amends §1.l502-76T as codified by TD. 
9258, and removes §1.1502-76T as codi
tied by T.D. 9264. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR parts 1 and 602 
are corrected by making the following cor
recting amendments: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.1502-76T published 

on April 25, 2006, as TO. 9258 is amended 
by revising paragraphs (b) through (c)(3) 
and adding paragraph Cd) to read as fol
lows: 

§1.lS02-76T Taxable year afmembers of 
group (temporary). 

* * * * *" 
(b) through (b)(2)(ii)(C) [Reserved]. 

For further guidance, see § 1.1502-76(b) 
through (b)(2)(ii)(C). 

(0) Election-(l) Statement. The 
election to ratably allocate items un
der paragraph (b)(2)(ii) of §1.1502-76 
must be made in a separate statement 
entitled, "THIS IS AN ELECTION UN
OER §1.l502-76(b)(2)(ii) TO RATABLY 
ALLOCATE THE YEAR'S ITEMS OF 
[INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER OF THE 
MEMBER]." The election must be filed 
by including a statement on or with the 
returns including the items for the years 
ending and beginning with S's change 
in status. If two or more members of 
the same consolidated group, as a conse
quence of the same plan or arrangement, 
cease to be members of that group and 
remain affiliated as members of another 
consolidated group, an election under this 
paragraph (b)(2)(ii)(0)(l) may be made 
only if it is made by each such mem
ber. Each statement must also indicate 
that an agreement, as described in para
graph (b)(2)(ii)(D)(2) of this section, has 
been entered into. Each party signing the 
agreement must retain either the original 
or a copy of the agreement as part of its 
records. See §1.6001-I(e). 

(2) Agreement. For each election un
der § 1.1502-76 (b )(2)(ii), the member and 
the common parent of each affected group 
must sign and date an agreement. The 
agreement must-

(i) Identify the extraordinary items, 
their amounts, and the separate or consol
idated returns in which they are included; 

(il) Identify the aggregate amount to be 
ratably allocated, and the portion of the 

amount included in the separate and con
solidated returns; and 

(iii) Include the name and employer 
identification number of the common par
ent (if any) of each group that must take 
the items into account. 

(b)(2)(iii) through (cl [Re-
served]. For further guidance, see 
§1.l502-76(b)(2)(iii) through (c). 

(d) Effective date-(l) Applicability 
date-(ij Paragraph (a) of this section ap
plies to any original consolidated Federal 
income tax return due (without extensions) 
on or after April 25, 2006. 

(ii) Paragraph (b)(2)(ii)(D) of this sec
tion applies 10 any original consolidated 
Federal income tax return due (without ex
tensions) after May 30, 2006. However, 
a consolidated group may apply this sec
tion to any original consolidated Federal 
income tax return (including any amended 
return filed on or before the due date (in
cluding extensions) of ~uch original re
turn) timely filed on or after May 30, 2006. 

(2) Expiration date-(i) The applicabil
ity of paragraph (a) of this section will ex
pire on April 25, 2009. 

(ii) The applicability of paragraph 
(b )(2)(ii)(D) of this section will expire on 
May 26, 2009. 

§1.lS02-76T [Removed] 

Par. 3. Section 1.1502-76T published 
on May 30, 2006, as TO. 9264 is removed. 

Par. 4. Section 1.1563-1 is amended 
by adding paragraph (c)(2)(iv) and revis
ing paragraph (e) to read as follows: 

§ J.lS63- / Definition of controlled group 
of corporations and component members. 

* * * * * 
(c) * * * 
(2) * * * 
(iv) The provisions of this paragraph 

(c )(2) may be illustrated by the following 
examples (in which it is assumed that all 
the individuals are unrelated): 

Example 1. On each day of I ')70 all the outstand· 
ing stock of corporations M, N, and P is held in the 
following manner: 
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Individuals 

A ... 

B. 

C 

Since the mllre-than-5()-percent stock o\lncrship 

rcyulrement of section 150)1 a 112)( B 1 is Illet " ith re
spect to corporations M and N and with respect to l'or

poral1ons Nand P. but not II ith respect to corporations 
M. :--J. anu P. corporation NIl ()uld. "ithout the appli
catHln of this paragraph I.CII:!)' he a componenl mem-

o 
E 
F. 

G 
H 

I. 

Inuividuals 

On Decemher 31. 1970. the more-than-50-per
cent stock ownership requirement of section 
150){a)J2)(B) may he met with regard to any com

hination of the corporatIOns hut all five corporations 
cannot be included as component memhers of a 
single controlled group because the inclusion of all 
the l'orporations in a single group would be depen
dent upon taking into account the stock ownership 
of more than five persom. Therefore. if the corpo
rations uo not file a statement in accordance with 
~ 11503-1 T( c)(2)( ii). the Internal Revenue Service 
will determine the group in which each corporation 
is to he included. The corporations or the Internal 
Revenue Service. as the case may he. may designate 
that three corporations be included in one group 
and two corporations in another. or that any four 

corporations he included in one group and that the 
remaining corporation not be incluued in any group. 

(d) * * * 
(e) [Reserved]. For further guidance, 

see * I. I 563-1T(e)( I). 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION 
ACT 

Par. 5. The authority citation for part 
602 continues to read in part as follows: 

Authority: 26 U.S.c. 7805. 

*602.101 [Amended] 

Par. 6. Section 602.101, paragraph 
(h) is amended by removing the entries for 
1.332-6, 1.351-3, U55-S, 1.368-3. and 
1.1 OK I-II. 
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55"( 

40'+ 
5(+ 

her on Decemher 31. 1970. of overlappmg groups 
((ll1sisting of M and N and of Nand P. If N does 

not file an election in accordance with ~ 1.1563-1 T 

(c)(2)1il. the Internal Revenue Service will determine 

the group in which N is to be included. 

S T 

52'7( 52'7r 

400/( 2(Jr 

20/( 400/r 

2% 2'7c 

......... 2% 2% 

.......... 2% 2'7r 

Cynthia E. Grigsby. 
Senior Federal Register Liaison Officer. 

Publications and Regulations Branch. 
Associate Chief Counsel 

(Procedure and Administration). 

(Filed by the Office of the Federal Register on June 8. 2006. 
3:47 p.m .. and published in the issue of the Federal Regisler 
for June 13. 2006. 71 F.R 34009) 

Guidance Necessary to 
Facilitate Business Electronic 
Filing and Burden Reduction; 
Correction 

Announcement 2006-47 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to notice of pro
posed rule making by cross-reference to 
temporary regulations. 

SUMMARY: This document contains cor
rections to a notice of proposed rulemak
ing by cross-reference to temporary regu
lations (REG-134317-05, 2006-26 I.R.B. 
1184) that was published in the Federal 
Register on Tuesday, May 30, 2006 (71 
FR 30640) relating to guidance necessary 
to facilitate business electronic filing and 
burden reduction. 

Corpllrations 

N P 

~or; ~C! _,c 

:!OC; 40Ck 

~O'( 55'7c 

Ell/lllp"''? On each day of 1970. all the outstand

ing stock of corporations S. T. W. X. and Z is held in 
the following manner: 

Corporations 

W X Z 

52% 529< 52% 

2C;~ 2% 2C!r 

2'7r 2% 2% 

40O/C· 29< 2'7c 

2% 409< 29< 

20/r 2% 40% 

FOR FURTHER INFORMATION 
CONTACT: Grid Glyer, (202) 622-7930 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The notice of proposed rulemaking by 
cross-reference to temporary regulations 
(REG-134317-05) that are the subject of 
these corrections is under sections 1502 
and 1563 of the Internal Revenue Code. 

Need for Correction 

As published, the notice of proposed 
rulemaking by cross-reference to tempo
rary regulations (REG-134317-0S) con
tains errors that may prove to be mislead
ing and is in need of clarification. 

Correction of Publication 

Accordingly, the notice of proposed 
rulemaking by cross-reference to tempo
rary regulations (REG-134317-0S), that 
was the subject of FR Doc. 06-4872, is 
corrected as follows: 

I. On page 30640, column 3, under 
the heading "Background and Explanation 
of Provisions", the fourth through sixth 
lines from the bottom of the paragraph, 
the language "1.IS02-76T, l.lS02-9ST, 
I. 1 563-1T, 1.1563-3T, and amend part 
602 to add § 1.6012-2T." is corrected to 



read "1. 1 502-95T. 1.1563-lT. 1.l563-3T. 
and revise § I.lS02-7 6 T; and amend part 
602 to add §1.6012-2T." 

2. On page 30642. column 1. under Par. 
22., the language "paragraph (c)(2)" is cor
rected to read "paragraph (c)(2)(i) through 
(iii)". 

Cynthia E. Grigsby, 
Senior Federal Register Liaison Officer, 

Publications and Regulations Branch. 
Associate Chief Counsel 

(Procedure and Administration). 

(Filed by the Office of the Federal Register on June S, 2001>, 
3:47 p,rn" and published in the issue of the Federal Register 
for June 13,2006,71 F.R. 34046) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 4975.-Tax on 
Prohibited Transactions 
26 eFR 141.·N75-13: {)etillirwlI ,,' ··/111101/111 ill
\()I\·~d" lIIui ··correel/oll". 

Prohibited transactions; first tier 
excise tax calculations, This ruling de
scribes how the amount involved is cal
culated with respect to the section -l975 
prohibited transaction excise tax if ,m 
employer does not timely P;}Y elective 
ueferrah to a qualified plan. 

Rev. Rul. 2006-38 

ISSUE 

What is the amount involved. for pur
poses of calculating the prohibited trans
action excise tax under ~ 4975 of the Inter
nal Revenue Code. if an employer does not 
timely pay elective deferrals to a qualified 
plan? 

FACTS 

Employer X sponsors a calendar year 
profit-sharing plan that is qualified under 
§ 401(a) of the Internal Revenue Code and 
contains a qualified cash or deferred ar
rang.ement described in § 401(k). Employ
ee, of Employer X are paid on a payment 
date following the close of each payroll pe
riod. Pursuant to the terms of the plan, 
during a specific payroll period, a portion 
of the pay of each employee was withheld 
from his or her pay in accordance with 
a cash or deferred election made by the 
employee. The aggregate amount w·ith
held for all employees for that payroll pe
riod totaled $100,000. Although Employer 
X could reasonably segregate this 3mount 
from its general assets and tr3nsmit it 10 

the plan on December 8, 2004. Employer 
X failed to do so, and did not correct the 
failure until December 30, 2005. 

The interest rate for underpayments un
der ~ 6621(a)(2) was 5 percent on Decem
ber 8, 2004. and on January I, 2005. 

LAW AND ANALYSIS 

Section 4975(a) impo~es a 150'(' excise 
tax (the first tier excise tax) on a prohib
ited transaction. In addition, ~ 4975(b) im
poses a 100S0 excise tax (the second tier 
excise tax) on a prohibited transaction if 
that prohibited transaction is not corrected 
during the taxable period. The tax applies 
to any disqualified person who participates 
in the prohibited transaction (other than 
a fiduciary acting only as such) Under 

~ 4975. the applicable excise tax is applied 
to the amount involved in the prohibited 
transaction. l 

Section 4975(c)(I)( 0)2 defines a pro
hibited transaction to include any direct 
or indirect transfer to, or use by or for 
the benefit of. a disqualified person of the 
income or assets of a plan. In addition. 
§ 4975(c)( I )(E) defines a prohibited trans
action to include any act by a disquaJi
fied person who is a fiduciary whereby the 
fiduciary deals with the income or assets 
of a plan for his or her own interest or for 
his or her own account. Section 4975(e )(2) 
includes in its definition of a disqualified 
person an employer any of whose employ
ees are covered by the plan. 

Section 4975(f)(4) defines the term 
"amount involved," generally. as the 
g.reater of (I) the amount of money and 
the fair market value of the other property 
given or (2) the amount of money and the 
fair market value of the other property 
received in such transaction. For purposes 
of the first tier excise tax. the fair market 
value is determined as of the date on which 
the prohibited transaction occurs. whereas, 

for purposes of the second tier excise tax. 
the fair market value is the highest fair 
market value during the taxable period 
described in § 4975(f)(2). 

Section 4975(f)(2) define~ the term 
"taxable period" as the period beginning 
with the date on which the prohibited 
transaction occurs and ending on the ear
liest of (I) the date of the mailing of a 

statutory notice of deficiency. (2) the date 
on which the first tier excise tax is as
sessed. or (J) the date on which correction 
of the prohibited transaction is completed. 

Section 4975(f)(5) defines "correction" 
as undoing the transaction to the extent 
possible, but in any case placing the plan 
in a financial position not worse than that 
in which it would be if the disqualified per
son were acting under the highest fiduciary 
standards. 

Section 141.4975-lJ of the Temporary 
Pension Excise Tax Regulations provides 
that. under paragraphs (4) and (5) of 
§ 4975(f), § 53.4941(e)-1 of the Founda
tion Excise Tax Regulations is controlling 
to the extent those regulations describe 
terms appearing both in § 4941(e) and 
§ 4975(f). The term "amount involved" 
appears in both § 4941(e) and § 4975(f). 

Section 53.4941(e)-I(b)(2)(ii) pro
vides that. where the transaction involves 
the use of money or other property, the 
amount involved is the greater of the 
amount paid for slIch lise or the fair mar
ket value of such use for the period for 
which the money or other property is 
used and the amount involved is deter
mined for the entire period that the money 
or other property is used. In addition, 
§ 53.4941(e)-\(e)(l) provides that, in the 
instance of a prohibited transaction that is 
a loan, an additional prohibited transaction 
is deemed to occur on the first day of each 
taxable year in the taxable period after the 
taxable year in which the use occurred. 
Example (2) of § 53.4941(e)-I(b)(4) il
lustrates this where principal and interest 
already have been repaid by stating that, 
in that context, the amount involved is the 
principal times the percentage that con
stitutes the fair market value of the use 
of money on the date of the transaction 
for each year or partial year in the taxable 
period. 

Rev. Rul. 2002-43, 2002-2 C.B. 85, 
addresses a prohibited transaction that 
spans multiple taxable years in a taxable 

I SCClllln I (l21 ,\ I III Rt'llrg,\I\I/Jtl\>n PI,1n Nll . .J lli" I ~7k 14.' F.R. 47713. October 17. 1975. I ~79-1 C.B . .J81J) generally pro\'ide, that the Secretary of Labor ha, the authority to i"ue regulation, 
Inkrrre'ting ~ -lY7:ilcl( II. Hll\\C\er. the Secreta" (\f the Trc",ur\ retain, the authorit) to i>lue rulmg,. etc,. to the extent nece"ary for the continued enforcement of ~ 41)75(al and (b) and 
~ -ll)7)\fH-+) 

~ Th~' DI.T...l.rtllll.Clll ,)t L~lhor h.)'-. ..l.J\ i'c-J th[!- Sen h:e- Ih.Jllhl! failure to remit Clllplo)cc contnbullon\ to an L:mplu)'t:t: benefit plan may con~titutc [l crimI: under I B U.S.C. 664 which provides. 

In rL'jnJnl pari. that ,ln~('1nl' \\ ho unla\\ full~ JnJ \~ 11 II ull! lpn\'ert~ to hi~ or her own u~e nr 10 the u .. e uf Jnuther. any Df the ITlune)~ ur fund ..... or olher a~~et~ of any employee benefit plan 
,h~IJJ he 'UhJt:'d l\l lh\' fJlll·;" .mJ/or lmpn,pnn1L~nl .J' prp\ lth.'d for und~r the pn)\'i .... iDn~ of lille 1~. Thl~ feyenUe ruhng doe~ not expre.\.\ any opmlOn (oncemmg 1he appjjcalion of title lR to the 
t.tl...'h -.,'1 f\lrth tn It 
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period where the first tier excise tax rate 
changes and illustrates that where interest 
is not repaid in a given year, that interest 
is added to the principal amount in the 
subsequent year. 

Section 2510.3-102 of the Department 
of Labor regulations provides that, for pur
poses of § 4975, amounts withheld from a 
participant's wages for contributions to a 
plan become plan assets as of the earliest 
date on which such contributions can rea
sonably be segregated from the employer's 
general assets. However, in the case of a 
plan, such as a section 401(k) plan, in no 
event does the date on which such con
tributions become plan assets occur later 
than the 15 th business day of the month 
immediately following the month in which 
the participant contributions are received 
by the employer (in the case of amounts 
that a participant or beneficiary pays to 

Date 
1. I 2/812004 
2. IIl/200S 

Principal 
$100,000 
$100,314 

an employer) or the 15th business day of 
the month following the month in which 
such amounts would otherwise have been 
payable to the participant in cash (in the 
case of amounts withheld by an employer 
from a participant's wages). 

In the facts above, the failure to trans
mit the contribution until December 30, 
2005, constitutes a prohibited transaction 
for 2004 and a prohibited transaction for 
2005 under § 4975(c)(l). Accordingly, 
(I) the amount involved for the 2004 pro
hibited transaction is interest on $100,000 
from December 8, 2004, to December 31, 
2004, and (2) the amount involved for the 
2005 prohibited transaction is interest on 
the new balance owed to the plan after in
creasing the principal as a result of there 
not being a correction of the 2004 pro
hibited transaction and is calculated from 
January 1, 2005, to December 30, 2005. 

Calculation of the amount involved 

Interest Rate 
.05 
.05 

The taxable period for the 2004 prohibited 
transaction begins on December 8, 2004 
and ends on December 30, 2005 (the date 
of the correction), and the taxable period 
for the 2005 prohihited transaction begins 
on lanuary 1, 2005 and ends on December 
30,2005 (the date of the correction). 

For purposes of calculating the § 4975 
excise tax on a timely filed Form 5330 
for a failure to transmit participant contri
butions or amounts that would have oth
erwise been payable to the participant in 
cash, under the authority of § 7805, the in
terest rate for underpayments described in 
~ 6621 (a)(2) on the date of the prohibited 
transaction is an appropriate rate used to 
calculate the amount involved. The fol
lowing illustrates the application of this 
rate to the facts above (and taking into ac
count only the first tier excise tax): 

Time 
.0628415 
.9972602 

Amount involved 
$314 

$5,002 

Calculation of the first tier excise tax under § 4975 

Act # 
I 

Date of Prohibited Transaction 
12/8/2004 

Taxable Period 
12/8104 to 12/30/05 
111105 to 12/30105 

2004 Taxable Year 
$314 

2005 Taxable Year 
$314 

$5,002 2 11112005 

Accordingly, the § 4975(a) first tier excise 
tax totals $844 ($47 plus $797). 

This revenue ruling only applies for 
purposes of determining the amount in
volved under § 4975 where there is a fail
ure to transmit participant contributions or 
amounts that would have otherwise been 
payable to the participant in cash, and does 
not apply for self-dealing violations under 
§ 4941. 

HOLDING 

Solely for purposes of calculating the 
prohibited transaction ell.cise tax under 

§ 4975, the amount involved if an em
ployer does not timely pay the participant 
deferrals or contributions to a qualified 
plan is based on interest on those elective 
deferrals. 

Drafting Information 

The principal author of this revenue 
ruling is Michael Rubin of the Employee 
Plans, Tax Exempt and Government En
tities Division. For further information 
regarding this revenue ruling, please con
tact the Employee Plans' taxpayer assis
tance telephone service at 877-829-5500 

$314 
x .15 
$47 

$5,316 
x .15 
$797 

(a toll-free number), between the hours of 
8:30 a.m. and 4:30 p.m. Eastern Time, 
Monday through Friday. Mr. Rubin can be 
reached at 202-283-9888 (not a toll-free 
number). 
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Part III. Administrative, Procedural, and Miscellaneous 
Section 450.-New Markets 
Tax Credit 

Notice 2006-60 

SECTION I. PURPOSE 

The purpose of this notice is to an
nounce that the Treasury Department 
and Internal Revenue Service will amend 
§ 1.45D-I of the Income Tax Regulations 
to provide guidance on how an entity 
meets the requirements to be a qualified 
active low-income community business 
when its activities involve certain targeted 
populations under ~ 45D(e)(2) of the Inter
nal Revenue Code. Taxpayers may rely on 
this notice until the regulations are issued. 

SECTION 2. BACKGROUND 

. 01 Section 45D(a)( I) provides a new 
markets tax credit on certain credit al
lowance dates described in § 45D(a)(3) 
with respect to a qualified equity invest
ment in a qualified community develop
ment entity (CDE) described in § 4SD(c). 

.02 Section 4SD(b)(1) provides that an 
equity investment in a CDE is a "quali
fied equity investment" if, among other re
quirements: (A) the investment is acquired 
by the taxpayer at its original issue (di
rectly or through an underwriter) solely in 
exchange for cash; (B) substantially all of 
the cash is used by the CDE to make qual
ified low-income community investments; 
and (C) the investment is designated for 
purposes of § 4SD by the CDE. 

.03 Under § 4SD(b)(2), the maximum 
amount of equity investments issued by a 
CDE that may be designated by the CDE as 
qualified equity investments shall not ex
ceed the portion of the new markets tax 
credit limitation set forth in § 45D(f)( I) 
that is allocated to the CDE by the Secre
tary under § 4SD(f)(2). 

.04 Section 45D( c)( I) provides that an 
entity is a CDE only if, among other re
quirements, the entity is certified by the 
Secretary as a CDE. 

.05 Section 45D(d)( I) provides that the 
term "qualified low-income community 
investment" (QUCI) means: (A) any cap
ital or equity investment in. or loan to. 
any qualified active low-income commu
nity business (QAUCB) (as defined in 
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§ 45D(d)(2»: (B) the purchase from an
other CDE of any loan made by the entity 
that is a QUC!: (C) financial counseling 
and other services specified in regulations 
prescribed by the Secretary to businesses 
located in, and residents of, low-income 
communities; and (D) any equity invest
ment in, or loan to, any CDE. 

.06 Under § 45D(d)(2), a QAUCB is 
any corporation (including a nonprofit cor
poration) or partnership if, among other re
quirements, (i) at least 50 percent of the 
total gross income of the entity is derived 
from the active conduct of a qualified busi
ness within any low-income community, 
(ii) a substantial portion of the use of the 
tangible property of the entity (whether 
owned or leased) is within any low-income 
community, and (iii) a substantial portion 
of the services performed for the entity by 
its employees are performed in any low-in
come community. 

.07 Under § 45D(d)(3), with certain ex
ceptions, a qualified business is any trade 
or business. The rental to others of real 
property is a qualified business only if, 
among other requirements, the real prop
erty is located in a low-income community. 

.08 Section 221 of the American Jobs 
Creation Act of 2004 (P.L. 108-357) 
amended § 45D(e)(2) to provide that 
the Secretary shall prescribe regulations 
under which one or more targeted popu
lations (within the meaning of § 103(20) 
of the Riegle Community Development 
and Regulatory Improvement Act of 1994 
(12 U.S.c. 4702(20») may be treated as 
low-income communities. The regulations 
shall include procedures for determining 
which entities are QAUCBs with respect 
to those populations. 

.09 The term "targeted population," 
as defined in 12 U.S.c. 4702(20) and 
12 C.F.R. 1805.201, means individuals, 
or an identifiable group of individuals, 
including an Indian tribe, who (A) are 
low-income persons; or (B) otherwise 
lack adequate access to loans or equity 
investments. Under 12 U.S.c. 4702(17) 
as interpreted by 12 C.F.R. 1805.104, 
the term "low-income" means having an 
income, adjusted for family size, of not 
more than (A) for metropolitan areas, 80 
percent of the area median family income; 
and (B) for non-metropolitan areas, the 

greater of (i) 80 percent of the area median 
family income: or (ii) 80 percent of the 
statewide nonmetropolitan area median 
family income . 

. 10 Section 101 (a) of the Gulf Opportu
nity Zone Act of 2005 (Pub. L. 109-135) 
(the Act) added new § 1400M(1), which 
provides that the Gulf Opportunity Zone 
(GO Zone) is that portion of the Hurricane 
Katrina disaster area determined by the 
President to warrant individual or individ
ual and public assistance from the Federal 
Government under the Robert T. Stafford 
Disaster Relief and Emergency Assistance 
Act by reason of Hurricane Katrina. 

. I I Section 1400M(2) provides that 
the Hurricane Katrina disaster area is an 
area with respect to which a major disaster 
has been declared by the President before 
September 14, 200S, under section 401 of 
the Act by reason of Hurricane Katrina . 
After determination by the President that 
a disaster area warrants assistance pur
suant to the Robert T. Stafford Disaster 
Relief and Emergency Assistance Act, the 
Federal Emergency Management Agency 
(FEMA) makes damage assessments. The 
categories for damage assessment in the 
wake of a hurricane are: flooded area, 
saturated area, limited damage, moderate 
damage, extensive damage, and cata
strophic damage. 

.12 Under § 1400N(m)(I), a CDE 
shall be eligible for an allocation under 
§ 45D(f)(2) of the increase in the new 
markets tax credit limitation described 
in § 1400N(m)(2) only if a significant 
mission of the CDE is the recovery and 
redevelopment of the GO Zone. Section 
1400N(m)(2) provides that the new mar
kets tax credit limitation otherwise deter
mined under § 45D(f)(1) shall be increased 
by an amount equal to $300,000,000 for 
2005 and 2006 and $400,000,000 for 
2007, to be allocated among CDEs to 
make QUCIs within the GO Zone. CDEs 
may make such QUCIs under the existing 
rules of § 1.45D-l or using the guidance 
contained in this notice. 

.13 On May 24, 2005, the Commu
nity Development Financial Institutions 
(CDFI) Fund published an advance notice 
of proposed rulemaking (ANPRM) (70 FR 
29658) to seek comments from the public 
with respect to how targeted populations 



may be treated as eligible low-income 
communities under § 45D(e)(2). In re
sponse to the ANPRM, comments have 
been received making various sugges
tions relating to the definition of the term 
"targeted populations" and proposing 
amendments to the requirements to be a 
QALICB under § 1.45D-l. 

.14 In conjunction with the publication 
of Income Tax Regulations specifying 
how an entity meets the requirements 
to be a QALICB when its activities in
volve certain targeted populations under 
§ 45D(e)(2), the CDri Fund shall provide 
additional guidance with respect to: (A) 
the definition of such targeted populations; 
and (8) administrative procedures relating 
to the certification of CDEs wishing to 
serve such populations. Taxpayers may 
rely upon this notice until such guidance 
is issued. 

SECTION 3. DISCUSSION 

.01 Notice of Proposed Rulemaking. 
The Treasury Department and Internal 
Revenue Service are developing reg
ulations to provide guidance on how 
an entity meets the requirements to 
be a QALICB when its activities in
volve certain targeted populations under 
§ 45D(e)(2). Taxpayers may rely on this 
notice until the regulations are issued. 
Based upon the statutory changes made by 
the American Jobs Creation Act of 2004 
and in response to comments received in 
response to the CDFl Fund ANPRM, the 
Treasury Department and Internal Rev
enue Service expect to amend § 1.45D-I 
to provide guidance consistent with this 
notice. 

.02 Low-Income Community. Section 
1.45D-I will be amended to provide that, 
for purposes of § 45D( e )(2), targeted popu
lations that will be treated as a low-income 
community are individuals, or an identi
fiable group of individuals, including an 
Indian tribe, who are low-income persons 
as defined in section 3.03 of this notice 
or who are individuals who otherwise lack 
adequate access to loans or equity invest
ments as defined in section 3.04 of this no
tice. 

.03 Low-Income Persons. 

(1) Definition. For purposes of 
§ 45D(e)(2), an individual shall be consid
ered to be low-income if the individual's 
family income, adjusted for family size, is 

not more than (A) for metropolitan areas, 
80 percent of the area median family in
come; and (B) for non-metropolitan areas, 
the greater of (i) 80 percent of the area 
median family income; or (ii) 80 percent 
of the statewide nonmetropolitan area me
dian family income. 

(2) QALlCB Requirements for Low-In
come Targeted Populations. 

(a) In general. Section 1.45D-l(d) 
(4)(A), (B), and (C) will be amended to 
provide that a QALICB for low-income 
targeted populations, with respect to any 
taxable year, is a corporation (including a 
nonprofit corporation) or a partnership en
gaged in the active conduct of a qualified 
business as defined in § 1.45D-l(d)(5) if: 

(i) at least SO percent of the entity's 
total gross income for any taxable year is 
derived from sales, rentals, services, or 
other transactions with individuals who 
are low-income persons for purposes of 
§ 4SD(e)(2), 

(ii) at least 40 percent of the entity's 
employees are individuals who are low-in
come persons for purposes of § 4SD(e)(2), 
or 

(iii) at least 50 percent of the entity is 
owned by individuals who are low-income 
persons for purposes of § 45D(e)(2). 

(b) Employee. The determination of 
whether an employee is a low-income per
son must be made at the time the employee 
is hired. If the employee is a low-income 
person at the time of hire, that employee is 
considered a low-income person for pur
poses of § 4SD(e)(2) throughout the time 
of employment, without regard to any in
crease in the employee's income after the 
time of hire. 

(c) Owner. The determination of 
whether an owner is a low-income per
son must be made at the time the QLICI is 
made. If an owner is a low-income person 
at the time the QUCI is made, that owner 
is considered a low-income person for 
purposes of § 45D(e)(2) throughout the 
time the ownership interest is held by that 
owner. 

(3) 120-Percent-lncome Restriction. 
(a) In general. 
(i) In no case will an entity be treated as 

a QALICB under section 3.03 of this no
tice if the entity is located in a population 
census tract for which the median family 
income exceeds 120 percent of: 

(A) in the case of a tract not located 
within a metropolitan area, the statewide 
median family income, or 

(B) in the case of a tract located within a 
metropolitan area, the greater of statewide 
median family income or metropolitan 
area median family income (l20-per
cent-income restriction). 

(ii) The 120-percent-income restriction 
shall not apply to an entity located within 
a population census tract with a population 
of less than 2,000 if such tract is not located 
in a metropolitan area. 

(iii) The 120-percent -income restriction 
shall not apply to an entity located within 
a population census tract with a population 
of less than 2,000 if such tract is located in 
a metropolitan area and more than 75 per
cent of the tract is zoned for commercial or 
industrial use. 

(b) Population Census Tract Location. 
(i) For purposes of the l20-percent-in

come restriction, an entity will be consid
ered to be located in a population cen
sus tract for which the median family in
come exceeds 120 percent of the applica
ble median family income under section 
3.03(3 )(a)(i)(A) or (B) of this notice (non
qualifying population census tract) if: 

(A) at least 50 percent of the total gross 
income of the entity is derived from the 
active conduct of a qualified business (as 
defined in § 1.4SD-l (d)(5)) within one 
or more non-qualifying population cen
sus tracts (non-qualifying gross income 
amount); 

(B) at least 40 percent of the use of the 
tangible property of the enlity (whether 
owned or leased) is within one or more 
non-qualifying population census tracts 
(non-qualifying tangible property usage); 
and 

(C) at least 40 percent of the services 
performed for the entity by its employees 
are performed in one or more non-qualify
ing population census tracts (non-qualify
ing services performance). 

Oi) The entity is considered to have the 
non-qualifying gross income amount if the 
entity has non-qualifying tangible property 
usage or non-qualifying services perfor
mance of at least 50 percent instead of 40 
percent. 

(iii) If the entity has no employees, the 
entity is considered to have the non-qual
ifying gross income amount as well as 
non-qualifying services performance if at 
least 85 percent of the use of the tangible 
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property of the entity (whether owned or 
leased) is within one or more non-qualify
ing population census tracts. 

(4) Rental of Real Pmpern'fur Lml'-in
come Tar[?eted Populatiolls. In addition. 
§ I.4SD-l(d)(S)(ii) will be amended to 
provide that the rental to others of real 
property for low-income targeted popula
tions that otherwise satisfies the require
ments to be a qualified business will be 
treated as located in a low-income com
munity if at least 50 percent of the entity's 
total gross income IS derived from rentals 
to individuals who are low-income persons 
for purposes of section 45D(e)(2) and/or 
to a QALICB that meets the requirements 
for low-income targeted populations under 
section 3.03(2)(a)(i) or (ii) and 3.03(2)(b) 
of this notice. 

.04 individuals who Otherwise Lack 
Adequate Access to Loans or Equity in
vestments. 

(I) in [?eneral. Section 3.04 of this 
notice may be applied only with regard 
to QLICIs made under the increase in the 
new markets tax credit limitation pursuant 
to § 1400N(m)(2). Therefore, only CDEs 
with a significant mission of recovery 
and redevelopment of the GO Zone that 
receive an allocation from the increase 
described in § 1400N(m)(2) may make 
QLICIs from that allocation pursuant to 
the rules in section 3.04 of this notice. 

(2) GO Zone Targeted Population. For 
purposes of targeted populations under 
§ 45D(e)(2), an individual is considered to 

otherwise lack adequate access to loans or 
equity investments only if the individual 
was displaced from his or her principal 
residence as a result of Hurricane Katrina 
and/or the individual lost his or her prin
cipal source of employment as a result 
of Hurricane Katrina (GO Zone Targeted 
Population). In order to meet this defini
tion, the individual's principal residence 
or principal source of employment. as 
applicable, must have been located in a 
population census tract within the GO 
Zone that contains one or more areas 
designated by FEMA as flooded, having 
sustained extensive damage, or having 
sustained catastrophic damage as a result 
of Hurricane Katrina. 

(3) QALlCB Requirements for the GO 
Zone Targeted Population. 

(a) ill general. Section 1.45D-I (d) 
(4)(A). (B). and (C) will be amended to 
provide that a QALICB for the GO Zone 
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Targeted Population, with respect to any 
taxable year. is a corporation (including a 
nonprofit corporation) or a partnership en
gaged in the aclive conduct of a qualified 
business as defined in § 1.45D-I(d)(5) if: 

(i) al least 50 percent of the entity' s to
tal gross income for any taxable year is 
derived from sales. rentals, services, or 
other transactions with the GO Zone Tar
geted Population, low-income persons as 
defined in section 3.03 of this notice, or 
some combination thereof; 

(ii) at least 40 percent of the entity's 
employees consist of the GO Zone Tar
geted Population, low-income persons as 
defined in section 3.03 of this notice, or 
some combination thereof; or 

(iii) at least 50 percent of the entity is 
owned by the GO Zone Targeted Popula
tion, low-income persons as defined in sec
tion 3.03 of this notice, or some combina
tion thereof. 

(b) Location. 
(i) in general. In order to be a QALICB 

under section 3.04(3) of this notice, the en
tity must be located in a population cen
sus tract within the GO Zone that contains 
one or more areas designated by FEMA as 
flooded, having sustained extensive dam
age, or having sustained catastrophic dam
age as a result of Hurricane Katrina (qual
ifying population census tract). 

(ii) Determination. 
(A) For purposes of the preceding para

graph. an entity will be considered to be 
located in a qualifying population census 
tract if: 

( i) at least 50 percent of the total gross 
income of the entity is derived from the 
active conduct of a qualified business (as 
defined in § I.4SD-I(d)(S» within one or 
more qualifying population census tracts 
(gross income requirement); 

(2) at least 40 percent of the use of the 
tangible property of the entity (whether 
owned or leased) is within one or more 
qualifying population census tracts (use of 
tangible property requirement); and 

(3) at least 40 percent of the services 
performed for the entity by its employ
ees are performed in one or more qualify
ing population census tracts (services per
formed requirement). 

(B) The entity is deemed to satisfy the 
gross income requirement if the entity 
meets either the use of tangible property 
requirement or the services performed re-

quirement of at least 50 percent instead of 

40 percent. 
(C) If the entity has no employees. the 

entity is deemed to satisfy the services per
formed requirement as well as the gross 
income requirement if at least 85 percent 
of the use of the tangible property of the 
entity (whether owned or leased) is within 
one or more qualifying population census 
tracts. 

(4) 200-Pe reellt-illcome Restriction. 
(a) ill [?eneral. 
(i) In no case will an entity be treated as 

a QALICB under section 3.04 of this no
tice if the entity is located in a population 
census tract for which the median family 
income exceeds 200 percent of: 

(A) in the case of a tract not located 
within a metropolitan area, the statewide 
median family income, or 

(B) in the case of a tract located within a 
metropolitan area, the greater of statewide 
median family income or metropolitan 
area median family income (200-per
cent-income restriction). 

(ii) The 200-percent-income restriction 
shall not apply to an entity located within 
a population census tract with a population 
of less than 2,000 if such tract is not located 
in a metropolitan area. 

(iii) The 200-percent-income restriction 
shall not apply to an entity located within 
a population census tract with a population 
of less than 2,000 if such tract is located in 
a metropolitan area and more than 75 per
cent of the tract is zoned for commercial or 
industrial use. 

(b) Population Census Tract Location. 
(i) For purposes of the 200-percent-in

come restriction, an entity will be consid
ered to be located in a population cen
sus tract for which the median family in
come exceeds 200 percent of the applica
ble median family income under section 
3.04(4)(a)(i)(A) or (B) of this notice (non
qualifying population census tract) if: 

(A) at least 50 percent of the total gross 
income of the entity is derived from the 
active conduct of a qualified business (as 
defined in § 1.4SD-l(d)(5» within one 
or more non-qualifying population cen
sus tracts (non-qualifying gross income 
amount); 

(B) at least 40 percent of the use of the 
tangible property of the entity (whether 
owned or leased) is within one or more 
non-qualifying popUlation census tracts 



(non-qualifying tangible property usage); 
and 

(C) at least 40 percent of the services 
performed for the entity by its employees 
are performed in one or more non-qualify
ing population census tracts (non-qualify
ing services performance). 

Oi) The entity is considered to have the 
non-qualifying gross income amount if the 
entity has non-qualifying tangible property 
usage or non-qualifying services perfor
mance of at least 50 percent instead of 40 
percent. 

(iii) If the entity has no employees, the 
entity is considered to have the non-qual
ifying gross income amount as well as 
non-qualifying services performance if at 
least 85 percent of the use of the tangible 
property of the entity (whether owned or 
leased) is within one or more non-qualify
ing popUlation census tracts. 

(5) Rental of Real Property for the GO 
Zone Targeted Population. In addition, 
§ 1.45D-l(d)(5)(ii) will be amended to 
provide that the rental to others of real 
property for the GO Zone Targeted Popu
lation that otherwise satisfies the require
ments to be a qualified business will be 
treated as located in a low-income commu
nity if at least 50 percent of the entity's to
tal gross income is derived from rentals to 
the GO Zone Targeted Population, low-in
come persons as defined in section 3.03 of 
this notice, or some combination thereof 
and/or to a QALICB that meets the re
quirements for the GO Zone Targeted Pop
ulation under section 3.04(3)(a)(i) or(ii) of 
this notice. 

SECTION 4. EFFECTIVE DATE 

The regulations will be revised to in
corporate the guidance set forth in this no
tice. Taxpayers may rely on this notice for 

designatIOns made by the Secretary after 
October 22, 2004. Therefore, taxpayers 
may apply section 3.03 of this notice for 
all QLICIs made on or after October 22. 
2004, and may apply section 3.04 of this 
notice for all QLICIs made by CDEs from 
allocations under § l400;-.,J(m). 

SECTION 5. REQUEST FOR 
COMMENTS 

.01 The Internal Revenue Service and 
Treasury Department invite taxpayers 
to submit written comments on issues 
relating to § 4SD(e)(2) and this notice. 
In particular, the Internal Revenue Ser
vice and Treasury Department encourage 
taxpayers to submit written comments 
regarding circumstances under which an 
entity can be a QALICB when its activi
ties involve individuals, or an identifiable 
group of individuals, including an Indian 
tribe, who otherwise lack adequate access 
to loans or equity investments under 12 
U.S.c. 4702(20). 

.02 Send comments to: CC:PA:LPD:PR 
(Notice 2006-60), room 5203, Internal 
Revenue Service, PO Box 7604, Ben 
Franklin Station, Washington, DC 20044. 
Submissions may be hand-delivered Mon
day through Friday between the hours of 
8 a.m. and 4 p.m. to CC:PA:LPD:PR (No
tice 2006-60), Courier's Desk, Internal 
Revenue Service, 1111 Constitution Av
enue, NW, Washington, DC. Submissions 
may also be sent electronically via the 
Internet to the following e-mail address: 
Notice. comments@irscounsel.treas.gov. 
Include the notice number (Notice 
2006-60) in the subject line. Comments 
must be received on or before August 31, 
2006. 

Notice 2006-61 Table I 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this notice 
is Lauren Ross Taylor of the Office of 
Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this notice, contact 
Ms. Taylor at (202) 622-3040 (not a 
1011-free call). 

2006 Marginal Production 
Rates 

Notice 2006-61 

This notice announces the applicable 
percentage under section 613A of the In
ternal Revenue Code to be used in deter
mining percentage depletion for marginal 
properties for the 2006 calendar year. 

Section 613A(c)(6)(C) of the Code de
fines the term "applicable percentage" for 
purposes of determining percentage deple
tion for oil and gas produced from mar
ginal properties. The applicable percent
age is the percentage (not greater than 25 
percent) equal to the sum of 15 percent 
plus one percentage point for each whole 
dollar by which $20 exceeds the reference 
price (determined under § 4SK(d)(2)(C») 
for crude oil for the calendar year preced
ing the calendar year in which the taxable 
year begins. The reference price deter
mined under § 29(d)(2)(C) for the 2005 
calendar year is $50.26. 

Table 1 contains the applicable percent
ages for marginal production for taxable 
years beginning in calendar years 1991 
through 2006. 

APPLICABLE PERCENTAGE FOR MARGINAL PRODUCTION 

Calendar Year 

1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

Applicable Percentage 

15 percent 
18 percent 
19 percent 
20 percent 
21 percent 
20 percent 
16 percent 
17 percent 
24 percent 
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Notice 2006-61 Table I 

APPLICABLE PERCENTAGE FOR MARGINAL PRODUCTION - Continued 

Calendar Yeur 

2000 
2001 
2002 
2003 
2004 
200S 
2006 

The principal author of this notice is 
Jaime C. Park of the Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries). For further information re
garding this notice, contact Ms. Park at 
(202) 622-3120 (not a toll-free call). 

2006 Section 43 Inflation 
Adjustment 

Notice 2006-62 

Section 43(b)(3)(8) of the Internal 
Revenue Code requires the Secretary to 
publish an inflation adjustment factor. 

Calendar Year 
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1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 
2004 
2005 

The enhanced oil recovery credit under 
§ 43 for any taxable year is reduced if 
the "reference price," determined under 
§ 4SK(d)(2)(C), for the calendar year 
preceding the calendar year in which the 
taxable year begins is greater than $28 
multiplied by the inflation adjustment fac
tor for that year. The credit is phased out 
in any taxable year in which the reference 
price for the preceding calendar year ex
ceeds $28 (as adjusted) by at least $6. 

The term "inflation adjustment factor" 
means, with respect to any calendar year, 
a fraction the numerator of which is the 
GNP implicit price deflator for the preced
ing calendar year and the denominator of 

Notice 2006-62 TABLE 1 

GNP IMPLICIT PRICE DEFLATORS 

Applicable Percenwge 

19 percent 
15 percent 
15 percent 
IS percent 
IS percent 
IS percent 
IS percent 

which is the GNP implicit price deflator 

for 1990. 
Because the reference price for the 2005 

calendar year ($SO.26) exceeds $28 mul
tiplied by the inflation adjustment factor 
for the 2005 calendar year by $]1.78, the 
credit for enhanced oil recovery credit for 
qualified costs paid or incurred in 2006 is 
phased out completely. 

Table] contains the GNP implicit price 
deflator used for the 2006 calendar year, 
as well as the previously published GNP 
implicit price deflators used for the 1991 
through 200S calendar years. 

GNP Implicit Price Deflator 

112.9 
117.0 
120.9 
124.1 
126.0 
107.5 
109.7 
112.35 
112.64 
104.59 
106.89 
109.31 
110.63 
105.67 
108.23 
112.129 

(used for 1991) 
(used for 1992) 
(used for 1993) 
(used for 1994) 
(used for 1995)* 
(used for 1996) 
(used for 1997)** 
(used for 1998) 
(used for 1999)*** 
(used for 2000) 
(used for 2001) 
(used for 2002) 
(used for 2003) 
(used for 2004)**** 
(used for 2005) 
(used for 2006) 



**** Beginning in 2003, the GNP implicit price deflator was rebased, and the 1990 GNP implicit price deflator used to compute 
the 2004 § 43 inflation adjustment factor is 81.589. 

*** Beginning in 1999, the GNP implicit price deflator was reba~ed relative to 1996. The 1990 GNP implicit price deflator used 
to compute the 2000 § 43 inflation adjustment factor is 86.53. 

** Beginning in 1997, two digits follow the decimal point in the GNP implicit price deflator. The 1990 GNP price deflator used to 
compute the 1998 § 43 inflation adjustment factor is 93.63. 

* Beginning in 1995, the GNP implicit price deflator was rebased relative to 1992. The 1990 GNP implicit price deflator used to 
compute the 1996 § 43 inflation adjustment factor is 93.6. 

Table 2 contains the inflation adjust
ment factor and the phase-out amount 
for taxable years beginning in the 2006 

calendar year as well as the previously 
published inflation adjustment factors and 
phase-out amounts for taxable years be-

Notice 2006-62 TABLE 2 

ginning in 1991 through 2005 calendar 
years. 

INFLATION ADJUSTMENT FACTORS AND 

Calendar 
Year 

1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 
2004 
2005 
2006 

DRAFTING INFORMATION 

The principal author of this notice is 
Jaime C. Park of the Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries). For further information re
garding this notice, contact Ms. Park at 
(202) 622-3120 (not a toll-free call). 

Record Retention 
Requirements for Tax Exempt 
Bonds 

Notice 2006-63 

PURPOSE 

This notice requests comments for 
developing record retention standards, 

PHASE-OUT AMOUNTS 

Inflation Adjustment 
Factor 

1.0000 
1.0363 
1.0708 
1.0992 
1.1160 
1.1485 
1.1720 
1.1999 
1.2030 
1.2087 
1.2353 
1.2633 
1.2785 
1.2952 
1.3266 
1.3743 

including recordkeeping limitation pro
grams, for tax-exempt bond issues. In 
particular, the Service is seeking com
ments on managing any burdens poten
tially associated with the record retention 
requirements that apply to issuers and 
other parties to tax-exempt bond transac
tions in order to substantiate compliance 
with section 103 of the Internal Revenue 
Code and related provisions. 

BACKGROUND 

In general, under section 103(a), gross 
income does not include interest on any 
State or local bond if certain require
ments are met. Various provisions of the 
Code and the Income Tax Regulations, 
including, but not limited to, sections 103, 
141-150, and 6001, impose record re-

Phase-out 

Amount 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

100 percent 

tention requirements on issuers and other 
parties to tax -exempt bond transactions 
in order to substantiate compliance with 
section 103 and related provisions. 

The Service has received inquiries re
garding the scope and nature of records 
that issuers and other parties to tax-exempt 
bond transactions must retain. In addition, 
the Service has received requests for guid
ance addressing State and local govern
mental recordkeeping requirements in the 
tax -exempt bond context. For example. in
dustry representatives have recommended 
that the Service issue guidance that would 
permit a combination of assumptions, cer
tifications, and summaries of original doc
uments to ease the compliance burden. 
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REQUEST FOR COMMENTS 

The Service requests comments for 
developing record retention standards, 
including recordkeeping limitation pro
grams. for tax-exempt bond issues. 
Comments are invited regarding all as
pects of compliance with recordkeep
ing requirements for tax-exempt bond 
transactions, including whether different 
programs may be appropriate for spe
cific types of bond records or specific 
classes of tax-exempt bond issues. In
terested persons should send comments 
to CC:PA:LPD:PR (Notice 2006-63). 
Room 5203, Internal Revenue Service, 
P,O. Box 7604, Ben Franklin Station, 
Washington. D.C. 20044. Alternatively, 
comments may be hand delivered be
tween the hours of 8:00 a.m. and 4:00 p.m. 
Monday to Friday to CC:PA:LPD:PR 
(Notice 2006-63), Courier's Desk, Inter
nal Revenue Service, IIII Constitution 
Avenue. NW, Washington, D.C. Com
ments may also be transmitted electron
ically via the following e-mail address: 
Notice. Comments@irscounsel.treas.gov. 
Please include "Notice 2006-63" in the 
subject line of any electronic commu
nications. Written comments should be 
received by October 16. 2006, All com
ments will be available for public inspec
tion and copying. 

DRAFTING INFORMATION 

The principal authors of this notice are 
Barbara M. Pettoni of the Office of As
sociate Chief Counsel (Procedure & Ad
ministration) and Steven A. Chamberlin of 
the Tax Exempt Bonds Division, Office 
of Outreach. Planning & Review (Tax Ex
empt & Government Entities). For further 
information regarding this notice, please 
contact Ms. Pettoni at (202) 622-4910 or 
Mr. Chamberlin at (636) 940-6466 (not a 
toll-free call). 
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Interim Guidance on the 
Application of Section 409A 
to Accelerated Payments to 
Satisfy Federal Conflict of 
Interest Requirements 

Notice 2006-64 

l. Background 

Section 409A was added to the Internal 
Revenue Code as part of the American 
Jobs Creation Act of 2004, Pub, Law 
No. 108-357, 118 Stat. 1418. Section 
409A generally provides that all amounts 
deferred under a nonqualified deferred 
compensation plan for all taxable years 
are currently includible in gross income to 
the extent not subject to a substantial risk 
of forfeiture and not previously included 
in gross income, unless certain require
ments are met. The IRS issued Notice 
2005-1, 2005-1 c.B. 274, on Decem
ber 20, 2004 (published as modified on 
January 6, 2005) and issued proposed reg
ulations (REG-I 58080-04, 2005-2 c.B. 
786) under section 409A on September 
29, 2005 (70 Fed. Reg. 57930 (Oct. 4, 
2005». The proposed regulations do not 
limit the application of the guidance pro
vided in Notice 2005-1. 

II. Accelerated Payments of Nonqualified 
Deferred Compensation to Satisfy Federal 
Contlict of Interest Requirements 

Section 409A(a)(3) provides that a plan 
may not permit acceleration of the time 
or schedule of payment for nonqualified 
deferred compensation subject to section 
409A except as provided in regulations by 
the Secretary. The legislative history to 
section 409A provides that it was intended 
that the Secretary would provide limited 
exceptions to the prohibition on accelera
tion of payments, including. for example, 
a distribution necessary to comply with 
Federal conflict of interest requirements. 
H.R. Conf. Rep. No. 108-755, at 731 
(2004). Both Notice 2005-1, Q&A-IS(c) 
and § 1.409A-3(h)(2)(ii) of the proposed 
regulations provide that a plan may permit 
such acceleration of the time and sched
ule of a payment of nonqualified deferred 
compensation subject to the requirements 

of section 409A as may be necessary to 
comply with a certificate of divestiture (as 
defined in section 1043(b)(2)). 

Commentators, including the Office 
of Government Ethics, expressed concern 
about the indication in Notice 2005-1 and 
the proposed regulations that a "certifi
cate of divestiture" (as defined in section 
1043(b)(2)) would be effective to permit 
an accelerated payment of nonqualified 
deferred compensation subject to section 
409A. The Office of Government Ethics 
issues such certificates of divestiture so 
that an employee may defer recognition 
of capital gains when property is sold to 
comply with conflict of interest provi
sions, Because payment under a nonquali
fied deferred compensation plan is treated 
as ordinary income, rather than as capital 
gain, the Office of Government Ethics 
could not issue a certificate of divestiture 
in connection with an accelerated payment 
under such a plan. 

Accordingly, until further guidance is 
issued, a nonqualificd deferred compensa
tion arrangement subject to section 409A 
may permit such acceleration of the time 
or schedule of payment as is necessary to 
satisfy requirements established pursuant 
to a written determination by the Office of 
Government Ethics that: (I) divestiture of 
the financial interest or termination of the 
financial arrangement is reasonably neces
sary to comply with any Federal conflict of 
interest statute. regulation, rule or execu
tive order (including section 208 of title 18. 
United States Code), or is requested by a 
congressional committee as a condition of 
confirmation; and (2) specifies the finan
cial interest to be divested or terminated. 
Of course, amounts actually paid pursuant 
to such acceleration generally will be in
cludible in income by the recipient. 

III. Drafting Information 

The principal author of this notice is 
Stephen Tackney of the Office of Division 
Counsell Associate Chief Counsel (Tax Ex
empt and Government Entities), However, 
other personnel from the Treasury Depart
ment and the IRS participated in its devel
opment. For further information regard
ing this notice, contact Stephen Tackney at 
(202) 927-9639 (not a toll-free call). 



Part IV. Items of General Interest 
Industry Issue Resolution 
Regarding the Work 
Opportunity and 
Welfare-to-Work Tax Credits 

Announcement 2006-49 

On August 8, 2005, in IR-2005-81, 
the Internal Revenue Service and the 
Treasury Department announced that the 
Industry Is~ue Resolution (llR) Program 
would address concerns relating to "mem
ber of a family receiving assistance" re
quirements for the work opportunity and 
welfare-to-work tax credits. Employers 
had expressed concern that, before the 
issuance of Rev. Rul. 2003-112,2003-2 
C.B. 1007, states applied the family-mem
ber requirements in a manner inconsistent 
with the holding in that revenue ruling 
and, as a result, employers were not per
mitted to claim credits that should have 
been allowed. A multi-functional team 
was formed to analyze the relevant facts. 
Based upon the analysis conducted bv 
the team, the IRS and Treasury hav~ 
concluded that the states applied the fam
ily-member requirements in a manner 
consistent with the holding of Rev. Rul. 
2003-112 in all but a small number of 
cases and that these cases had an insignif
icant impact on the aggregate amount of 
work opportunity and welfare-to-work 
tax credits employers were permitted to 
claim. Consequently, no administrative 
resolution through the IIR program is ap
propriate. 

BACKGROUND 

Section 51 of the Internal Revenue 
Code allows a work opportunity tax credit 
(WOTe) to an employer who paid qual
ified wages during the taxable year to an 
individual who is a member of a targeted 
group described in section Sled). To be a 
member of a targeted group, an individual 
must be certified by the designated local 
agency (state workforce agency) as sat
isfying the applicable conditions for that 
group. To qualify for three of the targeted 
groups (qualified IV -A recipient, qualified 
veteran, and qualified food stamp recip
ient). the individual must be certified by 
the state workforce agency as being "a 
member of a family receiving assistance" 

under a stated benefit program for a spec
ified period of time. 

Section 51 A allows a welfare-to-work 
(W -t-W) tax credit to an employer who 
paid qualified wages during the taxable 
year to an individual who is a long-term 
family assistance recipient. A long-term 
family assistance recipient under section 
SIA must be certified as "a member of 
a family receiving assistance" under rules 
similar to the certification requirements for 
qualified IV -A recipients, qualified veter
ans, and qualified food stamp recipients 
under section 51. 

In 2002, the Internal Revenue Service 
received a request for clarification of the 
standards under which an individual could 
be certified as "a member of a family re
ceiving assistance·' who qualifies for in
clusion in one of these four groups (af
fected groups). The Service then issued 
Rev. Rul. 2003-112, which holds that an 
individual can be certified as a member of 
a family receiving assistance if the individ
ual's family receives assistance for the req
uisite period and the individual is included 
on the grant (and thus receives assistance) 
for some portion of the specified period. 

During the period before publication of 
the ruling, some state workforce agencies 
might have applied standards differing 
from the standard in Rev. Rul. 2003-112. 
Because the Service did not limit the 
retroactive effect of the ruling, the appli
cation of a different standard could have 
resulted in an incorrect denial of certifica
tion for some employees. Under normal 
procedures, an employer that believes a 
denial of certification is incon·ect would 
request that the state workforce agency 
reconsider its denial and would be allowed 
a credit only if, after reconsideration, the 
agency certified the employee. 

A trade association representing ser
vice providers that screen employees for 
credit eligibility and assist employers in 
submitting requests for their certification 
proposed an alternative procedure. Un
der the alternative procedure, employers 
would be permitted to claim credits for 
a percentage of requests for certification 
that were denied before issuance of Rev. 
Rul. 2003-112. The proposal became the 
subject of an Industry Issue Resolution 
(IIR) project. 

IIR PROCESS: INDUSTRY DATA, IRS 
STUDY, AND CONCLUSION 

The trade association asserted that its 
member data indicated that certification 
rates varied among states and were lower 
for the targeted groups requiring certifica
tion as a member of a family receiving as
sistance (affected groups). However, the 
data did not provide a complete picture of 
WOTC employers and certification rates. 
The data also did not differentiate between 
denials for administrative reasons (such as 
lack of timeliness or original signature) 
and denials for technical reasons (failure to 
meet a statutory requirement for a targeted 
group), nor did it provide a valid basis 
for determining what proportion of the de
nials for technical reasons were the result 
of the application of a standard differing 
from that set forth in Rev. Rul. 2003-112. 

In response to the IIR submission, 
the Service undertook a study to deter
mine whether a significant portion of the 
denials of requests for certification is
sued before the publication of Rev. Rul. 
2003-112 were the result of state agen
cies taking a position inconsistent with 
the conclusion in the revenue ruling. In 
doing so, the Service worked with state 
authorities and the Department of Labor 
to collect data on the reasons for denials 
of requests for certification in the four 
affected groups and conducted a statis
tical analysis of that data. The Service 
also considered information presented by 
interested parties. Based upon this study, 
the Service has determined that only an in
significant fraction (less than one percent) 
of the denials of requests for certification 
in the four affected groups resulted from 
state workforce agencies taking a position 
inconsistent with Rev. Rul. 2003-112. 

Accordingly, the Service and Treasury 
have concluded that any failures prior to 
the issuance of Rev. Rul. 2003-112 to 
apply a standard consistent with the stan
dard set forth in the ruling had a negligible 
effect on the aggregate amount of credits 
taxpayers were permitted to claim. There
fore, no Internal Revenue Service admin
istrative resolution is necessary or appro
priate, and no credit will be allowed by 
the Service for any WOTC and W-t-W tax 
credit claims without proper certification 
by a designated local agency in accordance 
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with the statute. An employer that believes 
an employee was improperly denied cer
tification prior to the publication of Rev. 
Rul. 2003-112 may request that the appro
priate state workforce agency reconsider 
the denial. 
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DRAFfING INFORMATION 

The principal author of this announce
ment is Karin Loverud of the Office of 
Division Counsell Associate Chief Coun
sel (Tax Exempt & Government Entities). 

For further infonnation regarding this an
nouncement, contact Karin Loverud at 
(202) 622-6080 (not a toll-free call). 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

Low-income housing credit; satisfac
tory bond; "bond factor" amounts for 
the period January through September 
2006. This ruling provides the monthly 
bond factor amounts to be used by taxpay
ers who dispose of qualified low-income 
buildings or interests therein during the pe
riod January through September 2006. 

Rev. Rul. 2006-37 

In Rev. Rul. 90-60, 1990-2 C.B. 
3, the Internal Revenue Service provided 

guidance to taxpayers concerning the gen
eral methodology used by the Treasury 
Department in computing the bond factor 
amounts used in calculating the amount of 
bond considered satisfactory by the Secre
tary under § 42(j)(6) of the Internal Rev
enue Code. It further announced that the 
Secretary would publish in the Internal 
Revenue Bulletin a table of bond factor 
amounts for dispositions occurring during 
each calendar month. 

Rev. Proc. 99-11,1999-1 C.B. 275, 
established a collateral program as an al
ternative to providing a surety bond for 
taxpayers to avoid or defer recapture of 
the low-income housing tax credits under 

Table 1 
Rev. Rul. 2006-37 

§ 42(j)(6). Under this program, taxpayers 
may establish a Treasury Direct Account 
and pledge certain United States Treasury 
securities to the Internal Revenue Service 
as security. 

This revenue ruling provides in Table 
I the bond factor amounts for calculat
ing the amount of bond considered satis
factory under § 42(j)(6) or the amount of 
United States Treasury securities to pledge 
in a Treasury Direct Account under Rev. 
Proc. 99-11 for dispositions of qualified 
low-income buildings or interests therein 
during the period January through Septem
ber 2006. 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(f)( 1) Election Was Made, 

the Succeeding Calendar Year 

Month of 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 
Disposition 

Jan '06 16.49 30.74 43.01 53.65 62.94 64.28 65.95 67.76 69.76 72.19 74.98 
Feb '06 16.49 30.74 43.01 53.65 62.94 64.14 65.81 67.62 69.61 72.03 74.80 
Mar '06 16.49 30.74 43.01 53.65 62.94 64.00 65.67 67.47 69.46 71.89 74.63 
Apr '06 16.49 30.74 43.01 53.65 62.94 63.87 65.53 67.33 69.32 71.73 74.46 
May'06 16.49 30.74 43.01 53.65 62.94 63.73 65.40 67.20 69.18 71.S8 74.30 
Jun '06 16.49 30.74 43.01 53.65 62.94 63.61 65.27 67.06 69.05 71.44 74.15 
Jul '06 17.40 32.42 45.37 56.59 66.39 67.61 70.07 72.72 75.62 79.01 82.82 

Aug '06 17.40 32.42 45.37 56.59 66.39 67.47 69.93 72.57 75.47 78.86 82.65 
Sep '06 17.40 32.42 45.37 56.59 66.39 67.34 69.79 72.43 75.33 78.71 82.49 
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Table I (cont'd) 
Rev. Rul. 2006-37 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(0(1) Election Was Made, 

the Succeeding Calendar Year 

Month of 2003 2004 2005 2006 
Disposition 

Jan '06 78.01 81.02 83.60 83.98 
Feb '06 77.81 80.77 83.28 83.98 
Mar '06 77.61 80.53 83.00 83.98 
Apr '06 77.42 80.32 82.76 83.98 
May '06 77.25 80.12 82.54 83.98 
Jun '06 77.08 79.93 82.35 83.98 
Jul '06 86.92 90.99 94.61 97.21 

Aug '06 86.74 90.79 94.41 97.21 
Sep '06 86.56 90.60 94.23 97.21 

For a list of bond factor amounts ap
plicable to dispositions occurring during 
other calendar years, see: Rev. Rul. 98-3, 
1998-1 C.B. 248; Rev. Rul. 2001-2, 
2001-1 C.B. 255; Rev. Rul. 2001-53, 
2001-2 C.B. 488; Rev. Rul. 2002-72, 
2002-2 C.B. 759; Rev. Rul. 2003-117, 
2003-2 C.B. 1051; Rev. Rul. 2004-100, 
2004-2 c.B. 718; and Rev. Rul. 2005-67, 
2005-43 I.R.B. 771. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is David McDonnell of the Office 
of Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this revenue ruling, 
contact Mr. McDonnell at (202) 622-3040 
(not a toll-free call). 
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Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 
26 CFR 1.382-10: Special rulesfordetermining time 
and manner of acquisition of an interest in a loss cor· 
poration. 

T.D.9269 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Distributions of Interests in 
a Loss Corporation From 
Qualified Trusts 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations and removal 
of temporary regulations. 

SUMMARY: This document contains final 
regulations under section 382 of the Inter
nal Revenue Code of 1986. The final reg
ulations affect loss corporations and pro
vide guidance on whether a loss corpora
tion has an owner shift where a qualified 
trust described in section 401 (a) distributes 
an ownership interest in an entity. 

DATES: Effective Date: These regulations 
are effective June 23, 2006. 

Applicability Dates: For dates of appli· 
cability, see § 1.382-IO(a)( 4). 

FOR FURTHER INFORMATION 
CONTACT: Keith E. Stanley, (202) 
622-7750, (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
26 CFR Part I. On June 27, 2003, tempo
rary regulations (T.D. 9063, 2003-2 C.B. 
510 [68 FR 38177]) regarding whether a 
loss corporation has an owner shift where a 
qualified trust described in section 401(a) 
distributes an ownership interest in an 
entity were published in the Federal Reg
ister. A notice of proposed rulemaking 
(REG-I 08676-03, 2003-2 C.B. 523) 
cross-referencing the temporary regula
tions was published in the Federal Regis
ter for the same day (68 FR 38247). The 
temporary regulations provided that-(l) 
if a qualified trust distributes an owner
ship interest in an entity, then for testing 
dates on or after the date of the distribu
tion, the distributed ownership interest 
will be treated as having been acquired 
by the distributee on the date and in the 
manner acquired by the trust, and (2) the 
distribution itself does not give rise to a 
testing date. They further provided that, 



in determining which ownership interests 
have been distributed, the loss corporation 
must account for all dispositions of own
ership interests by the qualified trust either 
by specifically identifying the ownership 
interest disposed of, or by using a first-in, 
first-out (FIFO) method. 

The preamble of T.D. 9063 included 
background information and an explana
tion of provisions regarding the regula
tions. Also in the preamble. the IRS and 
Treasury Department requested comments 
regarding whether there are other events 
that, under current rules, are taken into ac
count in determining whether an owner
ship change occurs, but do not cause the ul
timate beneficial ownership of the loss cor
poration to change. In this regard, the IRS 
and Treasury Department indicated that 
they had been studying the constructive 
ownership rules as they apply to members 
of a family and the effect of those rules on 
the determination of whether a loss corpo
ration has an ownership change. The IRS 
and Treasury Department expressed con
cern that, under the current rules, a change 
in the composition of a family might be in
terpreted in certain circumstances as ~hJtt
ing ownership even though there has been 
no change in the ultimate beneficial own
ership of the loss corporation, as, for ex
ample, might occur when two individuals 
owning loss corporation stock get married. 

The IRS and Treasury Department fur
ther indicated that they were considering 
the promulgation of regulations to address 
such changes in family composition in a 
manner similar to that employed in the 
proposed regulations concerning qualified 
trusts, The IRS and Treasury Department 
will continue to study whether to issue 
regulations under section 382 concerning 
shifts in ownership resulting from certain 
changes in family composition. 

No comments were received respond
ing to the notice of proposed ruIemaking, 
and no public hearing was requested 
or held. The proposed regulations are 
adopted with no substantive change by this 
Treasury decision, and the corresponding 
temporary regulations are removed. 

Special Analyses 

It has been determined that this regula
tion is not a significant regulatory action 
as defined in Executive Order 11866. 
Therefore, a regulatory assessment is not 

required. Pursuant to 5 U.s.c. 553(d)(3), 
it has been determined that good cause 
exists to dispense with a delayed effec
tive date on grounds that this regulation, 
which is substanti vel y identical to cur
rently effective temporary regulations and 
relieves a restriction on affected quali
fied trusts, merely continues to provide 
necessary guidance to taxpayers with re
spect to whether a loss corporation has an 
ownership change where a qualified trust 
described in section 401(a) distributes an 
ownership interest in an entity. It is hereby 
certified that these regulations will not 
have a significant economic impact on a 
substantial number of small entities. This 
certificatIon is based on the fact that the 
regulations provide relief to qualifying 
loss corporations that might be affected by 
an unintended consequence of the opera
tion of the statute. Therefore, a Regulatory 
Flexibility Analysis under the Regulatory 
Flexibility Act (5 U.s.c. chapter 6) is not 
required. Pursuant to section 780S(f) of 
the Code, the notice of proposed rulemak
ing preceding these final regulations was 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
ness. 

Drafting Information 

The principal author of these regula
tions is Keith E. Stanley of the Office 
of Associate Chief Counsel (Corporate). 
Other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART [ - INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding entries in nu
merical order to read, in part, as follow,>: 

Authority; 26 V.S.c. 7805 * * * 
Section 1.382-10 also issued under 26 

U.S.C 382(m). * * * 
Par. 2. Section 1.382-1 is amended 

by removing the entry for § 1.382-IOT and 
revising the entry for § 1.382- I 0 to read as 
follows: 

§J.382-1 Table of contenls. 

* * * * * 
§ 1.382- I 0 Special rules for determining 
time and manner of acqUisition of an in
terest in a loss corporation. 

* * * * * 
Par. 3. Section 1.382- lOis added to 

read as follows: 

§1382-10 Special mles for determining 
time and manner of acquisition of an 

interest in a loss corporation. 

(a) Distributions from qualified 
lrusts-{ 1) In general. For purposes of 
§ I.3R2-2T. if a qualified trust described in 
section 40 I (a) (qualified trust) distributes 
an ownership interest in an entity (as de
fined in §1.382-3(a)(I)), then for testing 
dates on or after the date of the distribu
tion, the distributed ownership interest is 
treated as having been acquired by the 
distributee on the date and in the manner 
acquired by the trust and not as having 
been acquired or disposed of by the trust. 
The distribution does not cause the day of 
the distribution to be a testing date. 

(2) Accouming fur dispositions-Oj 
General rule. For purposes of this para
graph (a), in order to determine which 
ownership interest in an entity is dis
tributed from a qualified trust. a loss cor
poration must either specifically identify 
the ownership interests thai arc the subject 
of all dispositions by the qualified trust of 
ownership interests in an entity, or apply 
the first-in, first-out (FIFO) method to all 
such dispositions. 

(ii) Special rules. For purposes of this 
paragraph (a)(2): 

(Al The FIFO method must be applied 
on a class-by-class basis; and 

(8) The term dispositions includes dis
tributions, sales, and other transfers. 

(3) Examples. The following exam
ples illustrate the principles of this para
graph (al. For purposes of these exam
ples, unless otherwise stated, the nomen
c lature and assumptions of the examples in 
§ 1.382-2T(b) apply, all corporations file 
separate income tax returns on a calendar 
year basis, the only 5-percent shareholder 
of a loss corporation is a public group, 
and the facts set forth the only acquisitions 
of stock by any participants in a qualified 
plan and the only owner shifts with respect 
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to the loss corporation during the testing 
period. The examples are as follows: 

Example 1-( i) Flit'!, In IYY4. E. a qualilied tru,t 

e,tabli,hed under Plan F. acquire, 10 percent of L 

stock. /\ i, a pal1icipant in Plan F On January 1.2002. 

A acquires 4 percent of L ,tock. and B. who is not a 

participant or a heneficlary of a partIcipant In Plan F 

acquires 5 percent of L stock. On January I. ~004. E 

di>tnhutes :; percent of L stock to A On July 1.2004. 

A acquires I percent of L stock. 

Iii JAllu/ni.1 January I. 2002. IS a testing date be· 
cau,e B';, acquisition of 5 percent of L stock causes an 

increase in the percentage 0\\ nership of B. a 5-percent 
shareholder. As of the close of that testing date. A is 
treated as owning only 4 percent of L stock. There

fore. A I, treated as a member of the public group of 
L In addition. E is treated as owning 10 percent of L 
stock that it acqUIred in 1994. 

(iii) As a result of the applicatIOn of paragraph 
la)( I) of this section to E"s distribution of 2 percent 

oj l. stock to A on January I. 2004. for testing dates 
on and after January I. 2004. A is treated as having 
acquired that 2 percent interest in L in 1994, and E is 

treated a, ha\ ing acquired only 8 percent of L stock in 
1994. Because there are no owner shifts on January 
I. 2004. that date is not a testing date. 

(iv) July I. 2004. is a testing date because on that 
date A. a 5-percent shareholder. acquires I percent 
of L stock. As of the close of that testing date. A', 

percentage of ownership of L stock is 7 percent, and 
A's lowest pcn:cntagc of ownership of L stock at any 
time within the testing period is 2 percent (deemed 
acquired in 1994), representing an increase of 5 per
centage points. In addition. as of the close of July 
I. 2004. B' s percentage of ownership of L stock is 5 
percent. and B' s lowest percentage of ownership of 
L stock at any time within the testing period is 0 per
cent. representing an increase of 5 percentage points. 
Thus. on July 1,2004. L must take into account an in
crease of 10 (5 + 5) percentage points in detennining 
whether it has an ownership change. 

Example 2- (i) Facts. E is a qualified trust estab
lished under Plan F. L, a puhlicly traded corporation. 
has 100)( shares of stock outstanding. As of January 
I. 2006. C owns 5x shares of L stock and is not a par
tiCipant or beneliciary of a participant in Plan F. At 
all times prior to January I. 2006, E owns no L stock. 

On January I. 2006. E acquires lOx shares of L stock 
fromllleillbers of the public group of L. On December 
1.2007. E distributes 5x shares of L stock to some of 
the participants in Plan F. No one participant acquires 
all 5\ shares as a result of the distribution. On Feb
ruary I. lOOK. C purchases 1 x shares of L qock from 
the puhlic group of L. 

(ii) Alw/nis. Because E's acquisition of lOx 
,hares of L stock on January I. 2006. is an owner 
shift. that date is a testing date. As of the close of 
that date. E's percentage of stock owner,>hip in L has 
In..:reased by ]() percentage points. 

(iii) A, a result of the application of paragraph 
la)( I) of this section to E\ distrihution of 5x shares 
()f L stock to some Plan F participants on December I. 
~O()7. for testing dates on and after December I. 2007. 
those distributee, are treated as hU\lng acquired those 
,harcs nf stuck on January I. 2006. from members of 
the puhlic group nj L. and E is not treated as ha\,lI1g 
acquired tho,e shares on that date. E's distribution 
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of the 5x shares is not an owner shift. Therefore. 
December 1.2007. IS not a testing date. 

(1\,) February I. 2008. is a testing date because 
on that date an owner shift results from C" s purchase 

c)f I x ,hares of L stock A, of the close of that test

II1g date. the distributees of 5x shares of L stock are 

treated as members of the public group of L having 
acquired 5x shares of L stock from other members of 

the public group of L on January I. 2006. Because 
those acquisitions are not by 5-percent shareholders, 

L does not take them into account. In addition. as of 

the close of February 1.2008. E's percentage of stock 
ownership in L is 5 percent. and E's lowest percent

age of stock ownership in L at any time within the 

testing period is 0 percent. representing an increase 
of 5 percentage points. In addition. as of the close of 

February 1.2008. C"S percentage of stock ownership 

in L is 6 percent. and C" s lowest percentage of stock 
ownership in L at any time within the testing period 

i,5 percent. representing an increase of I percentage 

point. Therefore, on February I. 2008. L must take 
into account an increase of 6 (5 + I) percentage points 

in determining whether it has an ownership change. 

(4) Effective dates. This section applies 
to all distributions after June 23, 2006. For 
distributions on or before June 23, 2006, 
see § 1.382-1 OT as contained in 26 CFR 
part 1, revised April 1, 2006. 

(b) [Reserved] 

§1.382-10T [Removed] 

Par. 4. Section 1.382-10T is removed. 

Mark E. Matthews, 
Deputy Commissioner for 

Services and Enforcement. 

Approved June 20, 2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Reg]'ter on June 23. 2006. 
9:48 a.m .. and pubtished III the is.,ue at the Federal Register 
for June 2R. 2006. 71 F.R. 36676) 

Section 6038.-lnformation 
Reportin~ With Respect 
to Certain Foreign 
Corporations and 
Partnerships 
26 CFR /.6038-2. Irl/ormation returns required of 
United States persons with respect to annllal account· 

ing periods ofcerrllinforeign corporatio/lS beginning 

after December 3/.1962. 

T.D.9268 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Information Returns Required 
With Respect to Certain 
Foreign Corporations and 
Certain Foreign-Owned 
Domestic Corporations 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains fi
nal and temporary regulations that provide 
guidance under sections 6038 and 6038A 
of the Internal Revenue Code. The fi
nal regulations under § 1.6038-2 are re
vised to remove and replace obsolete ref
erences to a form and IRS offices. The 
temporary regulations clarify the informa
tion required to be furnished regarding cer
tain related party transactions of certain 
foreign corporations and certain foreign
owned domestic corporations. The tempo
rary regulations also increase the amount 
of certain penalties, and make certain other 
changes, to reflect the statutory changes 
made by the Taxpayer Relief Act of 1997 
(TRA '97). The text of the temporary reg
ulations also serves as the text of the pro
posed regulations (REG-109512-05) set 
forth in this issue of the Bulletin. 

DATES: Effective Date: These final and 
temporary regulations are effective June 
21,2006. 

Applicability Date: Changes to 
§ 1.6038-2 are applicable June 21, 2006. 
Sections 1.6038-2T(f)(11), (12), and 
1.6038A-2T(b)(8) apply with respect to 
information for annual accounting periods 
beginning on or after June 21, 2006. Sec
tion 1.6038-2T(k) applies June 21, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Kate Y. Hwa (202) 622-3840 
(not a toll-free number). 



SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These temporary regulations are being 
issued without prior notice and public pro
cedure pursuant to the Administrative Pro
cedure Act (5 U.S.c. 553). For this reason, 
the collection of information contained in 
these regulations has been reviewed and 
pending receipt and evaluation of public 
comments, approved by the Office of Man
agement and Budget under control number 
1545-2020. Responses to this collection 
of information are mandatory. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

For further information concerning this 
collection of information, and where to 
submit comments on the collection of in
formation and the accuracy of the esti
mated burden, and suggestions for reduc
ing this burden, please refer to the pream
ble to the cross-referencing notice of pro
posed rulemaking published in this issue of 
the Bulletin. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 USc. 6103. 

Background 

Section 6038 of the Internal Revenue 
Code (Code) requires a U.S. person to fur
nish, with respect to any foreign business 
entity which such person controls, certain 
information as prescribed by the Secretary. 
More specifically, section 6038(a)(1 )(D) 
provides that the information to be fur
nished includes information relating to 
transactions between the foreign business 
entity and (i) such U.S. person, (ii) any 
corporation or partnership controlled by 
such U.S. person, and (iii) any U.S. person 
owning at the time the transaction takes 
place a 10 percent or greater interest in the 
foreign business entity. 

Section 6038A requires certain for
eign-owned domestic corporations to fur
nish certain information prescribed by the 
Secretary. In particular, section 6038A(a) 

requires a 25-percent foreign-owned do
mestic corporation to furnish information 
with respect to certain transactions be
tween such corporation and certain related 
parties. 

Explanation of Provisions 

The fmal regulations are revised to re
move and correct obsolete references to 
a form and IRS offices. The temporary 
regulations confornl the current final reg
ulations to specific statutory changes and 
make other minor clarifications to those fi
nal regulations. 

Section 1.6038-2 provides that each 
U.S. person, with respect to each foreign 
corporation such person controls, must 
furnish the required information on a 
Form 547 I, "Information Return of u.s. 
Persons With Respect [0 Certain ForeiJ!,f1 
Corporations", (or, in the case of taxable 
years that ended before December 31, 
1982, on a Form 2952, "Information Re
turn With Respect to Foreign Controlled 
Corporations "). Section I .6038-2(f) 
sets forth the information that must be 
provided on the applicable form. The in
formation that must be reported includes 
a summary showing the total amount of 
each of the types of transactions of the 
corporation specified in § 1.6038-2(f)( I I). 
In some cases, § I .6038-2(f)( 11) requires 
reporting of sales and purchases of items. 
See § 1.6038-2(f)(11 lei) (stock in trade) 
and (iii) (certain intangibles). In other 
cases, it requires reporting only of pur
chases. See § 1.6038-2(f)( II )(ii) (tangible 
property other than stock in trade). The 
temporary regulations modify the rules 
of the final regulations to include the re
porting of sales and purchases, instead of 
just purchases, of tangible property. The 
temporary regulations also modify the 
current rules to include the reporting of 
premiums paid, instead of just premiums 
received, for insurance or reinsurance. 
This consistent treatment of sales and pur
chases, and premiums paid and received, 
more fully implements the purpose of sec
tion 6038. It also conforms the rules in 
§ 1.6038-2 to analogous reporting rules. 
See § 1.6038A-2(b )(3 )(ii) (reporting re
quirements for foreign-owned domestic 
corporations). 

It has come to the IRS' attention that 
some foreign corporations that usc an 
accrual method of accounting may not 

be properly reporting the transactions 
described in § 1.6038-2(f)( II ). Accord
ingly, § 1.6038-2T(£)(l2) modifies the 
rules of the final regulation~ to clarify that 
foreign corporations that use an accrual 
method of accounting must report the 
summary of the total amount of the trans
actions described in § 1.6038-21(f)( I I) 
on an accrual basis. To maintain confor
mity, § 1.6038A-2(b )(8). which provides 
a similar rule for foreign-owned domestic 
corporations, has been similarly clarified. 

Section 6038(b)( I), as amended by the 
TRA '97, provides for a $10,000 penalty 
for failure to furnish the required informa
tion within the time prescribed under sec
tion 6038(a)(2). Section 6038(b )(2), as 
amended by the TRA '97, also provides 
for additional $10,000 penalties (not to ex
ceed a total of $50,000) when there is a 
continuing failure to furnish the required 
information. Section I .6038-2(k)( I) sets 
forth the dollar amounts of the penalty for 
failure to furnish the information required 
under section 6038. To conform to the 
statutory change made by the TRA '97, 
§ 1.6038-2(k)( 1) has been amended to re
flect the increased penalty amounts. 

Section 6038(c)(4)(B) and 
§ 1.6038-2(k)(3) provide a reason-
able cause exception for failure to furnish 
the information required under section 
6038. Some questions have arisen regard
ing how one determines, after reasonable 
cause has been established, the time 
prescribed for furnishing the information 
under § I.6038-2(i) (time and place for 
filing return) and the 90-day period 
described in § 1.6038-2(k)(l )(ii) (increase 
in penalty for continued failure after 
notification) and §1.6038-2(k)(2)(iv)(A) 
(reduction of foreign tax credit for contin
ued failure after notice). Two examples 
have been added in § 1.6038-2T(k)(5) to 
illustrate the determination, after reason
able cause has been established under 
§ 1.6038-2(k)(3 )(i), of the time for filing 
the Form 5471, and the beginning of the 
90-day period. 

The temporary regulations also mod
ify the rules of the final regulations to in
clude transactions between the foreign cor
poration and controlled partnerships, im
plementing a change made by section 1142 
of the TRA '97. 

Section 1.6038-2 of the regulations has 
been updated to remove references to ob
solete Form 2952 and to reflect that the Di-
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rector of Field Operations has replaced the 
district director and the Field Director has 
replaced the director of the ser.-ice center. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory assessment 
is not required. It has also been deter
mined that section 55)( b) of the Admin
istrati ve Procedure Act (5 U.s.c. chapter 
5) does not apply to these regulations. For 
the applicability of the Regulatory Flexi
bility Act (5 U.S.c. chapter 6). refer to the 
Special Analyses section of the preamble 
to the cross-reference notice of proposed 
ruling making published in this issue of the 
Bulletin. Pursuant to section 7805(f) of 
the Code. these final and temporary regula
tions will be submitted to the Chief Coun
sel for Advocacy of the Small Business 
Administration for comment on their im
pact on small business. 

Drafting Information 

The principal author of these regula
tions is Kate Y. Hwa. Office of the Asso
ciate Chief Counsel (International). How
ever. other personnel from the IRS and 
Treasury Department participated in their 
development. 

* * * * * 

Amendments to the Regulations 

Accordingly. 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read. in part. as follows: 

Authority: 26 USc. 7805 * * * 

* 1.6038-2 [Amended] 

Par. 1. Section 1.6038-2 is amended as 
101l0\\/s: 

I. Paragraph (f) introductory text is 
amended by removing the language "Form 
2952 or" in the first sentence. 

2. Paragraph (1')( I I) and (k)( I) are re
\ised. 

3. Paragraph (fl( 12) and (m) are added. 
-I. Paragraph (i) is amended by remov

ing the language "Form 2952 or" in the 
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first sentence. the second sentence. and the 
last sentence. 

5. Paragraph (i) is also amended by 
removing the languagc "District direc
tors and directors of service centers" and 
adding the language "Directors of Field 
Operations and Field Directors" in its 
place in the second sentence. 

6. Paragraph (k)(2)(iv) is amended by 
rcmoving the language "district director" 
and adding the language "Director of Field 
Operations" in its place in the first sen
tence. 

7. Paragraph (k)(3)(i) is amended by 
removing the language "district director" 
and adding the language "Director of Field 
Operations" in its place in the first sen
tence. 

The revisions and additions read as fol
lows: 

§ J .6038-2 Information returns required 

of United States persons with respect to 

annual accounting periods of certain 

foreign corporations beginning after 
December 31, 1962. 

* * * * * 
(f) * * * 
(II) [Reserved]. For further guidance. 

see § 1.6038-2T(f)( I I). 
(12) [Reserved]. For further guidance, 

see § 1.6038-2T(f)(I2). 

* * * * * 
(k) * * * 
(I) [Reserved]. For further guidance, 

see § 1.6038-2T(k)( I) 

* * * * * 
(m) [Reserved]. For further guidance, 

see § 1.6038-2T(m) 

>;,: * * * * 
Par. 3 Section 1.6038-2T is amended 

by revising paragraphs (e) through (m) to 
read as follows: 

§l. 6038-2 T Information returns required 
of United States persons with respect to 
allnlla/ accollnting periods of certain 
jCJreign colporatiolJs (temporary). 

* * * * * 
(e) through (O( 10) [Reserved]. For fur

ther guidance. see § 1.6038-2(e) through 
(f)( 10). 

(f)( II) Transactions with certain re
haed parties. (i) A summary showing the 

total amount of each of the following types 
of transactions of the corporation. which 
took place during the annual accounting 
period. with the person required to file 
this return. any other corporation or part
nership controlled by that person. or any 
United States person owning at the time of 
the transaction 10 percent or more in value 
of any class of stock outstanding of the 
foreign corporation. or of any corporation 
controlling that foreign corporation-

(A) Sales and purchases of stock in 
trade: 

(8) Sales and purchases of tangible 
property other than stock in trade: 

(C) Sales and purchases of patents, in
ventions, models, or designs (whether or 
not patented), copyrights, trademarks, se
cret formulas or processes, or any other 
similar property rights: 

(D) Compensation paid and compensa
tion recei ved for the rendition of technical, 
managerial, engineering, construction, sci
entific, or like services; 

(E) Commissions paid and commis
sions received; 

(F) Rents and royalties paid and rents 
and royalties received; 

(G) Amounts loaned and amounts bor
rowed (except open accounts resulting 
from sales and purchases reported under 
other items listed in this paragraph (f)(l1) 
that arise and are collected in full in the 
ordinary course of business); 

(H) Dividends paid and dividends re
ceived; 

(I) Interest paid and interest received; 
and 

(J) Premiums paid and premiums re
ceived for insurance or reinsurance. 

(ii) Special rule for banks, For pur
poses of this paragraph (f)( II), if the 
United States person is a bank, as defined 
in section 58 I, or is controlled within the 
meaning of section 368(c) by a bank, the 
term transactions shall not, as to a cor
poration with respect to which a return is 
filed, include banking transactions entered 
into on behalf of customers; in any event, 
however, depOsits in accounts between a 
foreign corporation, controlled (within the 
meaning of paragraph (b) of this section) 
by a United States person, and a person 
described in this paragraph (f)(ll) and 
withdrawals from such accounts shall be 
summarized by reporting end-of-month 
balances. 



(12) Accrued payments and receipts. 

For purposes of the required summary un
der paragraph (t)( II) of this section, a cor
poration that uses an accrual method of ac
counting shall use accrued payments and 
accrued receipts for purposes of comput
ing the total amount of each of the types of 
transactions listed. 

(g) through (j)(3) [Reserved]. For fur
ther guidance, see § 1.6038-2(g) through 
(j)(3). 

(k) Failure to furnish information-( I ) 
Dollar amount penalty-(i) In general. If 
any person required to file Form 5471 un
der section 6038 and this section fails to 
furnish any information described in para
graphs (f) and (g) of this section within 
the time prescribed by paragraph (i) of this 
section, such person shall pay a penalty of 
$10,000 for each annual accounting period 
of each foreign corporation with respect to 
which such failure occurs. 

(ii) Increase in penalty for continued 
failure after notification. If a failure de
scribed in paragraph (k)( I )(i) of this sec
tion continues for more than 90 days after 
the date on which the Director of Field 
Operations mails notice of such failure 
to the person required to file Form 5471, 
such person shall pay a penalty of $10,000, 
in addition to the penalty imposed by sec
tion 6038(b)(1) and paragraph (k)(l )(i) of 
this section, for each 30-day period (or 
a fraction of) during which such failure 
continues after such 90-day period has 
expired. The additional penalty imposed 
by section 6038(b )(2) and this paragraph 
(k)( I )(ii) shall be limited to a maximum of 
$50,000 for each failure. 

(k)(2) through (k)( 4) rReserved J. For 
further guidance, see § 1.6038-2(k)(2) 
through (k)(4). 

(k)(5) Illustrations. [Reserved]. For 
further guidance, see § 1.6038-2(k)(5). 

Examples 1 and 2. [Reserved]. For fur
ther guidance, see § 1.6038-2{k)(5) Exam

ples 1 and 2. 
Example 3. A, a U.S. person, owns 100 percem 

of the stock of Fe. On April 15, 2008, A timely filed 

CFR part or section where 
identified and described 

* * * * * 
1.6038-2 

* * * * * 

its 2007 income tax return but did not file Form 5471 

with respect to Fe's 2007 annual accounting period. 

On June L 2008, the Director of Field Operations 

mailed a notice 10 A of A' 5 failure to file Form 5471 

for 2007 with respect to Fe. On August I, 2008. A 

submits a written statement as;;erting facts for rea

sonable cause for failure to file the 2007 Form 5471 

for Fe. Based on A's statement and discussions with 

A, the Director of Field Operations agrees that A had 

reasonable cause for failure to file Fe s 2007 Form 

5471 and determined that it is reasonable for A to 

file Fe's 2007 Form 5471 by September 15, 2008 

The time prescribed for furnishing information under 

paragraph (i) of this section is September 15, 2008, 

and the 90-day period described under paragraphs 

(k)(l)(ii) and (k)(2)(iv)(A) of this section begins on 

that same date. Thus, if A files a completed Form 

5471 by September IS, 2008, A is not subject to the 
penalties under paragraphs (k)( I) and (k)(2) of this 

section. If A does not file a completed Form 5471 by 
December 14, 2008, in addition lo the penalties un

der paragraphs (k)( I) and (k)(2) of this section, A will 

also be subject to the penalties for continued failure 

under paragraphs (k)(l )(ii) and (kj(2)(iv)(A) of this 

section. 

Example 4. The facls are the same as in Example 

3 except A submits the written statement to the Direc

tor before a notice of failure to furnish information is 

mailed to A. The notice is mailed to A on Septem

ber 7, 2008. Under these facts, the time preScribed 

for furnishing information under paragraph (i) of this 

section is September IS, 2008, and the 90-day period 

after mailing of notice of failure under paragraphs 

(k)(l)(ii) and (k)(2)(iv)(A) of this section hegins on 

that same date. 

(I) through (1)(2) [Reserved]. For fur
ther guidance, see § 1.6038-(2)(1) through 
(1)(2). 

(m) Effective dates. (I) Except as oth
erwise provided, this section applies with 
respect to information for annual account
ing periods beginning on or after June 21, 
2006. Paragraph (d) of this section applies 
to taxable years ending after October 22, 
2004. Paragraphs (k)( I) and (k)(5), Exam
ples 3 and 4, of this section apply June 21, 
2006. 

(2) The applicability of paragraphs 
(f)(1I), (f)(l2), (k)(I), and (k)(5), Exam

ples 3 and 4, of this section will expire on 
or before June 19, 2009. 

Par. 4. Section 1.6038A-2 is amended 
by revising paragraph (b)(8) to read as fol
lows: 

§1.6038A-2 Requirement of retum. 

* * * * * 
(b) * * * 
(8) [Reserved]. For further guidance, 

see § 1.6038A-2T(b)(8). 

* * * * * 
Par. 5. Section 1.6038A-2T is 

amended by adding paragraphs (b )(8) 
and (h) to read as follows: 

§1.6038A-2T Requirement of return 
(temporary). 

* * * * * 
(b)(8) Accrued payments and receipts. 

For purposes of this section, a reporting 
corporation that uses an accrual method of 
accounting shall use accrued payments and 
accrued receipts for purposes of comput
ing the total amount of each of the types of 
transactions listed in this section. 

* * * * * 
(h) Effective date. (I) Except as other

wise provided, for effective dates for this 
section for certain reporting corporations, 
see §1.6038A-l(n). Paragraph (b)(8) of 
this section applies with respect to infor
mation for annual accounting periods be
ginning on or after June 21, 2006. 

(2) The applicability of paragraph 
(b )(8) of this section will expire on or 
before June 19, 2009. 

PART 602 - OMB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 6. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.s.c. 7805. 
Par. 7. Section 602.1 0 I (b) is amended 

by adding an entry to the table in numerical 
order to read as follows: 

§602.JOJ OMB Control numbers. 

* * * * * 
(b) * * * 

Current OMB 
control No. 

1545-2020 
1545-1617 
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Mark E. Matthews, 
Deputy Commissioner for 

Services and Enforcement. 

Approved June 13, 2006. 
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Eric Solomon. 
Acting Deputy Assistant Secretary 

of the Treasury (Tax Policy). 

(Filed b' the Office of the Federal Regi,ter on June 20. 2006. 
, ". ,. th' federal Register 8A5 a.m .. and publI'hed In the ",ue " t 

for June 21. lOOn. 71 FR .. <552-l) 



Part III. Administrative, Procedural, and Miscellaneous 
Weighted Average Interest 
Rate Update 

Notice 2006-66 

Sections 412(b)(5)(B) and 412(1)(7) 
(C)(i) of the Internal Revenue Code gen
erally provide that the interest rates used 
to calculate current liability for purposes 
of determining the full funding limitation 
under § 412( c )(7) and the required Con
tribution under § 412(1) must be within 
a permissible range around the weighted 
average of the rates of interest on 30-year 
Treasury securities during the four-year 
period ending on the last day before the 
beginning of the plan year. 

For Plan Years 
Beginning in: 

Month Year 

July 2006 

Drafting Information 

The principal authors of this notice are 
Paul Stem and Tony Montanaro of the Em
ployee Plans, Tax Exempt and Govern
ment Entities Division. For further infor-

Notice 88-73, 1988-2 C.B. 383, pro
vides guidelines for determining the 
weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate current liability for 
the purpose of the full funding limitation 
of § 412(c)(7) of the Code. 

Section 417 (e)(3)( A)( ii )(U) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)(l) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 

30-Year 

Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings. notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for June 2006 is 5.16 percent. 
The Service has determined this rate as the 
monthly average of the daily determina
tion of yield on the 30-year Treasury bond 
maturing in February 2036. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below. 

Treasury 90% to 105% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

4.83 4.35 to 5.07 4.35 to 5.31 

mati on regarding this notice. please con
tact the Employee Plans' taxpayer assis
tance telephone service at 877-829-5500 
(a toll-free number), between the hours of 
8:30 a.m. and 4:30 p.m. Eastern time, 
Monday through Friday. Mr. Stern may be 

reached at 202-2S3-9703. Mr. Montanaro 
may be reached at 202-283-9714. The 
telephone numbers in the preceding sen
tences are not toll-free. 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Information Returns Required 
With Respect to Certain 
Foreign Corporations and 
Certain Foreign-Owned 
Domestic Corporations 

REG-109512-05 

AC ENCY: Internal Revenue Service 
(IRS I. Treasury. 

ACTIO:--J: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin. 
the IRS IS issuing temporary regulations 
(TD. lf26X) to clarify existing guidance 
under sections 6038 and 6038A of the In
tl'J"fl,ti Revenue Code (Code) with respect 
to the information required to be furnished 
regarding certain related party transac
tions of certain foreign corporations and 
certain foreign-owned U.S. corporations. 
The temporary regulations also increase 
the amount of certain penalties. and make 
l"t:nain other changes. to retlect the statu
tory changes made by the Taxpayer Relief 
Alt of IlfY7. The text of the temporary 
n:gulation'i also serves as the text of these 
proposed regulation 'i. 

DATES: Written or electronic comments 
and n.'quests for a public hearing must be 
rcccived by September 19. 2006. 

ADDRESSES: Send submissions to: 
CC:PA:I.Pf):PR (REG-I09S12-0S). 
room .'\203. Internal Revenue Ser
\icc. PO Box 7604, Ben Franklin Sta
tl(lll. Washington, DC 20044. Submi,
sions lllay bc hand-delivered Monday 
through Frida~ between the hours of 
X d.ll1. ami 4 p.111. III CC:PA:LPD:PR 
I REG-109.'\ 12-05 I. Courier's Desk. In
tcrnal Rc\cllue Scn in:. IIII Constitution 
A\Cl1uc. NW, \Vashingtol1. DC. Dr sent 
L'kc'tn 1I1ilall). via the IRS Internet site at 
\\\\\1.11"1. t;(I\/rcg.1 or \ia the Federal eRulc-
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making Portal at 1I·1I·II.reglllatiollS.gm' 

(IRS REG-I095 I 2-05l. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations. Kate Y Hwa. (202) 622-3840; 
concerning submissions of comments, 
Kelly Banks. (202) 622-7180 (not toll-free 
numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these proposed regulations has 
been submitted to the Office of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507(d»). 

Comments concerning the collection 
of infonnation should be sent to the Of· 
fice of Management and Budget. Attn: 
Desk Officer for the Department of the 
Treasury. Office of Information and Reg
ulatory Affairs, Washington, DC 20503, 
with copies to the Internal Revenue Ser· 
vice. Attn: IRS Reports Clearance Officer. 
SE:W:CAR:MP:T:T:SP. Washington. DC 
20224. Any such comments should be 
submitted not later than August 21. 2006. 

Comments are specifically requested 
concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the IRS. in
cluding whether the information will have 
practical utility; 

The accuracy of the estimated burden 
associated with the proposed collection of 
information (see below); 

How the quality. utility. and clarity of 
the information to be collected may be en
hanced; 

How the burden of complying with the 
proposed collections of information may 
be minimized. including through the appli
cation of automated collection techniques 
or other forms of information technology; 
and 

Estimates of capital or start-up costs 
and costs of operations. maintenance, and 
purchase of service to provide information. 

The collection of infonnation is in 
~ 1.6038-2(f)( 11). This information is re-

quired by the IRS pursuant to section 6038 
of the Code. The likely recordkeepers are 
business or other for-profit institutions. 
The estimated hurden is as follows: 

Estimated ((1tal annual reporting and/or 
recordkeepi ng burden: 1250 hours. 

Estimated average annual burden per 
respondent: IS minutes. 

Estimated number of respondents: 
5.000. 

Estimated annual frequency of re
sponses: once. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to. a collection of infonnation unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
infolll1ation are confidential, as required 
by 26 U.S.c. 6103. 

Background 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Regu
lations (26 CFR Part I) to clarify the exist
ing rules under sections 6038 and 6038A 
of the Code with respect to the informa
tion required to be furnished regarding cer
tain related party transactions of certain 
foreign corporations and certain foreign
owned domestic corporations. The text of 
the temporary regulations also serves as 
the text of these proposed regulations. The 
preamble to the temporary regulations ex
plains the temporary regulations and these 
proposed regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore. a regula
tory assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) docs not apply to these regu
lations. Because these regulations impose 
no new collection of information on small 



entities, a Regulatory Flexibility Analy
sis under the Regulatory Flexibility Act 
(5 U.S.c. chapter 6) is not required. Pur
suant to section 7805(f) of the Code. this 
notice of proposed rulemaking will be sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on their impact on small busi
ness. 

Comments and Request for Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
All comments will be available for public 
inspection and copying. A public hearing 
may be scheduled if requested by any per
son who timely submits comments. If a 
public hearing is scheduled, notice of the 
date, time, and place for the hearing will 
be published in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Kate Y. Hwa, Office of the Asso
ciate Chief Counsel (International). How
ever, other personnel from the IRS and 
Treasury Department participated in their 
development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding entries in nu
merical order to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.6038-2 is amended to 

read as follows: 
l. Paragraphs (f)(lI), (k)(l), (k)(5) and 

(m) are revised. 
2. Paragraph (f)(l2) is added. 
The additions and revisions read as fol

lows: 

§1.6038-2 Information returns required 
of United States persons with respect to 
annual accounting periods of certain 
foreign corporations. 

* * * * * 
(f)(ll) [The text of this proposed 

amendment is the same as the text of 
§ 1.603S-2T(f)( 11) published elsewhere in 
this issue of the Bulletin]. 

(f)( 12) [The text of this proposed 
amendment is the same as the text of 
§ 1.6038-2T(f)( 12) published elsewhere in 
this issue of the Bulletin]. 

* * * * * 
(k)( 1) [The text of this proposed 

amendment is the same as the text of 
§ 1.603S-2T(k)(l) published elsewhere in 
this issue of the Bulletin]. 

* * * * * 
(5) * * * 
Example 3. [The text of this proposed 

amendment is the same as the text of 
§ 1.603S-2T(k)(5) Example 3 published 
elsewhere in this issue of the Bulletin]. 

Example 4. [The text of this proposed 
amendment is the same as the text of 
§ 1.603S-2T(k)(5) Example 4 published 
elsewhere in this issue of the Bulletin]. 

* * * * * 
(m) [The text of this proposed 

amendment is the same as the text of 
§ 1.603S-2T(m) published elsewhere in 
this issue of the BulletinJ. 

Par. 3. Section 1.603SA-2 is amended 
by revising paragraphs (b )(S) and (h) to 

read as follows: 

§1.6038A-2 Requirement of return. 

* * * * * 
(b) * * * 
(8) [The text of this proposed 

amendment is the same as the text of 
§ 1.6038A-2T(b )(S) published elsewhere 
in this issue of the Bulletin]. 

* * * * * 
(h) [The text of this proposed 

amendment is the same as the text of 
§ 1.6038A-2T(h) published elsewhere in 
this issue of the Bulletin]. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Piled by the Office of the Federal Register on June 20, 2006. 
8:45 a.m., and published in the issue of the Federal RegISter 
for June 21, 2006. 71 ER. 35592) 
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Part III. Administrative, Procedural, and Miscellaneous 
Excise Taxes With Respect 
To Prohibited Tax Shelter 
Transactions to Which 
Tax-Exempt Entities Are 
Parties and Related Disclosure 
Requirements 

Notice 2006-65 

The Tax Increase Prevention and Rec
onciliation Act of 2005 ("TIPRA"), en
acted on May 17, 2006, includes new 
excise taxes and disclosure rules that tar
get certain potentially abusive tax shelter 
transactions to which a tax-exempt entity 
is a party. TIPRA creates a new § 4965 
and amends ~~ 6033(a)(2), 6011(g) and 
6652( c)( 3) of the Internal Revenue Code 
("Code"). The amendments made by 
TIPRA were generally effective upon en
actment and have broad application to 
tax-exempt entities and their managers. 

Entities that may be affected by the new 
provi)ions include, but are not limited to, 
charities, churches, state and local govern
ments, Indian tribal governments, quali
fied pension plans, individual retirement 
accounts, and similar tax-favored savings 
arrangements. The managers of these en
tities, and in some cases the entities them
selves, can be subject to excise taxes if 
the entity is a party to a prohibited tax 
shelter transaction. Prohibited tax shel
ler transactions include transactions that 
are identified by the Internal Revenue Ser
vice ("IRS") as potentially abusive "listed" 
tax avoidance transactions and reportable 
transactions that are confidential transac
tions or transactions with contractual pro
tection. The newly enacted provisions also 
( I ) contain new disclosure requirements, 
\vhich apply not only to tax-exempt en
titie~ but also to taxable entities that are 
partie~ to prohibited tax shelter transac
tion~ involving tax-exempt entities. and 
(2) impose penalties for the failure to com
ply with the new disclosure requirements. 
A detailed description of the new TIPRA 
pro\'i~ions is attached as an appendix. 

The IRS and the Treasury Department 
I "Treasury") are publishing this notice in 
order to ensure that affected entities are 
a\\~lre of the new TIPRA provisions, so 
that ~lIch entities can take the new taxe~ 
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and disclosure obligations into account im
mediately, In addition, the IRS and Trea
sury are requesting public comments on 
the new provisions in anticipation of the 
publication of additional guidance. The 
IRS and Treasury are also interested in 
hearing from tax-exempt entities, practi
tioners and others potentially affected by 
the T1PRA provisions who would like the 
opportunity to discuss their questions, con
cerns and suggestions. 

Request for Comments 

The IRS anticipates including projects 
related to these T1PRA provisions in the 
annual Guidance Priority Plan that the 
IRS and Treasury expect to release soon. 
The IRS expects to issue guidance under 
these provisions promptly, and invites 
comments from the public regarding all 
aspects of the new excise taxes and dis
closure requirements created by these 
prOVIsions. Written comments should 
be submitted by August 11, 2006. Send 
submissions to: CC:PA:LPD:PR (Notice 
2006-65), room 5203, Internal Revenue 
Service, POB 7604, Ben Franklin Station, 
Washington, DC 20044. Submissions may 
be hand delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to: CC:PA:LPD:PR (Notice 2006-65), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Avenue, NW, 
Washington, DC. Alternatively, taxpay
ers may submit comments electronically 
to notice.comments@irscounsel.treas,gov 
(Notice 2006-65), 

Drafting Information 

The principal author of this notice is 
Galina Kolomietz of the Office of Di
vision Counsell Associate Chief Counsel 
(Tax-Exempt and Government Entities), 
For further information regarding this 
notice, contact Ms. Kolomietz at (202) 
622-6070 (not a toll-free call). For ques
tions specifically relating to qualified 
pension plans, individual retirement ac
counts, and similar tax-favored savings 
arrangements, contact Dana Barry of the 
Office of Division Counsel/Associate 
Chief Counsel (Tax-Exempt and Govern
ment Entities) at (202) 622-6060 (not a 
toll-free call). 

Appendix 

I. Oven'iell' o(Nell' ,9 4965. (IS Added by 
Sectio/l 516 ofT/PRA 

Q-l: What excise taxes are imposed 
under new § 4965 of the Code, as added 
by section 516 of TI PRA ? 

A-l: Section 4965 imposes two new 
excise taxes, First, § 4965(a)( I) imposes 
an excise tax on certain tax-exempt enti
ties that are parties to "prohibited tax shel
ter transactions," as defined in § 4965(e). 
See Part II of this appendix for the dis
cussion of the entity-level excise tax un
der § 4965(a)(I). Second, § 4965(a)(2) im
poses an excise tax on "entity managers" 
of tax-exempt entities who approve the en
tity as a party (or otherwise cause the en
tity to be a party) to a prohibited tax shel
ter transaction and know or have reason to 
know that the transaction is a prohibited 
tax shelter transaction. See Part III of this 
appendix for the discussion of the man
ager-level excise tax under § 4965(a)(2). 

Q-2: What is a "tax-exempt entity"? 
A-2: Under § 4965(c), the term "tax

exempt entity" refers to: 

I. Non-Plan Entities, which are: 

I. entities described in § 501(c), includ
ing but not limited to the following 
common types of entities: 
a, instrumentalities of the United 

States described in § 501 (c)(I); 
b. churches, hospitals, museums, 

schools, scientific research or
ganizations and other charities 
described in § 501(c)(3); 

c. civic leagues, social welfare or
ganizations and local associa
tions of employees described in 
§ 50I(c)(4); 

d. Jabor, agricultural or horticul
tural organizations described in 
§ 501(c)(5); 

e. business leagues. chambers of 
commerce, trade associations and 
other organizations described in 
§ 501(c)(6); 

f. voluntary employees' beneficiary 
associations (VEBAs) described 
in § 501(c)(9); 

g. credit unions described in 
§ 501(c)(14); 



h. insurance companies described in 
§ 501(c)(l5); and 

1. veterans' organizations described 
in § 50l(c)(l9); 

2. religious or apostolic associations or 
corporations described in § 50l(d); 

3. entities described in § 170(c), includ
ing states, possessions of the United 
States, the District of Columbia, po
litical subdivisions of states and polit
ical subdivisions of possessions of the 
United States (but not including the 
United States); and 

4. Indian tribal governments within the 
meaning of § 7701(a)(40). 

II. Plan Entities, which are: 

5. qualified pension, profit-sharing 
and stock bonus plans described in 
§ 40l(a); 

6, annuity plans described in § 403(a); 
7. annuity contracts described in 

§ 403(b); 
8, qualified tuition programs described 

in § 529; 
9, retirement plans described in § 457(b) 

maintained by a governmental em
ployer; 

10. individual retirement accounts within 
the meaning of § 408(a); 

11. Archer Medical Savings Accounts 
("MSAs") within the meaning of 
§ 220(d); 

12. individual retirement annuities within 
the meaning of § 408(b); 

13. Coverdell education savings accounts 
described in § 530; and 

14. health savings accounts within the 
meaning of § 223(d). 

Q-3: Who is an "entity manager" for 
purposes of § 4965? 

A-3: Under § 4965(d), the term "entity 
manager" means: 

1. In the case of Non-Plan Entities (see 
Q&A-2), the term "entity manager" 
means the person with authority or re
sponsibility similar to that exercised 
by an officer, director or trustee, and, 
with respect to any act, the person 
having authority or responsibility with 
respect to such act. 

2. In the case of Plan Entities (see 
Q&A-2), the term "entity manager" 
means the person who approves or 
otherwise causes the entity to be a 
party to the prohibited tax shelter 

transaction. An individual benefi
ciary (including a plan participant) or 
owner of the tax-favored retirement 
plans, individual retirement arrange
ments, and savings arrangements 
described in § 401(a), 403(a), 403(b). 
529, 457(b), 408(a), 220(d), 408(b), 
530 or 223(d), may be liable as an 
entity manager if the individual bene
ficiary or owner has broad investment 
authority under the arrangement. 

Q-4: What is a "prohibited tax shelter 
transaction"? 

A-4: Under § 4965(e), the term "pro
hibited tax shelter transaction" means: 

1. Listed transactions within the mean
ing of § 6707 A(c)(2), which are trans
actions that are the same as, or sub
stantially similar to, any transaction 
that has been specifically identified by 
the Secretary as a tax avoidance trans
action for purposes of § 60 II; and 

2. Prohibited reportable transactions, 
which are: 
a. Confidential transactions within 

the meaning of § 1.6011-4(b)(3) 
of the Income Tax Regulations; 
and 

b. Transactions with contractual 
protection within the meaning of 
§ 1.60 11-4(b)( 4) of the Income 
Tax Regulations. 

II. Excise Tax on Certain Tax-Exempt 
Entities Under § 4965( a)( J) 

Q-5: Are all tax-exempt entities iden
tified in Q&A-2 subject to the entity-level 
excise tax under § 4965(a)( I)? 

A-5: No. Only the Non-Plan Entities 
identified in Q&A-2 are subject to the en
tity-level excise tax under § 4965(a)( I). 

Q-6: What circumstances give rise 
to the entity-level excise tax under 
§ 4965(a)(l)? 

A-6: Under § 4965(a)( 1), an entity
level excise tax is imposed on any Non
Plan Entity identified in Q&A-2 that be
comes a party to a prohibited tax shelter 
transaction or is a party to a "subsequently 
listed transaction," as defined in § 4965. 

Q-7: For purposes of § 4965(a)(1), 
what is a "subsequently listed transac
tion"? 

A-7: A "subsequently listed transac
tion" is a transaction that is identified as 
a listed transaction after the tax-exempt 
entity has become a party to the trans-

action and that was not a prohibited re
portable transaction at the time the tax-ex
empt entity became a party to the transac
tion (§ 4965(e)(2». 

Q-8: What is the entity-level excise tax 
imposed under § 4965(a)( I) on a Non-Plan 
Entity identified in Q&A-2 that becomes a 
party to a prohibited tax shelter transaction 
(other than a subsequently listed transac
tion),' 

A-8: The excise tax imposed under 
§ 4965(a)( I) applies for the taxable year 
in which the entity becomes a party to 
the prohibited tax shelter transaction and 
any subsequent taxable year. The amount 
of tax depends on whether the tax-exempt 
entity knew or had reason to know that 
the transaction was a prohibited tax shelter 
transaction at the time the entity became a 
party to the transaction. If the tax-exempt 
entity did not know (and did not have rea
son to know) that the transaction was a pro
hibited tax shelter transaction at the time 
the entity became a party to the transac
tion, the tax is the highest rate of tax under 
§ 11 (currently 35 percent) multiplied by 
the greater of: (i) the entity's net income 
with respect to the prohibited tax shelter 
transaction (after taking into account any 
other applicable taxes with respect to such 
transaction) for the taxable year or (ii) 75 
percent of the proceeds received by the en
tity for the taxable year that are attribut
able to such transaction (§ 4965(b)(1 )(A». 

If the tax-exempt entity knew or had rea
son to know that the transaction was a pro
hibited tax shelter transaction at the time 
the entity became a party to the transaction, 
the tax is the greater of (i) 100 percent of 
the entity's net income with respect to the 
transaction (after taking into account any 
other applicable taxes with respect to such 
transaction) for the taxable year or (ii) 75 
percent of the proceeds received by the en
tity for the taxable year that are attributable 
to such transaction (§ 4965(b)( 1)(8 », 

Q-9: What is the entity-level excise tax 
imposed under § 4965(a)( I) on a Non-Plan 
Entity identified in Q&A-2 that is a party 
to a subsequently listed transaction? 

A-9: In the case of a subsequently 
listed transaction, the tax-exempt entity's 
income and proceeds attributable to the 
transaction are allocated between the peri
ods before and after the listing and the tax 
for each taxable year is the highest rate of 
tax under § 11 (currently 35 percent) mul
tiplied by the greater of 0) the entity's net 
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income with respect to the subsequently 
listed transaction for the taxable year that 
is allocable to the period beginning on the 
later of the date such transaction is listed 
or the first day of the taxable year; or (ii) 
75 percent of the proceeds recei ved by the 
entity for the taxable year that are attrib
utable to such transaction and allocable to 
the period beginning on the later of the date 
such transaction is listed or the first day 
of the taxable year (* 4965(b)( I )(A)(i)(II) 
and (b)( I )(A)(ii)(Il). 

III. Excise Tax on Entity Managers under 
§ 4965(0)(2) 

Q-IO: In what circumstances will an 
entity manager be subject to the manager
level excise tax under § 4965(a)(2)? 

A-IO: The manager-level excise tax 
under § 4965(a)(2) is imposed on any en
tity manager of a tax-exempt entity identi
fied in Q&A-2 (whether it is a Plan En
tity or a Non-Plan Entity) who approves 
the entity as a party (or otherwise causes 
such entity to be a party) to a prohibited tax 
shelter transaction and knows or has rea
son to know that the transaction is a pro
hibited tax shelter transaction. 

Q-II: What is the manager-level ex
cise tax imposed under § 4965(a)(2)? 

A-II: The amount of tax is $20,000 
for each approval or other act causing the 
entity to be a party to the prohibited tax 
shelter transaction (§ 4965(b )(2». 

IV Coordination Among Applicable 
Excise Taxes 

Q-12: Can the entity-level tax under 
* 4965(a)( I) and the manager-level tax un
der § 4965(a)(2) both apply with respect 
to the same prohibited tax shelter transac
tion? 

A-12: Yes. In the case of a Non-Plan 
Entity identified in Q&A-2 that is a party 
to a prohibited tax shelter transaction. both 
the entity-level tax under § 4965(a)( 1) and 
the manager-level tax under § 4965(a)(2) 
may apply. In the case of a Plan Entity 
that is a party to a prohibited tax shelter 
transaction, only the manager-level tax un
der § 4965(a)(2) may apply. 

Q-13: What is the relationship between 
the excise taxes imposed by § 4965 and 
taxes and penalties otherwise imposed un
der the Code? 

A-13: The excise taxes imposed by 
§ 490S are in addition to any other tax. ad-
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dition to tax, or penalty imposed under the 
Code. 

V New Disclosure Requirements Added 
by Section 516 ofTiPRA 

Q-14: What new disclosure require
ments are added by section 516 of TIPRA 
for a tax-exempt entity that is a party to a 
prohibited tax shelter transaction? 

A-14: Section 516(b) of TIPRA 
amends § 6033 to require every tax-ex
empt entity identified in Q&A-2 (whether 
it is a Plan Entity or a Non-Plan Entity) 
that is a party to a prohibited tax shelter 
transaction to disclose to the Service (in 
such form and manner and at such time as 
determined by the Secretary) the follow
ing information: (a) that such entity is a 
party to the prohibited tax shelter trans
action; and (b) the identity of any other 
party to the transaction which is known to 
such tax-exempt entity (§ 6033(a)(2), as 
amended by section SI6(b) of TIPRA). 

Q-15: What are the consequences of 
a failure by a tax-exempt entity to com
ply with the new disclosure requirements 
added by section S16 of TIPRA? 

A-IS: Section 516(c) of TIPRA 
amends § 6652(c) to impose a penalty 
for each failure by a tax-exempt entity 
identified in Q&A-2 to file a disclosure 
required under the amended § 6033(a)(2) 
with respect to such entity's involvement 
in any prohibited tax shelter transaction. 
Under the amended § 6652(c)(3)(A), the 
amount of the penalty is $100 for each 
day during which such failure continues, 
not to exceed $50,000 with respect to any 
one disclosure. Section 66S2(c) is also 
amended to authorize the Secretary to 
make a written demand on any entity or 
manager subject to the penalty for nondis
closure under the amended § 6033(a)(2), 
specifying a reasonable future date by 
which the required disclosure must be 
filed (§ 66S2(c)(3)(B)(i), as amended by 
section SI6(c) of TIPRA). Failure to com
ply with the Secretary's demand is subject 
to an additional penalty in the amount 
of $100 for each day after the expiration 
of the time specified in the demand dur
ing which such failure continues, not to 
exceed S; I 0,000 with respect to anyone 
disclosure (§ 6652( c)(3 )(B )(ii». 

Q-16: Who is liable for the penalties 
under the amended § 6652(c) for failure 
to file a disclosure and for failure to com-

ply with the Secretary's demand for disclo

sure'~ 

A-16: In the case of the Non-Plan 
Entities identified in Q&A-2, the penalty 
is imposed on the tax-exempt entity. In 
the case of the Plan Entities identified in 
Q&A-2, the penalty is imposed on the 
entity manager of the tax-exempt entity. 

Q-17: What new disclosure require
ments are added by section 516 of TIPRA 
for a taxable party to a prohibited tax shel
ter transaction? 

A-17: Section 516(b) of TIPRA 
amends § 60 II to require any taxable 
party to a prohibited tax shelter trans
action to disclose by statement to any 
tax-exempt entity identified in Q&A-2 
which is a party to such transaction that 
such transaction is a prohibited tax shelter 
transaction (§ 60 II (g), as amended by 
secti on 516(b) of TIPRA). 

Q-18: Are there any consequences for 
a failure by a taxable party to comply with 
the new disclosure requirements added by 
section S16 of TIPRA? 

A-18: Yes. Taxable parties that fail to 
disclose to tax-exempt parties the informa
tion required by the amended § 6011 (g) 
are subject to current law penalties for fail
ure to comply with the various disclosure 
requirements imposed by § 6011. See 
§ 6707 A of the Code. 

VI. Effective Date for Excise Taxes 

Q-19: What is the effective date for the 
excise taxes imposed by new § 4965? 

A-19: The excise taxes under § 4965 
apply to taxable years ending after May 
17, 2006, with respect to transactions en
tered into before, on, or after such date, 
except that no § 496S(a) excise tax ap
plies with respect to income or proceeds 
that are properly allocable to any period 
ending on or before August 15, 2006 
(TIPRA section SI6(d)(l ». However, the 
increase in the entity-level tax imposed 
under § 4965(a)(I) on certain knowing 
transactions does not apply to any pro
hibited tax shelter transaction to which a 
tax-exempt entity becomes a party on or 
before May 17,2006 (§ 4965(b)(1)(B». 

VII. Effective Date for Disclosure 
Requirements and Related Penalties 

Q-20: What is the effective date for the 
disclosure requirements described above 
in Part V of this appendix and for the 



penalties for failure to comply with those 
requirements? 

A-20: The new disclosure require
ments described in Part V of this appen
dix, and the penalties for failure to comply 
with those requirements. apply to disclo
sures the due date for which is after May 
17,2006 (TIPRA section 516(d)(2». 

Downpayments for Offers in 
Compromise 

Notice 2006-68 

The Internal Revenue Service and the 
Department of the Treasury are currently 
revising Form 656, Offer in Compromise, 
and developing regulations under section 
7122 of the Internal Revenue Code to im
plement the amendments to section 7122 
made by section 509 of the Tax Increase 
Prevention and Reconciliation Act of 2005 
("TIPRA"). Pub. L. No. 109-222. The 
TIPRA amendments to section 7122 apply 
to offers in compromise submitted on or af
ter July 16,2006. 

As amended, section 7122 provides that 
a lump-sum offer (one payable in five or 
fewer installments) must be accompanied 
by the payment of 20 percent of the amount 
of the offer. Section 7122 also provides 
that a periodic payment offer (one payable 
in six or more installments) must be ac
companied by thc payment of the amount 
of the first proposed installment and ad
ditional installments must be paid while 
the offer is being evaluated by the Internal 
Revenue Service. 

This notice provides interim guidance 
under section 7122, as amcnded by sec
tion 509 of TIPRA, until regulations or 
other guidance is issued and Form 656 is 
revised. Taxpayers may rely on this no
tice until regulations or other guidance is 
issued and may continue to use the cur
rent version of Form 656 (Rev. 7-2004) 
to submit offers until a revised Form 656 
is available. The revised Form 656 will 
be made available on the Internal Revenue 
Service's website at wWH'.IRS.gov and tax
payers may call I (800) Tax-Form to re
quest a copy of Form 656. 

SECTION I. BACKGROUND AND 
GENERAL RULES 

.0 I Section 7122 permits the Service to 
compromise any civil liability arising un
der the internal revenue laws before the 
case is referred to the Dcpartment of Jus
tice for prosecution or defense. Section 
509 of TIPRA amended section 7122. ef
fective for offers in compromise submitted 
on or after July 16, 2006. An offer in com
promise will be treated as submitted on or 
after July 16, 2006, if the offer is received 
on or after that date by the Service. The 
postmark date is irrelevant in determining 
when an offer is submitted. 

.02 Section 7122( c)( I), as amended by 
TIPRA, requires that an offer in compro
mise be accompanied by a partial payment. 
In the case of a lump-sum offer, the par
tial payment required is 20 percent of the 
amount of the offer. If the taxpayer does 
not make the required 20-percent payment. 
the offer may be returned to the taxpayer 
as unprocessable. Section 7122(d)(3)(C). 
The Service will treat the required 20-per
cent payment as a payment of tax, rather 
than a refundable deposit under section 
7809(b) or Treas. Reg. § 301.7122-1 (h). 
Voluntary payments submitted in connec
tion with an offer in compromise, to the ex
tent they exceed the payment or payments 
required under section 7122(c)(l), will be 
treated as refundable deposits if they are 
not designated as tax payments by the tax
payer. 

.03 If the taxpayer submits a periodic 
payment offer, the taxpayer must include 
the first proposed installment with the 
offer. If the taxpayer does not make the 
firs! installment payment, the offer may be 
returned to the taxpayer as unprocessable. 
Section 7l22(d)(3)(C). While a periodic 
payment offer is being evaluated by the 
Service, the taxpayer must make subse
quent proposed installment payments as 
they become due. If the taxpayer fails 
to make an installment payment other 
than the first installment, the failure may 
be treated as a withdrawal of the offer. 
Section 7122(c)(l)(8)(ii). The Service 
will treat installment payments required 
for a periodic payment offer as payments 
of tax, rather than refundable deposits 
under section 7809(b) or Treas. Reg. 
§ 301.7122-I(h). Voluntary payments 
submitted in connection with an offer in 
compromise, to the extent they exceed 

the payment or payments required un
der section 7122(c)( I). will be treated as 
refundable deposits if they are not desig
nated as tax payments by the taxpayer. 

.04 Section 7122(cj(2)(A) allows the 
taxpayer to specify how any payment 
made pursuant to section 7122( c)( I ) is to 
be applied to the assessed taxes. penalties. 
interest, etc. The specification must be 
made in writing when the offer is submit
ted or when the payment is made. The 
specification should clearly indicate how 
the partial payment or partial payments 
(in the case of a periodic payment oner) 
are to be applied to specific taxahle years 
(or other taxable periods) or to specific 
liabilities (e.g., income taxes, employment 
taxes, and trust fund recovery penalties 
under section 6672(a». Once the taxpayer 
specifies how a payment is to be applied. 
the specification cannot later be changed. 
In the absence of a specification. the Ser
vice will apply the payment or payments 
required by section 7122(c) in the best 
interests of the government. 

.05 Section 7122(c)(2)(B) provides that 
the assessed tax or other amounts shall be 
reduced by any user fee imposed with re
spect to the taxpayer's offer in compro
mise. The applicable regulations provide 
that a $150 user fee is generally charged for 
processing an offer in compromise. but no 
fee is charged if the offer is based solely on 
doubt as to liability or is made by a low-in
come taxpayer. Treas Reg ~ 300.3(b)(\). 
Because a taxpayer may not specify how 
the $150 user fee for processing an offer 
in compromise will be applied. the Service 
will apply the user fee in the best interests 
of the government. 

.06 Section 7l22(c)(2)(O provides that 
the Secretary may issue regulations waiv
ing any payment required under section 
7122( c)( I) in a manner consistent with the 
practices established in accordance with 
the requirements under section 7122( d)( 3). 
See Section 4 of this notice for information 
concerning waivers for low-income tax
payers and for offers based solely on doubt 
as to liability. 

.07 Section 7122(f) provides that ie an 
offer in compromise is not rejected within 
24 months after submission of the offer. 
the offer shall be deemed to be accepted. 
Any period during which any tax liabil
ity which is the subject of the offer i, 
in dispute in any judicial proceeding i, 
not taken into account in determining the 
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expiration of the 24-month period. The 
date of submission of an offer for pur
poses of section 7122(0 is the date on 
which the offer is received by the Ser
vice. The postmark date is irrelevant in 
determining when .. 10 offer is submitted. 
An offer will not be deemed to be ac
cepted if the offer is. within the 24-month 
period. rejected by the Service. returned 
by the Service to the taxpayer as non pro
cessable or no longer processable. with
drawn by the taxpayer. or deemed with
drawn under section 7122( c)( I )( B){ ii) be
cause of the taxpayer' s failure to make the 
second or later installment due on a pe
riodic payment offer. The date an offcr 
is rejected for purposes of section 7122(f) 
is the date on which the Scrvice issues 
a written notice of rejection under Treas. 
Reg. * 301.7122-1 (f)(l). The period dur
ing which the IRS Office of Appeals con
siders a rejected offer in compromise is not 
included as part of the 24-month period be
cause the offer was rejected by the Service 
within the meaning of section 7 I 22(f) prior 
to consideration of the offer by the Office 
of Appeals. 

SECTION 2. GUIDANCE FOR 
LUMP-SUM OFFERS 

.01 Unless a waiver under Section 4 of 
this notice applies, a lump-sum offer in 
compromise received on or after July 16, 
2006, will be returned as not processable 
if the offer is not accompanied by a partial 
payment of the amount of the offer. 

.02 If the taxpayer makes a partial 
payment when a lump-sum offer is sub
mitted. but the payment is less than the 
10-percent required amount. the Service 
may accept the offer for processing and 
~olicit payment of the remaining portion 
of the 10-percent amount. If the taxpayer 
does not pay the balance of the 10-percent 
amount within the time allowed by the 
Service. the Scrvice may return the offer 
as not processable unless the Service de
termines that continued processing of the 
offer would be in the best interests of the 
government. 

SECTION 3. GUIDANCE FOR 
PERIODIC PAYMENT OFFERS 

. 01 Cnless a waiver under Section 4 of 
this notice applies. a periodic payment of
fer in compromise received on or after July 
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16. 2006. will be returned as not process
able if the submission of the offer is not 
accompanied by the full amount of the first 
proposed installment. 

.02 If a periodic payment offer has been 
accepted for processing and the taxpayer 
fails to make full payment of the second 
or subsequent proposed installment while 
the offer is being evaluated, the Service 
may solicit payment from the taxpayer of 
the unpaid amount of the subsequent in
stallment. The Service may issue a let
ter advising the taxpayer that the offer is 
considered withdrawn if the taxpayer does 
not make full payment of the installment 
within the time allowed unless the Ser
vice determines that continued processing 
of the offer is in the best interests of the 
government. 

SECTION 4. WAIVER OF PAYMENTS 
UNDER SECTION 7l22(c)(2)(C) 

.0 I The Treasury Department and 
the Service intend to issue regulations 
pursuant to section 7122(c)(2)(C) that 
will waive payments otherwise required 
by section 7122(c)(I) in two situations. 
Waivers will apply with respect to offers 
submitted by low-income taxpayers and 
with respect to offers submitted by other 
taxpayers based solely on doubt as to lia
bility. Although regulations have not been 
issued, on an interim basis the Service will 
waive the payments otherwise required 
by section 7122(c)(I) using the criteria 
described in Sections 4.01 and 4.03 below. 

.02 No payment under section 
7122(c)(l) will be required when an offer 
is submitted by a low-income taxpayer. 
A low-income taxpayer is an individual 
whosc income falls at or below poverty 
levc\s based on guidelines established by 
the U.S. Department of Health and Human 
Services under the authority of section 
673(2) of the Omnibus Reconciliation Act 
of 1981 (95 Stat. 357, 511), or another 
measure that is adopted by the Secretary. 
Until further guidance is issued, a taxpayer 
should use the worksheet to Form 656-A, 
Income Certification for Offer in Compro
mise Application Fee, to determine if the 
taxpayer qualifies as a low-income tax
payer who is not required to make partial 
payments pursuant to section 7122(c)(l) . 

.03 No payment under section 
7122( c)(I) will be required when an offer 
is submitted by a taxpayer based solely on 

doubt as to liability. An offer is consid
ered to he submitted solely on the basis of 
doubt as \0 liability if the taxpayer sub
mits the offer on Form 656-L, Offer in 
Compromise (Douht as to Liability), or. if 
the offer is submitted on Form 656, Offer 
ill Compromise. it is clear on the face of 
the Form that the only basis on which the 
taxpayer relies in making the offer is doubt 
as to liability. 

SECTION 5. REQUEST FOR 
COMMENTS 

.0 I The Treasury Department and the 
Service request comments from the pub
lic on the issues addressed in this notice 
and on additional issues that should be ad
dressed in regulations or other guidance as 
a result of the recent amendments to sec
tion 7122. 

.02 Comments are requested regard
ing the definition of low-income for 
purposes of section 7122(c)(2)(C). For 
purposes of this interim guidance, Section 
4.02 of this notice defines low-income 
in a manner consistent with Treas. Reg. 
§ 300.3(b)( [)(ii) regarding user fees for 
processing offers to compromise. How
ever, the Treasury Department and the 
Service recognize that commentators have 
previously raised concerns regarding the 
definition of low-income in the context of 
the user fee regulations. Treasury and the 
Service are considering modifications to 
the definition of low-income for purposes 
of the user fee charged for processing an 
offer in compromise. Treasury and the 
Service anticipate that any modification to 
the definition of low-income for purposes 
of the user fee will be reflected in subse
quent guidance issued under new section 
7122(c)(2)(C). 

.03 Comments should be submitted in 
writing on or before October 9, 2006, to 
the Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Washington, 
D.C 20044, Attn: CC:PA:CBS (Notice 
2006-68). Submissions may also be 
hand-delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to the Courier's Desk at 950 L'Enfant 
Plaza, 5th Floor. Washington, DC 20024, 
by contacting the Legal Processing Di
vision at (202) 874--9752. Submissions 
may also be sent electronically via the 
internet to the following email address: 
Nntice.comments@irscounsel.treas.gov. 



Include the notice number (Notice 
2006-68) in the subject line. All com
ments will be available for public inspec
tion and copying. 

SECTION 6. DRAFfING 
INFORMATION 

The principal author of this notice is 
William F. Conroy of the Office of Asso
ciate Chief Counsel (Procedure & Admin
istration). For further information regard
ing this notice, contact William F. Conroy 
at (202) 622-3600 (not a toll-free call). 

Debit Cards Used to 
Reimburse Participants 
in Self·lnsured Medical 
Reimbursement Plans and 
Dependent Care Assistance 
Programs 

Notice 2006-69 

I. PURPOSE 

This notice provides further guidance 
on the use of debit cards, credit cards, 
and stored value cards (cards) to reim
burse participants in self-insured medical 
reimbursement plans, such as health flexi
ble spending arrangements (health FSAs) 
and health reimbursement arrangements 
(HRAs). See Rev. Rul. 2003-43,2003-1 
c.B. 935. This notice also clarifies certain 
substantiation methods and requirements 
that apply to all medical reimbursement 
plans whether or not a card is used. Fi
nally, the notice provides guidance on 
the use of cards to reimburse participants 
in dependent care assistance programs 
(DCAPs), including dependent care flex
ible spending arrangements (dependent 
care FSAs). 

II. BACKGROUND 

Rev. Rul 2003-43 addresses the use of 
cards to reimburse participants in health 
FSAs and HRAs. The ruling describes 
three situations in which employers adopt 
electronic reimbursement systems in con
nection with health FSAs and HRAs. In 
each of the three situations, employees 
who participate in the health FSA or HRA 
are issued cards. 

Each partICIpating employee certifies 
upon enrollment and for each plan year 
thereafter that the card will only be used 
for eligible medical care expenses of the 
employee, the employee's spouse and de
pendents. The employee also certifies that 
any expense paid with the card has not 
been reimbursed and that the employees 
will not seek reimbursement under any 
other plan covering health benefits. The 
certification is printed on the back of the 
card and the employee-cardholder under
stands the certification is reaffirmed each 
time the card is used. The use of the card 
is limited to the maximum dollar amount 
of coverage available in the employee's 
health FSA or HRA. The card can only 
be used at merchants and service providers 
that have merchant category codes related 
to health care, such as physicians, pharma
cies, dentists, vision care offices, hospitals, 
and other medical care providers. 

In Situation I of the ruling, the em
ployer establishes the following proce
dures for substantiating claimed medical 
expenses after the card is used. First, if 
the dollar amount of the transaction at 
a health care provider equals the dollar 
amount of the copayment for that service 
under the accident or health plan (i.e., the 
major medical plan, health maintenance 
organization, etc.) covering the specific 
employee-cardholder, the charge is fully 
substantiated without the need for submis
sion of a receipt or further review (i.e., 

copayment match). Second, the employer 
permits automatic reimbursement without 
further review of recurring expenses that 
match expenses previously approved as 
to amount, provider, and time period (i.e., 

recurring expenses). Third, if the mer
chant, service-provider, or other indepen
dent third-party (e.g., Pharmacy Benefit 
Manager), at the time and point-of-sale, 
provides information to verify to the em
ployer (including electronically bye-mail, 
the internet, intranet, or telephone) that 
the charge is for a medical expense, the 
charge is fully substantiated without the 
need for submission of a receipt or further 
review (i.e., real-time substantiation). 

All other charges to the card are treated 
as conditional pending confirmation of 
the charge by the submission of additional 
third-party information, such as a receipt. 
Claims that are identified as not qualify
ing for reimbursement because of lack of 

additional information or otherwise, are 
subject to certain correction procedures. 

Rev. Rul. 2003-43 concludes that 
the procedures adopted by the employer 
in Situation I meet the requirements of 
§ 1 05(b) because all claims for medical ex
penses are substantiated, either automati
cally or by the submission of additional in
formation. Card systems that do not meet 
the requirements of § 105(b) result in all 
payments provided by the cards being in
cluded in the participant's income. 

III. ADDITIONAL USE OF CARDS TO 
SUBSTANTIATE HEALTH FSA AND 
HRA MEDICAL EXPENSES 

In addition to the substantiation meth
ods approved in Rev. Rul. 2003-43, 
as described below, an employer may 
adopt additional methods for substantiat
ing claimed medical expenses. Employers 
that adopt these methods must also com
ply with requirements of Treas. Reg. 
§ 1.105-2, Prop. Treas. Reg. § 1.125-2, 
Q & A-7, Notice 2002-45, 2002-2 c.B. 
93, and Rev. Rul. 2003-43, including, 
but not limited to, employee certifications 
and adoption of meaningful correction 
procedures for amounts that are not auto
matically substantiated at the point-of-sale 
or within a reasonable time after the trans
action. 

A. Copayment Amounts 

As described in Rev. Rul. 2003-43, the 
copayment match substantiation method 
is only permissible at merchants or ser
vice-providers that have health care related 
merchant category codes. Consistent with 
this approach, this notice expands the co
payment match substantiation method to 
include as automatic substantiations cer
tain matches of multiple copayments. Un
der this method, if the employer's accident 
or health plan has copayments in specific 
dollar amounts, and the dollar amount of 
the transaction at a health care provider (as 
identified by its merchant category code) 
equals an exact multiple of not more than 
five times the dollar amount of the co pay
ment for the specific service (i.e., phar
macy benefit copayment, copayment for a 
physician's office visit, etc.) under the ac
cident or health plan (i.e., the major medi
cal plan, health maintenance organization, 
etc.) covering the specific employee-card-
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holder, then the charge is fully substanti
ated without the need for submission of a 
receipt or further review. In addition. if 
a health plan has multiple copayments for 
the same benefit. (e.g" tiered co payments 
for a pharmacy benefit), exact matches of 
multiples or combinations of the copay
ments (but not more than the exact multi
ple of five times the maximum copayment) 
will similarly be fully substantiated with
out the need for submission of a receipt or 
further review. 

If the dollar amount of the transaction at 
a health care provider exceeds a multiple 
of five or more times the dollar amount of 
the copayment for the specific service. the 
transaction must be treated as conditional 
pending confirmation of the charge by the 
submission of additional third-party infor
mation. In the case of a plan with multi
ple copayments for the same benefit, if the 
dollar amount of the transaction exceeds 
five or more times the maximum copay
ment for the benefit. the transaction must 
also be treated as conditional pending con
firmation of the charge by the submission 
of additional third-party information. Sim
i larly. if the dollar amount of the transac
tion is not an exact multiple of the copay
ment (or an exact match of a multiple or 
combination of different copayments for 
a benefit in the case of multiple copay
ments for the same benefit), the transac
tion must be treated as conditional pend
ing confirmation of the charge, even if the 
amount is less than five times the copay
ment. In these cases, the employer must 
require that additional third-party informa
tion, such as merchant or service provider 
receipts, describing (I) the service or prod
uct. (2) the date of the service or sale and, 
(3) the amount. be submitted for review 
and substantiation. 

The copayment schedule required un
der the accident or health plan must be in
dependently verified by the employer (i.e., 

the copayment amount must be substanti
ated by a third-party; statements or other 
representations by the employee are not 
sufficient). 

Example I. Employer W reimburses health FSA 
clalffis through debit cards. as described in Situation 
I of Rev. Rul. 2003-41 Employee A and Employee 
B are participants in the health FSA and are enrolled 
in W's medical plan. The plan has a $5 copayment 
for generic prescriptions and a $10 copayment for all 
other prescriptions. 

A uses the card at a pharmacy to purchase five 
non-generic prescriptions. for a total card transaction 
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of SSO. W's system matches the amount of the trans
actIOn, $50. with the $10 copayment for non-generic 
prescriptions under A's coverage and the fact that the 
transaction is at a pharmacy. Because the amount of 
the transaction is an exact mUltiple not in excess of 
five times the maximum copayment for prescriptions 
under A's medical coverage and the transaction is at 
a pharmacy, the transaction is substantiated without 
further review o[ documentation. 

B uses the card at a pharmacy to purchase three 
generic prescriptions and three non-generic prescrip
tions for a total card transaction of $45. Because the 
transaction is at a pharmacy and the amount of the 
transaction is an exact match of a combinatIon of the 
copayments and does not exceed fives times the max
imum copayment for prescriptions under B's medical 
coverage, the transaction is substantiated without fur
ther review or documentation. 

Example 2. The facts are the same as Example 1 

except that A uses the card at a pharmacy to purchase 
six non-generic prescriptions for a total charge of 
$60. Because the amount of the transaction exceeds 
five times the maximum copayment for prescriptions 
under A's medical coverage. the entire transaction 
must be further substantiated through the submission 
of a receipt indicating that A purchased prescription 
drugs, the date of the purchase, and the amount of the 
purchase. 

Example 3. The facts are the same as Example 1. 
except that A uses the card at a pharmacy to purchase 
two non-generic prescriptions and a nonprescription 
medication. The amount of the transaction is $27. 
Because the amount of the transaction is not an ex
act match of a multiple or combination of the copay
ments for generic and non-generic prescriptions un
der A's medical coverage, the transaction must be fur
ther substantiated through the submission of a receipt 
indicating that A incurred a medical expense (the pre
scription drugs and nonprescription medication), the 
date of the purchase and the amount of the purchase. 

B. Inventory Information Approval System 

An employer may adopt the method de
scribed below for approving reimburse
ments made through a payment card in 
conjunction with a health FSA or an HRA. 
Under this method, the payment card pro
cessor provides a system for approving and 
rejecting card transactions using inventory 
control information (e.g., stock keeping 
units (SKUs) with merchants who need 
not be health care providers as described 
in Rev. RuL 2003-43. Card transactions 
using this method are fully substantiated 
without the need for submission of a re
ceipt by the employee or further review. 

Under this method. when an employee 
uses the card, the merchant's system 
collects information about the items pur
chased using the inventory control infor
mation (e.g., SKUs). The system com
pares the inventory control information 
for the items purchased against a list of 
items, the purchase of which qualifies as 

expenses for medical care under § 2l3(d) 
(including nonprescription medications as 
described in Rev. Rul. 2003-102,2003-2 
C.B. 559). The § 213(d) medical expenses 
are totaled and the merchant's or payment 
card processor's system approves the use 
of the card only for the amount of the 
§2l3(d) medical expenses subject to cov
erage under the health FSA (taking into 
consideration the uniform coverage rule) 
or HRA. If the transaction is only partially 
approved, the employee is required to 
tender additional amounts, resulting in a 
split-tender transaction. 

As described in Rev. Rul. 2003-43, 
if the merchant. service provider, or other 
independent third-party at the time and 
point-of-sale provides information to ver
ify to the employer (including electroni
cally bye-mail, the internet, intranet, or 
telephone) that the charge is for a medical 
expense, the charge is fully substantiated. 
without the need for submission of a re
ceipt for further review (i.e., real-time sub
stantiation). Similarly. the inventory infor
mation approval system satisfies the sub
stantiation requirements for purposes of 
reimbursing an employee's § 213(d) medi
cal expenses without further review. How
ever, an employer that adopts this system 
is nonetheless responsible for complying 
with all requirements in this notice, in
cluding recordkeeping requirements. Un
der this notice, the information required to 
be retained may be provided at the time 
of the transaction, or after the transaction 
(e.g., upon an examination of the employer 
by Internal Revenue Service). Rev. Proc. 
98-25, 1998-1 C.B. 689, which sets outre
quirements where a taxpayer's records are 
maintained within an automatic data pro
cessing system, also applies to the inven
tory information approval system. 

An employer using this system may ex
pand card use to merchants or service
providers that do not have health care re
lated merchant category codes, provided 
that the only non-health care related mer
chants or service-providers where the card 
can be used are those that use the sys
tem U. e., participating merchants or partic
ipating service-providers). Under the in
ventory information approval system, at
tempts to use the card at non-participating 
merchants or service-providers would be 
rejected. 

For example, if. after matching inven
tory information, it is determined that all 



items purchased are § 213( d) medical ex
penses' the entire transaction is approved, 
subject to the coverage limitations of the 
health FSA or HRA. If, after matching 
inventory information, it is determined 
that only some of the items purchased are 
§ 213(d) medical expenses, the transaction 
is approved only as to the § 213(d) medi
cal expenses. In this case, the merchant or 
service-provider would request additional 
payments from the employee for the items 
that do not satisfy the definition of med
ical care under § 213(d). The merchant 
or service-provider would also request 
additional payments from the employee 
if the employee does not have sufficient 
health FSA or HRA coverage to purchase 
the § 213(d) medical items. 

Example. Employer Y reimbunies health FSA 
claims through debit cards. as described in Situation 
I of Rev. Rul. 2003-43. Y has adopted the in
ventory information approval system. Several stores 
that do not have health care related merchant cate
gory codes participate in the system (i.e., participat
ing merchants). These participating merchants sell 
nonprescription medications. The use of the card has 
been expanded to include the participating merchants. 

Employee C is a participant in the health FSA 
sponsored by Employer Y and has $100 of health 
FSA coverage. V's health FSA covers nonprescrip
tion medications. C purchases aspirin, antacid, and 
cold medication for C and C's spouse and depen
dents at one of the participating merchants. The total 
amount for these medical expenses is S20.75. At the 
same time, C also purchases $50.00 of items that do 
not qualify as medical expenses under § 213(d), for a 
total purchase amount of $70.75. The store's system 
compares the SKUs from all of the Items against the 
SKUs from a list of items that qualify as medical ex
penses under § 213(d). The charge for the medical ex
penses totaling $20.75 is authorized and the remain
ing $50.00 is rejected. Employee C is asked for addi
tional payment to purchase the remaining non-medi
cal items. 

IV. OTHER SUBSTANTIATION ISSUES 

A. Direct Third-Party Subslantiation 

If the employer is provided with infor
mation from an independent third-party 
(such as an explanation of benefits from 
an insurance company (EOB» indicating 
the date of the § 213(d) service and the 
employee's responsibility for payment for 
that service (i.e., coinsurance payments 
and amounts below the plan's deductible), 
the claim is fully substantiated without the 
need for submission of a receipt by the 
employee or further review. 

Example. Employee D is a participant in the 
health FSA sponsored by Employer X and is enrolled 
in X's medical plan. D visits a physician' s office 

for medIcal care as defined In § 213(d) The cost of 
the services provided by the physiCIan is $150.00. 
Under the medical plan, D IS responsIble for 20% 
of the services provided by the physician. X has 
coordinated with the medical plan and X or its agent 
is automatically provided with an EOB from the 
plan indicating that D is responsible for payment of 
20% of the SI50 (i.e., $30) charged by the physician. 
Because X has received a statement from an inde
pendent third-party that D has incurred a medical 
expense, the date the expense was incurred, and the 
amount of the expense, the claim is substantiated 
without the need for D to submit addItIonal infor
mation regarding the expense. D ha!> sufficient FSA 
coverage for the claim, which was incurred during 
the coverage period. X's FSA reimburses D the $30 
medical expense without requiring D to submit a 
receipt or a statement from the physician. 

B. Ptvhibition Against Self-Certification 

Section 105 and § 125 require the 
substantiation of all medical expenses as a 
precondition of payment or reimbursement 
(including the automatic substantiation 
methods described in Rev. Ru1. 2003-43 
and this notice). "Self-substantiation" or 
"self-certification" of an expense by an 
employee-participant does not constitute 
the required substantiation. 

For example, a health FSA or an 
HRA does not satisfy the requirements 
of § IOS(b) if it reimburses participants 
for expenses where the participants only 
submit information (including via inter
net, intranet, facsimile or other electronic 
means) describing medical expenses, the 
amount of the expenses, and the date 
of the expenses, but does not provide a 
statement from an independent third-party 
(either automatically or subsequent to 
the transaction) verifying the expenses. 
Under § 1.1 05-2 of the regulations, all 
amounts paid under a plan that permits 
"self-substantiation" or "self-certifica
tion" are included in gross income, in
cluding amounts reimbursed for medical 
expenses whether or not substantiated. See 
Rev. Ru1. 2002-80, 2002-2 C.B, 925, and 
Rev. Rul. 2003-43. Similarly, "self-sub
stantiation" or "self-certi fication" of an 
employee's copayment in connection with 
copayment matching procedures through 
payment cards or otherwise does not 
constitute substantiation. If a plan's co
payment matching system relies on an 
employee to provide a copayment amount 
without independent verification of the 
amount, claims have not been substanti
ated, and all amounts paid from the plan 
are included in gross income, including 

amounts paid for medical care whether or 
not substantiated. 

V. USE OF CARDS FOR DEPENDENT 
CARE ASSISTANCE PROGRAMS 

An employer may usc a payment card 
program to provide benefits under its 
DCAP, including a dependent care FSA. 
However, dependent care expenses may 
not be reimbursed before the expenses 
are incurred. For this purpose, dependent 
care expenses are treated as having been 
incurred when the dependent care services 
are provided, not when the expenses are 
formally billed, charged for, or paid by the 
participant. Prop. Treas. Reg, § 1.125-1, 
Q & A-18. Thus, if a dependent care 
provider requires payment before the de
pendent care services are provided, those 
expenses cannot be reimbursed at the time 
of payment, even through the use of a 
payment card program. 

An employer offering a DCAP or de
pendent care FSA may nevertheless adopt 
the following method to provide reim
bursements for dependent care expenses 
through a payment card program. At 
the beginning of the plan year or upon 
enrollment in the DCAP, the employee 
pays initial expcnses to the dependent 
care provider and substantiates the initial 
expenses by submitting to the employer 
or plan administrator a statement from 
the dependent care provider substantiating 
the dates and amounts for the services. 
After the employer or plan administrator 
receives the substantiation, but not before 
the date the services are provided as indi
cated by the statement from the dependent 
care provider, the plan makes available 
through the payment card an amount equal 
to the lesser of: (I) the previously incurred 
and substantiated expense, or (2) the em
ployee's total salary reduction amount to 
date. See Prop. Treas. Reg. § 1.125-2, 
Q & A-7(b)(8). The amount available 
through the card may be increased in the 
amount of any additional dependent care 
expenses only aftcr the additional ex
penses have been incurred. The amount 
on the card may then be used to pay for 
later dependent care expenses. 

Later card transactions that have been 
previously approved as to the dependent 
care provider and time period may be 
treated as substantiated without further 
review if the later card transactions are 
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for an amount equal to or less than the 
previously substantiated amount. If there 
is an increase to the previously substanti
ated amount or a change in the dependent 
care provider, the employee must submit 
a statement or receipt from the depen
dent care provider substantiating the new 
claimed expense before amounts relating 
to the increased amount or new provider 
may be added to the card. 

Example. Employer Z sponsors a dependent care 
FSA th<lt is offered through its cafeteria plan. Salary 
reduction amounh I'm participating employees are 
made on a weekly payroll hasis, which are available 
for dependent care coverage on a weekly basis. As 
a result. the amount of available dependent care cov
erage equals the employee's salary reduction amount 
minus claims previously paid from the plan. Z has 
adopted a payment card program for its dependent 
care fSA. Employee f is a partIcipant in the depen
dent care FSA and has elected $5.000 of dependent 
care coverage. Z reduces F's salary by $96.15 on a 
weekly basis to pay for coverage under the dependent 
care FSA. 

At the heginning of the plan year. F is issued 
a debit card with a balance of zero. F's childcare 
provider. ABC Daycare Center. requires a 5250 ad
vance payment at the heginning of the week for de
pendent care services that will be provided during the 

week. The dependent care services provided for F by 
ABC qualify for reimbursement under § 129. Ho;
ever, because the services have not yet been provided 
as of the beginning of the plan year. F cannot be reim
bursed for any of the amounts until the end of the first 
week after the services have been provided. F sub
mits a claim for reimbursement that includes a state
ment from ABC with a deSCription of the services. 
the amount of the services, and the dates of the ser
vices. Z increases the halance of F's payment card 
to $96.15 after the services have been provided (i.e., 

the lesser of F's salary reduction to date or the in
curred dependent care expenses). F uses the card to 
pay ABC $96.15 on the first day of the next week and 
pays ABC the remaining balance due for the week 
($153.85) by check. 

To the extent that this card transaction and each 
subsequent transaction is with ABC and is for an 
amount equal to or less than the previously substanti
ated amount, the charges are fully substantiated with
out the need for the submission by F of a statement 
from the provider or further review by the employer. 
However, the subsequent amount may not be made 
available on the card until the end of the week when 
the services have been provided. 

EFFECTIVE DATE 

With respect to the Inventory Informa
tion Approval System, as described in sec-

26 CFR 3/.6053-/: Report oj lips hy employee 10 employa 
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SECTION I. PURPOSE 

This revenue procedure sets forth the 
requirements for participating in the At
tributed Tip Income Program (ATIP). 
ATIP provides benefits to employers and 
employees similar to those offered under 
previous tip reporting agreements without 
requiring one-on-one meetings with the 
Service to determine tip rates or eligibility. 

SECTION 2. BACKGROUND 

.01 The Internal Revenue Service is ex
panding its Tip Rate DeterminationlEdu
cation Program (TRDfEP), which is de
signed to enhance tax compliance among 
tipped employees through taxpayer educa
tion and voluntary agreements instead of 
traditional audit techniques. 

.02 The Service developed the TRDfEP 
in 1993 as a means of enhancing tax 
compliance while reducing taxpayer bur
den and in 2004, the Service extended the 
TRDIEP program indefinitely. In TRD/EP, 
the Service works with taxpayers in in
dustries in which tipping is customary to 
improve tax compliance. The TRDfEP 
currently offers employers operating food 
and beverage establishments two types of 
agreements. The Tip Rate Determination 
Agreement (TRDA) requires that tips be 
reported at or above a specific rate negoti
ated between the employer and the Service 
in return for certain benefits. The Tip Re
porting Alternative Commitment (TRAC) 
agreement requires that the employer pro
vide ongoing education to tipped employ
ees on tip reporting procedures in return 
for certain benefits. A variation on TRAC, 
the Employer-designed Tip Reporting 
Alternative Commitment (EmTRAC), al
lows the employer considerable latitude 
in designing its educational program and 
tip reporting procedures. Employers who 
enter into these agreements and comply 
with their terms are not subject to chal
lenge on audit with respect to the amount 
of tips they are reporting as wages. TRDA 
provides similar benefits to employees. 
Although not set forth in the TRAC agree
ments, if employees follow the procedures 
their employer describes in the required 
educational sessions, the Service will not 
challenge the amount of tips they report 
to their employers as wages. The Service 
also offers the Gaming Industry Tip Com
pliance Agreement (GITCA) which is an 

agreement designed to meet the needs of 
establishments in the gaming industry. 
The decision to enter into TRDA, TRAC, 
or GITCA is entirely voluntary on the part 
of the employer. 

.03 ATIP is a new reporting alternative 
for employers in the food and beverage in
dustry designed to promote compliance by 
employers and employees with the provi
sions of the Internal Revenue Code (the 
Code) governing tip income, to reduce dis
putes on audit, and to reduce filing and 
recordkeeping burdens. ATIP is being of
fered in addition to the existing TRDIEP 
programs described in section 2.02 of this 
revenue procedure. ATIP differs from the 
existing programs in that it does not re
quire an employer to enter into an individ
ual agreement with the Service. ATIP does 
not alter any of the existing TRD/EP pro
grams. Employers currently participating 
in an existing TRDIEP program may elect 
to switch to ATIP. See Section 10 for addi
tional information. 

.04 The requirements for participation 
in ATIP for employers and employees are 
set forth in this revenue procedure. The 
benefits of participation for both employ
ers and employees are also set forth. Par
ticipation by employers and employees is 
entirely voluntary. An employee cannot 
participate in ATIP unless he or she is em
ployed by a participating employer. 

.05 Pilot Program. The ATIP is a pilot 
program. Employers may elect to partici
pate in ATIP on a calendar year basis for 
each of the three calendar years beginning 
on or after January 1, 2007. 

SECTION 3. DEFINITIONS 

.01 For purposes of this revenue proce
dure, the following definitions apply. 

.02 Attribution date. The term "attri
bution date" means the date on which tips 
attributed to participating employees are 
treated as wages for federal employment 
tax purposes . 

. 03 Charge receipts. Charge receipts 
shall include credit card charges and 
charges under any other credit arrange
ment (e.g., house charges, city ledgers 
and charge arrangements to country club 
member.) Debit card sales are included in 
charge receipts. 

.04 Charged tips. A tip included on a 
charge receipt is a charged tip. 

.05 Charged tip rate. For each calen
dar year, the "charged tip rate" for a par
ticipating establishment equals (i) the total 
charged tips reported (or to be reported) on 
the establishment's Form 8027 for the cal
endar year immediately preceding the cal
endar year of participation in ATIP di vided 
by (ii) the total charge receipts reported (or 
to be reported) on the Form 8027 (sales 
from charge receipts showing charged tips) 
for the calendar year immediately preced
ing the calendar year of participation in 

ATIP. 
Example: Total charged tips reported on the 

establishment's Form 8027 for the preceding calen

dar year equal $170.000 and total charge receipts 
reported on rhe Form 8027 for the preceding calendar 
year equal $1,000.000: the charged tip rate for the 
establishment for the calendar year would be 17 per

cent. or 170.000 divided by 1.000.000. 

.06 Directly tipped employee. The 
term "directly tipped employee" means 
any tipped employee who receives tips 
directly from customers, including an em
ployee who after receiving tips directly 
from customers turns all the tips over to 
a tip pool. Examples of directly tipped 
employees are waiters, waitresses, and 
bartenders. 

.07 Eligible establishment. The term 
"eligible establishment" means an estab
lishment where at least 20 percent of the 
establishment's gross receipts from the 
sale of food or beverages for the calendar 
year immediately preceding the calendar 
year of participation in ATIP are charge 
receipts showing charged tips. 

.08 Employee participation agreement. 
The term "employee participation agree
ment" means a document signed by the 
tipped employee which includes a de
scription of the requirements and benefits 
of employee participation in the ATIP 
(specifically including the employee's 
agreement to report on his or her federal 
income tax return at least the amount of 
tip income attributed to him or her un
der ATIP and reported on the employee's 
Form W-2 as tips), a description of the 
attribution method used by the estab
lishment, and a provision for revocation. 
An employer may also use the employee 
participation agreement to provide an 
estimate of the tip amount that will be at
tributed. A document which conforms to 
the model employee participation agree
ment provided in Appendix of this revenue 
procedure satisfies this definition. 
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.09 Food or beverage employee. The 

term "food or beverage employee" means 

an employee who provides services in con

nection with the provision of food or bev

erages. Such employees include, but are 

not limited to, waiters, waitresses, bus

boys, bartenders, persons in charge of seat

ing (such as a hostess, maitre d' or din

ing room captain), wine stewards, cooks, 

and kitchen help. Examples of employees 

who are not food or beverage employees 

include, but are not limited to, coat check 

persons, bellhops and doormen. 
.10 Food or beverage establishment. 

The term "food or beverage establish
ment" means an establishment that pro
vides food or beverages in which the 

tipping by customers of employees serv

ing food or beverages is customary. 
.11 Formula tip rate. The term "formula 

tip rate" equals the charged tip rate minus 

two percentage points. 
Example. The charged tip rate for the establish

ment. based on data from Form 8027, i, 17 percent. 
The formula tip rate is thus 15 percent (the charged 
tip rate minus two percentage points, .17 - .02 = .151. 

.12 Indirectly tipped employee. The 
term "indirectly tipped employee" means 
a tipped employee who does not normally 
receive tips directly from customers. Ex
amples of indirectly tipped employees are 
busboys, service bartenders and cooks. An 
employee, such as a maitre d', who re

ceives tips both directly from customers 
and indirectly through tip splitting or tip 
pooling shall be treated as a directly tipped 
employee. 

.13 Nonparticipating Employee. The 
term "nonparticipating employee" means 
any tipped employee who is not a partic
ipating employee. 

.14 Participating Employee. The term 
"participating employee" means any 
tipped employee who has a signed em
ployee participation agreement in effect. 

. 15 Payroll period. The term "payroll 
period" means the period of service for 
which a payment of wages is ordinarily 
made to the employee by his or her em
ployer. 

.16 Tip compliance agreement. The 
term "tip compliance agreement" means 
any of the following -

( I) A Tip Rate Determination Agree
ment (TRDA) for use by employers in 
the food and beverage industry, Ann. 
~OOO-~3. ~OOO-l C.B. 992: 
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(2) A Tip Reporting Alternative 
Commitment (TRAC) Agreement, Ann. 
2000-22,2000-1 C.B. 987: 

(3) An approval letter received pursuant 

to the Employer-Designed Tip Reporting 
Alternative Commitment (EmTRAC), No
tice 2000-21. 2000-1 C.B. 967; or 

(4) A Gaming Industry Tip Compliance 

Agreement (GITCA) for a food or bever

age establishment, Rev. Proc. 2003-35, 
2003-1 C.B. 919. 

.17 Tipped employee. The term "tipped 

employee" of a food or beverage establish

ment means an employee who is a food 

or beverage employee who customarily re
ceives tip income from employment at that 

establishment. An employee who occa
sionally receives small amounts of tip in

come is not a tipped employee. Gener

ally, an employee who receives less than 
$20 per month in tip income would not be 

considered as customarily receiving tip in

come. For purposes of this revenue pro
cedure the term tipped employee includes 
a directly tipped employee and an indi
rectly tipped employee, as defined in sec

tions 3.06 and 3.12 of this revenue proce
dure. 

SECTION 4. EMPLOYER 
PARTICIPATION IN ATIP 

.01 Employers participate in ATIP 
establishment by establishment. An em
ployer may participate in ATIP with re
spect to an establishment only if it is an 
eligible establishment as defined in section 
3.07 of this revenue procedure. In order 
to participate with respect to an establish
ment, an employer must satisfy all of the 
requirements in this section for that estab
lishment. If an employer has more than 
one eligible establishment, the employer 
must satisfy the requirements for each 
establishment that is going to participate . 
An employer may have both participating 
and nonparticipating establishments. 

.02 Employee participation. 
(I) General rule. At least 75 percent 

of the establishment's tipped employees 
must have agreed to participate and signed 
an employee participation agreement as of 
the last day of the first payroll period end
ing on or after January 1 of the calendar 
year. In addition, the employer must make 
a good faith effort to maintain the partic
ipation rate throughout the year. For pur
poses of this rule, an employer may treat 

an employee who signs an employee par
ticipation agreement as a participating em
ployee until the first day of the first payroll 
period for which the employee submits a 

tip report for less than the attributed tips or 

which follows the date on which the em
ployee gives the employer a signed notice 

revoking participation in ATIP. 
(2) Good faith effort. A good faith 

effort means periodic review of the level 

of participation, steps taken to encour
age more tipped employees to participate 

whenever the rate falls below the required 
75 percent, and steps taken to offer partic

ipation to all new tipped employees. An 
employer that manipulates the participa
tion rate so as to qualify at the beginning 

of the year even though there is a signifi

cant and sustained decline in participation 
for other parts of the year will not be con

sidered to have made a good faith effort. 
(3) Annual qualification. An establish

ment that participated in ATIP in a prior 
year but does not satisfy the 75 percent em

ployee participation requirement as of the 
last day of the first payroll period ending 
on or after January I of the applicable yeat 
is not eligible to participate in that year. 

Example. Establishment satisfies the 75 percent 
participation requirement for Year I, determined as 
of the last day of the first payroll period ending on or 
after January 1 of Year I. Notwithstanding the good 
faith efforts of the employer, the participation rate 
drops over the course of the year and on December 
31 of Year I, only 65 percent of tipped employees 
remain as participants. Also, as of the last day of the 
first payroll period ending un or after January 1 of 
Year 2. only 65 percent of tipped employees remain 
as participants. While the establishment retams the 
benefits of the ATIP fur Year I, it is not eligible to 
participate in the program for Year 2. 

.03 Notification of Service. An em
ployer must notify the Service of its pat
ticipation in ATIP. Notification must be 
provided for each year in which the em
ployer participates. If an employer has 
more than one food or beverage establish
ment, the employer must provide sepa
rate notification for each establishment for 
each year. An employer shall use a copy of 
a timely filed Form 8027 for the prior yeat 
for purposes of notifying the Service of its 
participation in ATIP for the current year 
for an establishment regardless of whether 
the employer is otherwise required to file 
Form 8027 for that establishment. The em
ployer's participation with respect to an es
tablishment is effective as of January I of 
the year in which the Form 8027 is filed. 
For example, to elect participation in ATIP 



for 2007, the employer files a Form 8027 
for 2006. If the employer is required to file 
Form 8027 for an establishment, the em
ployer notifies the Service of its intent to 
participate with respect to a particular es
tablishment by timely filing Form 8027 for 
that establishment and sending a copy of 
the completed form, with the box checked 
"ATIP" to the address in section 13 of this 
revenue procedure by the due date for fil
ing the Form 8027 (paper returns are due 
February 28, or February 29 for calendar 
year 2008, and electronic returns are due 
March 31). If an employer is not required 
to file the Form 8027 for an establishment 
(for example, an establishment with less 
than IO employees), the employer com
pletes lines 1 - 5 of a Form 8027 for the 
calendar year preceding the year for which 
the establishment is electing to participate 
in ATIP for that establishment, signs the 
fmID, and sends the form, with the box 
checked "A TIP" to the address in section 
13 by February 28. 

.04 Tip attribution. The employer must 
select a period for computing the total tip 
amount and attributing tips to all tipped 
employees. The period may be no longer 
than a month and may be shorter if the 
employer so chooses. The employer must 
also select an attribution date on which to 
attribute the total tip amount to all tipped 
employees. The attribution date may be 
no later than the tenth day following the 
last day of the period for which the total 
tip amount is computed, and it may not be 
earlier than the last date on which an em
ployee may submit to the employer a re
port of actual tips received for the period 
for which the total tip amount was com
puted. The employer must compute the to
tal tip amount for the establishment and at
tribute tips as follows. 

(1) As of the last day of the period de
termined by the employer to compute the 
total tip amount, the employer computes 
the total tip amount for the establishment 
by multiplying the total gross receipts from 
food and beverage sales of the establish
ment for the period by the formula tip rate. 

(a) Except as provided in paragraph (b) 
below, for each year the employer com-

putes the formula tip rate using the charged 
tip rate calculated based upon the informa
tion reported (or to be reported) on the es
tablishment's Form 8027 for the preceding 
calendar year. For example, for employers 
participating in 2007, the formula tip rate is 
computed by reference to data on the 2006 
Form 8027. 

(b) For periods ending on or after Jan
uary I and before March I of any year, 
the employer may compute the total tip 
amount using the formula tip rate used by 
the establishment in December of the prior 
year. For example, for periods ending on 
or after January I and before February 28, 
2007, the employer may compute the tOlal 
tip amount using a formula tip rate com
puted by reference to data on the establish
ment's 2005 Form 8027. 

(2) The employer attributes the total tip 
amount computed in section 4.04( 1) of this 
revenue procedure to all tipped employ
ees without regard to whether the tipped 
employee is a participating or nonpartici
pating employee. The employer attributes 
tips to all tipped employees using any rea
sonable attribution method. The method 
used must be the method described in the 
employee participation agreement(s) used 
by the employer. If, during the calendar 
year, the employer modifies the attribution 
method, the employer must provide writ
ten notice to the participating employees 
at least seven days prior to the first day of 
the payroll period for which the employ
ees will be subject to the new attribution 
method. 

(a) An attribution method is reasonable 
if it is applied consistently to similarly sit
uated tipped employees and approximates 
the relative amounts of tips received by 
different categories of similarly situated 
tipped employees. An attribution method 
that approximates the actual distribution of 
tips, rather than tracking the amount ac
tually distributed, can be reasonable. For 
example, attributing the total tip amount 
based on hours worked by each tipped 
employee as a percentage of total hours 
worked by all tipped employees is a rea
sonable method if it reasonably approxi
mates the actual distribution of tips, even 

if the practice of employees retaining tips 
is based on percentage of receipts, rather 
than hours worked. 

(b) An attribution method will not be 
considered reasonable if the employer 
computes the total amount of attributed 
tips, subtracts tips reported by nonpar
ticipating employees, and attributes the 
difference to all tipped employees. 

(c) Following is an example of a reason
able attribution method: 

Establishment R serves lunch five days a week 
and dinner six days a week. R employs eight directly 
tipped employees, A. B. C, D, E, F, G. and H. Em
ployee A works 20 hours and employee B works 2S 
hours per week during the lunch shift. Employees C, 

D, E. F, and G work various hours per week during the 
dinner shift. Employee H is the hartender and works 
40 hours per week spread between the lunch and din
ner shifts. Establishment R notified the Service that 
it would participate in ATIP in 2007. Employees A, 
B, C. D, E. and F are participating employees while 
employees G and H are nonpartIcipating employees. 
Using the data from its 2006 Form 8027, Establish
ment R calculated its formula tip rate to be 13%. Es
tablishment R computes the total tip amount weekly 
and uses a two step attribution method. First. Estab
lishment R allocates a portion of the total tip amount 
to different groups of similarly situated employees 
based upon the average percentage of gross receipts 
attributable to lunch, dinner and the bar. Establish
ment R then further attributes tips to each employee 
in its three categones: lunch, dinner and the bar. 

10% of the total tip amount is allocated to the 
lunch shift and attributed to employees A and B; 

60% of the total tip amount is allocated to the 
dinner shift and attributed to employees C, D, E, 
F, and G: and 

30% of the total tip amount is allocated to the bar 
and attributed to employee H. 

Tips for the lunch shift employees are allocated 
among the employees based on the employee's per
centage of total hours worked for the shift. Tips for 
the dinner shift employees are allocated among the 
employees based on the percentage of total dinner 
receipts from customers served by that employee. 

In a typical week, Establishment R has $20,000 
in grms receipts. R's total tip amount is $2,600 
($20,000 x 13% = $2,600) 

The total tip amount is allocated to similarly situated 
employees as follows: 
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$2600 x 10'7c = $21i0 allocated to the lunch shift 

$2600 x 60'7c = $1560 allocated to the dinner shift 

$2600 x 30'7c = $780 allocated to the har 

The amounts are attributed to all tipped employees, participating and or nonparticipating. 

Lunch shift employees I based upon hours worked) 

A 

B 

$260 x 20145 = $115.56 

$260 x 25145 = $144.44 

Dinner shift employees (based upon percentage of dinner receipts) 

C $1560 x 27% = $42l.20 

D $1560 x 20'7c = $312.00 

E $1560 x 20% = $312.00 

F $1560 x 180/c = $280.80 

G $1560 x 15% = $234.00 

Bartender (based upon percentage of gross receipts) 

H $780.00 

The amounts attributed to the participating employ
ees A, B, C. D, E, and F are treated as if the em
ployees reported those amounts to the employer, and 
the employer treats these amounts as wages for pur
poses of Federal Insurance Contributions Act (FICA), 
Federal Unemployment Tax Act (FI)TA), and income 
lax withholding (ITW). Employee G reported tips of 
$275.00 to the employer and employee H reported 
tIpS 01'$6'17.00 to the employer. Since G and H are not 
participating employees in ATIP, the amounts they re
ported to the employer, and not any tips attributed to 
them under the attrIbution method, will be treated as 
wages for purposes of FICA, FUTA and ITW. 

. 05 Treatment of attributed tips as 
wages for purposes of withholding, re
porting, and payment of employment 
taxes. 

(1) Participating employees. On the 
attribution date, the employer must treat 
tips attributed to the participating employ
ees as if each participating employee had 
reported such attributed tips on a written 
statement furnished to the employer as tips 
received by the employee, as required by 
section 6053(a) of the Code. Thus, the em
ployer must comply with the requirements 
to withhold, pay, and report FICA, FUTA, 
and ITW on a timely basis as applicable to 
the attributed tips. 

(2) Nonparticipating employees. Tips 
attributed to nonparticipating employees 
are not treated as reported on a written 
statement furnished to the employer as tips 
received by the employee. Thus, tips at
tributed to nonparticipating employees are 
not treated as wages for FICA, FUTA, and 
lTW purposes. As under existing law, each 
nonparticipating employee must report the 
amount of tips actually received to the em
ployer. and the employer must treat the re
ported amount of tips as wages. 
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(3) Tip allocations. If an employer is 
required to allocate tips pursuant to sec
tion 6053(c), the employer shall allocate 
tips only to nonparticipating employees, 
and then only in such amount as is al
locable to them pursuant to Treas. Reg. 
§ 31.6053-3(d), (e), and (f). No tips may 
be allocated to participating employees. 

.06 Reconciling with reports of actual 
tips received. A participating employee 
retains the right to report tips actually re
ceived for a given period to the employer . 
See Section 5.07 of this revenue proce
dure. If a participating employee reports 
actual tips received for a given period to 
the employer in an amount that exceeds 
the tips that otherwise would have been at
tributed to the employee for that period, the 
excess must also be included in the partic
ipating employee's wages for purposes of 
withholding, reporting and paying FICA, 
FUTA, and ITW, as applicable. If a par
ticipating employee reports actual tips re
ceived for a given period to the employer 
in an amount that is less than the tips that 
otherwise would have been attributed to 
the employee for that period, the employer 
shall treat only the reported amount (and 
no part of the attributed tips) as wages 
for purposes of withholding, reporting and 
paying FICA, FUTA, and ITW for that pe
riod. 

.07 Notification of participating em
ployees as to amount of attributed tips. If 
in any calendar year, an employer reports 
on the participating employee's Fonn 
W -2 an amount of tips that includes both 
attributed tips and tips actually reported to 
the employer pursuant to section 6053(a) 

of the Code, the employer shall provide the 
participating employee with an additional 
written statement showing the amount of 
the tips reported on the Form W-2 that are 
attributed tips. 

.08 Employer recordkeeping. For each 
year the employer participates in ATIP, 
the employer shall maintain the following 
records for each establishment to be made 
available to the Service upon request. 

(1) Copies of employee participation 
agreements signed by employees. 

(2) Employee records. For each tipped 
employee, the employee's name, address, 
social security number, date hired, status 
as directly or indirectly tipped employee, 
reported tips, the amount of tips attributed, 
and any other wages paid. 

(3) Tip records. 
(a) All records of information used to 

compute the total tip amount for the es
tablishment, to determine the attribution 
method used, and to apply the attribution 
method to the total tip amount for each pe
riod, including records sufficient to sup
port the amount of tips attributed to each 
tipped employee, both participating and 
nonparticipating, and any records of distri
butions of aggregate or pooled tips. 

(b) Gross food or beverage receipts sub
ject to tipping. 

(c) All charge receipts showing charged 
tips. 

(d) All tip reports submitted by tipped 
employees. 

(e) All charge receipts or electronic 
charge records. 

(4) A copy of the Form 8027 used to 
notify the Service of participation in ATIP. 



(5) A copy of any letter sent to notify the 
Service of an establishment's termination 
of participation in ATIP. 

The employer must retain the records de
scribed in this section for at least 4 years 
dating from April 15 of the calendar year 
following the calendar year to which the 
records relate. An employer that partici
pates in ATIP is not relieved of the obliga
tion to maintain records related to tipped 
employees required under statutes, regula
tions or other rules administered by other 
governmental agencies. 

.09 Records to be furnished to the Ser
vice. With respect to each participating 
establishment, for each calendar year of 
participation in ATIP, the employer shall 
furnish the following records on or before 
March 31 of the succeeding calendar year 
to the address in section 13 of this revenue 
procedure. 

(I) Description of the attribution 
method as provided in the employee par
ticipation agreement(s). 

(2) An annual report providing each 
tipped employee's name, address, and so
cial security number, status as a partici
pating or nonparticipating employee, and 
the amount attributed to each tipped em
ployee. 

(3) Amount reported to each tipped 
employee as Social Security tips on 
Form W-2. 

.10 Filing returns and paying and de
positing taxes. The employer must com
ply with all applicable requirements for fil
ing federal tax returns and depositing and 
paying all federal taxes. If an employer 
is required to file a Form 8027 with re
spect to a participating establishment, the 
employer must comply with the require
ments for filing Form 8027. On the Form 
8027 filed for calendar years in which an 
establishment participates in ATIP, the em
ployer shall treat as reported tips on line 
4c an amount equal to the sum of the tips 
attributed under ATIP to participating em
ployees, the amount of reported tips in ex
cess of the attributed tips reported by par
ticipating employees (if any), and the tips 
reported by nonparticipating employees. 

.11 Fulfilling requirements on annual 
basis. Participation in ATIP is on a calen
dar year basis. Employers must attribute 
tips and otherwise comply with the re
quirements of ATIP beginning with the 
first period ending on or after January I 

of the year for which the employer notifies 
the Service of its intent to participate. 

.12 Accuracy requirement. The infor
mation reported on the Form 8027 must be 
accurate. 

.13 General compliance. Except as oth
erwise provided under this revenue proce
dure, the employer shall comply with all 
rules under the Code and Treasury regula
tions applicable to employers with respect 
to a participating establishment. 

SECTION 5. EMPLOYEE 
PARTICIPATION IN ATIP 

.01 In order to participate and receive 
the benefits set forth in section 6 of this 
revenue procedure, an employee must sat
isfy all of the requirements in this section. 

.02 The employee must be a tipped em
ployee. 

.03 The employee must sign an em
ployee participation agreement with 
the employer. If an employee works at 
more than one participating establishment 
owned or operated by the employer, the 
employee must sign a separate employee 
participation agreement for each establish
ment. 

.04 The employee must report on his or 
her federal income tax return at least the 
amount of tip income attributed to him or 
her under ATIP and reported on the em
ployee's Form W-2 as tips. A participat
ing employee may report tips on his or her 
federal income tax return below or above 
the amount of tip income attributed to him 
or her under ATIP and reported on the em
ployee's Form W-2 as tips. However, any 
participating employee who fails to report 
on his or her federal tax return all of the 
tips reported by the employer on the em
ployee's Form W-2 for that year will not 
receive the benefits provided by section 
6.02 of this revenue procedure. An em
ployee who reports less than the amount 
of tips reported by the employer on Form 
W-2 must be able to substantiate, with ad
equate books and records, that the tip in
come earned was less than the amount re
pOlied on the Form W-2. 

.05 Period of participation. 
(I) General rule. Except as provided in 

section 5.04 of this revenue procedure, a 
participating employee receives the bene
fits of ATIP for periods beginning after the 
later of (1) the effective date of the em
ployer's participation (see section 4.03) or 

(2) the first payroll period in which the em
ployee's participation agreement is in ef
fect. 

(2) Special rule for new hires. An em
ployee hired afterthe first pay period of the 
year is treated as a participating employee 
as of the date of hire if the employee pro
vides the employer with a signed employee 
participation agreement within 30 days of 
the date of hire. 

.06 A participating employee is not 
required to report tips to his or her em
ployer for any payroll period beginning 
with the first payroll period in which the 
employee's participation agreement is in 
effect and continuing with every payroll 
period thereafter until the employee re
vokes his or her employee participation 
agreement, or the employer notifies the 
employee that the employer is no longer 
participating in ATIP . 

. 07 Consequences of reporting tips to 
the participating employer. A participat
ing employee retains the right to report tips 
to his or her employer. If the participat
ing employee reports an amount of tips 
for a given period that exceeds the amount 
the employer has attributed to that em
ployee for that period, the excess shall be 
treated as wages for purposes of withhold
ing, paying and reporting FICA, FUTA, 
and ITW, as applicable. See section 4.06 
of this revenue procedure. Making such a 
report does not affect the employee's sta
tus as a participating employee. If the par
ticipating employee reports an amount of 
tips for a given period that is less than the 
amount the employer will attribute to that 
employee for that period, the participat
ing employee revokes his or her employee 
participation agreement, effective the first 
day of the payroll period for which the em
ployee reports an amount of tips less than 
the amount the employer would have at
tributed to the employee. 

SECTION 6. BENEFITS OF 
PARTICIPATION IN ATIP 

.01 Benefits to the employer. The Ser
vice will act as follows with respect to an 
employer that satisfies all the requirements 
of section 4 of this revenue procedure with 
respect to one or more establishment: 

(I) The Service will not initiate any tip 
examinations of a participating establish
ment with respect to any period during 
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which the establishment is participating in 
ATIP. 

(2) Code section 3121(q) notice and de
mand. Any section 3121 (q) notice and 
demand issued to the employer with re
spect to a participating establishment re
lating to any period during which the es
tablishment is participating in ATIP will be 
based solely on amounts reflected on: 

(a) Form 4137, Social Security and 
Medicare Tax on Unreported Tip Income, 
filed by an employee with Form 1040; or 

(b) Form 885-T, Adjustment of Social 
Security Tax on Tip Income Not Reported 
ro Emplover, prepared at the conclusion of 
an employee tip examination; or 

(c) The reporting of additional tip in
come by a participating employee. 

At the Service's discretion, the Service 
may continue any ongoing examination of 
the employer or establishment begun by 
the Service for a taxable period before the 
employer notifies the Service of its intent 
to participate in ATIP. 

(3) A participating establishment will 
be considered in compliance with the re
porting requirements of section 6053( c )(2) 
and (3) of the Code regarding allocation of 
tips to participating employees for the tax
able periods during which the employer's 
participation in ATIP remains in effect. 

.02 Benefits to participating employ
ees. The Service will act as follows with 
respect to a participating employee who 
meets all the requirements of section 5 of 
this revenue procedure. 

( I) The Service will not examine a 
participating employee's tip income with 
respect to the participating establishment 
for any period during which the employee 
is a participating employee, provided the 
employee reported as wages on his or 
her federal income tax return at least the 
amount of attributed tips reported to the 
employee in connection with employment 
at the participating establishment on Form 
W-2. The Service may examine a partici
pating employee's tip income with respect 
to the participating establishment for any 
period if the employee reports on his or 
her federal income tax return less than the 
amount of tip income attributed to him or 
her under ATIP and reported in connection 
with employment at the participating es
tablishment on the employee's Form W-2 
as tips. 
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~2) If an employee becomes a partici
pating employee more than 30 days after 
becoming employed as a tipped employee, 
~he Service may examine the participat
mg employee's tip income received in 
connection with employment at the partic
ipating establishment before the employee 
becomes a participating employee. At 
the Service's discretion, the Service may 
continue any ongoing examination of any 
tipped employee of the employer started 
by the Service before the effective date of 
the employer's participation in this pro
gram. 

.03 Status of nonparticipating em
ployee. A nonparticipating employee is 
subject to the full range of compliance 
and enforcement procedures available to 
the Service including examination of tip 
income for any time period. The Ser
vice has authority, including the issuance 
and enforcement of summonses pursuant 
to sections 7602, 7604, and 7609 of the 
Code, to secure the information necessary 
for the Service to develop the tip rates 
of nonparticipating employees including 
information in possession of the partici
pating employer. 

SECTION 7. LOSS OF PROGRAM 
BENEFITS 

.01 Employer. An employer will lose 
the protections provided in section 6.0 I of 
this revenue procedure with respect to an 
establishment if the employer fails to com
ply with any of the requirements of section 
4 with respect to that establishment. If the 
failure to comply with one or more require
ments occurs during the calendar year, the 
employer will not be permitted to attribute 
tips to participating employees for any re
maining portion of the calendar year, and 
all tipped employees must report tips in ac
cordance with the Code and regulations. 
An employer that loses the ability to par
ticipate in ATIP during the calendar year 
must notify the employees of that estab
lishment that as of the start of the next pay
roll period, it will no longer attribute tip 
amounts to employees as provided in sec
tion 4 and that employees must begin re
porting tips to the employer as required by 
section 6053(a) of the Code. Such notice 
must be provided immediately after receipt 
of written notice from the Service that the 
establishment has lost ATIP program ben
efits and in no event later than the last day 

of the payroll period in which written no
tice from the Service is received. If an 
employer fails to notify employees that it 
will no longer attribute tip income, the em
ployer (but not the participating employ
ees) will lose the protections provided in 
section 6 of this revenue procedure for the 
entire calendar year, regardless of when 
the employer stopped attributing tip in
come. 

.02 Employee. If the participating em
ployee reports an amount of tips for a given 
period that is less than the amount the em
ployer would have attributed to that em
ployee for that period, the participating 
employee revokes his or her employee par
ticipation agreement, effective the first day 
of the payroll period for which the em
ployee reports an amount of tips less than 
the amount the employer would have at
tributed to the employee. On that date the 
employee loses the benefits of section 6.02 
of this revenue procedure. 

SECTION 8. REVOCATION 

.0 I Employer revocation. For an em
ployer to terminate participation in ATIP 
for an establishment prior to the end of the 
calendar year, the employer must notify 
the Service in writing by sending a letter 
to the address in section 13 of this revenue 
procedure in advance of the first day of the 
first payroll period for which the establish
ment will not participate in ATIP. An em
ployer must also notify employees of the 
establishment that it will no longer partic
ipate in ATIP and that employees must be
gin reporting their tips as required by sec
tion 6053(a) of the Code. An employer 
may satisfy the employee notification re
quirement by providing each tipped em
ployee with a copy of the letter sent to the 
address in section 13 of this revenue pro
cedure at least seven days prior to the first 
day of the payroll period for which the em
ployees will be required to report tips. 

.02 Employee revocation. An em-
ployee who signs an employee partici
pation agreement remains a participating 
employee until the employee revokes the 
employee participation agreement. An 
employee revokes participation in ATIP 
by providing the employer a signed notice 
revoking the prior agreement or by report
ing tips in an amount less than the amount 
attributed to the employee. See section 
5.07 of this revenue procedure. 



(1) An employee who revokes partic
ipation may not participate in the estab
lishment's ATIP again during the year and 
must begin reporting tips to the employer 
effective the first day of the next payroll 
period as provided under section 6053 of 
the Code. 

(2) An employee who revokes partic
ipation stops receiving the benefits pro
vided under ATIP. The revocation is effec
tive the earlier of the date the employee 
provides the employer a signed notice re
voking the employee's participation agree
ment or the first day of the payroll pe
riod for which the employee reports an 
amount of tips less than the amount the 
employer would have attributed to the em
ployee. However, the employee receives 
the benefits provided under ATIP for the 
payroll periods during which the employee 
was a participating employee, provided the 
employee satisfies the requirements of sec
tion 5.04 of this revenue procedure with re
spect to attributed tips reported on the em
ployee's Form W-2. 

.03 Revocation by Service. The Service 
may revoke an employer's participation in 
ATIP at any time provided that it gives the 
employer notice in writing. 

SECTION 9. COMPLIANCE REVIEW 

.0 I Compliance review. The Service 
may evaluate the employer and its partici
pating employees for compliance with the 
provisions of ATIP. 

.02 Examinations and/or inspection of 
books and records. A compliance review 
or other inspection of books and records as 
required for compliance with ATIP will not 
be considered an inspection of books and 
records for purposes of section 7605(b) of 
the Code and is not a prior audit for pur
poses of section 530 of the Revenue Act 
of 1978. 

SECTION 10. EFFECT ON OTHER TIP 
COMPLIANCE AGREEMENTS 

The employer's election to participate 
in ATIP supersedes and revokes all ex
isting tip compliance agreements between 
the employer and the Service with respect 
to the establishment. 

SECTION II. EFFECTIVE DATE 

.01 Effective date. This revenue proce
dure is effective January I, 2007. How
ever, employers who elect to participate 
in ATIP for 2007 must attribute tips and 
otherwise comply with the requirements of 
ATIP beginning with the first payroll pe
riod ending on or after January 1, 2007. 
See section 4.11 of this revenue procedure. 

.02 General termination and sunset pro
vision. The ATIP established by this Rev
enue Procedure is a pilot program avail
able for the three calendar years beginning 
on or after January I, 2007. The ATIP 
terminates on December 31, 2009, unless 
the Service issues guidance extending the 
ternl. Notwithstanding the foregoing, the 
Commissioner of Internal Revenue may 
terminate ATIP at any time. 

SECTION 12. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act (44 
U.S.c. § 3507) under control number 
1545-2005. An agency may not conduct 
or sponsor, and a person is not required to 
respond to, a collection of information un
less the collection of information displays 
a valid OMB control number. 

The collection of information in this 
revenue procedure is in section 4, titled 
Employer Participation in ATIP. This in
formation is required to evaluate the suit
ability of the Reporting Program for the 
particular taxpayer. The collection of in
formation is required to obtain the benefits 
described in this revenue procedure. The 
likely respondents are businesses or other 
for-profit institutions. 

The estimated total annual reporting 
burden is 6100 hours. 

The estimated annual burden per re
spondent is an average of 10 hours, de
pending on individual circumstances. The 
estimated number of respondents is 610. 

The estimated frequency of responses is 
I time per year per respondent. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become materia! in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. § 6103. 

SECTION 13. ADDRESS 

Internal Revenue Service, 20 I West 
River Center Blvd., Stop 5701 G, ATTN: 
Employment Taxi ATIP Coordinator, Cov
ington, KY 41011. 

SECTION 14. CONTACT 
INFORMATION 

The principal author of this revenue 
procedure is Stephen Suetterlein of the 
Office of Associate Chief Counsel (Tax 
Exempt & Government Entities). For fur
ther information regarding this revenue 
procedure, contact the IRS Business and 
Specialty Tax Line at (800) 829-4933 or 
bye-mail at Tip.Program@irs.gov. 
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Appendix 

Attributed Tip Income Program (ATIP) 

Model Employee Participation Agreement 

I am a tipped employee of (Employer), I \vork at (Establishment), and by signing this agreement I am choosing 
to participate in the Attributed Tip Income Program (ATIP) established by the Internal Revenue Service (IRS) in Revenue 
Procedure 2006-30. 

I understand that the benefits and requirements of ATIP are as follows: 

I. Tip reporting not required. As a participating employee in ATIP, I am not required to report tips to Employer for 
any payroll period beginning with the first payroll period in which this agreement is in effect and continuing with 
every payroll period thereafter until I revoke this agreement or Employer notifies me that Employer is no longer 
participating in ATIP. 

2. Attributed tips treated as wages. Under ATIP Employer will calculate a total tip amount for all tipped employees in the 
establishment. A portion of the attributed tips will be treated as if I had reported that amount as tips to Employer and 
will be treated as my tip income. This amount will be reported on my Form W-2 as tip income in addition to other 
wages paid to me by Employer. 

3. Total tip amount calculation. Employer will calculate the total tip amount for the Establishment by multiplying the 
gross receipts from food and beverage sales of Establishment by the charged tip rate (based on Establishment's 
Form 8027 for the prior year) minus two percentage points and attributing the total to all directly and indirectly 
tipped employees using a reasonable attribution method. 

4. Auribution method. The method Employer will use to attribute tips to tipped employees is 
[Employers may also use the agreement to provide an estimate of the tip amount that will be attributed.] 

5. Attributed tips reported on Form W-2. Tips that are attributed to me under ATIP will be reported in Box I of my 
Form W-2 as tips. 

o. Federal income tax returns. To receive the audit protection provided by ATIP I agree to report on my federal income 
tax return at least the amount of tips Employer reports on my Form W-2. If I report tips below the amount on my Form 
W-2, I will lose the audit protections offered by ATIP, and will need to have adequate records, such as a daily tip log to 
substantiate that the amount of tip income I received was less than the amount reported on my Form W -2. 

7. Audit protection. If I repol1 on my federal income tax return the tip amount reported on the FOllll W -2 that I receive 
from Employer in connection with my employment at [establishmentJ, the IRS will not audit my tip income received 
in connection with my employment at [establishment] for the period beginning with the date of this agreement and 
continuing until the earlier of termination of my employment at [establishment] or termination of Employer's 
participation in ATIP. 

8. Effective date of audit protection. Provided I sign this Employee Participation Agreement within 30 days after I 
became employed with Employer at Establishment, I will be protected from an IRS audit of my tip income received at 
Establishment beginning on the date I became employed. If I sign this Employee Participation Agreement more than 
30 days after I became employed with Employer at Establishment, I will be protected from an IRS audit of my tip 
income received at E,tablishment after the date of this agreement unless [ revoke my participation or my employer 
revokes its participation. 

9. Remcation by particfpariflf!, employee. 1 understand that I may revoke this Employee Participation Agreement in two 
ways. If I decide to report actual tips for any payroll period to Employer in an amount that is less than the amount that 
will be attributed, the Employer will no longer attribute tips to me. I may also revoke this Employee Participation 
Agreement by providing Employer with a signed written notice stating my intent to revoke participation. If my 
participation in ATIP is revoked for any reason I may not participate in ATIP for the remainder of the calendar year and 
I must report tips to Employer as required by the Internal Revenue Code. If my participation in ATIP is revoked for any 
reason I will retain audit protection for tip income for those payroll periods prior to the effective date of the revocation. 
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10. Revocation by employer. I understand that the Employer may decide to cease participation in ATIP and if so will 
provide written notification that it is no longer participating in ATIP. If Employer ceases participation in ATIP for 
any reason, I may not participate in ATIP for the remainder of the calendar year and I must report tips to Employer as 
required by the Internal Revenue Code. If my employer ceases participation in ATIP for any reason, I will retain audit 
protection for tip income for those payroll periods prior to the effective date of the revocation. 

II. General compliance. I agree to file my federal income tax return on a timely basis and report those tips and the rest of 
my earnings from my job as shown on the IRS Form W-2 that Employer gives me as well as any other income I receive 
from any other source. Failure to file timely and report my tip income as described in the preceding sentence will result 
in loss of the audit protection described in paragraph 7. 

By signing below, I agree to fulfill my responsibilities under this agreement and to participate in ATIP 1D accordance with 
the terms of this Agreement. 

Signature and Employee's name printed, address, Social Security Number, and date. 

Revenue Procedure 2006-30 may be viewed or printed at http://www.irs.gov/businesses!~mall/article/O .. id=98944.00.html 

Revocation Notice 

By signing below, I revoke my participation in ATIP. 

Signature and Employee's name printed, address, Social Security Number, and date. 

2006-2 C.B. 119 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

United States Dollar 
Approximate Separate 
Transactions Method 

REG-118897-06 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains a 
proposed regulation which provides the 
translation rates that must be used when 
tran~lating into dollars certain items and 
amounts transferred by a qualified busi
ness unit (QBU) to its home office or par
ent corporation for purposes of computing 
dollar approximate separate transactions 
method (DASTM) gain or loss. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by October 11, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 18897-06), 
room 520l Internal Revenue Ser
vice. PO Box 7604. Ben Franklin Sta
tion, Washington, DC 20044. Submis
sions may be hand-delivered Monday 
through Friday between the hours of 
8 a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-I 18897-06), Courier's Desk. In
ternal Revenue Service, IIII Constitution 
Avenue, NW, Washington, DC, or sent 
electronically, via the IRS Internet site at 
lI'II'I\".irs.gol'ire8s or via the Federal eRule
making Portal at \\'II'II.reguJations.go\' 

(IRS REG-I 18897-06). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the pro
posed regulations. Sheila Ramaswamy, 
at (202) 622-3870: concern-
mg submissions of comments, 
Richard.A. Hllrsf@irsc(}Ullse/.freas.gol', 

(2021622-7180 (not toll-free numbers). 
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SUPPLEMENTARY INFORMATION: 

Background 

Generally, a taxpayer and each of its 
qualified business units (QBUs) must 
make all determinations under subti
tle A of the Internal Revenue Code in 
its respective functional currency. See 
* 1.985-1 (a)( I). For taxable years be
ginning after August 24, 1994, a U.S. 
corporation's QBU that would otherwise 
be required to use a hyperinflationary 
currency as its functional currency gener
ally must use the dollar as its functional 
currency and must compute income or 
loss under the DASTM method of ac
counting described in § \.985-3. See 
* \.985-1 (b )(2)(ii). Section 1.985-3(d)(3) 
contains a rule for translating into dollars 
dividends, certain transfers, and returns 
of capital from the QBU to its home of
fice or parent corporation. On March 8, 
2005, Notice 2005-27, 2005-13 I.R.B. 
795, (see §601.601(d)(2) of this chap
ter), announced the intention to amend 
§ 1.985-3(d)(3) regarding the proper ex
change rate for determining DASTM gain 
or loss when translating certain current 
and historical assets upon a transfer from 
a QBU to its home office or parent corpo
ration, as the case may be. 

Explanation of Provisions 

Under the DASTM method of account
ing, a QBU's income or loss for a taxable 
year is computed in U.S. dollars and ad
justed to account for its DASTM gain or 
loss. See § 1.9&5-3(b). A QBU's DASTM 
gain or loss for a taxable year is determined 
under § 1.985-3(d) by first computing the 
QBU's change in net worth from the prior 
year and then making specified adjust
ments. The QBU's change in net worth is 
computed by comparing the year-end bal
ance sheets for the current and preceding 
taxable years. See § \.985-3(d)(l lei). Spe
cial rules provide that some balance-sheet 
items are translated at the exchange rate 
for the translation period in which the cost 
of the item was incurred and so do not 

give rise to DASTM gain or loss from 
year to year ("historical items"). See 
§ 1.985-3(d)(5). Other items are translated 
at the exchange rate for the last translation 
period for the taxable year and therefore 
do give rise to DASTM gain or loss ("cur
rent items"). See § 1.985-3(d)(5). 

The classification of an item as histori
calor current generally reflects the extent 
to which the item's dollar value changes 
with t1uctuations in exchange rates. For 
example, the dollar value of a financial 
asset, such as a unit of hyperinflationary 
local currency, necessarily changes with 
fluctuations in exchange rates. Accord
ingly, a financial asset generally is a cur
rent item. See § 1.985-3(d)(5)(iv). By con
trast, the value of a nonfinancial asset gen
erally does not change with fluctuations in 
exchange rates. Accordingly, a nonfinan
cial asset generally is an historical item. 
See § 1.985-3(d)(5)(v). 

The computed change in the QBU's net 
worth is then adjusted to reflect transac
tions that increase or decrease the QBU's 
net worth without affecting the QBU's 
income or loss. For example, an asset 
transferred from a QBU branch to its 
home office decreases the QBU's net 
worth but does not affect the QBU's in
come or loss and so must be added back 
to the QBU's net worth for purposes of 
computing DASTM gain or loss, See 
§ 1.985-3(d)(3). 

The DASTM method of accounting 
provides that adjustments described in 
the preceding paragraphs generally shall 
be translated into dollars at the exchange 
rate on the date the amount is paid. See 
§1.985-3(d)(3). This rule ensures that the 
QBU branch properly takes into account a 
current item's change in value due to cur
rency fluctuations while the item was in 
the QB U branch. However, applying this 
translation rule to historical items could 
potentially lead to distortions in the calcu
lation of DASTM gain or loss. Because 
the value of historical items generally does 
not change with fluctuations in exchange 
rates, translating adjustments relating to 
historical items at the exchange rate on 



the date of distribution or transfer would 
inappropriately give rise to DASTM gain 
or loss. 

The potentially anomalous results that 
may arise due to the application of the 
existing translation rule in § 1.985-3(d)(3) 
can be prevented by modifying the rule 
to ensure that only the assets whose dol
lar value changes with fluctuations in ex
change rates will give rise to DASTM gain 
or loss upon a transfer from a QBU to its 
home office. Accordingly, this proposed 
regulation amends § 1.985-3(d)(3) in ac
cordance with Notice 2005-27 as follows. 
The proposed regulation provides that if 
the item giving rise to the adjustment is 
a current asset which would be translated 
under §1.985-3(d)(5) at the exchange rate 
for the last translation period of the taxable 
year if it were on the QBU's year-end bal
ance sheet, the item will be translated at the 
exchange rate on the date the item is trans
ferred. However, if the item giving rise to 
the adjustment is a historical asset which 
would be translated under §1.985-3(d)(5) 
at the exchange rate for the translation pe
riod in which the cost of the item was in
curred if it were on the QBU's year-end 
balance sheet, the item will be translated 
at the same historical rate. 

Proposed Effective Date 

Consistent with Notice 2005-27, this 
regulation is proposed to be effective for 
any transfer, dividend, or distribution that 
is a return of capital that is made after 
March 8, 2005, and that gives rise to an 
adjustment under § 1.985-3(d)(3). 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a regulatory as
sessment is not required. It has also been 
determined that section 553(b) of the Ad
ministrative Procedure Act (5 U.s.c. chap
ter 5) does not apply to these regulations, 
and because these regulations do not im
pose a collection of information on small 
entities, the provisions of the Regulatory 
Flexibility Act (5 U.S.C. chapter 6) do not 
apply. Pursuant to section 7805(f) of the 
Internal Revenue Code, this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advocacy of the Small 

Business Administration for comment on 
its impact on small business. 

Comments and Requests for Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are submitted timely to 
the IRS. The IRS and Treasury Depart
ment request comments on the clarity of 
the proposed rules and how they can be 
made easier to understand. All comments 
will be available for public inspection and 
copying. A public hearing will be sched
uled if requested in writing by any person 
that timely submits written comments. If a 
public hearing is scheduled, notice of the 
date, time, and place for a public hearing 
will be published in the Federal Register. 

Drafting Information 

The principal author of these proposed 
regulations is Sheila Ramaswamy, Office 
of Associate Chief Counsel (Interna
tional). However, other personnel from 
the IRS and Treasury Department partici
pated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.985-3 is amended 

by revising paragraph (d)(3) to read as fol
lows: 

§1.985-3 United States dollar 
approximate separate transactions 

method. 

* * * * * 
(d) * * * 
(3) Positive adjustments-(i) III gen

eral. The items described in this para
graph (d)(3) are dividend distributions 
for the taxable year and any items that 
decrease net worth for the taxable year 

but that generally do not affect income or 
loss or earnings and profits (or a deficit in 
earnings and profits). Such items include 
a transfer to the home office of a QBU 
branch and a return of capital. 

(ii) Translation. Except as provided by 
ruling or administrative pronouncement, 
items described in paragraph (d)(3)(i) of 
this section shall be translated into dollars 
as follows: 

(A) If the item giving rise to the adjust
ment would be translated under paragraph 
(d)(5) of this section at the exchange rate 
for the last translation period of the tax
able year if it were shown on the QBU's 
year-end balance sheet, such item shall be 
translated at the exchange rate on the date 
the item is transferred. 

(B) If the item giving rise to the adjust
ment would be translated under paragraph 
(d)(5) of this section at the exchange rate 
for the translation period in which the cost 
of the item was incurred if it were shown 
on the QBU's year-end balance sheet, such 
item shall be translated at the same histor
ical rate. 

(iii) Effective date. Paragraph (d)(3)(ii) 
of this section is applicable for any trans
fer, dividend, or distribution that is a return 
of capital that is made after March 8, 2005, 
and that gives rise to an adjustment under 
this paragraph (d)(3). 

* * * * * 
Mark E. Matthews, 

Deputy Commissioner for 
Services and Enforcement. 

(Filed by the Office of the Federal Regisler on July 12,2006, 
8:45 .m .. and published in the issue of the Federal Register 
for July 13,2006.71 F.R. 39604) 

List of Nonbank Trustees and 
Custodians 

Announcement 2006-45 

The following is a list of entities that 
have been approved by the Commissioner 
of the Internal Revenue Service, pursuant 
to § 1.408-2( e) of the Income Tax Regu
lations, to serve as a nonbank trustee or 
custodian. This list updates and super
sedes the list published with Announce
ment 2005-59, 2005-37 I.R.B. 524. 

Archer medical savings accounts 
(Archer MSAs) established under § 220 
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of the Internal Revenue Code, health sav
ings accounts described in ~223, custodial 
accounts of retirement plans qualified un
der § 401, custodial accounts described 
in § 403(b)(7), trust or custodial accounts 
of individual retirement accounts (\RAs) 
established under ~ § 408 and 408A (Roth 
IRAs), Coverdell education savings ac
counts described in §530, and custodial 
accounts of eligible deferred compensa
tion plans described in ~ 457(b) will not 
be tax exempt if the trustee or custodian of 
such accounts is not a bank (as defined in 
§ 408(n)) (and in the case of Archer MSAs 
and health savings accounts, a bank within 
the meaning of § 408(n) or an insurance 
company within the meaning of § 816) or 

an approved nonbank trustee or custodian. 
An entity that is not a bank (as defined 

in ~ 408( n)) (and in the case of Archer 
MSAs and health savings accounts a bank 
within the meaning of § 408(n) or an in
surance company within the meaning of 
§ 816) must receive approval from the 
Service to serve as a nonbank trustee or 
nonbank custodian. A prospective non
bank trustee or custodian must file a writ
ten application with the Commissioner of 
Internal Revenue demonstrating that the 
requirements of § 1.408-2(e)(2) through 
§ I A08-2(e)(7) of the regulations will be 
met. If the application is approved, a writ
ten notice of approval will be issued tu the 
applicant. The notice of approval will state 
the day on which it becomes effective, and 
(except as otherwise provided therein) will 
remain effective until revoked by the Ser
vice or withdrawn by the applicant. Enti
ties that have received such approval from 
the Service may also sponsor certain re
tirement plans, custodial accounts under 
§ 403(b)(7) and individual retirement ar
rangements established under §§ 408 and 
408A. (See, Rev. Proc. 2005-16,2005-1 

C.B. 674, and Rev. Proc. 87-50, 1987-2 
C.B. 647, as modified.) 

A prospective nonbank trustee or custo
dian may not accept any fiduciary account 
before such notice of approval becomes ef
fective. In addition, a nonbank trustee or 
custodian may not accept a fiduciary ac
count until after the plan administrator or 
the person for whose benefit the account is 
to be established is furnished with a copy 
of the written notice of approval issued to 
the applicant. 

The continued reliance on a notice of 
approval is dependent upon the continued 
satisfaction of the nonbank trustee require
ments set forth in the regulations. The 
notice of approval issued to an applicant 
will be revoked if the Commissioner de
termines that the applicant is unwilling or 
unable to administer fiduciary accounts in 
a manner consistent with the requirements 
of the regulations. Generally, the notice 
will not be revoked unless the Commis
sioner determines that the applicant has 
knowingly, willfully, or repeatedly failed 
to administer fiduciary accounts in a man
ner consistent with the requirements of the 
regulations, or has administered a fidu
ciary account in a grossly negligent man
ner. 

The written notice of approval to serve 
as a nonbank trustee or nonbank custodian 
is nut an endorsement of any investment 
made with respect to any retirement plan 
or arrangement handled by the approved 
nonbank trustee or custodian. The Inter
nal Revenue Service does not review ur ap
prove investments. 

If the trustee or custodian of an account 
described above is not a bank (and in the 
case of Archer MSAs and health savings 
accounts, a bank or an insurance company) 
or an approved nonbank trustee or non
bank custodian, the amounts held in such 

account (induding earned interest) will be 
deemed distributed and includible in gross 
incume in the year(s} the account's trustee 
or custodian was not a bank or. if appli
cable, an insurance company. or an ap
proved nonbank trustee or nonbank custo
dian. Contributions made to such account 
are not deductible from gross income and 
will be disallowed if claimed on an income 
tax return. 

This list of approved nonbank trustees 
and nonbank custodians includes their 
names. addresses, and the date each appli
cation was approved, 

If an approved nonbank trustee or cus
todian believes that the information about 
it is incorrect, incomplete. or that it has 
been incorrectly omitted from this list, it 
may, on or before October 30, 2006, no
tify the Service in writing of any changes 
it proposes to the list. This notification 
should include a copy of the notice of ap
proval. 

The notification should be addressed to: 

Internal Revenue Service 
SE:T:EP:RA:Tl 
Announcement 2006-45 
1111 Constitution Ave., NW - PE 
Washington, DC 20224 

Drafting Information 

The principal author of this announce
ment is Calvin Thompson of the Em
ployee Plans, Tax Exempt and Govem
ment Entities Division. Please contact 
Mr. Thompson at 1-202-283-9596 (not 
a toll-free number), if there are any ques
tions regarding the publication of this 
list. Written inquiries concerning this an
nouncement should be addressed to the 
Internal Revenue Service at the above ad
dress. 

APPROVED Nonbank Trustees/Custodians as of December 31, 2005 

Name Address Approval Date 

I. A.B. Culbertson & Co. 1250 Continental Plaza 51l51l984 

Fort Worth, TX 76102 

2. A.G. Becker & Co. Chicago,IL 12112/1979 

3. A.G. Edwards & Sons, Inc. One North Jefferson 1112611980 

St. Louis, MO 63103 

4. ABN AMRO Securities LLC 55 East 52nd Street 91712000 

New York, NY 10022 
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APPROVED Nonbank Trustees/Custodians as of December 31,2005 

Name Address Approval Date 

5. Adler, Coleman Clearing Corp. 20 Broad St. 41711987 
New York, NY 10005 

6. Advest, Inc. 280 Trumbull Street 112411989 
Hartford, CT 06103 

7. Aisel & Co. 20 Broad Street 4/26/1991 
New York, NY 10005 

8. American Brokerage Services, Inc. 131 Lafayette Ave. 9/18/1991 
Detroit, MI 48226 

9. American Capital Marketing, Inc. 2777 Allen Parkway 6/25/1984 
(FKA American General Capital) Houston, TX 77215 

10. American Express Financial Corp. 200 AXP Financial Center 8/12/1977 
Minneapolis. MN 55474 

11. American Heritage Life Ins. Co. 76 South Laura Street 12111/1984 
Jacksonville, FL 32202 

12. American Transtech, Inc. 8000 Baymeadows Way 8/15/1 990 
Jacksonville, FL 32256 

13. Ameritrade, Inc. 4211 South 102nd Street 4/18/1984 
Omaha, NE 68127-1031 

14. Analytic Investment Management, Inc. 2222 Martin Street, Suite 230 5/9/1989 
Irvine, CA 92715-1454 

15. Aspen Partnership 1895 Claremont Road 10/2511990 
Hoffman Estates, IL 60195 

16. B.C. Ziegler & Co. 215 North Main Street 9/27/1985 
West Bend, WI 53095 

17. Bane of America Securities LLC 100 North Tryon Street 4/30/2003 
NC 1-007-20-01 
Charlotte, NC 28255 

18. Bane One Capital Corporation P.O. Box 18277 2/24/1992 
90 North High Street 
Columbus, OH 43218 

19. Bank Hapoulim B.M. 6501 Wilshire Blvd. 5/15/1986 
Los Angeles, CA 90048 

20. Bank Julius Baer & Co., LTD 330 Madison Avenue 12/15/1988 
New York, NY 10017 

21. Bank Leumi Le - Israel B.N. Western 242 Fifth Avenue 2110/1982 
Hemisphere Regional Mgt. New York, NY 10022 

22. Bartlett & Co. 36 East Fourth Street 211/1989 
Cincinnati, OH 45202 

23. Bear, Steams & Co., Inc. 5 Hanover Square 6/2/1986 
New York, NY 10004 

24. Bear, Stems Securities Corp. 2 Broadway, 12th Floor 6/24/1991 
New York, NY 10004 

25. Berklee College of Music, Inc. 1140 Boylston Street 5/9/1989 
Boston, MA 02110 
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APPROVED Nonbank Trustees/Custodians as of December ~ I 2005 

Name Address Approval Date 

26. Bernard L. Madoff Investment Securities LLC 885 Third Avenue 7/7/2004 
New York, NY 10022 

27. BISYS Fund Services. Inc. 3425 Stelzer Rd. 12/3112003 
Columbus, OH 43219 

28. Blunt Ellis & Loewi. Inc. 225 East Mason Street 1125/1982 
Milwaukee, WI 53202 

29. BNY Clearing Services, LLC III East Kilbourn Ave. 8/2111989 
(FKA Kemper Clearing Corporation) Milwaukee, WI 53202 

30. Boettcher & Company, Inc. 828 Seventeenth Street 8/10/1987 
Denver, CO 8020 I 

31. Brown & Company Securities Corporation 20 Winthrop Square 2/27/1985 
Boston, MA 02110 

32. Bruns, Nordeman, Rea & Co. New York, NY 10/31/1977 

33. Burke. Christensen & Lewis Securities, Inc. 120 S. La Salle Street 31l1l1986 
Suite 940 
Chicago, IL 60603 

34. Burton 1. Vincent, Chesley & Co. 105 West Adams Street 3/25/1982 
Chicago, IL 60603 

35. Butler Wick & Co., Inc. City Center One Bldg. 10/8/1992 
Youngstown, OH 44501 

36. BUYandHold Securities Corporation 110 Wall Street 10/5/2000 
New York, NY 10005 

37. Carolina Securities Corp. 239 Fayetteville St. Mall 8/29/1983 
Raleigh, NC 27602 

38. Chapin, Davis & Company, Inc. 3 Village Square, Cross Keys 12/711983 
Baltimore, MD 21210 

39. Charles Schwab & Co., Inc. 101 Montgomery Street 1/8/1982 
San Francisco, CA 94104 

40. Christian & Missionary Alliance P.O. Box C 8/15/1985 
Nyack, NY 10960 

41. cmc World Markets Corporation 200 Liberty Street 7/26/1977 
New York, NY 10281 

42. Citigroup Global Markets, Inc. 388 Greenwich St. 7/22/1985 
New York, NY 10105 

43. City Securities Corp. 135 North Pennsylvania Street 12/211l982 
Indianapolis, IN 46204 

44. Commerce First Thrift Midvale, UT 84047 5/25/1978 

45. Comprehensive Investment Services. Inc. One Moody Plaza 611612000 
Galveston, TX 77550 

46. Continental Trust Co. 17110 Dallas Parkway 2/22/1977 
Suite 200 
Dallas, TX 75248 
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APPROVED Nonbank Trustees/Custodians as of December 31, 2005 

Name Address Approval Date 

47. D. A. Davidson & Co. Davidson Building 6/11/1982 
8 Third Street North 
Great Falls. MT 59403 

48. OJ. St. Germain, Inc. 1500 Main Street 111/1977 
Springfield, MA OlliS 

49. Davenport & Co. of Virginia, Inc. 901 E. Cary Street 2/2/1987 
Richmond, VA 23219 

50. Davenport & Company LLC 901 East Cary Street 3/31/1997 
Richmond, VA 23219 

51. Deutsche Bank Securities Corp. 1290 Avenue of the Americas 311411980 
d.b.a. C.J. Lawrence Deutsche New York, NY 10104 

52. Deutsche Bank Securities, Inc. I South Street 4/11/1994 
Baltimore, MD 21203 

53. Dougherty, Dawkins, Strand & Yost, Inc. 100 South Fifth Street 2122/1986 
Suite 2300 
Minneapoli:., MN 55402 

54. Dresdner Kleinwort Wasserstein Securities LLC 75 Wall Street 10/9/2002 
New York, NY 10005 

55. Dreyfus Investment Services, Corp. Two Mellon Bank Center 5/18/1989 
Pittsburgh, PA 15259 

56. Duncan-Williams, Inc. 5860 Ridgeway Center Parkway 12/13/1995 
Memphis, TN 38120 

57. E *Trade Clearing LLC 10951 White Rock Road 9/312002 
Rancho Cordova, CA 95670 

58. E *Trade Securities LLC 4500 Bohannon Drive 8/3012002 
Menlo Park, CA 94025 

59. E *Trade Securities, Inc. 480 California Avenue 21111996 
Palo Alto, CA 94306 

60. Eads Generoe Trust St. Louis, MO 2/3/1977 

61. Edward D. Jones & Co. 20] Progress Parkway 5/30/1985 
Maryland Height, MO 63043 

62. EI Paso Electric Co. P.O. Box 982 611511983 
EI Paso, TX 79960 

63. Elan Investment Services, Inc. 777 East Wisconsin Avenue 12/2111987 
Milwaukee, WI 53282 

64. Emmett A. Larkin Co., Inc. 100 Bush Street 4117/1986 
San Francisco, CA 94104 

65. Eppler, Guerin & Turner. Inc. 2001 Bryan Tower, Suite 2300 9/611984 
Dallas, TX 75201 

66. EVEREN Securities, Inc. 77 West Wacker Drive 1111911998 
Chicago, IL 60601-1694 

67. Fahnestock & Co, Inc. 110 Wall Street 4115/1982 
(FKA Edward A. Viner & Co.) New York, NY 10005 
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68. Fechtor, Detwiler & Co., Inc. 155 Federal Street 3/26/1982 
Boston. MA 02110 

69. Ferris. Baker Watts. Inc. 1720 Eye Street, NW 12/4/1987 
(FKA Ferris & Company) Washington. DC 20006 

70. Fiduciary Services Corporation 310 Commercial Drive 10/2/2003 
Savannah. GA 31406 

71. Financial Data Services, Inc. 400 Atrium Drive 1lI14/1990 
Somerset, NJ 08873 

72. First Albany Corp. 41 State Street 9/26/1979 
Albany, NY 12207 

73. First Clearing Corporation 10700 Wheat First Drive 4/21/1999 
Glen Allen. VA 23060 

74. First Clearing, LLC 10700 Wheat First Drive 5/3012003 
(FKA First Clearing Corporation) Glen Allen, VA 23060 

75. First Illinois Capital Corp. 424 7th Street 5/2711982 
Plaza 7 
Rockford, IL 61110 

76. First Manhattan Co. 437 Madison Avenue 112611990 
New York, NY 10022 

77. First of Michigan Corporation 100 Renaissance Center 8/31/l994 
26th Floor 
Detroit, MI 48243 

78. Fiserv Securities, Inc. One Commerce Square 11115/1984 
2005 Market Street 
Philadelphia, PA 19103 

79. Fleet Clearing Corporation 67 Wall Street 12/311986 
New York, NY 10005 

80. Fleet Norstar Securities, Inc. 14 Wall Street 8/3011991 
New York, NY 10005 

81. Folger, Nolan, Fleming & Douglass 725 15th Street, N.W. 9/1611981 
Washington, DC 20015 

82. Freedom Capital Management Corporation One Beacon Street 8/29/1991 
Boston, MA 02108 

83. Freeman Welwood & Co., Inc. 1501 Fourth Avenue 2/1311996 
Suite 1700 
Seattle, WA 98101 

84. G.T. Global Investors Services, Inc. 50 California Street 5/2711994 
San Francisco, CA 94111 

85. General Conference of the Mennonite Brethren 315 South Lincoln 3/811983 
Chun;hes, Board of Trustees Hillsboro, KS 67063 

86. Goldman. Sachs & Co. 85 Broad Street 12/8/1 982 

New York, NY 10004 

87. Greater Beneficial Union of Pittsburgh 4254 Clairton Blvd. 9/24/2004 
Pittsburgh, PA 15227-3394 
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88. Greek Catholic Union of the U.S.A. 5400 Tuscarawas Rd. 5/24/2000 
Beaver, PA 15009-9513 

89. Gruntal & Co., Inc. 14 Wall Street 6/13/1984 

New York, NY 10005 

90. H&R Block Financial Advisors, Inc. 735 Griswold Street 12/811983 
Detroit, MI 48226 

91. H.G. Wellington & Co., Inc. 14 Wall Street 9113/1993 
New York, NY 10005 

92. H.M. Payson & Co. One Portland Square 8/20/1987 
P.O. Box 31 
Portland, ME 04112 

93. Halpert and Company, Inc. 284 Millburn Avenue 4117/1996 
Millburn, NJ 07041 

94. Hamilton Investments, Inc. 30 North La Salle Street 8/611982 
(FKA Illinois Company, Inc.) Chicago, IL 60602 

95. Hampshire Funding, Inc. One Granite Place 5/2611988 
P.O. Box 2005 
Concord, NH 0330 I 

96. Hanifen, Imhoff Clearing Corp. 1125 17th Street 4/2211997 
Denver, CO 80217 

97. Hanifen, Imhoff, Inc. 1125 17th Street, Suite 1700 12/311985 
Denver, CO 80202 

98. Harrisdirect, LLC Harborside Financial Center 51112002 
501 Plaza II 
Jersey City, NJ 07311 

99. Hartford Life Insurance Co. Hartford Plaza 3/311982 
Hartford, CT 06106 

100. Hazlett, Burt & Watson, Inc. 1300 Chapline Street 411 IJ1995 
Wheeling, WV 26003 

101. Heartland Securities, Inc. 208 South LaSalle Street 3/611984 
Chicago, IL 60604 

102. Henry Scott, Inc. Philadelphia, PA 3/2311982 

103. Herzfeld & Stem, Inc. 30 Broad Street 1211211984 
New York, NY 10004 

104. Herzog, Heine, Geduld, Inc. 26 Broadway 2/1111982 
New York, NY 10004 

105. Holt & Collins 188 Embarcadero 9/811988 
Suite 760 
San Francisco, CA 94105 

106. Home Life Financial Assurance Corporation 2400 West Bay Drive 1111311986 
Largo, FL 33540 

107. Howard, Weil, Labouisse, Friedrichs, Inc. 1100 Paydrus Street 12/2811987 
Suite 900 
New Orleans. LA 70163 
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108. Huntleigh Securities Corporation 222 South Central Avenue 10/22/1997 
St. Louis, M 0 63102 

109. I.M. Simon & Co. 7730 Forsyth Blvd. 11/3/1981 
Clayton, MO 63105 

110. iClearing, LLC 100 Wood Avenue South 2/7/2001 
Iselin. NJ 08830 

III. Integrated Fund Services, Inc. 221 East Fourth Street 511512003 
Suite 300 
Cincinnati, OH 45202 

112. Investment Advisers. Inc. 1100 Dain Tower 10/9/1981 
Minneapolis. MN 55440 

113. Isler. Colling & McAdams Portland, OR 10/5/1978 

114. J.e. Bradford & Co. 330 Commerce Street 2/2811982 
Nashville, TN 37201 

115. J,J.B. Hilliard, W.L. Lyons, Inc. Hilliard Lyons Center 211111992 
501 South Fourth St. 
Louisville, KY 40202 

116. Jacob Engle Foundation, Inc. (The) P.O. Box 1136 312511983 
Upland, CA 91786 

117. Janney Montgomery Scott, Inc. 180 I Market Street 312311982 
Philadelphia, PA 19103 

118. Jefferson Pilot Investor Services, Inc. 100 North Greene Street 10/2211979 
Greensboro, NC 27401 

119. Jesup, Josephthal & Co., Inc. One Whitehall Street 1211811990 
New York. NY 10004 

120. John Hancock Clearing Corporation 200 Liberty Street 3/21/1991 
New York, NY 10281 

121. John Hancock Mutual Life Insurance Company John Hancock Place 812411993 
200 Clarendon Street 
Boston, MA 02117 

122. Juran & Moody, Inc. Minnesota Mutual Life Center 5/27/1994 
400 North Robert Street 
Suite 800 
Saint Paul. MN 5S 101 

123. Kagin Numismatic Services. Ltd. 1000 Insurance Exchange Bldg. 3/18/1980 
Des Moines, IA 50309 

124. KH Funding Company 10801 Lockwood Drive 2/1312002 
Suite 370 
Silver Spring, MD 20901 

125. Kirkpatrick. Pettis, Smith, Polian, Inc. 1623 Farnam Street 8/1811981 
Suite 700 
Omaha, NE 68) 02 

126. L.F Rothchild, Unterberg, Towbin 55 Water Street 12/23/1985 
New York, NY 10041 

128 2006-2 C.B. 



APPROVED Nonbank Trustees/Custodians as of December 31,2005 
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127. Legg Mason Wood Walker, Inc. III S. Calvert Street 6/4/1985 
PO. Box 1476 
Baltimore, MD 21203 

128. Lehman Brothers, Inc. 200 Vesey Street 12120/2000 
New York. NY 10285 

129. Lester Sumrall Evangelistic Association. Inc. 530 East Ireland Road 912/1988 
South Bend. IN 46614 

130. Liberty Life Insurance Co. PO. Box 789 9/3/1982 
Greenville. SC 29602 

131. Manley. Bennett, McDonald & Co. St. Louis. MO 1/1/1977 

132. McDonald & Company Securities, Inc. 580 Walnut Street 12/15/1983 
Cincinnati. OH 45202 

133. MEGA Life and Health Insurance Company Service Road 5/29/1991 
501 West Interstate 44 
Oklahoma City. OK 73118 

134. Menold, Crawford, Hippler & Co. 23930 Michigan Ave. 12/9/1988 
Dearborn. MI 40126 

135. Merrill. Lynch, Pierce. Fenner & Smith, Inc. 1700 Merrill Lynch Drive 8/311987 
MSC 0703 
Pennington, NJ 08534 

136. Merrimack Valley Investment, Inc. 367 Kingsbury Ave. 9/2811984 
Haverhill, MA 01830 

137. Mesirow Financial. Inc. 350 N. Clark Street 5/28/1982 
Chicago. IL 60610 

138. Metropolitan Life Insurance Co. One Madison Avenue 1128/1987 
New York. NY 10010 

139. Metropolitan Mortgage & Securities W 292 Sprague Ave. 11/10/1976 
Corporation Spokane. WA 99204 

140. Mid-Ohio Securities Corp. 225 Bums Road 1128/1983 
Elyria. OH 44036 

141. Mid-States Enterprises. Inc. Carroll,IA 12/30/1976 

142. Miller Johnson & Kuehn. Inc. 5500 Wayzata Blvd. 11115/2000 
Minneapolis, MN 55416 

143. Milwaukee Company (The) 250 East Wisconsin Avenue 9/15/1986 
Milwaukee. WI 53202 

144. MKl Securities Corp. 61 Broadway 4117/1985 
New York. NY 10006 

145. Money Management Associates 4922 Fairmont Avenue 5126/1987 
Bethesda, MD 20814 

146. Moody Bible Institute of Chicago 820 N. La Salle Boulevard 4/2512003 
Chicago, IL 60610-3284 

147. Moore & Schley, Cameron & Co. Two Broadway 11/1511977 
New York. NY 10004 
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148. Morgan Keegan & Company. Inc. Morgan Keegan Tower 1/27/1982 
Fifty Front Street 

Memphis. TN 38108 

149. Morgan Stanley & Co .. Incorporated 1585 Broadway 3/2212004 
New York, NY 10036 

150. Morgan Stanley OW Inc. 1585 Broadway 5/29/1986 
New York, NY 10036 

lSI. Mongage Loan Services, Inc. 780 Lynnhaven Parkway 3115/1995 
Suite 200 
Virginia Beach, VA 23452 

152. Moseley. Hallganen, Estabrook & Weeden, Inc. One New York Plaza 12/1011985 
New York, NY 10004 

153. Murphy Favre, Inc. W. 601 Riverside, 9th Floor 8/211976 
Spokane, WA99201 

154. Mutual Service Cooperative Two Pine Tree Drive 6/611996 
Arden Hills, MN 55112 

155. Myriad Corporation 1400 50th Street 712011977 
West Des Moines, IA 50265 

156. National Bank of Greece, S.A. 33 State Street 2/4/1988 
Boston, MA 02109 

157. National Covenant Properties 5701 N. Francisco Dr. 6/30/1978 
Chicago, IL 60625 

ISS. National Investor Services Corp. 44 Wall Street 3/18/1996 
New York, NY 10005 

159. National Securities Corporation 1001 Fourth Avenue 12/3111986 
Suite 2200 
Seattle, WA 98154 

160. National Slovak Society of the U.S.A. 351 Valley Brook Road 10/28/2004 
McMurray, PA 15317-3337 

161. Nationwide Advisory Services, Inc. One Nationwide Plaza 9/25/1985 
(Nationwide Financial Services, Inc.) Columbus, OH 43216 

162. Nationwide Credit Union One Nationwide Plaza 4/13/1978 
Columbus, OH 43216 

163. NBC Securities, Inc. 1927 First Avenue North 711611996 
Birmingham, AL 35203 

164. Neuberger & Berman 522 Fifth Ave. 10/4/1983 
New York, NY 10036 

165. Newhard, Cook & Co. 300 North Broadway 6/4/l985 

St. Louis, MO 63102 

166. Oberweis Securities, Inc. 841 North Lake Street 2/l1l1985 

Aurora, IL 60506 

107. ParkerlHunter, Inc. 600 Grant Street 6/15/1990 

Pittsburgh, PA 15219 

168. Partnership Services, Inc. 5520 LBJ Freeway 3/31/\993 

Suite 430 
Dallas, TX 75240 
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Name Address Approval Date 

169. Peninsular Securities Co. Waters Building 1128/1985 

Grand Rapids, MI 49503 

170. Penson Financial Services, Jnc. 1700 Pacific Avenue 6/9/2005 

Suite 1400 
Dallas, TX 75201 

171. Perelman-Carley & Associates, Inc. Twin Towers 1113/1989 
3000 Farnam Street 
Omaha, NE 68131 

172. Perkins Coie LLP 1201 Third Avenue 8/2/2004 
Suite 4800 
Seattle, WA 98101-3099 

173. Pershing LLC One Pershing Plaza 12/411985 
Jersey City, NJ 07399 

174. Pflueger & Baerwald, Inc. Mills Building 11/9/1981 
220 Montgomery Street 
Room 1000 
San Francisco, CA 94104 

175. PFS Investments, Inc. 3120 Breckenridge Boulevard 9/28/1995 
Duluth, GA 30199 

176. Pioneer Financial Services, Inc. 4233 Roanoke Road 1/25/1985 
Kansas City, MO 64111 

177. Pioneer Investment Management USA 60 State Street 2121/1986 
Boston, MA 02109 

178. Piper Jaffray & Co. Piper Jaffray Center 4/21/1982 
800 Nicollet Mall 
Minneapolis, MN 55402-7020 

179. Polish Falcons of America 615 Iron City Drive 1113/2004 
Pittsburgh, PA 15205-4397 

180. Prescott, Ball & Turben, Inc. 1331 Euclid Ave. 112711983 
Cleveland, OH 44115 

181. Prime Vest Financial Services, Inc. 400 First Street South 12/8/1993 
St. Cloud, MN 56301-3600 

182. Principal Life Insurance Company 711 High Street 712711988 
Des Moines, IA 50392-0001 

183. PWMCO, LLC 310 South Michigan Avenue 1/6/2005 
Chicago, IL 60604 

184. R. Rowland & Co., Inc. St. Louis, MO 3129/1984 

185. R.G. Dickinson & Co. 200 Des Moines Building 7/20/1983 
405 6th Ave. 
Des Moines, JA 50309 

186. R.I. Steichen & Company Midwest Plaza 5/2111993 
801 Nicolett Mall 
Suite 100 
Minneapolis, ~N 55402-2526 

187. Raymond James & Associates, Inc. 880 Carillon Parkway 4126/1982 
P.O. Box 12749 
St. Petersburg, FL 33733-2749 
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I gg. Raymond James & Associates, Inc. 880 Carillon Parkway 3/8/1982 
P.O. Box 12749 

St. Petersburg, FL 33733-2749 

I gg. RBC Dain Rauscher, Inc. Dain Rauscher Plaza 3/2/1998 
60 South Sixth Street 
Minneapolis, MN 55402-4422 

190. RBC Dain Rauscher. Inc. Dain Rauscher Plaza 1/22/1982 
60 South Sixth Street 
Minneapolis, MN 55402-4422 

Il) I. Regan MacKenzie, Incorporated 999 Third Avenue 8/31/1989 
Suite 4300 
Seattle, WA 98104 

1l)2. Regions Investment Company, Inc. 2011 Fourth Avenue North 7/20/2000 
Birmingham, AL 35203 

193. Reserve Management Company, Inc. 810 Seventh Avenue 10/18/1989 
New York, NY 10019 

1l)-1.. Robert W. Baird & Co., Inc. 777 East Wisconsin Avenue 6/10/2004 
Milwaukee, WI 53202 

195. Robert W. Baird & Co., Inc. 777 E. Wisconsin Avenue 7/31/1986 
Milwaukee, WI 53202 

196. Robinson-Humphrey Co., Inc. (The) Two Peachtree Street. N.W. 5/2411982 
Atlanta, GA 30383 

197. Romano Bros. & Co. 820 Davis Street 9/2811984 
Evanston, IL 60201 

198. Rose & Company Investment Brokers, Inc. 141 West Jackson Blvd. 4114/1982 
Chicago, IL 60604 

199. Rotan MosIe, Inc. 1500 South Tower 5/6/1980 
Pennzoil Place 
P.O. Box 3226 
Houston, TX 7700 I 

200. Rushmore Investment Brokers, Inc. 4922 Fairmont Avenue 9/2411986 
Bethesda, MD 20814 

201. Sanford C. Bernstein & Co., Inc. 767 Fifth Avenue 11113/1986 
New York, NY 10153 

202. Santa Ana City Employees Credit Union 800 West Santa Ana Blvd. 312511982 
Santa Ana, CA 9270 J 

203. Saturn a Capital Corporation 10 I Prospect Street 3128/1991 
Bellingham, WA 98227-2838 

20,,( SBC Trust Services, Inc. 2401 Cedar Springs Road 4/10/2001 
Dallas, TX 75201-1407 

205. SBCI Swiss Bank Corporation 222 Broadway, 4th Floor 211111992 
In\estment Banking, Inc. New York, NY 10038 

206. SBM Financial Services, Inc. 8400 Norrnandale Lake Boulevard 5/13/1995 

Suite 1150 
Minneapolis, MN 55437 
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207. Scott & Stringfellow, Inc. 823 E. Main Street 5/5/1999 
(FKA Craige, Inc.) Richmond, VA 23219 

208. Scottsdale Securities, Inc. 12855 Flushing Meadow 10/911996 
St. Louis, MO 63131 

209. Securities Management Research, Inc. Two Moody Plaza 612211978 
Galveston, TX 77550 

210. Security Management Company, LLC 700 SW Harrison Street 8/14/1996 
(FKA Security Management Co.) Topeka, KS 66636~000 I 

211. SG Cowen Securities Corporation 1221 Avenue of the Americas 6/30/1998 
New York, NY 10020 

212. ShareBuilder Securities Corporation 1000 124th Avenue, NE 4/15/2003 
Bellevue, WA 98005 

213. SMA Services, Inc. 35 Lakeshore Drive 812711998 
Birmingham. AL 35209 

214. Smith, Moore & Co. 400 Locust Street 111811983 
St. Louis, MO 63102 

215. Southwest Securities, Inc. Renaissance Tower 12/911992 
1201 Elm Street 
Suite 4300 
Dallas, TX 75270 

216. Spear Rees & Co. 505 North Brand Boulevard 111311988 
Sixteenth Floor 
Glendale, CA 91203 

217. Spear, Leeds & Kellog 120 Broadway 3/29/1996 
New York, NY 10271 

218. State Bond and Mortgage Company 8500 Normandale Lake Boulevard 12/21/1990 
Minneapolis, MN 55437 

219. State Employees Credit Union 801 Hillsborough Street 11 111977 
P.O. Box 26807 
Raleigh. NC 27611~6807 

220. State Farm Investment Management One State Farm Plaza 9/22/1999 
Corporation Bloomington, IL 61410 

221. Stephens, Inc. III Center Street 12/411987 
Little Rock. AR 72201 

222. Stern Brothers & Co. 1100 Main Street, Suite 2200 12/15/1987 
Kansas City. MO 64199 

223. Sterne, Agee & Leach, Inc. l500 Am South-Sonat Tower 9/1111981 
Birmingham, AL 35203 

224. Stifel. Nicolaus & Co., Inc. 500 North Broadway 9/9/1981 
St. Louis, MO 63102 

225. Summit Discount Brokerage 1457 MacArthur Road 4/4/1990 
(FKA Lehigh Securities Corp.) Lehigh Valley, PA 18002 

226. Sunpoint Securities, Inc. 911 W. Loop 281 4/1/1998 
Longview. TX 75604 

227. SunTrust Capital Markets, Inc. 3333 Peachtree Road, NE 5/27/1982 
Atlanta, GA 30326 
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228. Sutro & Company, Inc. 201 California Street 1218/1988 
San Francisco, CA 94111-5096 

229. Swiss American Securities. Inc. 100 Wall Street 12/2/1980 
New York, NY 10005 

230. Texas First Securities Corporation 1360 Post Oak Blvd .. Suite 120 11/1711988 
Houston, TX 77056 

231. TIAA-CREF Individual & Institutional 730 Third Avenue 9/9/2002 
Sen' ices, Inc. New York, NY 10017 

232. Tucker Anthony, Incorporated One Beacon Street 10/23/1980 
Boston, MA 02108 

233. U.S. Clearing Corporation 120 Wall Street 5/3/1983 
New York, NY 10005 

234. UBS Financial Services, Inc. 1285 Avenue of the Americas 5/12/1989 
(FKA UBS Paine Webber. Inc.) New York, NY 10019 

235. UBS Financial Services, Inc. 1285 Avenue of the Americas 8/26/2004 
(FKA UBS Paine Webber, Inc.) New York, NY 10019 

236. Ukrainian National Association 2200 Route 10 9/2412004 
Parsippany, NJ 07054 

237. Unified Financial Securities, Inc. 429 North Pennsylvania 10/28/1976 
Indianapolis, IN 46204 

238. United of Omaha Life Insurance Co. Mutual of Omaha Plaza 311611982 
Omaha, NE 68175 

239. W.H. Reaves & Co., Inc. 30 Montgomery Street 121711990 
Jersey City, NJ 07302 

240. W.H. Turlington & Co. 509 East Center Street 11/3/1980 
Lexington, NC 27292 

241. Wachovia Securities, Inc. 201 North Tryon Street 4/611990 
Charlotte, NC 28202 

242. Wachovia Securities, LLC 901 East Byrd Street 711/2003 
Richmond, VA 23219 

243. Wayne Hummer & Co. 300 South Wacker Drive 1/25/1983 
Chicago, IL 60606 

244. Web Street Securities, Inc. 222 South Riverside Plaza 4/27/2000 
II th Floor 
Chicago, IL 6060 I 

245. Wedbush Morgan Securities 1000 Wilshire Boulevard 1212411984 
Los Angeles, CA 90030 

246. Weiss. Peck & Greer One New York Plaza 6/16/1982 
New York, NY 10004 

247. Wells Advisors. Inc. 3885 Holcomb Bridge Road 3/20/1992 
Norcross. GA 30092 

248. Wexford LLC Corporation I New York Plaza, II th Floor 6/3011998 
New York, NY 10292 
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249. Wheat. First Securities, Inc. 

250. William R. Hough & Co., Inc. 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-48 

The Internal Revenue Service has re
voked its determination that the organi
zations listed below qualify as organiza
tions described in sections 501(c)(3) and 
I 70( c )(2) of the Internal Revenue Code of 
1986. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 

Address 

P.O. Box 1357 
707 East Main Street 
Richmond, VA 23211 

100 2nd Avenue South 
Suite 800 
St. Petersburg, FL 33701 

of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170( c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 

Approval Date 

3/23/19g3 

4/18/1995 

be deductible. Protection under section 
7428( c) would begin on July 31,2006, and 
would end on the date the court first deter
mines that the organization is not described 
in section 170(c)(2) as more particularly 
set forth in section 7428(c)(I). For indi
vidual contributors, the maximum deduc
tion protected is $1,000, with a husband 
and wife treated as one contributor. This 
benefit is not extended to any individual, in 
whole or in part, for the acts or omissions 
of the organization that were the basis for 
revocation. 

Fresh Start, Inc. 
Wichita, KS 

Hope International Mission 
Columbus, OH 

Master Credit Corporation 
Las Vegas, NV 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted applicahle federal short-term, mid

term, and long-term rates are set forth for the month 

of August 2006. See Rn. Rul. 2006-39, page 137. 

Section 280G.-Golden 
Parachute Payments 

Federal short-term, mid-term, and long-term rates 

are set forth I'm the month of August 2006. See Rev. 

Rul. 2006-W, page 137. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of August 2001i. See Rev. Rul. 

2006- 39, page 137. 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of August 2001i. See Rev. Rul. 2006-39, page 137. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of August 2006. See Rev. Rul. 2006-39, page 137. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal short-term, mid

term. and long-term rates are set forth for the month 

of August 2006. See Rev. Rul. 2006-39, page 137. 

Section 472.-Last-in, 
First-out Inventories 
26 CFR 1.472-1: Last-in. first-out inventories. 

LIFO; price indexes; department 
stores. The May 2006 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first-out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, May 31, 2006. 

Rev. Rul. 2006-40 

The following Department Store In 
ventory Price Indexes for May 2006 wen 
issued by the Bureau of Labor Statistics 
The indexes are accepted by the Inter· 
nal Revenue Service, under § 1.4 72~ I (k: 
of the Income Tax Regulations and Rev. 
Proc. 86-46, 1986~2 C.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, May 31, 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments. (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total, which covers all departments, 
including some not listed separately, ex
cept for the following: candy, food, liquor, 
tobacco, and contract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Groups 

I. Piece Goods ............................................ . 
2. Domestics and Draperies ................................. . 
3. Women's and Children's Shoes .... " ..... , ............... . 
4. Men's Shoes ............................................ . 
5. Infants' Wear ........................................... . 
6. Women's Underwear. .................................... . 
7. Women's Hosiery .............................. , ........ . 
8. Women's and Girls' Accessories .......................... . 
9. Women's Outerwear and Girls' Wear ...................... . 
10. Men's Clothing ......................................... . 
II. Men's Furnishings ....................................... . 
12. Boys' Clothing and Furnishings ........................... . 
13. Jewelry ................................................. . 
14. Notions ................................................ . 
15. Toilet Articles and Drugs ................................. . 
16. Furniture and Bedding ................................... . 
17. Floor Coverings ......................................... . 
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May 2005 

487.9 
533.8 
666.7 
878.3 
572.5 
544.1 
343.1 
594.1 
366.8 
563.9 
585.5 
431.0 
892.1 
811.0 
999.7 
606.8 
599.4 

May 2006 

473.3 
491.1 
712.4 
888.9 
569.7 
550.4 
348.7 
566.6 
366.7 
541.5 
573.0 
410.8 
890.8 
805.7 
997.0 
604.8 
605.9 

Percent Change 
from May 2005 
to May 2006 1 

-3.0 
-8.0 
6.9 
1.2 

-0.5 
1.2 
1.6 

-4.6 
0.0 

-4.0 
-2.1 
-4.7 
-0.1 
-0.7 
-0.3 
-0.3 

1.1 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Percent Change 
from Mav 2005 

Groups May 2005 May 2006 to May 2006 1 

18. Housewares ...... , ..................................... ,. 716,6 695.9 -2.9 
19. Major Appliances ........................................ . 204.5 204.5 0.0 
20, Radio and Television ................... , ................. . 39.5 36.6 -7.3 
21. Recreation and Education2 

................................ . 78.5 76.9 -2.0 
136.5 139.6 2.3 
114.6 119.8 4.5 

22. Home Improvements2 ... , , ............. , ............. , ... . 
23. Automotive Accessories2 ................................. . 

Groups 1-15: Soft Goods ............... , .......... ' .. , ........ . 568.3 563.0 -0.9 
382.3 373.9 -2.2 
93.2 93.6 0.4 

Groups 16-20: Durable Goods ........................ , , .... , ... . 
Groups 21-23: Misc. Goods2 ............... .. . . .. . ........... . 

Store Total3 ............................................. . 501.5 496.3 -1.0 

I Absence of a minus sign before the percentage change in this column signifies a price increase. 

2Indexes on a January 1986 = 100 base. 

3The store total index covers all departments, including some not listed separately, except for the following: candy, food. liquor, 
tobacco and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 

Section 482. -Allocation 
of Income and Deductions 
Among Taxpayers 

Federal ShOJ1-term. mid-term. and long-term rate~ 

are set forth for the month of August 2006. See Rev. 

Rul. 2006-39. page 137. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of August 2006. See Rev Rul. 2006-39. page 137. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term, and long-term rates 

are set forth for the month of August 2006. See Re~. 

Rul. 2006-39. page 137. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mid

term, and long-term rates are set forth for the month 

of August 2006. See Rcv. Rul. 2006-39, page 137. 

Section 846.-Discounted 
Unpaid Losses Defined 

Thc adjusted applicable federal short-term, mid

term. and long-term rates are set forth for the month 

of August 2006. See Rev. Rul. 2006-39. page 137. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Sections 42. 280G. 382. 412, 467, 468. 482. 
483, 642. 807, 846, l2Ii8. 7520. 7872.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long.term exempt rate. For purposes of 
sections 382, 642, 1274, 1288, and other 
scctions of the Code, tables set forth the 

rates for August 2006. 

Rev. Rul. 2006-39 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for August 2006 (the current 

month). Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 127 4( d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-tenn, and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 1288(b). Table 3 scts forth the 
adjusted federal long-term rate and the 
long-term lax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b)(2) for buildings placed in 
service during the current month. Finally, 
Table 5 contains the federal rate for deter
mining the present value of an annuity. an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. 
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REV. RUL. 2006-39 TABLE 1 

Applicable Federal Rates (AFR) for August 2006 

Period for Compoundin/? 

Annual Semiannual Quarterly 

Short-term 

AFR 5.26% 5.19% 5.16% 
1109'e AFR 5.79% 5.71% 5.67% 
120% AFR 6.33% 6.23% 6.18% 
1300/e AFR 6.86% 6.75% 6.69% 

Mid-term 

AFR 5.21% 5.14% 5.11% 
110% AFR 5.73% 5.65% 5.61% 
1209'c AFR 6.27% 6.17% 6.12% 
130% AFR 6.79% 6.68% 6.63% 
150% AFR 7.86% 7.71% 7.64% 
175% AFR 9.20% 9.00% 8.90% 

Long-term 

AFR 5.36% 5.29% 5.26% 
110% AFR 5.90% 5.82% 5.78% 
120% AFR 6.45% 6.35% 6.30% 
130% AFR 7.00% 6.88% 6.82% 

REV. RUL. 2006-39 TABLE 2 

Adjusted AFR for August 2006 

Period for Compounding 

Annual Semiannual Quarterly 

Short-term adjusted 3.71% 3.68% 3.66% 
AFR 

Mid-term adjusted AFR 3.95% 3.91% 3.89% 

Long-term adjusted 4.52% 4.47% 4.45% 
AFR 

REV. RUL. 2006-39 TABLE 3 

Rates Under Section 382 for August 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 

REV. RUL. 2006-39 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for August 2006 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 309'(' present value low-income housing credit 

138 2006-2 C.B. 

Monthly 

5.13% 
5.64% 
6.15% 
6.66% 

5.09% 
5.58% 
6.09% 
6.59% 
7.59% 
8.84% 

5.23% 
5.75% 
6.27% 
6.78% 

Monthly 

3.65% 

3.88% 

4.43% 

4.52% 

4.52% 

8.23% 

3.53% 



REV. RUL. 2006-39 TABLE 5 

Rate Under Section 7520 for August 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, 
or a remainder or reversionary interest 6.2% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of August 2006. See Rev. Rul. 2006-39, page 137. 

Section 7520.-Valuation 
Tables 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of August 2006. See Rev. Rul. 2006-39, page 137. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of August 2006. See Rev. Rul. 2006-39, page 137. 
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Part III. Administrative, Procedural, and Miscellaneous 

NOTE: 

Following is a list of related instructions and forms for filing Information Returns Electronicall~'/Magnetically: 

• General Instructions for Forms 1099, 1098,5498, and W-2G 

• Specific Instructions for Individual Information Returns 
• Form 4419 - Application for Filing Information Returns ElectronicallylMagnetically 

• Form 4804 - Transmittal of Information Returns Reported Magnetically 

• Form 8508 - Request for Waiver From Filing Information Returns ElectronicallylMagnetically 

• Form 8809 - Application for Extension of Time to File Information Returns 

• Notice 210 - Preparation Instructions for Media Labels 

The Internal Revenue Service, Enterprise Computing Center - Martinsburg (lRSIECC-MTB) encourages filers to make copies of 
the blank forms for future use. These forms can be obtained by calling 1-800-829-3676 or on the IRS website at www.irs.gov. 

Use this Revenue Procedure to prepare Tax Year 2006 and prior year information returns for submission to Internal Revenue Service 
(IRS) using any of the following: 

- Electronic Filing 
- Tape Cartridge 

Caution to filers: 

Please read this publication carefully. Persons or businesses required to file information returns electronically or 
magnetically may be subject to penalties for failure to file or include correct information if they do not follow the 
instructions in this Revenue Procedure. 

ATTENTION: FORM 1099-INT AND 1099-0ID WERE NOT FINALIZED AT THE TIME OF THIS POSTING. 
PLEASE CONTACT ECC-MTB AT 866-455-7438 FOR AN UPDATE CONCERNING THESE FORMS. AN 
ANNOUNCEMENT WILL BE ISSUED IN AN INTERNAL REVENUE BULLETIN WHEN THESE CHANGES 
ARE FINALIZED. 

IMPORTANT NOTES: 

IRS/ECC-MTB now offers an Internet connection at http;/Ifire.irs.gov for electronic filing. The Filing Information Returns 
Electronically (FIRE) System will be down from 2 p.m. E.S.T. Dec. 21,2006, through Jan. 2,2007 for upgrading. It is not 
operational during this time for submissions. The FIRE System does not provide fill-in forms. 

IRSfECC-MTB no longer accepts 311l-inch diskettes for filing information returns. 

For tax year 2008 forms filed in calendar year 2009, IRS/ECC-MTB will no longer accept tape cartridges for the filing of 
information returns. Electronic filing will be the ONLY acceptable method to file information returns at ECC-MTB. 

Rev. Proc. 2006-33 
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Part A. General 

Revenue Procedures are generally revised annually to reflect legislative and form changes. Comments concerning this Revenue 
Procedure. or suggestions for making it more helpful, can be addressed to: 
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Enterprise Computing Center - Martinsburg 
Attn: Infonnation Reporting Program 
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Kearneysville, WV 25430 



Sec. l. Purpose 

.01 The purpose of this Revenue Procedure is to provide the specifications for filing Forms 1098, 1099,5498, and W-2G with IRS 
electronically through the IRS FIRE System or magnetically, using IBM 3480, 3490, 3490E, 3590. or 3590E tape cartridges. This 
Revenue Procedure must be uscd for the preparation of Tax Year 2006 infonnation returns and information returns for tax years prior 
to 2006 filed beginning January 1, 2007, alld postmarked by December 1, 2007. Specifications for filing the following forms are 
contained in this Revenue Procedure. 

(a) Fonn 1098. Mortgage Interest Statement 
(b) Fonn 1098-C, Contributions of Motor Vehicles, Boats, and Airplanes 
(c) Form 1098-E, Student Loan Intcrest Statement 
(d) Fonn 1098-T, Tuition Statement 

(e) Form 1099-A, Acquisition or Abandonment of Secured Property 
(0 Fonn 1099-B, Proceeds From Broker and Barter Exchange Transactions 
(g) Fonn 1099-C, Cancellation of Debt 
(h) Fonn 1099-CAP, Changes in Corporate Control and Capital Structure 
(i) Fonn 1099-DIV, Dividends and Distributions 
(j) Form 1099-G, Certain Government Payments 
(k) Fonn 1099-H, Health Coverage Tax Credit (HCTC) Advance Payments 
(I) Fonn 1099-INT, Interest Income 
(m) Form 1099-LTC, Long-Term Care and Accelerated Death Benefits 
(0) Form 1099-MISC. Miscellaneous Income 
(0) Fonn 1099-0JD, Original Issue Discount 
(p) Form 1099-PATR, Taxable Distributions Received From Cooperatives 
(q) Fonn 1099-Q, Payments From Qualified Education Programs (Under Sections 529 and 530) 
(r) Fonn I 099-R, Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc. 
(s) Form 1099-S, Proceeds From Real Estate Transactions 
(t) Form 1099-SA, Distributions From an HSA, Archer MSA, or Medicare Advantage MSA 
(u) Form 5498, IRA Contribution Infonnation 
(v) Form 5498-ESA, Coverdell ESA Contribution Infonnation 
(w) Fonn 5498-SA, HSA, Archer MSA, or Medicare Advantage MSA Information 
(x) Form W-2G, Certain Gambling Winnings 

.02 All data received at IRSIECC-MTB for processing will be given the same protection as individual income tax returns (Form 
1040). IRSIECC-MTB will process the data and detennine if the records are formatted and coded according to this Revenue Procedure . 

. 03 Specifications for filing Forms W-2, Wage and Tax Statements, magnetically/electronically are only available from the Social 
Security Administration (SSA). Filers can call1-800-SSA-6270 to obtain the telephone number of the SSA Employer Service Liaison 
Officer for their area . 

. 04 IRSIECC-MTB does not process Fanns W-2. Paper and/or magnetic media for Fonns W-2 must be sent to SSA. IRS/ECC
MTB does, however, process waiver requests (Form 8508) and extension of time to file requests (Form 8809) for Fonns W-2 as well 
as requests for an extension of time to provide the employee copies of Fonns W -2 . 

. 05 Generally, the box numbers on the paper fonns correspond with the amount codes used to file electronically/magnetically; 
however, if discrepancies occur, the instructions in this Revenue Procedure govern . 

. 06 This Revenue Procedure also provides the requirements and specifications for electronic or tape cartridge filing under the 
Combined Federal/State Filing Program . 

. 07 The following Revenue Procedures and publications provide more detailed filing procedures for certain information returns: 
(a) 2006 General Instructions for Forms 1099, 1098, 5498, and W-2G and individual form instructions. 
(b) Publication 1179, General Rules and Specifications for Substitute Forms 1096, 1098, 1099, 5498, W -2G, and 1042-S. 
(c) Publication 1239, Specifications for Filing Form 8027, Employer's Annual Information Return ofTip Income and Allocated 

Tips, MagneticalIylElectronically 
(d) Publication 1187, Specifications for Filing Forms 1042-S, Foreign Person's U.S. Source Income Subject to Withholding, 

Electronically or Magnetically 
.08 This Revenue Procedure supersedes Rev. Proc. 2005-49 published as Publication 1220 (Rev. 9-2005), Specifications for 

Filing Fonns 1098, 1099,5498, and W-2G Electronically or Magnetically. 

Sec. 2. Nature of Changes - Current Year (Tax Year 2006) 

.01 In this publication, all pertinent changes for Tax Year 2006 are emphasized by the use of italics. Portions of text that require 
special attention are in boldface text. Filers are always encouraged to read the publication in its entirety. 
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a. General 

(1) ECC-MTB no longer accepts :W2-inch diskettes for the filing of information returns. 

(2) See Part A. Sec. 9.03 for times IRS/ECC-l'vlTB will accept deliveries from private delivery or courier services. 

(3) Since the only acceptable type of magnetic media is tape cartridge. most references to magnetic media were changed 10 

tape cartridge . 

. 02 Programming Changes 

a. Programming Changes - Transmitter "T" Record 

(l) For all Forms. Payment Year. Field Positions 2-5. must be incremented to update the four-digit reporting year (2005 to 

2006 l. unless reporting prior year data. 
(2) Two fields were deleted. Replacement Alpha Character. positions 21-22 and Electronic File name for a Replacement File. 

positions 396--410. 
(3) The Contact Email Address was expanded to 50 positions. This means several other fields have new positions. Also the 

Vendor Contact Email Address was deleted. The new field positions are as follows: 

(al Contact Email Address. positions 359-408 
(bl Cartridge Tape File Indicator. positions 409--410 

b. Programming Changes - Payer "A" Record 

(1 l For all Forms. Payment Year. Field Positions 2-5. must be incremented to update the four-digit reporting year (2005 to 

2006 l. unless reporting prior year data. 
(2) For Form 1098-C, a new Amount Code 6, Value of goods or services in exchange for vehicle, positions 28-41, was added. 

c. Programming Changes - Payee "B" Record 

(1) For all Forms, Payment Year, Field Positions 2-5, must be incremented to update the four-digit reporting year (2005 to 

2006). unless reporting prior year data. 
(2) For Form I 098-C, three new fields were added. Donee Indicator. position 660, Intangible Religious Benefits Indicator, 

position 661, Deduction $500 or Less Indicator. position 662 and Goods and Services, positions 731-748. 
(3) For Forms 1098-1. in position 550, add Method of Reporting 2005 Amounts Indicator. Valid indicators are I for payments 

received. and 2 for amounts billed. 
(4) For Forms I 099-R, new date field. Year of Designated Roth Contribution, was added to positions 552-559. 
(5) For Form 1099-R. a new distribution code, positions 545-546, was added, B for a distribution from a designated Roth 

account. 

Sec. 3. Where To File and How to Contact the IRS, Enterprise Computing Center - Martinsburg 

.01 All information returns filed electronically or magnetically are processed at IRS/ECC-MTB. Files containing information re
turns and requests for IRS electronic and tape cartridge filing information should be sent to the following address: 

IRS-Enterprise Computing Center - Martinsburg 
Information Reporting Program 
230 Murall Drive 
Kearneysville, WV 25430 

.02 All requests for an extension of time to file information returns with IRSIECC-MTB filed on Form 8809 or request for an 
extension to provide recipient copies, and requests for undue hardship waivers filed on Form 8508 should be sent to the following 
address: 

IRS-Enterprise Computing Center - Martinsburg 
Information Reporting Program 
Attn: Extension of Time Coordinator 
240 Murall Drive 
Kearneysville. WV 25430 

.03 The telephone numbers for tape cartridge inquiries or electronic submissions are: 
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Information Reporting Program Customer Service Section 

TOLL-FREE 1-866-455-7438 or outside the U.S. 1-304-263-8700 

email at mccirp@irs.gov 

304-267-3367 - TDD 

(Telecommunication Device for the DeaO 

304-264-5602 - Fax ~achine 

Electronic Filing - FIRE system 

http://fire.irs.gov 

TO OBTAIN FOR~S: 

1-800-TAX-FOR~ (1-800-829-3676) 

www.irs.gov - IRS website access to forms (See Note.) 

Note: Because paper forms are scanned during processing, you cannot use forms printed from the IRS website to file Form 
1096, and Copy A of Forms 1098, 1099, or 5498 with the IRS . 

. 04 The 2006 General Instructions for Forms 1099, 1098, 5498, and W-2G is included in the Publication 1220 for your conve
nience. Form 1096 is used only to transmit Copy A of paper Forms 1099, 1098, 5498, and W -20. If filing paper returns, follow the 
mailing instructions on Form 1096 and submit the paper returns to the appropriate IRS Service Center. 

.05 Make requests for paper Forms 1096, 1098, 1099,5498, and W-20, and publications related to electronic/magnetic filing by 
calling the IRS toll-free number 1-800-TAX-FOR~ (1-800-829-3676) or ordering online from the IRS website at www.irs.gov . 

. 06 Questions pertaining to magnetic media or internet filing of Forms W-2 must be directed to the Social Security Administration 
(SSA). Filers can call 1-800-772-6270 to obtain the phone number of the SSA Employer Service Liaison Officer for their area . 

. 07 Payers should not contact IRSIECC-MTB if they have received a penalty notice and need additional information or are re
questing an abatement of the penalty. A penalty notice contains an IRS representative's name and/or telephone number for contact 
purposes; or the payer may be instructed to respond in writing to the address provided. IRS/ECC-MTB does not issue penalty no
tices and does not have the authority to abate penalties. For penalty information. refer to the Penalties section of the 2006 General 
Instructions for Forms 1099, 1098, 5498, and W-2G . 

. 08 A taxpayer or authorized representative may request a copy of a tax return, including Form W-2 filed with a return, by submitting 
Form 4506, Request for Copy of Tax Return, to IRS. This form may be obtained by calling 1-800-TAX-FOR~ 0-800-829-3676). 
For any questions regarding this form, call 1-800-829-1040 . 

. 09 The Information Reporting Program Customer Service Section (IRP/CSS), located at IRSIECC-MTB, answers electronic/tape 
cartridge, paper filing, and tax law questions from the payer community relating to the correct preparation and filing of business 
information returns (Forms 1096, 1098, 1099,5498,8027, and W-2G). JRP/CSS also answers questions relating to the electronic/tape 
cartridge filing of Forms 1042-S and the tax law criteria and paper filing instructions for Forms W-2 and W-3. Inquiries dealing 
with backup withholding and reasonable cause requirements due to missing and incorrect taxpayer identification numbers are also 
addressed by IRP/CSS. Assistance is available year-round to payers, transmitters, and employers nationwide, Monday through Friday, 
8:30 a.m. to 4:30 p.m. Eastern time, by calling toll-free 1-866-455-7438 or via email at mccirp@irs.gov. Do not include SSNs or 
EINs in emails or in attachments since this is not a secure line. The Telecommunications Device for the Deaf (TDD) toll number 
is 304-267-3367. Call as soon as questions arise to avoid the busy filing seasons at the end of January and February. Recipients of 
information returns (payees) should continue to contact 1-800-829-1040 with any questions on how to report the information returns 
data on their tax returns . 

. 10 IRP/CSS cannot advise filers where to send state copies of paper forms. Filers must contact the Tax Department in the state 
where the recipient resides to obtain the correct address and filing requirements . 

. 11 Form 4419, Application for Filing Information Returns Electronically/Magnetically, Form 8809, Application for Extension of 
Time to File Information Returns, and Form 8508, Request for Waiver From Filing Information Returns Electronically/Magnetically, 
may be faxed to IRSIECC-MTB at 304-264-5602. Form 4804, Transmittal of Information Returns Filed Magnetically, must always 
be included with media shipments. 

Sec. 4. Filing Requirements 

.01 The regulations under section 6011(e)(2)(A) of the Internal Revenue Code provide that any person, including a corporation, 
partnership, individual, estate, and trust, who is required to file 250 or more information returns must file such returns electroni-
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cally/magnetically. The 250* or more requirement applies separately for each type of return and separately to each type of 
corrected return. 

*Even though filers may submit up to 249 information returns on paper, IRS encourages filers to transmit those information 
returns electronically or magnetically . 

. 02 All filing requirements that follow apply individually to each reporting entity as defined by its separate Taxpayer Identification 
Number (TIN 1. which may be either a Social Security Number (SSN), Employer Identification Number (EIN). or Individual Taxpayer 
Identification Number ([TIN). For example, if a corporation with several branches or locations uses the same EIN, the corporation 

must aggregate the total volume of returns to be filed for that EIN and apply the filing requirements to each type of return accordingly . 
. 03 Payers who are required to submit their information returns on magnetic media may choose to submit their documents by 

electronic filing. Payers. who submit their information returns electronically by March 31,2006. are considered to have satisfied the 

magnetic media filing requirements . 
. 04 IRS/ECC-MTB has one method for filing information returns electronically; see Part B . 
. 05 The following requirements apply separately to both originals and corrections filed electronically/magnetically: 

1098 
1098-C 
1098-E 
1098-T 
1099-A 
1099-B 
1099-C 
I099-CAP 
1099-DIV 
1099-G 
1099-H 
1099-INT 
1099-LTC 
1099-MISC 
1099-0ID 
1099-PATR 
1099-Q 
1099-R 
1099-S 
1099-SA 
5498 
5498-ESA 
5498-SA 
W-2G 

250 or more of any of these forms require electronic or magnetic media filing with IRS. These are 
stand-alone documents and may not be aggregated for purposes of determining the 250 threshold. For 
example, if you must file 100 Forms 1099-B and 300 Forms 1099-INT, Forms 1099-B need not be filed 
electronically or magnetically since they do not meet the threshold of 250. However, Forms 1099-INT 
must be filed electronically or magnetically since they meet the threshold of 250. 

.06 The above requirements do not apply if the payer establishes undue hardship (See Part E, Sec. 5). 

Sec. 5. Vendor List 

.01 IRS/ECC-MTB prepares a list of vendors who support electronic or tape cartridge filing. The Vendor List (Pub. 1582) contains 
the names of service bureaus that will produce or submit files for electronic filing or on tape cartridges. It also contains the names 
of vendors who provide software packages for payers who wish to produce electronic files or tape cartridges on their own computer 
systems. This list is compiled as a courtesy and in no way implies IRS/ECC-MTB approval or endorsement. 

.02 If filers engage a service bureau to prepare files on their behalf, the filers must not report duplicate data, which may cause 
penalty notices to be generated . 

. 03 The Vendor List. Publication 1582. is updated periodically. The most recent revision is available on the IRS website at 
www.irs.gov. For an additional list of software providers, log on to www.irs.gov and go to the Approved IRS e-file for Business 
Providers link . 

. 04 A vendor, who offers a software package, or has the capability to electronically file information returns, or has the ability 
to produce tape cartridges for customers, and who would like to be included in Publication 1582 must submit a letter or email to 
IRS/ECC-MTB. The request should include: 

(a) Company name 

(b) Address (include city, state. and ZIP code) 
(c) Telephone and FAX number (include area code) 
(d) Email address 
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(e) Contact person 
(f) Type(s) of service provided (e.g., service bureau and/or software) 
(g) Type(s) of media offered (e.g., tape cartridge, or electronic filing) 
(h) Type(s) of return(s) 

Sec. 6. Form 4419, Application for Filing Information Returns Electronically/Magnetically 

.01 Transmitters are required to submit Form 4419, Application for Filing Information Returns ElectronicallylMagnetically, to 
request authorization to file information returns with IRSIECC-MTB. A single Form 4419 should be filed no matter how many types 
of returns the transmitter will be submitting electronically/magnetically. For example, if a transmitter plans to file Forms 1099-INT, 
one Form 4419 should be submitted. If, at a later date, another type of form (Forms 1098, 1099,5498 and W-2G) will be filed, the 

transmitter should not submit a new FonTI 4419. 

Note: EXCEPTIONS - An additional Form 4419 is required for filing each of the following types of returns: Form 1042-S, 
Foreign Person's U.S. Source Income Subject to Withholding, and Form 8027, Employer's Annual Information Return of Tip 
Income and Allocated Tips. See the back of Form 4419 for detailed instructions . 

. 02 Tape cartridge and electronically filed returns may not be submitted to IRSIECC-MTB until the application has been approved. 
Please read the instructions on the back of Form 4419 carefully. Form 4419 is included in the Publication 1220 for the filer's use. 
This form may be photocopied. Additional forms may be obtained by calling 1-800-TAX-FORM 0-800-829-3676). The form is 
also available on the IRS website at www.irs.gov . 

• 03 Upon approval, a five-character alpha/numeric Transmitter Control Code (TCC) will be assigned and included in an approval 
letter. The TCC must be coded in the Transmitter "T" Record. IRS/ECC-MTB uses the TCC to identify payer/transmitters and to 
track their files through the processing system. The same TCC can be used regardless of the method of filing. For example, a payer 
may send their production data on a tape cartridge and then later file a correction file electronically. The same TCC can be used for 
each filing . 

• 04 IRSIECC-MTB encourages transmitters who file for multiple payers to submit one application and to use the assigned TCC for 
all payers. While not encouraged, multiple TCCs can be issued to payers with multiple TINs. Transmitter cannot use more than one 
TCC in a file. Each TCC must be reported in separate transmissions if filing electronically or on separate media if filing magnetically . 

. 05 If a payer's files are prepared by a service bureau, the payer may not need to submit an application to obtain a TCe. Some 
service bureaus will produce files, code their own TCC in the file, and send it to IRSIECC-MTB for the payer. Other service bureaus 
will prepare the file and return the file to the payer for submission to IRS/ECC-MTB. These service bureaus may require the payer to 
obtain a TCC, which is coded in the Transmitter "T" Record. Payers should contact their service bureaus for further information . 

. 06 Form 4419 may be submitted anytime during the year; however, it must be submitted to IRSIECC-MTB at least 30 days before 
the due date of the return(s) for current year processing. This allows IRSIECC-MTB the time necessary to process and respond to 
applications. Form 4419 may be faxed to IRSIECC-MTB at 304-264-5602. In the event that computer equipment or software is not 
compatible with IRSIECC-MTB, a waiver may be requested to file returns on paper documents (See Part E, Sec. 5) . 

. 07 Once a transmitter is approved to file electronically/magnetically, it is not necessary to reapply unless: 
(a) The payer has discontinued filing electronically or magnetically for two consecutive years. The payer's TCC may have 

been reassigned by IRSIECC-MTB. Payers who know that the assigned TCC will no longer be used, are requested to notify 
IRSIECC-MTB so these numbers may be reassigned. 

(b) The payer's files were transmitted in the past by a service bureau using the service bureau's TCC, but now the payer has 
computer equipment compatible with that of IRSIECC-MTB and wishes to prepare his or her own files. The payer must 
request a TCC by filing Form 4419 . 

. 08 In accordance with Regulations section 1.6041-7(b), payments by separate depallments of a health care carrier to providers of 
medical and health care services may be reported on separate returns filed electronically or magnetically. In this case, the headquarters 
will be considered the transmitter. and the individual departments of the company filing reports will be considered payers. A single 
Form 4419 covering all departments filing electronically/magnetically should be submitted. One TCC may be used for all departments . 

. 09 Copies of Publication 1220 can be obtained by downloading from the IRS website at www.irs.gov . 

. 10 If any of the information (name, TIN or address) on Form 4419 changes, please notify IRSIECC-MTB in writing so the 
IRSIECC-MTB database can be updated. The email address, mccirp@irs.gov, may be used for basic name and address changes. 
IRSIECC-MTB can not accept TIN information via email. A change in the method by which information returns are submitted is not 
information that needs to be updated (e.g., cartridge to electronic). The transmitter should include the TCC in all correspondence . 

• 11 Approval to file does not imply endorsement by IRS/ECC-MTB of any computer software or of the quality of tax preparation 
services provided by a service bureau or software vendor. 
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Sec. 7. Test Files 

.01 IRS/ECC-MTB encourages first time electronic or tape cartridge filers to submit a test. Test files are required for filers wish

ing to participate in the Combined Federal/State Filing Program. See Part A, Sec. 13, for further information on the Combined 
Federal/State riling Program . 

. 02 The test file must consi~t of a sample of each type of record: 

(a) Transmitter "r Record (all fields marked required must include transmitter information) 
(b) Payer "A" Record (must not he fictitious data) 

(c) Multiple Payee "B" Records (at least 11 "B" Records per each "A" Record) 

(d) End of Payer "C Record 
(e) State Totals "K" Record, if participating in the Combined Federal/State Filing Program 
(0 End of Transmission "F" Record (See Part D for record formats.) 

.03 Use the Test Indicator 'T' in Field Position 28 of the "r Record to show this is a test file . 

. 04 IRS/ECC-MTB will check the file to ensure it meets the specifications of this Revenue Procedure. For current filers, sending 

a test fi Ie will provide the opportunity to ensure their software reflects any programming changes . 
. 05 Electronic tests may be suhmitted /lim'ember ], 2006, through February] 5, 2007. See Part B, Sec. 4.03, for information on 

electronic test results . 
. 06 Tests submitted on tape cartridges should be postmarked no earlier than October 2,2006, and 110 later thall December ], 2006. 

Tests must be received at ECC-MTB by December 15 in order to be processed. Test processing will not begin until November I. For 
tests filed on tape cartridge. the transmitter must include the signed Form 4804 in the package with the tape cartridge. The "TEST" 
box in Block I on Form 4804 must be marked and the external media label must denote "TEST" . 

. 07 IRS/ECC -MTB will send a letter of acknowledgment to indicate the tape cartridge test results. Unacceptable tape cartridge test 
filers will receive a letter and/or documentation identifying the errors. Resubmission of tape cartridge test files must be received by 

IRSIECC-MTB no later than December] 5, 2006. 

TESTING PERIODS 

TAPE CARTRIDGES 

November I, 2006, through December 15, 2006* 

* Postmark media by Dec. I in order for tape cartridges to 
be received at ECC-MTB by December 15 

ELECTRONIC FILES 

November J, 2006, through February 15, 2007 

Sec. 8. Filing of Information Returns Magnetically and Retention Requirements 

.01 Form 4804, Transmittal of Information Returns Reported Magnetically, or a computer-generated substitute, must accompany 
all tape cartridge shipments except for replacements, when Form 4804 is not always required (See Part A, Sec. 10) . 

. 02 IRS/ECC-MTB allows for the use of computer-generated substitutes for Form 4804. The substitutes must contain all infor
mation requested on the original forms including the affidavit and signature line. Photocopies are acceptable, however, an original 
signature is required. When using computer-generated forms, be sure to clearly mark the tax year being reported. This will eliminate 
a telephone communication from IRS/ECC-MTB to verify the tax year. 

.03 Form 4804 may be signed by the payer or the transmitter. service bureau, paying agent, or disbursing agent (all hereafter referred 
to as agent) on behalf of the payer. Failure to sign the affidavit on Form 4804 may delay processing or could result in the files not 
being processed. An agent may sign Form 4804 if the agent has the authority to sign the affidavit under an agency agreement (either 
oraL written, or implied) that is valid under state law and adds the caption "FOR: (name of payer)." 

.04 Although an authorized agent may sign the affidavit, the payer is responsible for the accuracy of Form 4804 and the returns 
filed. The payer will be liable for penalties for failure to comply with filing requirements . 

. 05 Current and prior year data may be submitted in the same shipment; however, each tax year must be on separate media, and a 
separate Form 4804 must be prepared to clearly indicate each tax year . 

. 06 Filers who have prepared their information returns in advance of the due date are encouraged to submit this information to 
IRSIECC-MTB no earlier than January I of the year the returns are due. Filers may submit multiple original files by the due date as 
long as duplicate information is not rep0I1ed . 

. 07 Do not report duplicate information. If a filer submits returns electronically or magnetically, identical paper documents 
must not be filed. This may result in erroneous penalty notices being sent to the recipients . 

. 08 A self-adhesive external media labeL created bv the filer. must be affixed to each tape cartridge. For instructions on how to 

prepare an external media label. refer to Notice 210 in- the forms section of this publication. 
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.09 When submitting files include the following: 
(a) A signed Fonn 4804 
(b) External media label (created by filer) affixed to the tape cartridge 
(c) IRB Box of labeled on outside of each package 

.10 IRS/ECC-MTB will not return media after processing. Therefore, if the transmitter wants proof that IRS/ECC-MTB received 
a shipment, the transmitter should select a service with tracking capabilities or one that will provide proof of delivery. Shipping 
containers will not be returned to the filer . 

. 11 IRS/ECC-MTB will not pay for or accept "Cash-an-Delivery" or "Charge to IRS" shipments of tax information that an indi
vidual or organization is legally required to submit. 

.12 Payers should retain a copy of the information returns filed with IRS or have the ability to reconstruct the data for at 
least 3 years from the reporting due date, except: 

(a) Retain for 4 years all information returns when backup withholding is imposed. 
(b) A financial entity must retain a copy of Form 1099-C, Cancellation of Debt, or have the ability to reconstruct the data 

required to be included on the return, for at least 4 years from the date such return is required to be filed. 

Sec. 9. Due Dates 

.01 The due dates for filing paper returns with IRS also apply to tape cartridges. Filing of information returns is on a calendar year 
basis, except for Forms 5498 and 5498-SA, which are used to report amounts contributed during or after the calendar year (but not 
later than April 15). The following due dates will apply to Tax Year 2006: 

Due Dates 

Electronic Filing 

Forms 1098, 1099, and W-2G 
Recipient Copy - January 31, 2007 

IRS Copy - April 2, 2007 

Tape Cartridge Filing (See Note.) 

Forms 1098, 1099, and W-2G 
Recipient Copy - January 31, 2007 

IRS Copy - February 28, 2007 

ElectronidTape Cartridge Filing 
Forms 5498*, 5498-SA and 5498-ESA 

IRS Copy - May 31, 2007 
Forms 5498 and 5498-SA Participant Copy - May 31, 2007 

Form 5498-ESA Participant Copy - April 30, 2007 

* Participants' copies of Forms 5498 to furnish fair market value information - January 31,2007 

.02 If any due date falls on a Saturday, Sunday, or legal holiday, the return or statement is considered timely if filed or furnished 
on the next day that is not a Saturday, Sunday, or legal holiday . 

. 03 Tape cartridges postmarked by the United States Postal Service (USPS) on or before February 28, 2007, and delivered by United 
States mail to the IRSIECC-MTB after the due date, are treated as timely under the "timely mailing as timely filing" rule. Refer to 
the 2006 General Instructions for Forms 1099, 1098, 5498, and W-2G, When to File, located in the back of this publication for 
more detailed information. Notice 97-26,1997-1 C.B. 413, provides rules for determining the date that is treated as the postmark 
date. For items delivered by a non-designated Private Delivery Service (PDS), the actual date of receipt by IRS/ECC-MTB will be 
used as the filing date. For items delivered by a designated PDS, but through a type of service not designated in Notice 2004--83, the 
actual date of receipt by IRSIECC-MTB will be used as the filing date. The timely mailing rule also applies to furnishing statements 
to recipients and participants. 

Note: Due to security regulations at ECC-MTB, the Internal Revenue police officers will only accept media from PDSs or 
couriers from 8:00 a.m. to 3:00 p.m., Monday through Friday . 

. 04 Use this Revenue Procedure to prepare information returns filed electronically or magnetically beginning January 1, 2007, and 
postmarked no later than December 1, 2007 . 

• 05 Media postmarked December 2, 2007 or later must have the Prior Year Data Indicator coded with a "P" in position 6 of the 
Transmitter "T" Record. 
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Sec. 10. Replacement Tape Cartridges 

Note: Replacement Electronic files are detailed in Part B, Sec. 5 . 

. 01 A replacement is an infonnation return file sent by the filer at the request of IRSIECC-MTB because of errors encountered 
while processing the filer's original file or correction file. After the necessary changes have been made. the entire file must be returned 
for processing along with the Media Tracking Slip (Form 9267) which was included in the correspondence from IRSIECC-MTB. (See 
Note.) 

Note: Filers should never send anything to IRSIECC-MTB marked "Replacement" unless IRSIECC-MTB has requested a 
replacement file in writing or via the FIRE System . 

. 02 Tape cartridge filers will receive a Media Tracking Slip (Fonn 9267), listing, and letter detailing the reason(s) their media could 
not be processed. It is imperativc that filers maintain backup copies and/or recreate capabilities for their infonnation return files. Open 

all correspondence from IRS/ECC-MTB immediately . 
. 03 When possible. sample records identifying errors encountered will be provided with the returned information. It is the respon

sibility of the transmitter to check the entire file for similar errors . 
. 04 Before sending replacement media make certain the following items are addressed: 

(a) Make the required changes noted in the enclosed correspondence and check entire file for other errors. 
(b) Code Payer "A" record in position 49 with" I" for replacement file. See Part D, Sec. 4. 
(c) Enclose Form 9267, Media Tracking Slip, with your replacement media. 
(d) Label your media "Replacement Data" and indicate the appropriate Tax Year. 
(e) Complete a new Form 4804 if any of your information has changed . 

. 05 Replaccment files must be corrected and returned to IRSIECC-MTB within 45 days from the date of the letter. Refer to Part 
B. Sec. 5.05, for procedures for files submitted electronically. A penalty for failure to return a replacement file will be assessed if the 
files are not corrected and returned within the 45 days or if filers are notified by IRSIECC-MTB of the need for a replacement file 
more than two times. A penalty for intentional disregard of filing requirements \vill be assessed if a replacement file is not received. 
(For penalty infonnation. refer to the Penalty section of the 2006 General Instructions/or Forms 1099, 109R, 549R, and W-2G.) 

Sec. 11. Corrected Returns 

• A correction is an information return submitted by the transmitter to correct an infonnation return that was previously submit
ted to and successfully processed by IRS/ECC-MTB, but contained erroneous infonnation. 

• While we encourage you to file your corrections electronically/magnetically, you may file up to 249 paper corrections even 
though your originals were filed electronically or magnetically. 

• DO NOT SEND YOUR ENTIRE FILE AGAIN. Only correct the infonnation returns which were erroneous. 

• Information returns omitted from the original file must not be coded as corrections. Submit these returns under a separate 
Payer "A" Record as original returns. 

• Be sure to use the same payee account number that was used on the original submission. The account number is used to match 
a correction record to the original information return. 

• Before creating your correction file, review the correction guidelines chart carefully . 

. 01 The magnetic media filing requirement of infonnation returns of 250 or more applies separately to both original and corrected 
returns. 

150 

E 
X 
A 
M 
P 
L 
E 

If a payer has 100 Forms 1099-A to be corrected, they can be filed on paper because they fall under the 250 
threshold. However, if the payer has 300 Forms 1099-B to be corrected, they must be filed electronically or 
magnetically because they meet the 250 threshold. If for some reason a payer cannot file the 300 corrections 
electronically or magnetically, to avoid penalties, a request for a waiver must be submitted before filing 
on paper. If a waiver is approved for original documents, any corrections for the same type of return will 

be covered under this waiver. 
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.02 Corrections should be filed as soon as possible. Corrections filed after August J may be subject to the maximum penalty of 
$50 per return. Corrections filed by August 1 may be subject to a lesser penalty. (For information on penalties, refer to the Penalties 
section of the 2006 General Instructions for Forms 1099, 1098, 5498, and W-2G.) However, if payers discover errors after August 
I, they should file corrections, as prompt correction is a factor considered in determining whether the intentional disregard penalty 
should be assessed or whether a waiver of the penalty for reasonable cause may be granted. All fields must be completed with the 
correct information, not just the data fields needing correction. Submit corrections only for the returns filed in error, not the entire 
file. Furnish corrected statements to recipients as soon as possible. 

Note: Do NOT resubmit your entire file as corrections. This will result in duplicate filing and erroneous notices may be sent 
to payees. Submit only those returns which require correction . 

. 03 There are numerous types of errors, and in some cases, more than one transaction may be required to correct the initial error. 
If the original return was filed as an aggregate, the filers must consider this in filing corrected returns . 

. 04 The payee's account number should be included on all correction records. This is especially important when more than one 
information return of the same type is reported for a payee. The account number is used to determine which information return is 
being corrected. It is vital that each information return reported for a payee have a unique account number. See Part 0, Sec. 6, Payer's 
Account Number For Payee . 

. 05 Corrected returns may be included on the same media as original returns; however, separate "A" Records are required. Cor
rected returns must be identified on Form 4804 and the external media label by indicating "Correction." If filers discover that certain 
information returns were omitted on their original file, they must not code these documents as corrections. The file must be coded 
and submitted as originals . 

. 06 If a payer realizes duplicate reporting has occurred, IRSIECC-MTB should be contacted immediately for instructions on how 
to avoid notices. The standard correction process will not resolve duplicate reporting . 

. 07 If a payer discovers errors that affect a large number of payees, in addition to sending IRS the corrected returns and notifying the 
payees, IRS/ECC-MTB underreporter section should be contacted toll-free 1-866-455-7438 for additional requirements. Corrections 
must be submitted on actual information return documents or filed electronically/magnetically. Form 4804 must be submitted with 
corrected files submitted magnetically. If filing magnetically, provide the correct tax year in Block 2 of Form 4804 and on the external 
media label. A separate Form 4804 must be submitted for each tax year reported magnetically. Form 4804 is not required for electronic 
filing . 

. 08 Prior year data, original and corrected. must be filed according to the requirements of this Revenue Procedure. When submitting 
prior year data, use the record format for the current year. Each tax year must be submitted on separate media. However, use the actual 
year designation of the data in Field Positions 2-5 of the "T', "A", and "B" Records. If filing electronically, a separate transmission 
must be made for each tax year. 

.09 In general, filers should submit corrections for returns filed within the last 3 calendar years (4 years if the payment is a reportable 
payment subject to backup withholding under section 3406 of the Code and also for Form 1099-C, Cancellation of Debt) . 

. 10 All paper returns, whether original or corrected, must be filed with the appropriate service center. IRSIECC-MTB does not 
process paper returns • 

. 11 If a payer discovers an error(s) in reporting the payer name and/or TIN, write a letter to IRSIECC-MTB (See Part A, Sec. 3) 
containing the following information: 

(a) Name and address of payer 
(b) Type of error (please include the incorrect payer nameffIN that was reported) 
(c) Tax year 
(d) Payer TIN 
(e) TCC 
(f) Type of return 
(g) Number of payees 
(h) Filing method, paper, electronic, or tape cartridge 

.12 The "B" Record provides a 20-position field for a unique Payer's Account Number for Payee. If a payee has more than one 
reporting of the same document type, it is vital that each reporting is assigned a unique account number. This number wilt help 
identify the appropriate incorrect return if more than one return is filed for a particular payee. Do not enter a TIN in this field. 
A payer's account number for the payee may be a checking account number, savings account number, serial number, or any other 
number assigned to the payee by the payer that will distinguish the specific account. This number should appear on the initial return 
and on the corrected return in order to identify and process the correction properly . 

. 13 The record sequence for filing corrections is the same as for original returns . 

. 14 Review the chart that follows. Errors normally fall under one of the two categories listed. Next to each type of error is a list of 
instructions on how to file the corrected return. 
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Guidelines for Filing Corrected Returns ElectronicallylMagnetically 

Note: References to Form 4804 apply to magnetically filed returns only. Form 4804 is not required for files submitted 
electronically through the FIRE System. 

One transaction is required to make the following corrections properly. (See Note 3.) 

Error Made on the Original Return 

ERROR TYPE 1 

1. Original return was filed with one or more of the 

following errors: 

(a) Incorrect payment amount codes in the Payer "A" 

Record 
(b) Incorrect payment amounts in the Payee "8" 

Record. 
(c) Incorrect code in the distribution code field in 
Payee "8" Record 
(d) Incorrect payee address (See Note 3.) 
(e) Incorrect payee indicator (See Note 1.) 
(f) Incorrect payee name (See Notes 2 & 3.) 

Note 1: Payee indicators are non-money amount 
indicator fields located in the specific form record 
layouts of the Payee "B" Record between field 
positions 544-748. 

Note 2: For information on correcting errors to the 
payer's name and TIN (See Part A, Sec. 11.11). 

Note 3: To correct a TIN and/or payee name and 
address follow the instructions under Error Type 2. 

How To File the Corrected Return 

CORRECTION 

A. 

B. 

c. 

D. 

E. 

F. 

G. 

Prepare a new Form 4804 that includes information 
relating to this new file. 

Mark "Correction" in 810ck I of Form 4804. 

Prepare a new file. The first record on the file will be 
the Transmitter "T" Record. 

Make a separate "A" Record for each type of return 
and each payer being reported. Payer information 
in the "A" Record must be the same as it was in 
the original submission. However, remove the" I" 
(one) in Field Position 48 and set the Correction File 
Indicator (Field Position 50), to "\" (one). 

The Payee "8" Records must show the correct record 
information as well as a Corrected Return Indicator 
Code of "G" in Field Position 6. 

Corrected returns using "G" coded "8" Records may 
be on the same file as those returns submitted without 
the "G" coded "8" Records; however, separate "A" 
Records are required. 

Prepare a separate "C" Record for each type of return 
and each payer being reported. 

H. The last record on the file will be the End of 
Transmission "F" Record. 

I. Indicate "Correction" on the external media label. 

File layout one step corrections 

Transmitter Payer "G" "G" End of Payer End of 
"T" "A" coded coded "'e" Transmission 

Record Record Payee "8" Payee "8" Record "F" Record 
Record Record 
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Guidelines for Filing Corrected Returns ElectronicallylMagnetically (Continued) 

Two (2) separate transactions are required to make the following corrections properly. Follow the directions for both 
Transactions 1 and 2. (See Note 5.) DO NOT use the two step correction process to correct money amounts. 

Error Made on the Original Return 

ERROR TYPE 2 

1. Original return was filed with one or more of the 
following errors: 

(a) No payee TIN (SSN, EIN, !TIN, QI-EIN) 
(b) Incorrect payee TIN 
(c) Incorrect payee name and address 
(d) Wrong type of return indicator 

Note 4: The Record Sequence Number will be 
different since this is a counter number and is 
unique to each file. For l099-R corrections, if the 
corrected amounts are zeros, certain indicators will 
not be used. 

How To File the Corrected Return 

CORRECTION 

Transaction 1: Identify incorrect returns. 

A. 

B. 

C. 

D. 

Prepare a new Form 4804 that includes information 
related to this new file. 

Mark "Correction" in Block 1 of Form 4804. 

Prepare a new file. The first record on the file will be 
the Transmitter "T" Record. 

Make a separate "A" Record for each type of return 
and each payer being reported. The information in 
the "A" Record will be exactly the same as it was in 
the original submission with one exception; remove 
the" 1" (one) from Field Position 48, and set the 
Correction File Indicator (Field Position 50) to "I" 
(one). (See Note 4.) 

E. The Payee "B" Records must contain exactly the 
same information as submitted previously, except. 
insert a Corrected Return Indicator Code of "G" in 
Field Position 6 of the "B" Records, and enter "0" 
(zeros) in all payment amounts. (See Note 4.) 

F. Corrected returns using "G" coded "B" Records may 
be on the same file as those returns submitted with 
a "c" code; however, separate "A" Records are 
required. 

G. Prepare a separate "C" Record for each type of return 
and each payer being reported. 

H. Continue with Transaction 2 to complete the 
correction. 

Transaction 2: Report the correct information. 

A. Make a separate "A" Record for each type of return 
and each payer being reported. Remove the" I" 
(one) in Field Position 48 and set the Correction File 
Indicator (Field Position 50), to "I" (one). 

B. The Payee "B" Records must show the correct 
information as well as a Corrected Return Indicator 
Code of "C" in Field Position 6. 

C. Corrected returns submitted to IRSIECC-MTB using 
"C" coded "B" Records may be on the same file as 
those returns submitted with "G" codes; however, 
separate "A" Records are required. 

D. Prepare a separate "C" Record for each type of return 
and each payer being reported. 

E. The last record on the file will be the End of 
Transmission "F" Record. 
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Guidelines for Filing Corrected Returns ElectronicallylMagnetically (Continued) 

Two (2) separate transactions are required to make the following corrections properly. Follow the directions for both 
Transactions 1 and 2. (See Note 5.) DO NOT use the two step correction process to correct money amounts. 

Error Made on the Original Return How To File the Corrected Return 

CORRECTION 

F. Indicate "Correction" on the external media label. 

Note 5: See the 2006 General Instructions for Forms 1099, 1098, 5498, and W-2G for additional information on regulations 
affecting corrections and related penalties. 

File layout two step corrections 

Transmitter Payer "G" ""G" End of Payer Payer 
"T" "A" coded coded "'e" ~'A" 

Record Record Payee "B" Payee "B" Record Record 
Record Record 

~'C" "'C" End of Payer End of 
coded coded He" Transmission 

Payee "B" Payee "B" Record "F'Record 
Record Record 

Note 6: If a filer is reporting "G" coded, "c" coded, and/or "Non-coded" (original) returns on the same file, each category 
must be reported under separate "A" Records. 

Sec. 12. Effect on Paper Returns and Statements to Recipients 

.01 ElectroniciMagnetic reporting of information returns eliminates the need to submit paper documents to the IRS. CAUTION: 
Do not send Copy A of the paper forms to IRS/ECC-MTB for any forms filed electronically or magnetically. This will result in 
duplicate filing; therefore, erroneous notices could be generated . 

• 02 Payers are responsible for providing statements to the payees as outlined in the 2006 General Instructions for Fonns 1099, 
1098,5498, and W-2G. Refer to those instructions for filing information returns on paper with the IRS and furnishing statements to 
recipients . 

. 03 Statements to recipients should be clear and legible. If the official IRS form is not used, the filer must adhere to the specifica
tions and guidelines in Publication 1179, General Rules and Specifications for Substitute Forms 1096, 1098, 1099,5498, W-2G and 
1042-S. 

Sec. 13. Combined Federal/State Filing Program 

• Through the Combined Federal/State Filing (CF/SF) Program, IRS/ECC-MTB will forward original and corrected information 
returns filed electronically or magnetically to participating states for approved filers. 

• For approval, the filer must submit a test file coded for this program. See Part A, Sec. 7, Test Files. 

• For tape cartridge test files, attach a letter to Form 4804 requesting approval to participate in the CF/SF Program. Form 4804 
or letter is not required for tests sent electronically. 

• Approved filers are sent Form 6847, Consent for Internal Revenue Service to Release Tax Information, which must be com
pleted and returned to IRS/ECC-MTB. A separate form is required for each payer. 
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.01 The Combined Federal/State Filing (CF/SF) Program was established to simplify information returns filing for the taxpayer. 
IRSIECC-MTB will forward this information to participating states free of charge for approved filers. Separate reporting to those 
states is not required. The following information returns may be filed under the Combined Federal/State Filing Program: 

Dividends and Distributions 

Certain Government Payments 

Interest Income 

Miscellaneous Income 

Original Issue Discount 

Taxable Distributions Received From Cooperatives 

Form 1099-DIV 

Form 1099-G 

Form 1099-INT 

Form 1099-MISC 

Form 1099-010 

Form 1099-PATR 

Form 1099-R Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, TRAs, 
Insurance Contracts, etc. 

Form 5498 IRA Contribution Information 

.02 To request approval to participate, a tape cartridge test file coded for this program must be submitted to IRS/ECC-MTB between 
November I, 2006, and December 15, 2006. Media must be postmarked no later than December 1, 2006 in order to be received at 
ECC-MTB by December 15 for processing. Electronic test files coded for this program must be submitted between November 1, 2006, 
and February 15, 2007 . 

• 03 Attach a letter to Form 4804 submitted with the test file to indicate the filer is requesting approval to participate in the Combined 
Federal/State Filing Program. Test files sent electronically do not require Form 4804 or letter. If the test file is coded forthe Combined 
Federal/State Filing Program and is acceptable, an approval letter and Form 6847, Consent for Internal Revenue Service to Release 
Tax Information, will be sent to the filer. 

.04 Form 6847, Consent for Internal Revenue Service to Release Tax Information, must be completed and signed by the payer, and 
returned to IRSIECC-MTB before any tax information can be released to the state. Filers must write their TCC on Form 6847 . 

• 05 While a test file is only required for the first year when a filer applies to participate in the Program, it is highly recommended 
that a test be sent every year you participate in the Combined Federal/State Filing program. Each record, both in the test and the actual 
data file, must conform to the current Revenue Procedure . 

. 06 If the test file is not acceptable, IRSIECC-MTB will send tape cartridge filers information indicating the problems. Electronic 
filers must log on to the FIRE System within two business days to check the acceptability of their test file. The new test file must be 
postmarked no later than December 1, 2006 for tape cartridges, or transmitted by February 15, 2007 for an electronically filed test. 

.07 A separate Form 6847 is required for each payer. A transmitter may not combine payers on one Form 6847 even if acting as 
Attorney-in-Fact for several payers. Form 6847 may be computer-generated as long as it includes all information on the original form, 
or it may be photocopied. If Form 6847 is signed by an Attorney-in-Fact, the written consent from the payer must clearly indicate that 
the Attorney-in-Fact is empowered to authorize release of the information . 

. 08 Only code the records for participating states and for those payers who have submitted Form 6847 . 
• 09 If a payee has a reporting requirement for more than one state, separate "B" records must be created for each state. Payers must 

pro-rate the amounts to determine what should be reported to each state. Do not report the total amount to each state. This will cause 
duplicate reporting . 

. 10 Some participating states require separate notification that the payer is filing in this manner. Since IRSIECC-MTB acts as a 
forwarding agent only, it is the payer's responsibility to contact the appropriate states for further information . 

. 11 All corrections properly coded for the Combined Federal/State Filing Program will be forwarded to the participating states. 
Only send corrections which affect the Federal reporting. Errors which apply only to the state filing requirement should be sent directly 
to the state . 

.12 Participating states and corresponding valid state codes are listed in Table 1 of this section. The appropriate state code must 
be entered for those documents that meet the state filing requirements; do not use state abbreviations . 

.13 Each state's filing requirements are subject to change by the state_ It is the payer's responsibility to contact the participating 
states to verify their criteria . 

. 14 Upon submission of the actual files, the transmitter must be sure of the following: 
(a) All records are coded exactly as required by this Revenue Procedure. 
(b) A State Total "K" Record(s) for each state(s) being reported follows the "e" Record. 
(c) Payment amount totals and the valid participating state code are included in the State Totals "K" Record(s). 
(d) The last "K" Record is followed by an "A" Record or an End of Transmission "F" Record (if this is the last record of the 

entire file). 
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Table 1. Participating States and Their Codes * 
State Code State Code State Codt 

Alabama 01 Indiana 18 Nebraska 31 

Arizona 04 Iowa 19 New Jersey 34 
Arkansas 05 Kansas 20 New Mexico 35 

California 06 Louisiana 22 North Carolina 37 
Colorado 07 Maine 23 North Dakota 38 

Connecticut 08 Maryland 24 Ohio 39 
Delaware 10 Massachusetts 25 South Carolina 45 

District of Columbia 11 Minnesota 27 Virginia 51 
Georgia 13 Mississippi 28 Wisconsin 55 

Hawaii 15 Missouri 29 
Idaho 16 Montana 30 

* The codes listed above are correct for the IRS Combined Federal/State Filing Program and may not correspond to the 
state codes of other agencies or programs. 

Sample File Layout for Combined Federal/State Filer 

Transmitter Payer Payee "B" Payee "B" Payee "B" End of Payer 
"'T" ~4A" Record with Record with Record, no "C" Record 

Record Record coded state code 15 state code 06 state code 
with I in in position in position 

position 26 747-748 747-748 

State Total "K" Record State Total "K" Record End of Transmission "F" 
for "B" records coded 15. for "B" records coded 06. Record 

"K" record coded IS in positions "K" record coded 06 in positions 
747-748. 747-748. 

Sec. 14. Penalties Associated With Information Returns 

.01 The following penalties generally apply to the person required to file information returns. The penalties apply to electronic/mag
netic media filers as well as to paper filers . 

. 02 Failure To File Correct Information Returns by the Due Date (Section 6721). If you fail to file a correct information return 
by the due date and you cannot show reasonable cause, you may be subject to a penalty. The penalty applies if you fail to file timely, 
you fail to include all information required to be shown on a return, or you include incorrect information on a return. The penalty also 
applies if you file on paper when you were required to file either electronically or magnetically, you report an incorrect TIN or fail to 
report a TIN, or you fail to file paper forms that are machine readable. 

The amount of the penalty is based on when you file the correct information retum. The penalty is: 
• $15 per information return if you correctly file within 30 days of the due date of the return (See Part A, Sec. 9.0 I); maximum 

penalty $75,000 per year ($25,000 for small businesses). 
• $30 per information return if you correctly file more than 30 days after the due date but by August 1; maximum penalty $150,000 

per year ($50,000 for small businesses). 
• $50 per information return if you file after August I or you do not file required information returns; maximum penalty $250,000 

per year ($100,000 for small businesses) . 

. 03 A late filing penalty may be assessed for a replacement file which is not returned by the required date. Files which require 
replacement more than two time~ will also be subject to penalty. See Part A, Sec. 10, for more information on replacement files. 
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.04 Intentional disregard of filing requirements. If failure to file a correct information return is due to intentional disregard of 
the filing or correct information requirements, the penalty is at least S 1 00 per information return with no maximuTTl penalty . 

. 05 Failure To Furnish Correct Payee Statements (Section 6722). For information regarding penalties which may apply to 
failure to furnish correct payee statements, see 2006 General Instructions for Forms 1099, 1098, 5498, alld HI-2G. 

Sec. 15. State Abbreviations 

.01 The following state and U.S. territory abbreviations are to be used when developing the state code portion of address fields. This 
table provides state and territory abbreviations only, and does not represent those states participating in the Combined Federal/State 
Filing Program. 

State Code State Code State Code 

Alabama AL Kentucky KY No. Mariana Islands MP 

Alaska AK Louisiana LA Ohio OH 

American Samoa AS Maine ME Oklahoma OK 

Arizona AZ Marshall Islands MH Oregon OR 

Arkansas AR Maryland MD Pennsylvania PA 

California CA Massachusetts MA Puerto Rico PR 

Colorado CO Michigan MI Rhode Island RI 

Connecticut CT Minnesota MN South Carolina SC 

Delaware DE Mississippi MS South Dakota SO 

District of Columbia DC Missouri MO Tennessee TN 

Federated States of Micronesia FM Montana MT Texas TX 

Florida FL Nebraska NE Utah UT 

Georgia GA Nevada NV Vermont VT 

Guam GU New Hampshire NH Virginia VA 

Hawaii HI New Jersey NJ (U.S.) Virgin Islands VI 

Idaho ID New Mexico NM Washington WA 

Illinois IL New York NY West Virginia WV 

Indiana IN North Carolina NC Wisconsin WI 

Iowa IA North Dakota NO Wyoming WY 

Kansas KS 

.02 Filers must adhere to the city, state, and ZIP Code format for U.S. addresses in the "'B" Record. This also includes American 
Samoa, Federated States of Micronesia, Guam, Marshall Islands, Northern Mariana Islands, Puerto Rico, and the U.S. Virgin Islands . 

• 03 For foreign country addresses, filers may use a 51 position free format which should include city, province or state. postal code, 
and name of country in this order. This is allowable only if a "1" (one) appears in the Foreign Country Indicator, Field Position 247, 
of the "B" Record . 

. 04 When reporting APOIFPO addresses, use the following format: 

EXAMPLE: 

Payee Name 
Mailing Address 

Payee City 
Payee State 
Payee ZIP Code 

PVT Willard 1. Doe 
Company F, PSC Box 100 
167 Infantry REGT 
APO (or FPO) 
AE, AA, or AP* 
098010100 

* AE is the designation for ZIPs beginning with 090-098, AA for ZIP 340, and AP for ZIPs 962-966. 
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Sec. 16. Major Problems Encountered 

IRS/ECC-MTB encourages filers to verify the format and content of each type of record to ensure the accuracy of the data. This 
may eliminate the need for IRSIECC-MTB to request replacement files. This may be important for those payers who have either had 
their files prepared by a service bureau or who have purchased software packages. 

Filers who engage a service bureau to prepare media on their behalf should be careful not to report duplicate data, which 
may generate penalty notices. 

The Major Problems Encountered lists some of the problems most frequently encountered with electronic/magnetic files submitted 
to IRS/ECC-MTB. These problems may result in IRS/ECC-MTB requesting replacement files. 

1. Unable to read tape cartridge. 

Please review all tape cartridge specifications carefully (See Part C, Sections I and 2.) 

2. No Form 4804, Transmittal of Information Returns Reported Magnetically 

Each shipment of media sent to IRSIECC-MTB must include a signed Form 4804. 

3. Discrepancy Between IRS/ECC-MTB Totals and Totals in Payer "C" Records 

The "C" Record is a summary record for a type of return for a given payer. IRS compares the total number of payees and 
payment amounts in the "B" records with totals in the "C" Records. The two totals must agree. Do NOT enter negative amounts 
except when reporting Forms 1099-B or 1099-Q. Money amounts must be all numeric, right-justified and zero (0) fill unused 
positions. Do Not Use Blanks. 

4. The Payment Amount Fields in the "B" Record Do Not Correspond to the Amount Codes in the "A" Record 

The Amount Codes used in the "A" record MUST correspond with the payment amount fields used in the "B" records. The amount 
codes must be left-justified, in ascending order with the unused positions blank. For Example: If the "B" records show payment 
amounts in payment amount fields 2, 4, and 7, then the "A" record must correspond with 2, 4, and 7 in the amount codes field. 

5. Incorrect TIN in Payer "A" Record 

The Payer's TIN reported in positions 12-20 of the "A" record must be nine numeric characters only. (Do Not Enter Hyphen.) 
The TIN and the First Payer Name Line provided in the "A" record must correspond. 

6. Incorrect Tax Year in the Transmitter "T" Record, Payer "A" Record and the Payee "B" Records 

The tax year in the transmitter, payer and payee records should reflect the tax year of the information return being reported. For 
prior tax year data, there must be a "P" in position 6 of the Transmitter ''I'' record. Media postmarked December 2, 2006 or 
later must have the Prior Year Data Indicator coded with a "P" in position 6 of the Transmitter 'T' Record. This position must 
be blank for current tax year data. 

7. Incorrect use of Test Indicator 

When sending a test file, position 28 of the Transmitter 'T" record must contain a 'T', otherwise blank fill. 

8. Incorrect Format for TINs in the Payee "B" Record 

TINs entered in position 12-20 of the Payee "B" record must consist of nine numerics only. (Do Not Enter Hyphens.) Incorrect 
formatting of TINs may result in a penalty. 

9. Distribution Codes for Form 1099-R Reported Incorrectly 

For Forms J099-R, there must be valid Distribution Coders) in position 545-546 of the Payee "B" record. For valid codes (and 
combinations), see Guide to Distribution Codes in Part D. If only one distribution code is required, it must be entered in position 
).+5 and position 546 must be blank. A blank in position 545 is not acceptable. 

10. Incorrect Record Totals Listed on Form 4804 

The Combined Total Payee Records listed on Form 4804 (Block 6) arc used in the verification process of information returns. 
The figure in this block must be the total number of payee "B" records contained on each individual piece of media submitted, 

A separate Form 4804 should be sent for each piece of media that contains a file. 
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11. Missing Correction Indicator in Payee "B" Record 

When a file is submitted as a correction file, there must be a correction indicator, "G" or "e" in position 6 of the Payee "B" 
record. See Part A, Sec. 11. 

Part B. Electronic Filing Specifications 

Note: The FIRE System DOES NOT provide fill-in forms. Filers must program files according to the Record Layout Specifi
cations contained in this publication. For a list of software providers, log on to www.irs.gov and go to the Approved IRS e-file 
for Business Providers link. 

Sec. 1. General 

.01 Electronic filing of Forms 1098, 1099,5498, and W-2G information returns, originals, corrections, and replacements is offered 
as an alternative to tape cartridges or paper filing. Filing electronically will fulfill the magnetic media requirements for those payers 
who are required to file magnetically. Payers who are under the filing threshold requirement, are encouraged to file electronically. 
If the original file was sent magnetically, but IRSIECC-MTB has requested a replacement file, the replacement may be transmitted 
electronically. Also, if the original file was submitted via tape cartridge, any corrections may be transmitted electronically . 

. 02 All electronic filing of information returns are received at IRSIECC-MTB via the FIRE (Filing Information Returns Electron
ically) System. To connect to the FIRE System, point your browser to http://fire.irs.gov. The system is designed to support the 
electronic filing of information returns only . 

. 03 The electronic filing of information returns is not affiliated with any other IRS electronic filing programs. Filers must obtain 
separate approval to participate in each program. Only inquiries concerning electronic filing of information returns should be directed 
to IRSIECC-MTB . 

. 04 Files submitted to IRSIECC-MTB electronically must be in standard ASCII code. Do not send tape cartridges or paper forms 
with the same information as electronically submitted files. This would create duplicate reporting resulting in penalty notices . 

. 05 The record formats of the "T", "A", "B", "C", "K", and "P" records are the same for both electronically or magnetically filed 
records. See Part D, Record Format Specifications and Record Layouts. 

Sec. 2. Advantages of Filing Electronically 

Some of the advantages of filing electronically are: 
(1) Paperless, no Form 4804 requirements. 
(2) Security - Secure Socket Layer (SSL) 128-bit encryption. 
(3) Results available within 1-2 workdays regarding the acceptability of the data transmitted. It is the filer's responsibility to 

log into the system and check results. 
(4) Later due date than tape cartridge or paper for electronically filed Forms 1098, l099, and W-2G (referto Part A, Sec. 9.01). 
(5) Allows more attempts than a tape cartridge filing to replace bad files within a specific time frame before imposing penalties 

(refer to Part B, Sec. 5.05). 
(6) Better customer service due to on-line availability of transmitter's files for research purposes. 
(7) Extended period to test electronic files: November 1,2006 to February 15,2007. 

Sec. 3. Electronic Filing Approval Procedure 

.01 Filers must obtain a Transmitter Control Code (TCC) prior to submitting files electronically. Filers who currently have a TCC 
for magnetic media filing may use their assigned TCC for electronic filing. Refer to Part A, Sec. 6, for information on how to obtain 

a TCe. 
.02 Once a TCC is obtained, electronic filers assign their own user 10, password and PIN (Personal Identification Number) and do 

not need prior or special approval. See Part B, Sec. 6, for more information on the PIN . 
. 03 If a filer is submitting files for more than one TCC, it is not necessary to create a separate logon and password for each TCe. 
.04 For all passwords, it is the user's responsibility to remember the password and not allow the password to be compromised. 

Passwords are user assigned at first logon and must be 8 alpha/numerics containing at least 1 uppercase, I lowercase, and 1 numeric. 
However, filers who forget their password or PIN, can call toll-free 1-866-455-7438 for assistance. The FIRE System may require 
users to change their passwords on a yearly basis. 

2006-2 C.B. 159 



Sec. 4. Test Files 

.01 Filers are not required to submit a test file: however. the submission of a test file is encoura(Jed for all new electronic filers to 
b 

test hardware and software. If filers wish to submit an electronic test file for Tax Year 2006 (returns to be filed in 2007), it must be 
submitted to IRS/ECC-MTB no earlier than November I, 2006, and no later than February 15, 2007 . 

. 02 Filers who encounter problems while transmitting the electronic test file can contact IRSIECC-MTB toll-free 1-866-455-7438 
for assistance . 

. 03 Filers must verify the status of the transmitted test data by returning to http://fire.irs.gov to check the status of their file by 
clicking on CHECK FILE STATUS. This information will be available within 1-2 workdays after the transmission is received by 
IRSIECC-MTB. Ifwmr results indicate: 

(a) "Good. Federal Reporting" - Your test file is good for federal reporting only. Click on the filename for additional details. 
(b) "Good. FederaVState Reporting" - Your file is good for the Combined Federal and State Filing Program (see Part A, 

Section 13 for further details). Click on the filename for additional details. 
(c) "Bad" - This means that your test file contained errors. Click on the filename for a list of the errors. If you want to send 

another test file, send it as another test (not a replacement, original or correction). 
(d) "Not Yet Processed" - The file has been received, but we do not have results available yet. Please allow another day for 

results . 
. 04 Form 4804 is not required for test files submitted electronically. See Part B, Sec. 6 . 
. 05 A test file is required from filers who want approval for the Combined FederaVState Filing Program. See Part A, Sec. 13, 

for further details. 

Sec. 5. Electronic Submissions 

.01 Electronically filed information may be submitted to IRSfECC-MTB 24 hours a day, 7 days a week. Technical assistance is 
available Monday through Friday between 8:30 a.m. and 4:30 p.m. Eastern time by calling toll-free 1-866-455-7438 . 

. 02 The FIRE System will be down from 2 p.m. EST December 21, 2006, through January 2, 2007. This allows IRSIECC
MTB to update its system to reflect current year changes. 

Note: Current year data MAILED December 2 or later or electronic files SENT December 21 or later must be coded with a 
"P". Current year processing ends in December and programs are converted for the next processing year . 

. 03 If you are sending files larger than I 0,000 records electronically, data compression is encouraged. Whcn transmitting files 
larger than 5 million records, please contact IRSIECC-MTB for additional information. WinZip and PKZip are the only acceptable 
compression packages. IRSfECC-MTB cannot accept self-extracting zip files or compressed files containing multiple files. The time 
required (0 transmit information returns electronically will vary depending upon the type of connection to the internet and if data 
compression is used. The time required to transmit a file can be reduced up to 95 percent by using compression . 

. 04 The Fire System can accept multiple files for the same type of return providing duplicate data is not transmitted. For example, 
wJUr company has several branches issuing J099-INT forms. It is not necessary to consolidate all the fonns into one transmission. 
Each file rna\' be sen! separately, providing duplicate data is not transmitted . 

. 05 Transmitters may create files using self assigned file name(s). Files submitted electronically will be assigned a new unique file 
name by the FIRE System. The filename aSSigned by the FIRE System will consist of submission type (TEST, ORIG [original], CORR 
[correction], and REPL [replacement]), the filer's TCC and a four-digit number sequence. The sequence number will be incremented 
for every file sent. For example, if it is your first original file for the calendar year and your TCC is 44444, the IRS assigned filename 
would be ORIG.44444.0001. Record the filename. This information will be needed by ECC-MTB to identify the file, if assistance 
is required . 

. 06 If a file was submitted timely and is bad, the filer will have up to 60 days from the day the file was transmitted to transmit an 
acceptable file. If an acceptable file is not received within 60 days, the payer could be subject to late filing penalties. This only applies 
to files originally submitted electronically . 

. 07 The following definitions have been provided to help distinguish between a correction and a replacement: 

• A correction is an information return submitted by the transmitter to correct an information return that was previously submit
ted to and processed by IRS/ECC-MTB, but contained erroneous information. (See Note.) 

Note: Corrections should only be made to records that have been submitted incorrectly, not the entire file. 

• A replacement is an information return file sent by the filer because the CHECK FILE STATUS option on the FIRE System 
indicated the originallcorrection file was bad. After the necessary changes have been made, the file must be transmitted through 

the FIRE System. (See Note.) 
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Note: Filers should never transmit anything to IRSIECC-MTB as a "Replacement" file unless the CHECK FILE STATUS 
option on the FIRE System indicates the file is bad . 

. 08 The TCC in the Transmitter "T" Record must be the TCC used to transmit the file; otherwise, the file will be considered an 
error. 

Sec. 6. PIN Requirements 

.01 Form 4804 is not required for electronic files. Instead, the user will be prompted to create a PIN consisting of 10 numerics 
when establishing their initial logon name and password . 

. 02 The PIN is required each time an ORIGINAL, CORRECTION, or REPLACEMENT file is sent electronically and is permission 
to release the file. It is not needed for a TEST file. An authorized agent may enter their PIN, however, the payer is responsible for the 
accuracy of the returns. The payer will be liable for penalties for failure to comply with filing requirements. If you forget your PIN, 
please call toll-free 1-866-455-7438 for assistance . 

. 03 If the file is good, it is released for mainline processing after 10 calendar days from receipt. Contact us toll-free 1-866-455-7438 
within this 10-day period if there is a reason the file should not be released for further processing. If the file is bad, follow normal 
replacement procedures. 

Sec. 7. Electronic Filing Specifications 

.01 The FIRE System is designed exclusively for the filing of Forms 1042-S, 1098, 1099,5498,8027, and W-2G . 
• 02 A transmitter must have a TCC (see Part A, Sec. 6) before a file can be transmitted. A TCC assigned for magnetic media filing 

should also be used for electronic filing . 
. 03 The results of the electronic transmission will be available in the CHECK FILE STATUS area of the FIRE System within 1-2 

business days. It is the filer's responsibility to verify the acceptability of files submitted by selecting the CHECK FILE STATUS 
option. Forms 1042-S and 8027 require a longer processing time. 

Sec. 8. Connecting to the FIRE System 

.01 Point your browser to http://fire.irs.gov to connect to the FIRE System . 
• 02 Filers should tum off their pop-up blocking software before transmitting their files . 
• 03 Before connecting, have your TCC and EIN available . 
. 04 Your browser must support SSL l28-bit encryption . 
. 05 Your browser must be set to receive "cookies". Cookies are used to preserve your User ID status. 

First time connection to The FIRE System (If you have logged on previously, skip to Subsequent Connections to the FIRE 
System.) 

Click "Create New Account". 
Fill out the registration form and click "Submit". 
Enter your User ID (most users logon with their first and last name). 

Enter and verify your password (the password is user assigned and must be 8 alpha/numerics, 
containing at least I uppercase, I lowercase and 1 numeric). FIRE may require you to change 
the password once a year. 

Click "Create". 
If you receive the message "Account Created", click "OK". 
Enter and verify your IO-digit self-assigned PIN (Personal Identification Number). 

Click "Submit". 
If you receive the message "Your PIN has been successfully created!", click "OK". 
Read the bulletin(s) and/or "Click here to continue". 

Subsequent connections to The FIRE System 

Click "Log On". 
Enter your User ID (most users logon with their first and last name). 

Enter your password (the password is user assigned and is case sensitive). 
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Uploading your file to the FIRE System 

At Menu Options: 

Click "Send Information Returns" 
Enter your TCC: 
Enter your EIN: 
Click "Submit". 

The system will then display the company name, address, city, state, ZIP code, phone number, 
contact and email address. This information will be used to contact or send correspondence (if 
necessary) regarding this transmission. Update as appropriate and/or Click "Accept". 

Click one of the following: 
Original File 
Correction File 
Test File (This option will only be available 1111/2006 ~ 0211512007.) 
Replacement File (if you select this option, select one of the following): 

Electronic Replacement (file was originally transmitted on this system) 
Click the file to be replaced. 

Magnetic Media Replacement 
Enter the alpha character from Form 9267, Media Tracking Slip, that was 
sent with the request for replacement file. Click "Submit". 

Enter your IO-digit PIN. 
Click "Submit". 
Click "Browse" to locate the file and open it. 
Click "Upload". 

When the upload is complete, the screen will display the total bytes received and tell you the name of the file you just 
uploaded. 

If you have more files to upload for that TCC: 
Click "File Another?"; otherwise, 
Click "Main Menu". 

It is your responsibility to check the acceptability of your file; therefore, be sure to check back into the system in 1-2 
business days using the CHECK FILE STATUS option. 

Checking your FILE STATUS 
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At the Main Menu: 
Click "Check File Status". 
Enter your TCe: 
Enter your EIN: 
Click "Search". 

If "Results" indicate: 
"Good, Not Released" and you agree with the "Count of Payees", you 
are finished with this file. The file will automatically be released after 10 
calendar days unless you contact us within this timeframe. 

"Good, Released" - File has been released to our mainline processing. 

"Bad" - Correct the errors and timely resubmit the file as a "replacement". 



"Not yet processed" - File has been received, but we do not have results 
available yet. Please check back in a few days. 

Click on the desired file for a detailed report of your transmission. 
When you are finished, click on Main Menu. 

Click "Log Out". 
Close your Web Browser. 

Sec. 9. Common Problems and Questions Associated with Electronic Filing 

.01 Refer to Part A. Sec. 16, for common format errors associated with electronic/magnetic files . 

. 02 The following are the major errors associated with electronic filing: 

NON-FORMAT ERRORS 

1. Transmitter does not check the FIRE System to determine file acceptability. 

The results of your file transfer are posted to the FIRE System within two business days. It is your responsibility to verify file 
acceptability and, if the file contains errors, you can get an online listing of the errors. Date received and number of payee records 
are also displayed. If the file is good, but you do not want the file processed, you must contact IRSIECC-MTB within 10 
calendar days from the transmission of your file. 

2. Incorrect file is not replaced timely. 

If your file is bad, correct the file and timely resubmit as a replacement. 

3. Transmitter compresses several files into one. 

Only compress one file at a time. For example, if you have 10 uncompressed files to send, compress each file separately and 
send 10 separate compressed files. 

4. Transmitter sends a file and CHECK FILE STATUS indicates that the file is good, but the transmitter wants to send a 
replacement or correction file to replace the originaVcorrectionlreplacement file. 

Once a file has been transmitted, you cannot send a replacement file unless CHECK FILE STATUS indicates the file is bad 
(1-2 business days after file was transmitted). If you do not want us to process the file, you must first contact us toll-free 
1-866-455-7438 to see if this is a possibility. 

5. Transmitter sends an original file that is good, and then sends a correction file for the entire file even though there are 
only a few changes. 

The correction file, containing the proper coding, should only contain the records needing correction, not the entire file. 

6. File is formatted as EBCDIC. 

All files submitted electronically must be in standard ASCII code. 

7. Transmitter has one TCC number, but is filing for multiple companies, which EIN should be used when logging 
into the system to send the file? 

When sending the file electronically, you will need to enter the EIN of the company assigned to the Tee. When you upload the 
file, it will contain the EIN s of the other companies for which you are filing. This is the information that will be passed forward. 

8. Transmitter sent the wrong file, what should be done? 

Call us as soon as possible toll-free 1-866-455-7438. We may be able to stop the file before it has been processed. Please do not 
send a replacement for a file that is marked as a good file. 

Part C. Tape Cartridge Specifications 

.01 Transmitters should be consistent in the use of recording codes and density on files. If the tape cartridge does not meet these 
specifications, IRSIECC-MTB will request a replacement file. Filers are encouraged to submit a test prior to submittIng the actual 
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file. Contact IRSIECC-MTB toll-free 1-866-455-7438 extension 5 for further information. Transmitters should also check media 
for viruses before ,ubmitting to IRS/ECC-MTB . 

. 02 In most in,tance" IRS/ECC-MTB can process tape cartridges that meet the following specifications: 
(a) Mu,t be IBI\J )'+80, )'+90, 3490E, 3590. or 3590E. 

(b) Mu~t meet American l\ational Standard Institute (ANSI) standards, and have the followino characteristics: 
I:' 

(I) Tape cartridges must bc 1/2-inch tape contained in plastic cartridges that are approximately 4-inches by 5-inches by I-inch 
in dimension. 

(2) Magnetic tape must be chromium dioxide particle based 1/2-inch tape. 

(3) Cartridges must be 18-track, 36-track, I 28-track or 256-track parallel (See Note.) 

( ... ) Cartridges \vill contain 37,871 CPI, 75,742 CPI, or 3590 CPI (characters per inch). 

(5) Mode will be full function. 
(6) The data may be compressed using EDRC (Memorex) or IDRC (IBM) compression. 

(7) Either EBCDIC (Extended Binary Coded Decimal Interchange Code) or ASCII (American Standard Coded Information 

I nterc hange) may be used . 
. 03 The tape cartridge records defined in this Revenue Procedure may be blocked subject to the following: 

(a) A hlock must not exceed 32,250 tape positions. 

(b) If the usc of blocked records would result in a short block, all remaining positions of the block must be filled with 9s; 

however. the last block of the file may be filled with 9s or truncated. Do not pad a block with blanks. 
(e) All records, except the header and trailer labels, may be blocked or unblocked. A record may not contain any control fields 

or block descriptor fields, which describe the length of the block or the logical records within the block. The number of 
logical records within a block (the blocking factor) must be constant in every block with the exception of the last block, 
which may be shorter (see item (b) above). The block length must be evenly divisible by 750. 

(d) Records may not span blocks . 

. 04 Tape cartridges may be labeled or unlabeled . 

. 05 Do not send encrypted data . 

. 06 For the purposes of this Revenue Procedure, the following must be used: 
Tape Mark: 

(a) Signifies the physical end of the recording on tape. 
(b) For even parity, use BCD configuration 001111 (8421). 

(c) May follow the header label and precede and/or follow the trailer label. 

Note: Filers should indicate on the external media label whether the cartridge is I8-track, 36-traek, 128-track or 256-traek. 

Part D. Record Format Specifications and Record Layouts 

Sec. 1. General 

.01 The specifications contained in this part of the Revenue Procedure define the required formation and contents of the records to 
be included in the electronic or tape cartridge files . 

. 02 A provision is made in the "8" Records for entries which are optional. If the field is not used, enter blanks to maintain a fixed 
record length of 750 positions. Each field description explains the intended use of specific field positions. 

Sec. 2. Transmitter "T" Record - General Field Descriptions 

.01 The Transmitter 'T' Record identifies the entity transmitting the electronic/tape cartridge file and contains information which 
is critical if it is necessary for IRS/ECC-MTB to contact the filer. 

.02 The Transmitter 'T" Record is the first record on each file and is followed by a Payer "A" Record. A file format diagram is 
located at the end of Part D. A replacement file will be requested by IRSfECC-MTB if the "T" Record is not present. 

.03 For all fields marked "Required", the transmitter must provide the information described under Description and Remarks. 
For those fields not marked "Required", a transmitter must allow for the field but may be instructed to enter blanks or zeros in the 
indicated field positions and for the indicated length . 

. 0'" All records must be a fixed length of 750 positions . 

. 05 All alpha characters entered in the 'T" Record must be upper-case, except email addresses which may be case sensitive. Do 

not use punctuation in the name and address fields. 
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Field Field Title 
Position 

Record Type 

2-5 Payment Year 

6 Prior Year Data 
Indicator 

Record Name: Transmitter "T" Record 

Length Description and Remarks 

Required. Enter 'T". 

4 Required. Enter "2006". If reponing prior year data report the year which 
applies (2004, 2005, etc.) and set the Prior Year Data Indicator in field position 6. 

Required. Enter "P" only if reporting prior year data; otherwise, enter blank. 
Do not enter a "P" if tax year is 2006. (See Note.) 

Note: Current year data MAILED December 2 or later or electronic files SENT December 21 or later must be coded with 
a ''P''. Current year processing ends in December and programs are converted for the next processing year. 

7-15 

16-20 

21-27 

28 

29 

30-69 

70-109 

110-149 

150-189 

190-229 

Transmitter's TIN 

Transmitter Control 
Code 

Blank 

Test File 
Indicator 

Foreign Entity 
Indicator 

Transmitter Name 

Transmitter Name 
(Continuation) 

Company Name 

Company Name 
(Continuation) 

Company Mailing 
Address 

9 

5 

7 

40 

40 

40 

40 

40 

Required. Enter the transmitter's nine-digit Taxpayer Identification Number 
(TIN). May be an EIN or SSN. 

Required. Enter the five-character alpha/numeric Transmitter Control Code 
(TCC) assigned by IRSIECC-MTB. A TCC must be obtained to file data with 
this program. 

Enter blanks. 

Required for test files only. Enter a "r if this is a test file; otherwise, enter 
a blank. 

Enter a "1" (one) if the transmitter is a foreign entity. If the transmitter is not a 
foreign entity, enter a blank. 

Required. Enter the name of the transmitter in the manner in which it is used in 
normal business. Left-justify and fill unused positions with blanks. 

Required. Enter any additional infomlation that may be part of the name. 
Left-justify information and fill unused positions with blanks. 

Required. Enter the name of the company to be associated with the address 
where correspondence should be sent. 

Enter any additional information that may be part of the name of the company 
where correspondence should be sent. 

Required. Enter the mailing address where correspondence should be sent. 

Note: Any correspondence relating to problem media or electronic files will be sent to this address. This should be 
the same address as in box 5 of Form 4804. 

For U.S. addresses, the payer city, state, and ZIP Code must be reported as a 40, 2, and 9-position field, respectively. Filers must 

adhere to the correct format for the payer city, state, and ZIP Code. For foreign addresses, filers may use the payer city, state, 
and ZIP Code as a continuous 51-position field. Enter information in the following order: city, province or state, postal code, and 
the name of the country. When reporting a foreign address, the Foreign Entity Indicator in position 29 must contain a" I" (one). 

230-269 

270-271 

272-280 

281-295 

Company 

City 

Company 

State 

Company 
ZIP Code 

Blank 

40 

2 

9 

15 

Required. Enter the city, town, or post office where correspondence should 

be sent. 

Required. Enter the valid U.S. Postal Service state abbreviation. Refer to the 
chart for valid state codes in Part A, Sec. 15. 

Required. Enter the valid nine-digit ZIP assigned by the U.S. Postal Service. 
If only the first five-digits are known, left-justify information and fill unused 
positions with blanks. 

Enter blanks. 
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Field Field Title 

Position 

296-303 Total :'-lumber 
of Payees 

30.+-3'+3 Contact Name 

3.+.+-358 Contact Phone 
Number & 
Extension 

359--408 Contact ElIlai! 
Address 

.+09--410 Cartridge Tape 
File Indicator 

411-416 Transmitter's Media 
Number 

417-499 Blank 

500-507 Record Sequence 
Number 

508-517 Blank 

518 Vendor Indicator 

Record Name: Transmitter "T" Record (Continued) 

Length Description and Remarks 

8 Enter the total number of Payee "B" Records reported in the file. Right-justify 
information and fill unused positions with zeros. 

40 Required. Enter the name of the person to be contacted if IRS/ECC-MTB 
encounters problems with the file or transmission. 

15 Required. Enter the telephone number of the person to contact regarding 
electronic or magnetic files. Omit hyphens. If no extension is available, 
left-justify information and fill unused positions with blanks. For example, the 
IRS/ECC-MTB Customer Service Section phone number of 866-455-7438 with 
an extension of 52345 would be 866455743852345 

50 Required if available. Enter the email address of the person to contact regarding 
electronic or magnetic files. Left-justify information. If no email address is 
available. enter blanks. 

2 Required/or tape cartridge filers only. Enter the letters "LS" (in uppercase 
only). Use of this field by filers using other types of media will be acceptable 
but is not required. 

6 For tape cartridge filers only. If your organization uses an in-house numbering 
system to identify tape cartridges, enter that number; otherwise, enter blanks. 

83 Enter blanks. 

8 Required. Enter the number of the record as it appears within your file. The 
record sequence number for the ''T'' record will always be "I" (one), since it is 
the first record on your file and you can have only one "T" record in a file. 
Each record, thereafter, must be incremented by one in ascending numerical 
sequence, i.e., 2, 3,4, etc. Right-justify numbers with leading zeros in the field. 
For example, the "1" record sequence number would appear as "0000000 I" 

10 

in the field, the first "An record would be "00000002", the first "B" record, 
"00000003", the second "B" record, ';00000004" and so on until you reach the 
final record of the file, the "F" record. 

Enter blanks. 

Required. Enter the appropriate code from the table below to indicate if your 
software was provided by a vendor or produced in-house. 

Indicator 

V 

Usage 

Your software was purchased from a 
vendor or other source. 

Your software was produced by 
in-house programmers. 

Note: In-house programmer is defined as an employee or a hired contract programmer. If your software is produced 
in-house, the following Vendor information fields are not required. 

519-558 Vendor Name 

559-598 Vendor Mailing 
Address 

40 

40 

Required. Enter the name of the company from whom you purchased your 

software. 

Required. Enter the mailing address. 

For U.S. addresses, the vendor city, state, and ZIP Code must be reported as a 40, 2, and 9-position field, respectively. Filers 

must adhere to the correct format for the payer city, state, and ZIP Code. 

For foreign addresses, filers may use the payer city, state, and ZIP Code as a continuous 51-position field. Enter information in 

the following order: city, province or state, postal code, and the name of the country. 

599-638 Vendor City 40 Required. Enter the city, town, or post office. 

166 2006-2 C.B. 



Record Name: Transmitter "T" Record (Continued) 

Field Field Title Length Description and Remarks 
Position 

639-640 Vendor State 2 Required. Enter the valid U.S. Postal Service state abbreviation. Refer to the 
chart of valid state codes in Part A, Sec. 15. 

641-649 Vendor ZIP Code 9 Required. Enter the valid nine-digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five-digits are known, left-justify information and fill 
unused positions with blanks. 

650-689 Vendor Contact Name 40 Required. Enter the name of the person who can he contacted concerning any 
software questions. 

690-704 Vendor Contact 15 Required. Enter the telephone number of the person to contact concerning 
Phone Number software questions. Omit hyphens. If no extension is available, left-justify 
& Extension information and fill unused positions with blanks. 

705-739 Blank 35 Enter Blanks. 

740 Vendor Foreign Enter a "I" (one) if the vendor is a foreign entity. Otherwise, enter a blank. 
Entity Indicator 

741-748 Blank 8 Enter blanks. 

749-750 Blank 2 Enter blanks or carriage return/hne feed characters (CRJLF). 

Sec. 3. Transmitter "T" Record - Record Layout 

Record Payment Prior Year Transmitter's Transmitter Blank 
Type Year Data TIN Control 

Indicator Code 

1 2-5 6 7-15 16-20 21-27 

Test File Foreign Transmitter Transmitter Company Company 
Indicator Entity Name Name Name Name 

Indicator (Continuation) (Continuation) 

28 29 30-69 70-109 110-149 150-189 

Company Company Company Company Blank Total Contact 
Mailing City State ZIP Number Name 
Address Code of Payees 

190-229 230-269 270-271 272-280 281-295 296-303 304-343 

Contact Contact Cartridge Transmitter's Blank Record 
Phone Email Tape File Media Number Sequence 

Number & Address Indicator Number 
Extension 

344-358 359-408 409-410 4II~16 417~99 500-507 
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Blank Vendor Vendor Vendor Vendor Vendor 

Indicator Name Mailing City State 

Address 

508-517 518 519-558 559-598 599-638 639-640 

Vendor ZIP Vendor Vendor Blank Vendor Blank Blank or 

Code Contact Contact Foreign CRfLF 

Name Phone Entity 

Number & Indicator 

Extension 

641-649 650-689 690-704 705-739 740 741-748 749-750 

Sec. 4. Payer "A" Record - General Field Descriptions 

.01 The Payer "A" Record identifies the person making payments, a recipient of mortgage or student loan interest payments, an 
educational institution, a broker, a person reporting a real estate transaction, a barter exchange, a creditor, a trustee or issuer of any 
IRA or MSA plan, and a lender who acquires an interest in secured property or who has a reason to know that the property has been 
abandoned. The payer will be held responsible for the completeness, accuracy, and timely submission of electronic/magnetic files . 

. 02 The second record on the file must be an "A" Record. A transmitter may include Payee "B" records for more than one payer 
in a file. However, each group of "B" records must be preceded by an "A" Record and followed by an End of Payer "C" Record. A 
single file may contain different types of returns but the types of returns must not be intermingled. A separate "A" Record is required 
for each payer and each type of return being reported . 

. 03 The number of "A" Records depends on the number of payers and the different types of returns being reported. Do not submit 
separate "A" Records for each payment amount being reported. For example, if a payer is filing Form 1099-DIV to report Amount 
Codes I, 2, and 3, all three amount codes should be reported under one "A" Record, not three separate "A" Records . 

. 04 The maximum number of "A" Records allowed on a file is 90,000 . 

. 05 All records must be a fixed length of 750 positions . 

. 06 All alpha characters entered in the "A" Record must be upper case . 

. 07 For all fields marked "Required", the transmitter must provide the information described under Description and Remarks. 
For those fields not marked "Required", a transmitter must allow for the field, but may be instructed to enter blanks or zeros in the 
indicated media position(s) and for the indicated length. 

Field Field Title 
Position 

Record Type 

2-5 Payment Year 

6-11 Blank 

12-20 Payer's 
Taxpayer 
Identification 
Number (TIN) 

Record Name: Payer "A" Record 

Length Description and Remarks 

Required. Enter an "A". 

4 Required. Enter "2006", If reporting prior year data, report the year which applies 
(2004, 2005, etc.). 

6 Enter blanks. 

9 Required. Must be the valid nine-digit Taxpayer Identification Number assigned to 
the payer. Do not enter blanks, hyphens, or alpha characters. All zeros, ones, 
twos. etc.. will have the effect of an incorrect TIN. 

Note: For foreign entities that are not required to ha\'e a TIN, this field must be blank. However, the Foreign Entity 
Indicator, position 52 of the "A" Record, must be set to "I" (one). 
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Field 
Position 

21-24 

25 

26 

Field Title 

Payer Name 
Control 

Last Filing 
Indicator 

Combined 
Federal/State 
Filer 

Record Name: Payer "A" Record (Continued) 

Length Description and Remarks 

4 The Payer Name Control can be obtained only from the mail label on the Package 
1099 that is mailed to most payers each December. Package 1099 contains Form 
7018-C, Order Blank for Forms, and the mail label on the package contains a 
four (4) character name control. If a Package 1099 has not been recei ved, you can 
determine your name control using the following simple rules or you can leave the 
field blank. For a business, use the first four significant characters of the business 
name. Disregard the word "the" when it is the first word of the name, unless there 
are only two words in the name. A dash (-) and an ampersand (&) are the only 
acceptable special characters. Names of less than four (4) characters should bc 
left-justified, filling the unused positions with blanks. 

Enter a "I" (one) if this is the last year this payer name and TIN will file information 
returns electronically, magnetically or on paper; otherwise, enter blank. 

Required for the Combined Federal/State Filing Program. Enter "I" (one) if 
approved or submitting a test to participate in the Combined Federal/State Filing 
Program; otherwise, enter a blank. 

Note: If the Payer "A" Record is coded for combined Federal/State filing there must be coding in the Payee "8" Records 
and the State Totals "K" Records. 

Note: If you entered "I" (one) in this field position, be sure to code the Payee "8" Records with the appropriate state 
code. Refer to Part A, Sec. 13, for further information. 

27 Type of Return Required. Enter the appropriate code from the table below: 

Tv~e of Return Code 

1098 3 
1098-C X 
1098-E 2 
1098-T 8 
1099-A 4 

1099-B B 
1099-C 5 
I099-CAP P 

1099-D1V 1 

1099-0 F 
1099-H J 
1099-INT 6 
I099-LTC T 
1099-MISC A 
1099-0ID D 
1099-PATR 7 
1099-Q Q 

1099-R 9 

1099-S S 
I099-SA M 

5498 L 

5498-ESA V 

5498-SA K 
W-20 W 
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Record Name: Payer "A" Record (Continued) 

Field 

Position 

Field Title Length Description and Remarks 

28-41 Amount Codes 

(See Note.) 
14 Required. Enter the appropriate amount codes for the type of return being reported. 

In most cases, the box numbers on paper information returns correspond with the 

amount codes used to file electronically or magnetically. However. if discrepancies 
occur, this Revenue Procedure governs for filing electronically/magnetically. Enter 

the amount codes in ascending sequence; numeric characters followed by alphas. 

Left-justify. and fill unused positions with blanks. 

Note: A type of return and an amount code must be present in every Payer "A" Record even if no money amounts are 

being reported. For a detailed explanation of the information to be reported in each amount code, refer to the appropriate 

paper instructions for each form. 

Amount Codes Form 1098 - Mortgage 
Interest Statement 

Amount Codes Form 1098-C -
Contributions of Motor Vehicles, Boats, 
and Airplanes 

Amount Code Form 1098-E - Student 
Loan Interest 

For Reporting Mortgage Interest Received From Payers/Borrowers (Payer of 

Record) on Form 1098: 

Amount Code 

2 

3 

4 

Amount Type 

Mortgage interest received from 
payer(s )/borrower(s) 

Points paid on purchase of principal 
residence 

Refund (or credit) of overpaid interest 

Blank (Filer's use) 

For Reporting Gross Proceeds From Sales on Form 1098-C: 

Amount Code 

4 

6 

Amount Type 

Gross proceeds from sales 

Value of goods or services ill exchange for 
vehicle 

For Reporting Interest on Student Loans on Form 1098-E: 

Amount Code Amount Type 

Student loan interest received by lender 

Amount Codes Form 1098-T - Tuition For Reporting Tuition Payments on Form 1098-T: 
Statement 

Amount Code 

2 

3 
4 

5 

7 

Amount Tvpe 

Payments received for qualified tuition and 
related expenses 

Amounts billed for qualified tuition and 
related expenses 

Adjustments made for prior year 

Scholarships or grants 
Adjustments to scholarships or grants for 
a prior year 

Reimbursements or refunds of qualified 
tuition and related expenses from an 
insurance contract 

Note I: For Amount Codes 1 and 2 enter either payments received OR amounts billed. DO NOT report both. 

Note 2: Amount codes 3 and 5 are assumed to be negative. It is not necessary to code with an over punch or dash 
to indicate a negative reporting. 
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Record Name: Payer "A" Record (Continued) 

Field 
Position 

Field Title Length Description and Remarks 

Amount Codes Form 1099-A -
Acquisition or Abandonment of Secured 
Property 

For Reporting the Acquisition or Abandonment of Secured Property on Form 
I099-A: 

Amount Code 

2 
4 

Amount Type 

Balance of principal outstanding 
Fair market value of property 

Amount Codes Form 1099-B - Proceeds For Reporting Payments on Form 1099-B: 
From Broker and Barter Exchange 
Transactions Amount Code 

2 

3 
4 

6 

7 

8 

9 

Amount Type 

Stocks, bonds, etc. (For forward contracts, 
See Note 1.) 

Bartering (Do not report negative amounts.) 
Federal income tax withheld (backup 
withholding) (Do not report negative 
amounts.) 
Profit (or loss) realized in 2006 (See Note 
2.) 

Unrealized profit (or loss) on open contracts 
-12/31/2005 (See Note 2.) 

Unrealized profit (or loss) on open contracts 
-12/31/2006 (See Note 2.) 

Aggregate profit (or loss) (See Note 2.) 

Note 1: The payment amount field associated with Amount Code 2 may be used to report a loss from a closing transaction 
on a forward contract. Refer to the "8" Record - General Field Descriptions and Record Layouts, Payment Amount 
Fields, for instructions on reporting negative amounts. 

Note 2: Payment Amount Fields 6, 7, 8, and 9 are to be used for the reporting of regulated futures or foreign currency 
contracts. 

Amount Codes Form 1099-C -
Cancellation of Debt 

For Reporting Payments on Form I099-C: 

Amount Code 

2 
3 
7 

Amount Type 

Amount of debt canceled 
Interest, if included in Amount Code 2 
Fair market value of property (See Note.) 

Note: Use Amount Code 7 only if a combined Form 1099-A and 1099-C is being filed. 

Amount Code Form 1099-CAP - For Reporting Payments on Form 1099-CAP: 
Changes in Corporate Control and Capital 
Structure Amount Code Amount Type 

Amount Codes Form 1099-DIV -
Dividends and Distributions 

2 Aggregate amount received 

For Reporting Payments on Form 1099-DlV: 

Amount Code 

2 
3 
6 
7 
8 
9 

Amount Type 

Total ordinary dividends 
Qualified dividends 
Total capital gain distribution 
Unrecaptured Section 1250 gain 
Section 1202 gain 
Collectibles (28%) rate gain 

Nondividend distributions 
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Record Name: Payer "A" Record (Continued) 

Field 
Position 

Field Title Length Description and Remarks 

Amount Code 

A 
B 
C 
D 
E 

Amount Type 

Federal income tax withheld 

Investment expenses 

Foreign tax paid 
Cash liquidation distributions 

Non-cash liquidation distributions 

Amount Codes Form 1099-G - Certain For Reporting Payments on Form 1099-G: 

Government Payments 

Amount Codes Form 1099-" - Health 
Coverage Tax Credit (HCTC) Advance 
Payments 

Amount Codes Form l099-INT -
Interest Income 
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Amount Code 

I 
2 

4 

5 

6 
7 

Amount Type 

Unemployment compensation 
State or local income tax refunds, credits, 
or offsets 
Federal income tax withheld (backup 

withholding or voluntary withholding 

on unemployment compensation or 

Commodity Credit Corporation Loans, or 
certain crop disaster payments) 

Alternative Trade Adjustment Assistance 
(ATAA) Payments 
Taxable grants 
Agriculture payments 

For Reporting Payments on Form 1099-H: 

Amount Code 

2 
3 
4 
5 
6 
7 
8 
9 
A 
B 
C 
D 

Amount Type 

Gross amount of health insurance advance 
payments 

Amount of advance payment for January 
Amount of advance payment for February 
Amount of advance payment for March 
Amount of advance payment for April 
Amount of advance payment for May 
Amount of advance payment for June 
Amount of advance payment for July 
Amount of advance payment for August 
Amount of advance payment for September 
Amount of advance payment for October 
Amount of advance payment for November 
Amount of advance payment for December 

For Reporting Payments on Form 1099-INT: 

Amount Code 

2 
3 

4 

5 
6 
8 

Amount Type 

Interest income not included in Amount 
Code 3 

Early withdrawal penalty 

Interest on U.S. Savings Bonds and 
Treasury obligations 
Federal income tax withheld (backup 
withholding) 
Investment expenses 
Foreign tax paid 
Tax-exempt interest 



Record Name: Payer "A" Record (Continued) 

Field 
Position 

Field Title Length Description and Remarks 

Amount Codes Form 1099-LTC -
Long-Tenn Care and Accelerated Death 
Benefits 

Amount Codes Form 1099-MISC -
Miscellaneous Income 
(See Note 1.) 

For Reporting Payments on Form I099-LTC: 

Amount Code 

2 

Amount Type 

Gross long-term care benefits paid 
Accelerated death benefits paid 

For Reporting Payments on Form I099-MISC: 

Amount Code 

2 
3 
4 

5 
6 
7 
8 

A 
B 
C 

D 
E 

Amount Type 

Rents 
Royalties (See Note 2.) 
Other income 
Federal income tax withheld (backup 
withholding or withholding on Indian 
gaming profits) 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation 
Substitute payments in lieu of dividends or 
interest 
Crop insurance proceeds 
Excess golden parachute payments 
Gross proceeds paid to an attorney in 
connection with legal services 
Section 409A Deferrals 
Section 409A Income 

Note 1: If reporting a direct sales indicator only, use Type of Return "A" in Field Position 27, and Amount Code 1 in Field 
Position 28 of the Payer "A" Record. All payment amount fields in the Payee "B" Record will contain zeros. 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these must be reported on Form 1099-S. 

Amount Codes Form 1099-0ID -
Original Issue Discount 

Amount Codes Form 1099-PATR
Taxable Distributions Received From 
Cooperatives 

For Reporting Payments on Fonn 1099-010: 

Amount Code 

2 
3 
4 

6 

7 

Amount Type 

Original issue discount for 2006 
Other periodic interest 
Early withdrawal penalty 
Federal income tax withheld (backup 
withholding) 

Original issue discount on U.S. Treasury 
Obligations 

Investment expenses 

For Reponing Payments on Fonn I099-PATR: 

Amount Code 

2 
3 
4 

Amount Type 

Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld (backup 
withholding) 
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Record Name: Payer "A" Record (Continued) 

Field 
Position 

Field Title Length Description and Remarks 

Amount Codes Form 1099-Q -
Payments From Qualified Education 
Programs (Under Sections 529 and 530) 

Amount Codes Form 1099-R -
Distributions From Pensions. Annuities, 
Retirement or Profit-Sharing Plans, IRAs, 
Insurance Contracts, etc. 

Amount Code 

5 

6 

Pass-Through Credits 

7 
8 

9 

A 

Amount Type 

Redemption of nonqualified notices and 

retain allocations 

Deduction for qualified production 

activities income 

Investment credit 
Work opportunity credit 
Patron's alternative minimum tax (AMT) 
adjustment 

For filer's use for pass-through credits and 
deductions 

For Reporting Payments on a F01l11 1099-Q: 

Amount Code 

I 
2 
3 

Amount Type 

Gross distribution 

Earnings 
Basis 

For Reporting Payments on Form 1099-R: 

Amount Code 

I 
2 
3 
4 
5 

6 

8 
9 
A 

Amount Type 

Gross distribution 
Taxable amount (See Note 1.) 
Capital gain (included in Amount Code 2) 
Federal income tax withheld 
Employee contributions or insurance 
premIUms 

Net unrealized appreciation in employer's 
securities 

Other 
Total employee contributions 
Traditional IRA/SEP/SIMPLE distribution 
or Roth conversion (See Note 2.) 

Note t: If the taxable amount cannot be determined, enter a "I" (one) in position 547 of the "B" Record. Payment 
Amount 2 must contain zeros. 

Note 2: For Form t099-R, report the Roth conversion or total amount distributed from an IRA, SEP, or SIMPLE in 
Payment Amount Field A (IRA/SEP/SIMPLE distribution or Roth conversion) of the Payee "B" Record, and generally, 
the same amount in Payment Amount Field 1 (Gross Distribution). The IRAISEP/SIMPLE indicator should be set to 
"I" (one) in Field Position 548 of the Payee "B" Record. 

Amount Codes Form 1099-S - Proceeds For Reporting Payments on Form 1099-S: 
From Real Estate Transactions 

Amount Code 

2 
5 

Amount Type 

Gross proceeds (See Note.) 
Buyer's part of real estate tax 

Note: Include payments of timber royalties made under a "pay-as-cut" contract, reportable under IRe section 6OS0N. If 
timber royalties are being reported, enter "TIMBER" in the description field of the "B" Record. 
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Record Name: Payer "A" Record (Continued) 

Field 
Position 

Field Title Length Description and Remarks 

Amount Codes Form l099-SA -
Distributions From an HSA, Archer MSA 
or Medicare Advantage MSA 

Amount Codes Form 5498 - IRA 
Contribution Information 

For Reporting Distributions on Form 1099-SA: 

Amount Code 

2 
4 

Amount Type 

Gross distribution 
Earnings on excess contributions 
Fair market value of the account on date 
of death 

For Reporting Information on Form 5498: 

Amount Code 

2 
3 
4 

5 
6 

8 
9 
A 

Amount Type 

IRA contributions (other than amounts in 
Amount Codes 2, 3, 4,8,9, and A) (See 
Notes 1 and 2.) 
Rollover contributions 
Roth conversion amount 
Recharacterized contributions 
Fair market value of account 
Life insurance cost included in Amount 
Code I 

SEP contributions 
SIMPLE contributions 
Roth IRA contributions 

Note 1: If reporting IRA contributions for a participant in a military operation, see 2006 Instructions for Forms 1099-R 
and 5498. 

Note 2: Also include employee contributions to an IRA under a SEP plan but not salary reduction contributions. DO 
NOT include EMPLOYER contributions; these are included in Amount Code 8. 

Amount Codes Form 5498-ESA -
Coverdell ESA Contribution Information 

For Reporting Information on Form 5498-ESA: 

Amount Code Amount Type 

Coverdell ESA contributions 
2 Rollover contributions 

Amount Codes Form 5498-SA - HSA, For Reporting Information on Form 5498-SA: 
Archer MSA, or Medicare Advantage 
MSA Information Amount Code 

2 

3 

4 
5 

Amount Type 

Employee or self-employed person's 
Archer MSA contributions made in 2006 
and 2007 for 2006 
Total contributions made in 2006 (See 
current 2006 Instructions.) 

Total HSA/MSA contributions made in 
2007 for 2006 

Rollover contributions (See Note.) 
Fair market value of HSA, Archer MSA 
or Medicare Advantage MSA account on 
Dec. 31, 2006 

Note: This is the amount of any rollover made to this MSA in 2006 after a distribution from another MSA. For detailed 
information on reporting, see the 2006 Instructions for Forms 1099-SA and S498-SA. 
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Field 
Position 

Field Title 

Record Name: Payer "A" Record (Continued) 

Length Description and Remarks 

Amount Codes Form W-2G - Certain For Reporting Payments on Form W -2G: 
Gambling Winnings 

42-47 

48 

49 

Blank 

Original File 
Indicator 

Replacement 
File Indicator 

6 

Amount Code 

2 
7 

Enter blanks. 

Amount Type 

Gross winnings 
Federal income tax withheld 
Winnings from identical wagers 

Required for original files only. Enter" I" (one) if the information is original data. 
Otherwise, enter a blank. 

Required for replacement files only. Enter ''I'' (one) if this file is to replace a file 
that IRS/ECC-MTB has informed you in writing cannot be processed or the FIRE 
System indicated a FILE STATUS of bad. Otherwise, enter a blank. 

Note: If selecting the Replacement File Indicator in Position 49, Field Positions 48 and SO must be blank. Only one 
indicator may be selected in positions 48, 49, and 50 for each Payer "A" Record. 

50 

51 

52 

53-92 

93-132 

133 

134-173 

Correction File 
Indicator 

Blank 

Foreign Entity 
Indicator 

First Payer 
Name Line 

Second Payer 
Name Line 

Transfer 
Agent Indicator 

Payer 
Shipping 
Address 
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40 

40 

40 

Required for correction files only. Enter" 1" (one) if this file is to correct 
information which was previously submitted to IRS/ECC-MTB, was processed, but 
contained erroneous information. Any information return which was inadvertently 
omitted from a file must be submitted as original. Otherwise, enter a blank. 

Enter blank. 

Enter a "1" (one) if the payer is a foreign entity and income is paid by the foreign 
entity to a U.S. resident. Otherwise, enter a blank. 

Required. Enter the name of the payer whose TIN appears in positions 12-20 of the 
"A" Record. Any extraneous information must be deleted. Left-justify information, 
and fill unused positions with blanks. (Filers should not enter a transfer agent's 
name in this field. Any transfer agent's name should appear in the Second Payer 
Name Line Field.) 

If the Transfer (or Paying) Agent Indicator (position 133) contains a "1" (one), 
this field must contain the name of the transfer (or paying) agent. If the indicator 
contains a "0" (zero), this field may contain either a continuation of the First Payer 
Name Line or blanks. Left-justify information and fill unused positions with blanks. 

Required. Identifies the entity in the Second Payer Name Line Field. 

Code 

o (zero) 

Meaning 

The entity in the Second Payer Name Line 
Field is the transfer (or paying) agent. 

The entity shown is not the transfer (or 
paying) agent (i.e., the Second Payer Name 
Line Field contains either a continuation of 
the First Payer Name Line Field or blanks). 

Required. If the Transfer Agent Indicator in position 133 is a "I" (one), enter the 
shipping address of the transfer (or paying) agent. Otherwise, enter the actual 
shipping address of the payer. The street address should include number, street, 
apartment or suite number, or PO Box if mail is not delivered to a street address. 
Left-justify information, and fill unused positions with blanks. 



Field 
Position 

Field Title 

Record Name: Payer "A" Record (Continued) 

Length Description and Remarks 

For U.S. addresses, the payer city, state, and ZIP Code must be reported as a 40,2, and 9-position field, respectively. Filers must 
adhere to the correct format for the payer city, state, and ZIP Code. 

For foreign addresses, filers may use the payer city, state, and ZIP Code as a continuous 51-position field. Enter information 

in the following order: city, province or state, postal code, and the name of the country. When reporting a foreign address, the 
Foreign Entity Indicator in position 52 must contain a "I" (one). 

174-213 Payer City 40 

214-215 Payer State 2 

216-224 Payer ZIP Code 9 

225-239 Payer's Phone 15 

Number & 
Extension 

240-499 Blank 260 

500-507 Record 8 
Sequence 
Number 

508-748 Blank 241 

749-750 Blank 2 

Required. If the Transfer Agent Indicator in position 133 is a " I" (one), enter the 
city, town, or post office of the transfer agent. Otherwise, enter the city, town, or post 
office of the payer. Left-justify information, and fill unused positions with blanks. 
Do not enter state and ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviations. Refer to the chart 
of valid state abbreviations in Part A, Sec. 15. 

Required. Enter the valid nine-digit ZIP Code assigned by the U.S. Postal Service. 

If only the first five-digits are known, left-justify information and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as long 
as the filer has entered a "1" (one) in the Foreign Entity Indicator, located in Field 
Position 52 of the "A" Record. 

Enter the payer's phone number and extension. Omit hyphens. Left-justify 
information and fill unused positions with blanks. 

Enter blanks. 

Required. Enter the number of the record as it appears within your file. The record 
sequence number for the 'T" record will always be "I" (one), since it is the first 
record on your file and you can have only one "T" record in a file. Each record, 
thereafter, must be incremented by one in ascending numerical sequence, i.e., 2, 3, 
4, etc. Right-justify numbers with leading zeros in the field. For example, the "T" 
record seq uence number would appear as "00000001" in the field, the first" A" record 
would be "00000002", the first "B" record, "00000003", the second "B" record, 
"00000004" and so on until you reach the final record of the file, the "F" record. 

Enter blanks. 

Enter blanks or carriage returnfline feed (CRILF) characters. 

Sec. 5. Payer "A" Record - Record layout 

Record Payment Blank Payer Payer Name Last Filing 
Type Year TIN Control Indicator 

1 2-5 6-11 12-20 21-24 25 

Combined Type Amount Blank Original Replacement Correction 
FederalJState of Codes File File File 

Filer Return Indicator Indicator Indicator 

26 27 28-41 42-47 48 49 50 
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Blank Foreign First Second Payer Transfer Payer 

Entity Payer Name Name Agent Shipping 

Indicator Line Line Indicator Address 

51 52 53-92 93-132 133 134-173 

Payer Payer Payer Payer's Blank Record Blank Blank or 

City State ZIP Phone Sequence CRfLF 

Code Number and Number 

Extension 

174-213 214-215 216-224 225-239 240--499 500-507 508-748 749-750 

Sec. 6. Payee U8" Record - General Field Descriptions and Record Layouts 

.01 The "B" Record contains the payment information from the information returns. The record layout for field positions 1 through 

543 is the same for all types of returns. Field positions 544 through 750 vary for each type ofreturn to accommodate special fields for 
individual forms. In the "B" Record, the filer must allow for all fourteen Payment Amount Fields. For those fields not used, enter 
"Os" (zeros) . 

. 02 The following specifications include a field in the payee records called "Name Control" in which the first four characters of 
the payee's surname are to be entered by the filer: 

(a) If filers are unable to determine the first four characters of the surname, the Name Control Field may be left blank. Com

pliance with the following will facilitate IRS computer programs in identifying the correct name control: 
(1) The surname of the payee whose TIN is shown in the "B" Record should always appear first. If, however, the records 

have been developed using the first name first, the filer must leave a blank space between the first and last names. 
(2) In the case of multiple payees, the surname of the payee whose TIN (SSN, EIN, ITIN, or ATIN) is shown in the "B" 

Record must be present in the First Payee Name Line. Surnames of any other payees may be entered in the Second 
Payee Name Line . 

. 03 For all fields marked "Required", the transmitter must provide the information described under "Description and Remarks". 
For those fields not marked "Required", the transmitter must allow for the field, but may be instructed to enter blanks or zeros in the 
indicated field position(s) and for the indicated length . 

. 04 All records must be a fixed length of 750 positions . 

. 05 A field is also provided in these specifications for Special Data Entries. This field may be used to record information required 
by state or local governments, or for the personal use of the filer. IRS does not use the data provided in the Special Data Entries Field; 
therefore, the IRS program does not check the content or format of the data entered in this field. It is the filer's option to use the 
Special Data Entry Field . 

. 06 Following the Special Data Entries Field in the "B" Record, payment fields have been allocated for State Income Tax Withheld 
and Local Income Tax Withheld. These fields are for the convenience of the filers. The information will not be used by IRSIECC
MTB . 

. 07 Those payers participating in the Combined Federal/State Filing Program must adhere to all of the specifications in Part A, 
Sec. 13, to participate in this program . 

. 08 All alpha characters in the "B" Record must be uppercase . 

. 09 Do not use decimal points (.) to indicate dollars and cents. Payment Amount Fields must be all numeric characters. 

Field 
Position 

2-5 

Field Title 

Record Type 

Payment Year 
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Record Name: Payee "B" Record 

Length Description and Remarks 

4 

Required. Enter "8". 

Retjuired. Enter "2006". If reporting prior year data, report the year 
which applies (2004, 2005, etc.). 



Field 
Position 

6 

Field Title 

Corrected Return 
Indicator 
(See Note.) 

Record Name: Payee "B" Record (Continued) 

Length Description and Remarks 

Required for corrections only. Indicates a corrected return. 

Code Definition 

G If this is a one-transaction correction or the first of 
a two-transaction correction 

C 

Blank 

If this is the second transaction of a two-transaction 
correction 

If this is not a return being submitted to correct 
information already processed by IRS 

Note: C, G, and non-coded records must be reported using separate Payer "A" Records. Refer to Part A, Sec. 11, 
for specific instructions on how to file corrected returns. 

7-10 Name Control 4 If determinable, enter the first four characters of the surname of the 
person whose TIN is being reported in positions 12-20 of the "B" 
Record; otherwise, enter blanks. This usually is the payee. If the 
name that corresponds to the TIN is not included in the first or sec
ond payee name line and the correct name control is not provided, 
a backup withholding notice may be generated for the record. Sur
names of less than four characters should be left-justified, filling 
the unused positions with blanks. Special characters and imbedded 
blanks should be removed. In the case of a business, other than a sole 
proprietorship, use the first four significant characters of the busi
ness name. Disregard the word "the" when it is the first word of the 
name, unless there are only two words in the name. A dash (-) and an 
ampersand (&) are the only acceptable special characters. Surname 
prefixes are considered, e.g., for Van Elm, the name control would be 
VANE. For a sole proprietorship, use the name of the owner to create 
the name control and report the owner's name in positions 248-287, 
First Payee Name Line. 

Note: Imbedded blanks, extraneous words, titles, and special characters (i.e., Mr., Mrs., Dr., period [.], apostrophe ['J) 
should be removed from the Payee Name Lines. This information may be dropped during subsequent processing at 
IRSIECC-MTB. A dash (-) and an ampersand (&) are the only acceptable special characters. 

The following examples may be helpful to filers in developing the Name Control: 

Name Name Control 

Individuals: 

Jane Brown BROW 
John A. Lee LEE* 
James P. En, Sf. EN* 
John O'Neil ONEI 
,Mary Van Buren VANB 
Juan De Jesus DEJE 
Gloria A. EI-Roy EL-R 
Mr. John Smith SMIT 
Joe McCarthy MCCA 
Pedro Torres-Lopes** TORR 
Maria Lopez Moreno** LOPE 
Binh To La LA* 
Nhat Thi Pham PHAM 
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Record Name: Payee "B" Record (Continued) 

Field 

Position 

Field Title 

Corporations: 

The First National Bank 

The Hideaway 

A&B Cafe 

11 TH Street Inc. 

Sole Proprietor: 

Partnership: 

Estate: 

Mark Hemlock 
DBA The Sunshine Club 

Mark D' Allesandro 

Robert Aspen 
and Bess Willow 

Harold Fir, Bruce Elm, 
and Joyce Spruce et al Ptr 

Frank White Estate 
Estate of Sheila Blue 

Trusts and Fiduciaries: 

Daisy Corporation Employee 
Benefit Trust 

Trust FBO The 
Cherryblossom 
Society 

Exempt Organizations: 
Laborer's Union, AFL-CIO 
St. Bernard's Methodist 
Church Bldg. Fund 

Length 

FIRS 

THEH 

A&BC 

11TH 

HEML 

DALL 

ASPE 

FIR* 

WHIT 

BLUE 

DAIS 

CHER 

LABO 
STBE 

Description and Remarks 

*Name Controls of less than four significant characters must be left-justified and blank-filled. 
**For Hispanic names, when two last names are shown for an individual, derive the name control from the first last name. 

11 Type of TIN This field is used to identify the Taxpayer Identification Number 
(TIN) in positions 12-20 as either an Employer Identification Num
ber (EIN), a Social Security Number (SSN), an Individual Taxpayer 
Identification Number (ITIN) or an Adoption Taxpayer Identification 
Number (ATIN). Enter the appropriate code from the following table: 
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Code Type of TIN Type of Account 

EIN 

2 SSN 

2 ITIN 

A business, organization, some 
sole proprietors, or other entity 

An individual, including some sole 
proprietors 

An individual required to have a 
taxpayer identification number, 
but who is not eligible to obtain an 
SSN 



Field 
Position 

12-20 

Field Title 

Payee's 
Taxpayer 
Identification 
Number (TIN) 

Record Name: Payee "B" Record (Continued) 

Length Description and Remarks 

9 

2 ATIN 

Blank N/A 

An adopted individual prior to the 
assignment of a social security 
number 

If the type of TIN is not deter
minable, enter a blank 

Required. Enter the nine-digit Taxpayer Identification Number of 
the payee (SSN, ITIN, ATIN, or EIN). If an identification number 
has been applied for but not received, enter blanks. Do not enter 
hyphens or alpha characters. All zeros, ones, twos, etc., will have 
the effect of an incorrect TIN. If the TIN is not available, enter blanks. 

Note: If you are required to report payments made through Foreign Intermediaries and Foreign Flow-Through Entities on 
Form 1099, see the 2006 General Instructions/or Forms 1099,1098,5498 and W-2G for reporting requirements. 

21-40 

41-44 

45-54 

Payer's 
Account 
Number For 
Payee 

Payer's Office 
Code 

Blank 

Payment 
Amount Fields 
(Must be 
numeric) 

20 

4 

10 

Required if submitting more than one information return of the 
same type for the same payee. Enter any number assigned by the 
payer to the payee that can be used by the IRS to distinguish between 
information returns. This number must be unique for each informa
tion return of the same type for the same payee. If a payee has more 
than one reporting of the same document type, it is vital that each re
porting have a unique account number. For example, if a payer has 
3 separate pension distributions for the same payee and 3 separate 
Forms 1099-R are filed, 3 separate unique account numbers are re
quired. A payee's account number may be given a unique sequencing 
number, such as 01, 02 or A, B, etc., to differentiate each reported in
formation return. Do not use the payee's TIN since this will not make 
each record unique. This information is critical when corrections are 
filed. This number will be provided with the backup withholding no
tification and may be helpful in identifying the branch or subsidiary 
reporting the transaction. The account number can be any combi
nation of alpha, numeric or special characters. If fewer than twenty 
characters are used, filers may either left or right-justify, filling the 
remaining positions with blanks. 

Enter office code of payer; otherwise, enter blanks. For payers with 
multiple locations, this field may be used to identify the location of 
the office submitting the information return. This code will also ap
pear on backup withholding notices. 

Enter blanks. 

Required. Filers should allow for all payment amounts. For 
those not used, enter zeros. Each payment field must contain 12 
numeric characters. Each payment amount must contain U.S. dollars 
and cents. The right-most two positions represent cents in the pay
ment amount fields. Do not enter dollar signs, commas, decimal 
points, or negative payments, except those items that reflect a loss 
on Form 1099-B or 1099-Q. Positive and negative amounts are in
dicated by placing a "+" (plus) or "-" (minus) sign in the left-most 
position of the payment amount field. A negative over punch in the 
unit's position may be used, instead of a minus sign, to indicate a 
negative amount. If a plus sign, minus sign, or negative over punch 
is not used, the number is assumed to be positive. Negative over 
punch cannot be used in PC created files. Payment amounts must be 
right-justified and unused positions must be zero filled. 
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Field 
Position 

55-66 

67-78 

79-90 

91-102 

103-114 

115-126 

127-138 

139-150 

151-162 

163-174 

175-186 

187-198 

199-210 

211-222 

Field Title 

Payment 
Amount 1* 

Payment 
Amount 2* 

Payment 
Amount 3* 

Payment 
Amount 4* 

Payment 
Amount 5* 

Payment 
Amount 6* 

Payment 
Amount 7* 

Payment 
Amount 8* 

Payment 
Amount 9* 

Payment 
Amount A* 

Payment 
Amount B* 

Payment 
Amount C* 

Payment 
Amount 0* 

Payment 
Amount E* 

Record Name: Payee "B" Record (Continued) 

Length Description and Remarks 

12 The amount reported in this field represents payments for Amount 
Code I in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 2 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 3 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 4 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 5 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 6 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 7 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 8 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 9 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code A in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code B in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code C in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code 0 in the "A" Record. 

12 The amount reported in this field represents payments for Amount 
Code E in the "A" Record. 

*If there are discrepancies between the payment amount fields and the boxes on the paper forms, the instructions in this 
Revenue Procedure must be followed for electronic/magnetic filing. 

223-246 

247 

Reserved 

Foreign 
Country 
Indicator 
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24 Enter blanks. 

If the address of the payee is in a foreign country, enter a "I" 
(one) in this field; otherwise, enter blank. When filers use this in
dicator, they may use a free format for the payee city, state, and ZIP 
Code. Enter information in the following order: city, province or 
state, postal code, and the name of the country. Address information 
must not appear in the First or Second Payee Name Line. 



Field 
Position 

248-287 

Field Title 

First Payee 
Name Line 

Record Name: Payee "B" Record (Continued) 

Length Description and Remarks 

40 Required. Enter the name of the payee (preferably surname first) 
whose Taxpayer Identification Number (TIN) was provided in posi
tions 12-20 of the Payee "B" Record. Left-justify and fill unused 
positions with blanks. If more space is required for the name, use 
the Second Payee Name Line Field. If reporting information for a 
sole proprietor, the individual's name must always be present on the 
First Payee Name Line. The use of the business name is optional in 
the Second Payee Name Line Field. End the First Payee Name Line 
with a full word. Use appropriate spacing. Extraneous words, titles, 
and special characters (i.e., Mr., Mrs., Dr., period. apostrophe) should 
be removed from the Payee Name Lines. This information may be 
dropped during subsequent processing at IRSIECC-MTB. A dash (-) 
and an ampersand (&) are the only acceptable special characters for 
First and Second Payee Name Lines. 

Note: If you are required to report payments made through Foreign Intermediaries and Foreign Flow-Through Entities on 
Form 1099, see the 2006 General Instruction for Forms 1099, 1098, 5498, and W-2G for reporting requirements. 

288-327 Second Payee 
Name Line 

328-367 Blank 

368-407 Payee Mailing 
Address 

408-447 Blank 

448-487 Payee City 

488-489 Payee State 

490-498 Payee ZIP 
Code 

499 Blank 

40 

40 

40 

40 

40 

2 

9 

If there are multiple payees (e.g., partners, joint owners, or spouses), 
use this field for those names not associated with the TIN provided 
in positions 12-20 of the "B" Record, or if not enough space was 
provided in the First Payee Name Line, continue the name in this 
field. Left-justify information and fill unused positions with blanks. 
Do not enter address information. It is important that filers provide 
as much payee information to IRSIECC-MTB as possible to identify 
the payee associated with the TIN. Left-justify and fill unused posi
tions with blanks. See Note above in First Payee Name Line. 

Enter blanks. 

Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number, or PO Box if mail 
is not delivered to street address. This field must not contain any 
data other than the payee's mailing address. 

Enter blanks. 

Required. Enter the city, town or post office. Left-justify informa
tion and fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviations for 
states or the appropriate postal identifier (AA, AE, or AP) described 
in Part A, Sec. IS. 

Required. Enter the valid ZIP Code (nine or five-digit) assigned 
by the U.S. Postal Service. If only the first five-digits are known, 
left-justify information and fill the unused positions with blanks. For 
foreign countries, alpha characters are acceptable as long as the filer 
has entered a "I" (one) in the Foreign Country Indicator, located in 
position 247 of the "B" Record. 

Enter blank. 
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Field 
Position 

Field Title 

500-507 Record 
Sequence 
Number 

508-543 Blank 

Record Name: Payee "8" Record (Continued) 

Length Description and Remarks 

8 

36 

Required. Enter the number of the record as it appears within your 
file. The record sequence number for the ''T'' record will always be 
'T' (one), since it is the first record on your file and you can have 
only one "T" record in a file. Each record, thereafter, must be in
cremented by one in ascending numerical sequence, i.e., 2, 3, 4, etc. 
Right-justify numbers with leading zeros in the field. For example, 
the "T" record sequence number would appear as "0000000 I" in the 
field, the first "A" record would be "00000002", the first "8" record, 
"00000003", the second "8" record, "00000004" and so on until you 
reach the final record of the file, the "F" record. 

Enter blanks. 

Standard Payee "8" Record Format For All Types of Returns, Positions 1-543 

Record Payment Corrected Name Type of Payee's Payer's 
Type Year Return Control TIN TIN Account 

Indicator Number For 
Payee 

I 2-5 6 7-10 11 12-20 21-40 

Payer's Blank Payment Payment Payment Payment Payment 
Office Code Amount Amount Amount Amount Amount 

I 2 3 4 5 

41-44 45-54 55-66 67-78 79-90 91-102 103-114 

Payment Amount Payment Amount Payment Amount Payment Amount Payment Amount Payment Amount 
6 7 8 9 A B 

115-126 127-138 139-150 151-162 163-174 175-186 

Payment Payment Payment Reserved Foreign First Second Blank 
Amount C Amount D Amount E Country Payee Payee 

Indicator Name Name 
Line Line 

187-198 199-210 211-222 223-246 247 248-287 288-327 328-367 

Payee Blank Payee Payee Payee Blank Record Blank 
Mailing City State ZIP Code Sequence 
Address Number 

368---407 408---447 448---487 488-489 490-498 499 500-507 508-543 
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The following sections define the field positions for the different types of returns in the Payee "8" Record (positions 
544-750): 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(8) 
(9) 
(10) 
(11 ) 
(12) 
(13) 
(14) 
(15) 
(16) 
(17) 
(18) 
(19) 
(20) 
(21 ) 
(22) 
(23) 
(24) 

Form 1098 
Form 1098-C 
Form 1098-E 
Form 1098-T 
Form 1099-A 
Form 1099-B 
Form 1099-C 
Form 1099-CAP 
Form 1099-DIV* 
Form 1099-G* 
Form 1099-H 
Form 1099-INT* 
Form 1099-LTC 
Form 1099-MISC* 
Form I099-0ID* 
Form 1099-PATR* 
Form 1099-Q 
Form 1 099-R * 
Form 1099-S 
Form I 099-S A 
Form 5498* 
Form 5498-ESA 
Form 5498-SA 
Form W-2G 

*' These forms may be filed through the Combined Federal/State Filing Program. IRSIECC-MTB will forward these records to 
participating states for filers who have been approved for the program. See Part A, Sec. 13, for information about the program, 
including specific codes for the record layouts. 

(1) Payee "B" Record - Record Layout Positions 544-750 for Form 1098 

Field Field Title Length Description and Remarks 
Position 

544-662 Blank I 19 Enter blanks. 

663-722 Special Data Entries 60 This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

723-748 Blank 26 Enter blanks. 

749-750 Blank 2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1098 

Blank Special Blank Blank 
Data or CRILF 

Entries 

544-662 663-722 723-748 749-750 
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(2) Payee "B" Record - Record Layout Positions 544-750 for Form 1098-C 

Field Field Title Length Description and Remarks 
Position 

544-545 Blank 

546 Transaction Indicator 

547 Transfer After Improvements 
Indicator 

548 Transfer Below Fair Market Value 
Indicator 

549-587 Make, Model, Year 

588-612 Vehicle or Other Identification 
Number 

613-651 Vehicle Description 

652-659 Date of Contribution 

660 Donee Indicator 

661 Intangible Religious Benefits 
Indicator 

662 Deduction $500 or Less Indicator 

663-722 Special Data Entries 

723-730 Date of Sale 

731-748 Goods and Services 

749-750 Blank 
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2 

39 

25 

39 

8 

1 

1 

60 

8 

18 

2 

Enter blanks. 

Enter "I" (one) if the amount reported in Payment Amount Field 
4 is an arm's length transaction to an unrelated party. Otherwise, 
enter a blank. 

Enter" 1 " (one) if the vehicle will not be transferred for money, other 
property, or services before completion of material improvements or 
significant intervening use. Otherwise, enter a blank. 

Enter" I" (one) if the vehicle is transferred to a needy individual for 
significantly below fair market value. Otherwise, enter a blank. 

Enter the make, model and year of vehicle. Left-justify and fill un-
used positions with blanks. 

Enter the vehicle or other identification number of the donated vehi-
cleo Left-justify and fill unused positions with blanks. 

Enter a description of material improvements or significant interven-
ing use and duration of use. Left -justify and fill unused positions with 
blanks. 

Enter the date the contribution was made to an organization, in the 
format YYYYMMDD (e.g., January 5, 2006, would be 20060105). 
Do not enter hyphens or slashes. 

Enter the appropriate indicator from the following table to report if 
the donee of the vehicle provides goods or services in exchange for 
the vehicle. 

Indicator Usage 

1 Donee provided goods or services 

2 Donee did not provide goods or 
services 

Enter a "1 ", (one) if only intangible religious benefits were provided 
in exchange for the vehicle; otherwise, leave blank. 

Enter a "1 ", (one) if under law donor cannot claim a deduction of 
more than $500 for the vehicle; otherwise, leave blank. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for the 
filing requirements. If this field is not utilized, enter blanks. 

Enter the date of sale, in the format YYYYMMDD (e.g., January 5, 
2006, would be 20060105). Do not enter hyphens or slashes. 

Enter a description of any goods and services receivedfor the vehicle; 
otherwise, leave blank .. Left-justify and fill unused positions with 

blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 



Payee "B" Record - Record Layout Positions 544-750 for Form I098-C 

Blank Transaction Transfer After Transfer Below Make, Model, Vehicle or Vehicle 

Indicator Improvements Fair Market Year Other Description 

Indicator Value Indicator Identification 
Number 

544-545 546 547 548 549-587 588-612 613-651 

Date of Donee Intangible Deduction Special Data Date of Sale Goods and Blank 
Contribution Indicator Religious $500 or Less Entries Services 

Benefits Indicator 

Indicator 

652-659 660 661 662 663-722 723-730 731-748 749-750 

(3) Payee "B" Record - Record Layout Positions 544-750 for Form 1098-E 

Field Field Title Length Description and Remarks 
Position 

544-546 Blank 3 Enter blanks. 

547 Origination Enter" I" (one) if the amount reported in Payment Amount Field I 
Fees/Capitalized includes loan origination fees and/or capitalized interest. Otherwise, 
Interest Indicator enter a blank. 

548-662 Blank 115 Enter blanks. 

663-722 Special 60 This portion of the "B" Record may be used to record information for 
Data Entries state or local government reporting or for the filer's own purposes. 

Payers should contact the state or local revenue departments for the 
filing requirements. If this field is not utilized, enter blanks. 

723-748 Blank 26 Enter blanks. 

749-750 Blank 2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1098-E 

Blank Origination Blank Special Data Blank Blank 
Fees/Capitalized Entries or CRILF 

Interest Indicator 

544-546 547 548-662 663-722 723-748 749-750 

(4) Payee "B" Record - Record Layout Positions 544-750 for Form 1098-T 

Field Field Title 
Position 

544-546 Blank 

547 Half-time Student 
Indicator 

548 Graduate Student 
Indicator 

Length Description and Remarks 

3 Enter blanks. 

Enter" I" (one) if the student was at least a half-time student during 
any academic period that began in 2006. Otherwise, enter a blank. 

Enter "I" (one) if the student is enrolled exclusively in a graduate 
level program. Otherwise, enter a blank. 
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(4) Payee "B" Record - Record Layout Positions 544-750 for Form 1098-T (Continued) 

Field Field Title Length Description and Remarks 
Position 

549 

550 

551-662 

663-722 

723-748 

749-750 

Academic Period 

Indicator 

Method of Reporting 2005 

Amollnts Indicator 

Blank 

Special Data 
Entries 

Blank 

Blank 

112 

60 

26 

2 

Enter ''1'' (one) if the amount in Payment Amount Field 1 or 
Payment Amount Field 2 includes amounts for an academic period 
beginning January through March 2006. Othenvise. enter a blank. 

Required. Enter the appropriate indicator from the following 
table. to identify the method your institution used to report your 
qualified tuition and related expenses for 2005. The indicator must 
be consistent for your institution for all recipients. 

Indicator 

I 

2 

Enter blanks. 

Usage 

Payments received, reported in 

Payment Amount 1. 

Amounts billed, reported in 
Payment Amount 2. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for the 
filing requirements. If this field is not utilized, enter blanks. 

Enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1098-T 

Blank Half-time Student Graduate Student Academic Period Method of Reporting 
Indicator Indicator Indicator 2005 Amounts 

Indicator 

544-546 547 548 549 550 

Blank I Special Data Entries I Blank I Blank or CRILF 

551-662 663-722 723-748 749-750 

(5) Payee "B" Record - Record Layout Positions 544-750 for Form l099-A 

Field 
Position 

544-546 

547 

Field Title 

Blank 

Personal Liability 
Indicator 
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Length Description and Remarks 

3 Enter blanks. 

Enter the appropriate indicator from the table below: 

Indicator 

Blank 

Usage 

Borrower was personally liable 
for repayment of the debt. 

Borrower was not personally 
liable for repayment of the debt. 



(5) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-A (Continued) 

Field Field Title Length Description and Remarks 
Position 

548-555 Date of Lender's 
Acquisition or 
Knowledge of 
Abandonment 

556-594 Description of 
Property 

595-662 Blank 

663-722 Special Data 
Entries 

723-748 Blank 

749-750 Blank 

8 

39 

68 

60 

26 

2 

Enter the acquisition date of the secured property or the date (he 
lender first knew or had reason to know the property was abandoned, 
in the format YYYYMMDD (e.g., January 5,2006, would be 
20060 I 05 ). Do not enter hyphens or slashes. 

Enter a brief description of the property. For real property, enter 
the address, or, if the address does not sufficiently identify the 
property, enter the section, lot and block. For personal property, 
enter the type, make and model (e.g., Car -1999 Buick Regal or 
Office Equipment). Enter "CCC" for crops forfeited on Commodity 
Credit Corporation loans. If fewer than 39 positions are required, 
left-justify information and fill unused positions with blanks. 

Enter blanb. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for the 
filing requirements. If this field is not utilized, enter blanks. 

Enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-A 

Blank Personal Liability Date of Lender's Description Blank 
Indicator Acquisition or of 

Knowledge of Property 
Abandonment 

544-546 547 548-555 556-594 595-662 

Special Blank Blank 
Data or eRILF 

Entries 

663-722 723-748 749-750 

(6) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-8 

Field 
Position 

544 

545-546 

Field Title 

Second TIN 
Notice 
(Optional) 

Blank 

Length Description and Remarks 

2 

Enter "2" (two) to indicate notification by IRS twice within three 
calendar years that the payee provided an incorrect name and/or 
TIN combination; otherwise, enter a blank. 

Enter blanks. 
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(6) Payee "B" Record - Record Layout Positions 544-750 for Form l099-B (Continued) 

Field Field Title Length Description and Remarks 
Position 

547 

54H-555 

Gross Proceeds 
Indicator 

Date of Sale or 
Exchange 

556-568 CUSIP Number 

569-607 Description 

608-615 Number of 
Shares 
Exchanged 

616-625 Classes of 
Stock 
Exchanged 

626 

627-662 

663-722 

723-734 

735-746 

Recipient 
Indicator 

Blank 

Special Data 
Entries 

State Income 
Tax Withheld 

Local Income 
Tax Withheld 
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8 

13 

39 

8 

10 

36 

60 

12 

12 

Enter the appropriate indicator from the following table, to identify 
the amount reported in Amount Code 2: otherwise, enter a blank. 

Indicator 

2 

Usage 

Gross proceeds 

Gross proceeds less commissions and options 
premiums 

For broker transactions, enter the trade date of the transaction. 
For barter exchanges, enter the date when cash, property, a 
credit or scrip is actually or constructively received in the format 
YYYYMMDD (e.g., January 5,2006, would be 20060105). Enter 
blanks if this is an aggregate transaction. Do not enter hyphens 
or slashes. 

For broker transactions only, enter the CUSIP (Committee on 
Uniform Security Identification Procedures) number of the item 
reported for Amount Code 2 (stocks, bonds, etc.). Enter blanks if 
this is an aggregate transaction. Enter "Os" (zeros) if the number is 
not available. Right-justify information and fill unused positions 
with blanks. 

If fewer than 39 characters are required, left-justify information and 
fill unused positions with blanks. For broker transactions, enter a 
brief description of the disposition item (e.g., 100 shares of XYZ 
Corp). For regulated futures and forward contracts, enter "RFC" or 
other appropriate description. For bartering transactions, show the 
services or property provided. 

Enter the number of shares of the corporation's stock which 
were exchanged in the transaction. Report whole number only. 
Right-justify information and fill unused positions with zeros. 

Enter the class of stock that was exchanged. Left-justify the 
information and fill unused positions with blanks. 

Enter a "1 ,. (one) if recipient is unable to claim a loss on their tax 
return. Otherwise, enter a blank. 

Enter blanks. 

This portion of the "B" Record may be used to record information 
for state or local government reporting or for the ftler's own 
purposes. Payers should contact the state or local revenue 
departments for filing requirements. If this field is not utilized, enter 
blanks. (See Note.) 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld. this field may be 
used as a continuation of the Special Data Entries field. 



(6) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-B (Continued) 

Field Field Title Length Description and Remarks 
Position 

747-748 Blank 2 Enter blanks. 

749-750 Blank 2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Note: Report the Corporation's Name, Address, City, State, and ZIP in the Special Data Entry field. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-B 

Second Blank Gross Date CUSIP Description Number of 
TIN Notice Proceeds of Sale Number Shares 
(Optional) Indicator or Exchange Exchanged 

544 545-546 547 548-555 556-568 569-607 608-615 

Classes of Recipient Blank Special State Local Blank Blank 
Stock Indicator Data Entries Income Income or CRILF 

Exchanged Tax Tax 
Withheld Withheld 

616-625 626 627-662 663-722 723-734 735-746 747-748 749-750 

(7) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-C 

Field Field Title 
Position 

544-546 Blank 

547 Bankruptcy 
Indicator 

548-555 Date Canceled 

556-594 Debt 
Description 

595-662 Blank 

663-722 Special Data 
Entries 

723-748 Blank 

749-750 Blank 

Length Description and Remarks 

3 Enter blanks. 

Enter" I" (one) to indicate the debt was discharged in bankruptcy, if 
known. Otherwise, enter a blank. 

8 Enter the date the debt was canceled in the formal of YYYYMMDD 
(e.g., January 5, 2006, would be 20060105). Do not enter hyphens 
or slashes. 

39 Enter a description of the origin of the debt, such as student loan, 
mortgage, or credit card expenditure. If a combined Form 1099-C 
and 1099-A is being filed, also enter a description of the property. 

68 Enter blanks. 

60 This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contacl the state or local revenue departments for 
filing requirements. If this field is not utilized, enter hlanks. 

26 Enter blanks. 

2 Enter blanks or carriage return/line feed (CRlLF) characters. 
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Payee "B" Record - Record Layout Positions 544-750 for Form 1099-C 

Blank Bankruptcy Date 
Indicator Canceled 

544-546 547 548-555 

Blank 

723-748 

Debt 
Description 

556-594 

Blank 

595-662 

Blank 
or CRILF 

749-750 

Special 
Data 

Entries 

663-722 

(8) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-CAP 

Field Field Title Length Description and Remarks 
Position 

544-547 Blank 

548-555 Date of Sale or 
Exchange 

556-607 Blank 

608-615 Number of 
Shares 
Exchanged 

616-625 Classes of Stock 
Exchanged 

626 

627 

Blank 

Shareholder 
Indicator 

628-662 Blank 

663-722 Special Data 
Entries 

723-748 Blank 

749-750 Blank 

4 

8 

52 

8 

10 

35 

60 

26 

2 

Enter blanks. 

Enter the date the stock was exchanged for cash, stock in the 
successor corporation, or other property received in the format 
YYYYMMDD (e.g., January 5,2006, would be 20060105). Do 
not enter hyphens or slashes. 

Enter blanks. 

Enter the number of shares of the corporation's stock which 
were exchanged in the transaction. Report whole number only. 
Right-justify information and fill unused positions with zeros. 

Enter the class of stock that was exchanged. Left-justify the 
information and fill unused positions with blanks. 

Enter a blank. 

Enter a "I" (one) if the shareholder cannot take a loss on their tax 
return. Otherwise, enter a blank. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized. enter blanks. 

Enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-CAP 

Blank Date of Sale or Blank Number of Shares Classes of Stock 
Exchange Exchanged Exchanged 

544-547 548-555 556-607 608-615 616--625 
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Blank Shareholder Blank Special Data Blank Blank 

Indicator Entries or CRILF 

626 627 628-662 663-722 723-748 749-750 

(9) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-DIV 

Field Field Title Length Description and Remarks 
Position 

544 Second TIN Enter "2" (two) to indicate notification by IRS twice within three 
Notice calendar years that the payee provided an incorrect name and/or 
(Optional) TIN combination; otherwise, enter a blank. 

545-546 Blank 2 Enter blanks. 

547-586 Foreign Country 40 Enter the name of the foreign country or U.S. possession to which 
or U.S. the withheld foreign tax (Amount Code C) applies. Otherwise, enter 
Possession blanks. 

587-662 Blank 76 Enter blanks. 

663-722 Special Data 60 This portion of the "B" Record may be used to record information for 
Entries state or local government reporting or for the filer's own purposes. 

Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

723-734 State Income 12 State income tax withheld is for the convenience of the filers. This 
Tax Withheld information does not need to be reported to IRS. The payment 

amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

735-746 Local Income 12 Local income tax withheld is for the convenience of the filers. This 
Tax Withheld information does not need to be reported to IRS. The payment 

amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 

747-748 Combined 2 If this payee record is to be forwarded to a state agency as part of 
FederaVState the Combined Federal/State Filing Program, enter the valid state 
Code code from Part A, Sec. 13, Table I. For those payers or states not 

participating in this program, enter blanks. 

749-750 Blank 2 Enter blanks or carriage returnlline feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-DIV 

Second Blank Foreign Blank Special 
TIN Country Data Entries 

Notice or U.S. 

(Optional) Possession 

544 545-546 547-586 587-662 663-722 

State Income Tax Local Income Tax Combined Blank 

Withheld Withheld Federal/State or CRJLF 
Code 

723-734 735-746 747-748 749-750 

2006-2 C.B. 193 



(10) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-G 

Field Field Title Length Description and Remarks 
Position 

544-546 

547 

548-551 

Blank 

Trade or 
Business 
Indicator 

Tax Year of 
Refund 

3 

4 

Enter blanks. 

Enter "1" (one) to indicate the state or local income tax refund, 
credit, or offset (Amount Code 2) is attributable to income tax that 
applies exclusively to income from a trade or business. 

Indicator 

Blank 

Usage 

Income tax refund applies exclusively to a trade 
or business. 

Income tax refund is a general tax refund. 

Enter the tax year for which the refund, credit, or offset (Amount 
Code 2) was issued. The tax year must reflect the tax year for 
which the payment was made, not the tax year of Form 1099-G. 
The tax year must be in the four-position format of YYYY (e.g., 
2006). The valid range of years for the refund is 1996 through 2005. 

Note: This data is not considered prior year data since it is required to be reported in the current tax year. Do NOT enter 
"P" in field position 6 of the Transmitter "T" Record. 

552-662 

663-722 

723-734 

735-746 

747-748 

749-750 

Blank 

Special Data 
Entries 

State Income 
Tax Withheld 

Local Income 
Tax Withheld 

Combined 
Federal/State 
Code 

Blank 

111 

60 

12 

12 

2 

2 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. You may enter your routing and transit number 
(RTN) here. If this field is not utilized, enter blanks. 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld. this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 

If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid state 
code from Part A, Sec. 13, Table 1. For those payers or states not 
participating in this program. enter blanks. 

Enter blanks or carriage retumlline feed (CRlLF) characters. 

Payee "8" Record - Record Layout Positions 544-750 for Form 1099-G 

Blank Trade or Tax Year Blank Special Data State 
Business of Entries Income 
Indicator Refund Tax 

Withheld 

544-546 547 548-551 552-662 663-722 723-734 

194 2006-2 C.B. 



Local Income Combined Blank 
Tax Withheld Federal/S tate or CRILF 

Code 

735-746 747-748 749-750 

(11) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-H 

Field Field Title Length Description and Remarks 
Position 

544-546 Blank 

547-548 Number of 
Months Eligible 

549-662 Blank 

663-722 Special Data 
Entries 

723-748 Blank 

749-750 Blank 

3 Enter blanks. 

2 Required. Enter the total number of months recipient is eligible for 
health insurance advance payments. Right-justify and blank fill 
any remaining position. 

114 Enter blanks. 

60 This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

26 Enter blanks. 

2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-H 

Blank Number of Blank Special Data Blank Blank 
Months Eligible Entries or CRILF 

544-546 547-548 549-662 663-722 723-748 749-750 

(12) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-INT 

Field 
Position 

544 

545-546 

547-586 

587-662 

663-722 

Field Title 

Second TIN 
Notice 
(Optional) 

Blank 

Foreign Country 
or U.S. 
Possession 

Blank 

Special Data 
Entries 

Length Description and Remarks 

2 

40 

76 

60 

Enter "2" (two) to indicate notification by IRS twice within three 
calendar years that the payee provided an incorrect name and/or 
TIN combination; otherwise, enter a blank. 

Enter blanks. 

Enter the name of the foreign country or U.S. possession to which 
the withheld foreign tax (Amount Code 6) applies. Otherwise, enter 
blanks. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. You may enter your routing and transit number 
(RTN) here. If this field is not utilized, enter blanks. 

2006-2 C.B. 195 



(12) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-INT (Continued) 

Field Field Title Length Description and Remarks 
Position 

713-734 State Income 
Tax Withheld 

735-7-+6 Local Income 
Tax Withheld 

747-74X Combined 
Federal/State 
Code 

749-750 Blank 

12 

12 

2 

2 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld. this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 

If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program. enter the valid state 
code from Part A, Sec. 13. Table 1. For those payers or states not 
participating in this program, enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-INT 

Second Blank Foreign Blank Special State Income 
TIN Country Data Entries Tax Withheld 

Notice or U.S. 
(Optional) Possession 

544 545-546 547-586 587-662 663-722 723-734 

Local Combined Blank 
Income Federal/State or CRILF 

Tax Code 
Withheld 

735-746 747-748 749-750 

(13) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-LTC 

Field Field Title Length Description and Remarks 
Position 

544-546 

547 

548-556 

Blank 

Type of 
Payment 
Indicator 

Social Security 
Number of 
Insured 

196 2006-2 C.B. 

3 

9 

Enter blanks. 

Enter the appropriate indicator from the following table; otherwise, 
enter blanks. 

Indicator 

2 

Usage 

Per diem 

Reimbursed amount 

Required. Enter the Social Security Number of the insured. 



(13) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-LTC (Continued) 

Field Field Title Length Description and Remarks 
Position 

557-596 Name of 
Insured 

40 Required. Enter the name of the insured. 

597-636 Address of 40 Required. Enter the address of the insured. Street address should 

Insured include number, street, apartment or suite number (or PO Box if 
mail is not delivered to street address). Left-justify information and 
fill unused positions with blanks. This field must not contain any 
data other than payee's address. 

For U.S_ addresses, the payee city, state, and ZIP Code must be reported as a 40, 2, and 9-position field, respectively. Filers 
must adhere to the correct format for the insured's city, state, and ZIP Code. 

For foreign addresses, filers may use the insured's city, state, and ZIP Code as a continuous 51-position field. Enter information 
in the following order: city, province or state, postal code, and the name of the country. When reporting a foreign address, the 
Foreign Country Indicator in position 247 must contain a "1" (one). 

637-676 

677-678 

679-687 

688 

689-696 

697 

698-722 

723-734 

City of Insured 

State of Insured 

ZIP Code of 
Insured 

Status of Illness 
Indicator 
(Optional) 

Date Certified 
(Optional) 

Qualified 
Contract 

Indicator 
(Optional) 

Blank 

State Income 
Tax Withheld 

40 

2 

9 

8 

25 

12 

Required. Enter the city, town, or post office. Left-justify 
information and fill the unused positions with blanks. Enter APO 
or FPO, if applicable. Do not enter state and ZIP Code information 
in this field. 

Required. Enter the valid U.S. Postal Service state abbreviations 
for states or the appropriate postal identifier (AA, AE, or AP) 
described in Part A, Sec. 15. 

Required. Enter the valid nine-digit ZIP Code assigned by the U.S. 
Postal Service. If only the first five-digits are known, left-justify 
information and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer has 
entered a "I" (one) in the Foreign Country Indicator, located in 
position 247 of the "B" Record. 

Enter the appropriate code from the table below to indicate the status 
of the illness of the insured; otherwise, enter blank. 

Indicator Usage 

Chronically ill 

2 Terminally ill 

Enter the latest date of a doctor's certification of the status of the 
insured's illness. The format of the date is YYYYMMDD (e.g., 
January 5, 2006, would be 20060105). Do not enter hyphens or 

slashes. 

Enter a "I" (one) if benefits were from a qualified long-term care 
insurance contract; otherwise, enter blank. 

Enter blanks. 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. 

2006-2 C.B. 197 



(3) Payee "B" Record - Record Layout Positions 544-750 for Form l099-LTC (Continued) 

Field Field Title Length Description and Remarks 
Position 

735-7~6 Local Income 

Tax Withheld 

7~7-7~8 Blank 

7~9-750 Blank 

12 

2 

2 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 

amount must be right-justified and unused positions must be 
zero- filled. 

Enter blanks. 

Enter blank or carriage return/line feed (CRJLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-LTC 

Blank Type of SSN of Name of Address City of State of ZIP Code 

Payment Insured Insured of Insured Insured Insured of Insured 

Indicator 

544-546 547 548-556 557-596 597-636 637-676 677-678 679-687 

Status of Date Qualified Blank State Local Blank Blank 
Illness Certified Contract Income Income or CRJLF 

Indicator (Optional) Indicator Tax Tax 
(Optional) (Optional) Withheld Withheld 

688 689-696 697 698-722 723-734 735-746 747-748 749-750 

(14) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-MISC 

Field 
Position 

544 

5~5-5~6 

547 

Field Title 

Second TIN 
Notice 
(Optional) 

Blank 

Direct Sales 
Indicator 
(See Note.) 

Length Description and Remarks 

2 

Enter "2'" (two) to indicate notification by IRS twice within three 
calendar years that the payee provided an incorrect name and/or 
TIN combination; otherwise, enter a blank. 

Enter blanks. 

Enter a "1" (one) to indicate sales of $5,000 or more of consumer 
products to a person on a buy-sell, deposit-commission, or any other 
commission basis for resale anywhere other than in a permanent 
retail establishment. Otherwise, enter a blank. 

Note: If reporting a direct sales indicator only, use Type of Return "A" in Field Position 27, and Amount Code 1 in Field 
Position 28 of the Payer "A" Record. All payment amount fields in the Payee "B" Record will contain zeros. 

5~8-662 

663-722 

Blank 

Special Data 
EI1trie~ 

State Income 
Tax Withheld 

198 2006-2 C.B. 

115 

60 

12 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not used, enter blanks. 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to fRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 



(14) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-MISC (Continued) 

Field Field Title Length Description and Remarks 
Position 

735-746 

747-748 

749-750 

Local Income 
Tax Withheld 

Combined 
Federal/State 
Code 

Blank 

12 

2 

2 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 

If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid state 
code from Part A, Sec. 13, Table I. For those payers or states not 
participating in this program, enter blanks. 

Enter blanks or carriage return/line feed (CRJLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-MISC 

Second Blank Direct Blank Special State Income Local 
TIN Sales Indicator Data Entries Tax Income 

Notice Withheld Tax 
(Optional) Withheld 

544 545-546 547 548-662 663-722 723-734 735-746 

Combined Blank 
Federal/State or CRILF 

Code 

747-748 749-750 

(15) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-0ID 

Field 
Position 

544 

545-546 

547-585 

586--662 

663-722 

Field Title 

Second TIN 
Notice 
(Optional) 

Blank 

Description 

Blank 

Special Data 
Entries 

Length Description and Remarks 

2 

39 

77 

60 

Enter "2" (two) to indicate notification by IRS twice within three 
calendar years that the payee provided an incorrect name and/or 
TIN combination; otherwise, enter a blank. 

Enter blanks. 

Required. Enter the CUSIP number, if any. If there is no CUSIP 
number, enter the abbreviation for the stock exchange and issuer, 
the coupon rate, and year (must be 4-digit year) of maturity (e.g., 
NYSE XYZ 1212006). Show the name of the issuer if other than 
the payer. If fewer than 39 characters are required, left-justify 
information and fill unused positions with blanks. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

2006-2 C.B. 199 



(15) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-0ID (Continued) 

Field Field Title Length Description and Remarks 
Position 

723-734 State Income 
Tax Withheld 

735-746 Local Income 
Tax Withheld 

747-74H Combined 
Federal/State 
Code 

749-750 Blank 

12 

12 

2 

2 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 

If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid state 
code from Part A, Sec. 13, Table I. For those payers or states not 
participating in this program, enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-0ID 

Second Blank Description Blank Special State 
TIN Data Entries Income 

Notice Tax 
(Optional) Withheld 

544 545-546 547-585 586-662 663-722 723-734 

Local Combined Blank 
Income Federal/State or CRILF 

Tax Code 
Withheld 

735-746 747-748 749-750 

(16) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-PATR 

Field 
Position 

544 

545-662 

663-722 

Field Title 

Second 
TIN 
Notice 
(Optional) 

Blank 

Special Data 
Entries 

200 2006-2 C.B. 

Length Description and Remarks 

lIS 

60 

Enter "2" (two) to indicate notification by IRS twice within three 
calendar years that the payee provided an incorrect name and/or 
TIN combination; otherwise, enter a blank. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If field is not utilized, enter blanks 



(16) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-PATR (Continued) 

Field Field Title Length Description and Remarks 
Position 

723-734 State Income 
Tax Withheld 

735-746 Local Income 
Tax Withheld 

747-748 Combined 
Federal/State 
Code 

749-750 Blank 

12 

12 

2 

2 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 

If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid state 
code from Part A, Sec. 13, Table 1. For those payers or states not 
participating in this program, enter blanks. 

Enter blanks or carriage retumlline feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for 1099-PATR 

Second Blank Special State Income Local Combined Blank 
TIN Data Entries Tax Income Tax F ederal/S tate or CRiLF 

Notice Withheld Withheld Code 
(Optional) 

544 545-662 663-722 723-734 735-746 747-748 749-750 

(17) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-Q 

Field Field Title Length Description and Remarks 
Position 

544-546 

547 

548 

549 

550-662 

Blank 

Trustee to 
Trustee 
Transfer 
Indicator 

Type of 
Tuition 
Payment 

Designated 
Beneficiary 

Blank 

3 

113 

Enter blanks. 

Required. Enter a "1" (one) if reporting a trustee to trustee transfer, 
otherwise, enter blank. 

Required. Enter the appropriate code from the table below to 
indicate the type of tuition payment, otherwise, leave blank. 

Indicator 

2 

3 

Usage 

Private program payment 

State program payment 

Coverdell ESA contribution 

Required. Enter a "1" (one) if the recipient is not the designated 
beneficiary, otherwise, enter a blank. 

Enter blanks. 

2006-2 C.B. 201 



(17) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-Q (Continued) 

Field Field Title Length Description and Remarks 

Position 

663-722 

723-748 

749-750 

Blank 

544-546 

Special Data 

Entries 

Blank 

Blank 

60 

26 

2 

This portion of the "B" Record may be used!O record information for 

state or local government reporting or for the filer's own purposes. 

Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized. enter blanks. 

Enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-Q 

Trustee to Type of Designated Blank Special Blank Blank or 

Trustee Tuition Beneficiary Data Entries CRILF 
Transfer Payment 

Indicator 

547 548 549 550-662 663-722 723-748 749-750 

(18) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-R 

Field Field Title Length Description and Remarks 
Position 

544 

545-546 

Blank 

Distribution Code 2 

(For a detailed explanation of 
distribution codes, see the 2006 

Instructions for Forms 1099-R 
Gild 5498.) 

See chart at the end of this record 
layout for a diagram of valid 
combinations of Distribution 
Codes. 

202 2006-2 C.B. 

Enter blank. 

Required. Enter at least one distribution code from the table below. 
More than one code may apply. If only one code is necessary, it 
must be entered in position 545 and position 546 will be blank. 
When using Code P for an IRA distribution under section 408(d)(4) 
of the Internal Revenue Code, the filer may also enter Code I, 2, 4, 
or J if applicable. Only three numeric combinations are acceptable, 
Codes 8 and 1, 8 and 2, and 8 and 4, on one return. These three 
combinations can be used only if both codes apply to the distribution 
being reported. If more than one numeric code is applicable to 

different parts of a distribution, report two separate "B" Records. 
Distribution Codes 3, 5, 6, 9, E, F, N, Q, R, Sand T cannot be 
used with any other codes. Distribution Code G may be used with 
Distribution Code 4 only if applicable. 

Code Category 

2 

3 

4 

5 

6 

7 

*Early distribution, no known exception (in most 
cases, under age 59 1/2) 

*Early distribution, exception applies (Under age 

591/2) 

*Disability 

*Death 

*Prohibited transaction 

Section 1035 exchange (a tax-free exchange of life 
insurance, annuity, or endowment contracts) 

*Normal distribution 



(18) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-R (Continued) 

Field Field Title Length Description and Remarks 
Position 

Code Category 

8 *Excess contributions plus earnings/excess 
deferrals (and/or earnings) taxable in 2006 

9 Cost of current life insurance protection (premiums 
paid by a trustee or custodian for current insurance 
protection) 

A May be eligible for lO-year tax option 

B Designated Roth account distribution 

D *Excess contributions plus earnings/excess 
deferrals taxable in 2004 

E Excess annual additions under section 415lcertain 
excess amounts under section 403(b) plans 

F Charitable gift annuity 

G Direct rollover and rollover contribution 

J Early distribution from a Roth IRA. (This code may 
be used with Code 8 or P.) 

L Loans treated as deemed distributions under section 
n(p) 

N Recharacterized IRA contribution made for 2006 

P *Excess contributions plus earnings/excess 
deferrals taxable in 2005 

Q Qualified distribution from a Roth IRA. 
(Distribution from a Roth IRA when the 5-year 
holding period has been met, and the recipient has 
reached 59'/2, has died, or is disabled.) 

R Recharacterized IRA contribution made for 2005 
(See Note.) 

S *Early distribution from a SIMPLE IRA in first 2 
years, no known exception 

T Roth IRA distribution, exception applies because 
participant has reached 59'/2 , died or is disabled, 
but it is unknown if the 5-year period has been met. 

*If reporting a traditional IRA, SEP, or SIMPLE distribution or a Roth conversion, use the IRA/SEP/SIMPLE Indicator 
of "1" (one) in position 548 of the Payee "B" Record. 

Note: The trustee of the first IRA must report the recharacterization as a distribution on Form 1099-R (and the original 
contribution and its character on Form 5498). 

547 Taxable Amount 
Not Determined 
Indicator 

Enter "I" (one) only if the taxable amount of the payment entered 
for Payment Amount Field I (Gross distribution) of the "B" Record 
cannot be computed; otherwise, enter blank. (If Taxable Amount 
Not Determined Indicator is used, enter "O's" [zeros] in Payment 
Amount Field 2 of the Payee "B" Record.) Please make every effort 
to compute the taxable amount. 

2006-2 C.B. 203 



(18) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-R (Continued) 

Field Field Title Length Description and Remarks 

Position 

548 IRA/SEP/ SIMPLE 

Indicator 
Enter "1" (one) for a traditional IRA. SEP. or SIMPLE distribution 
or Roth conversion; otherwise, enter a blank. (See Note.) If the 
IRNSEP/SIMPLE Indicator is used. enter the amount of the Roth 
conversion or distribution in Payment Amount Field A of the Payee 
"B" Record. Do not use the indicator for a distribution from a 

Roth or for an IRA recharacterization. 

Note: For Form l099-R, generally, report the Roth conversion or total amount distributed from a traditional IRA, SEP, 
or SIlVIPLE in Payment Amount Field A (traditional IRA/SEP/SIMPLE distribution or Roth conversion), as well as 
Payment Amount Field 1 (Gross Distribution) of the "B" Record. Refer to the 2006 Instructions for Forms L099-R and 
5498 for exceptions (Box 2a instructions). 

549 Total Distribution 
Indicator 
(See Note.) 

Enter a "I" (one) only if the payment shown for Distribution 
Amount Code 1 is a total distribution that closed out the account; 
otherwise, enter a blank. 

Note: A total distribution is one or more distributions within one tax year in which the entire balance of the account is 

distributed. Any distribution that does not meet this definition is not a total distribution. 

550-551 Percentage of Total 
Distribution 

552-559 Date of Designated Roth 
Contribution 

560-662 Blank 

663-722 Special Data 
Entries 

723-734 State Income Tax 
Withheld 

735-746 Local Income Tax 
Withheld 

204 2006-2 C.B. 

2 

8 

103 

60 

12 

12 

Use this field when reporting a total distribution to more than 
one person, such as when a participant is deceased and a payer 
distributes to two or more beneficiaries. Therefore, if the percentage 
is 100, leave this field blank. If the percentage is a fraction, round 
off to the nearest whole number (for example, 10.4 percent will be 
10 percent; 10.5 percent will be 11 percent). Enter the percentage 
received by the person whose TIN is included in positions 12-20 
of the "B" Record. This field must be right-justified, and unused 
positions must be zero-filled. If not applicable, enter blanks. Filers 
are not required to enter this information for any IRA distribution or 
for direct rollovers. 

Enter the date of the first year a designated Roth contribution was 
made. 

Enter blanks. 

This portion of the "B" Record may be used to record information 
for state or local government reporting or for the filer's own 
purposes. The state/payer's state number, state distribution, name of 
locality, and/or local distribution can be entered in this field. Payers 
should contact the state or local revenue departments for filing 
requirements. If this field is not utilized, enter blanks. 

State income tax withheld is for the convenience of the filer. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entries Field. 



(18) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-R (Continued) 

Field Field Title Length Description and Remarks 
Position 

747-748 Combined 
FederaVState 
Code 

749-750 Blank 

2 

2 

If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid state 
code from Part A, Sec. 13, Table 1. For those payers or states not 
participating in this program, enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

FORM 1099-R DISTRIBUTION CODE CHART 2006 

POSITION 546 

P 
o 
S 
I 

T 
I 
o 
N 

5 
4 
5 

1 
2 
3 
4 
5 
6 

7 
8 
9 
A 

B 
D 
E 
F 
G 
J 
L 
N 
P 
Q 
R 
S 
T 

blank 

X 
X 
X 
X 
X 
X 
X 
X 
X 

X 
X 

X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 

1 2 3 4 5 

X X X 

X 
X X X 
X X X 

X 

X X 

X X X 

I 

X - Denotes valid combinations 

6 7 

X 
X 

8 9 A B D E F G J L N P Q R S T 

X X X X X 
X X X X 

X X X X X X X 

X X 
X X 

I 

X X X X I 

, 
I 

X 
X X 

X 

X X 

Payee "8" Record - Record Layout Positions 544-750 for Form l099-R 

Blank Distribution Taxable IRNSEP/SIMPLE Total Percentage 
Code Amount Not Indicator Distribution of Total 

Determined Indicator Distribution 
Indicator 

544 545-546 547 548 549 550-551 
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Date of Blank Special State Income Local Income Comhined Blank 
Designuted Roth Data Entries Tax Withheld Tax Withheld Federal/State or CRILF 

Contrib!llioll Code 

552-559 560-662 663-722 723-734 735-746 747-748 749-750 

(19) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-8 

Field Field Title Length Description and Remarks 

Position 

544-546 

5-1-7 

Blank 

Property or 
Services 
Indicator 

5-1-8-555 Date of Closing 

556-594 Address or Legal 
Description 

595-662 Blank 

663-722 Special Data 
Entries 

723-734 State Income Tax 
Withheld 

735-746 Local Income 
Tax 
Withheld 

7-1-7-748 Blank 

7-1-9-750 Blank 

3 

8 

39 

68 

60 

12 

12 

2 

2 

Enter blanks. 

Required. Enter" I" (one) if the transferor received or will recei ve 
property (other than cash and consideration treated as cash in 
computing gross proceeds) or services as part of the consideration 
for the property transferred. Otherwise, enter a blank. 

Required. Enter the closing date in the format YYYYMMDD (e.g., 
January 5,2006, would be 20060105). Do not enter hyphens or 
slashes. 

Required. Enter the address of the property transferred (including 
city, state, and ZIP Code). If the address does not sufficiently 
identify the property, also enter a legal description, such as section, 
lot, and block. For timber royalties, enter "TIMBER." If fewer than 
39 positions are required, left-justify information and fill unused 
positions with blanks. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized. enter blanks. 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld. this field may be 
used as a continuation of the Special Data Entries Field. 

Enter blank. 

Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form 1099-8 

Blank Property Date of Address Blank Special 
or Services Closing or Legal Data Entries 

Indicator Description 

544-5-1-6 547 548-555 556--594 595-662 663-722 
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State Income Local Income Blank Blank 
Tax Withheld Tax Withheld or CRILF 

723-734 735-746 747-748 749-750 

(20) Payee "B" Record - Record Layout Positions 544-750 for Form 1099-SA 

Field Field Title Length Description and Remarks 
Position 

544 

545 

546 

547 

548 

549 

550-662 

663-722 

723-734 

735-746 

Blank 

Distribution 
Code 

Blank 

Medicare 
Advantage 
MSA 
Indicator 

HSA Indicator 

Archer MSA 
Indicator 

Blank 

Special Data 
Entries 

State Income 
Tax Withheld 

Local Income 
Tax Withheld 

113 

60 

12 

12 

Enter blank. 

Required. Enter the applicable code to indicate the type of payment. 

Code Category 

2 

3 

4 

5 

6 

Enter a blank. 

Normal di~tribution 

Excess contribution 

Disability 

Death distribution other than code 6 (This includes 
distributions to a spouse, nonspouse, or estate 
beneficiary in the year of death and to an estate 
after the year of death.) 

Prohibited transaction 

Death distribution after year of death to a 
nonspouse beneficiary. (Do not use for distribution 
to an estate.) 

Enter "I" (one) if distributions are from a Medicare Advantage 
MSA. Otherwise, enter a blank. 

Enter "1" (one) if distributions are from a HSA. Otherwise, enter 
a blank. 

Enter "I" (one) if distributions are from an Archer MSA. Otherwise, 
enter a blank. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries Field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be 
used as a continuation of the Special Data Entrie~ Field. 
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(20) Payee "8" Record - Record Layout Positions 544-750 for Form 1099-SA (Continued) 

Field Field Title Length Description and Remarks 

Position 

747-748 Blank 2 Enter blanks. 

749-750 Blank 2 Enter blanks or carriage retuml1ine feed (CRlLF) characters. 

Payee "8" Record - Record Layout Positions 544-750 for Form 1099-SA 

Blank Distribution Blank Medicare HSA Archer Blank Special 

Code Advantage Indicator MSA Data Entries 
MSA Indicator 

Indicator 

544 545 546 547 548 549 550-662 663-722 

State Local Blank Blank 

Income Tax Income or CRILF 

Withheld Tax 
Withheld 

723-734 735-746 747-748 749-750 

(21) Payee "8" Record - Record Layout Positions 544-750 for Form 5498 

Field Field Title Length Description and Remarks 
Position 

544-546 Blank 3 Enter blanks. 

547 IRA Indicator Required, if applicable. Enter "1" (one) if reporting a rollover 
(Individual (Amount Code 2) or Fair Market Value (Amount Code 5) for an 
Retirement IRA. Otherwise, enter a blank. 
Account) 

548 SEP Required, if applicable. Enter" I" (one) if reporting rollover 
Indicator (Amount Code 2) or Fair Market Value (Amount Code 5) for a SEP. 
(Simplified Otherwise, enter a blank. 
Employee 
Pension) 

549 SIMPLE Indicator Required, if applicable. Enter "1" (one) if reporting a rollover 
(Savings Incentive (Amount Code 2) or Fair Market Value (Amount Code 5) for a 
Match Plan for SIMPLE. Otherwise, enter a blank. 
Employees) 

550 Roth IRA Required, if applicable. Enter "1" (one) if reporting a rollover 
Indicator (Amount Code 2) or Fair Market Value (Amount Code 5) for a Roth 

IRA. Otherwise, enter a blank. 

551 RMD Indicator Required. Enter" 1" (one) if reporting RMD for 2006. Otherwise, 

enter a blank. 

552-662 Blank III Enter blanks. 
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(21) Payee "B" Record - Record Layout Positions 544-750 for Form 5498 (Continued) 

Field Field Title Length Description and Remarks 

Position 

663-722 Special Data 
Entries 

60 This portion of the "B" Record may be used to record information 
for state or local government reporting or for the filer's own 
purposes. Payers should contact the state or local revenue 
departments for filing requirements. If this field is not utilized, enter 
blanks. (See Note.) 

Note: For delayed contributions for u.s. Armed Forces, use the Special Data Entry field to report the year for which the 
contribution was made, the amount of the contribution and one of the indicators as outlined in the current Instructions for 
Forms 1099-R and 5498. 

723-746 Blank 24 Enter blanks. 

747-748 Combined 2 If this payee record is to be forwarded to a state agency as part of 
FederaIJState the Combined Federal/State Filing Program, enter the valid state 
Code code from Part A, Sec. 13, Table 1. For those payers or states not 

participating in this program, enter blanks. 

749-750 Blank 2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for }<"orm 5498 

Blank IRA SEP SIMPLE Roth RMD 
Indicator Indicator Indicator IRA Indicator 

Indicator 

544-546 547 548 549 550 551 

Blank Special Blank Combined Blank 
Data Federal/State or CRILF 

Entries Code 

552-662 663-722 723-746 747-748 749-750 

(22) Payee "B" Record - Record Layout Positions 544-750 for Form 5498-ESA 

Field Field Title Length Description and Remarks 
Position 

544-662 Blank 

663-722 Special Data 
Entries 

723-748 Blank 

749-750 Blank 

119 

60 

26 

2 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

Enter blanks. 

Enter blanks or carriage return/line feed (CRlLF) characters. 
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Payee "8" Record - Record Layout Positions 544-750 for Form 5498-ESA (Continued) 

Blank Special Data Blank Blank 
Entries or CRILF 

544-662 663-722 723-748 749-750 

(23) Payee "8" Record - Record Layout Positions 544-750 for Form 5498-SA 

Field Field Title Length Description and Remarks 

Position 

544-546 

547 

548 

549 

Blank 

Medicare 
Advantage 
MSA 
Indicator 

HSA Indicator 

Archer MSA 
Indicator 

550-662 Blank 

663-722 Special Data 
Entries 

723-748 Blank 

749-750 Blank 

3 

113 

60 

26 

2 

Enter blanks. 

Enter "I" (one) for Medicare Advantage MSA. Otherwise, enter 
a blank. 

Enter" I" (one) for HSA. Otherwise, enter a blank. 

Enter "I" (one) for Archer MSA. Otherwise, enter a blank. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

Enter blanks. 

Enter blanks or carriage return!line feed (CRlLF) characters. 

Payee "8" Record - Record Layout Positions 544-750 for Form 5498-SA 

Blank Medicare HSA Archer Blank Special Blank Blank 
Advantage Indicator MSA Data Entries or CRJLF 

MSA Indicator 
Indicator 

544-546 547 548 549 550-662 663-722 723-748 749-750 

(24) Payee "8" Record - Record Layout Positions 544-750 for Form W-2G 

Field Field Title Length Description and Remarks 
Position 

544-546 

547 

Blank 

Type of Wager 
Code 

210 2006-2 C.B. 

3 Enter blanks. 

Required. Enter the applicable type of wager code from the table 
below. 

Code Category 

Horse race track (or off-track betting of a horse 
track nature) 



(24) Payee "B" Record - Record Layout Positions 544-750 for Form W-2G (Continued) 

Field Field Title Length Description and Remarks 
Position 

548-555 Date Won 8 

556-570 Transaction 15 

571-575 Race 5 

576-580 Cashier 5 

581-585 Window 5 

586-600 First ID 15 

601-615 Second ID 15 

616-662 Blank 47 

663-722 Special Data 60 
Entries 

723-734 State Income 12 
Tax Withheld 

735-746 Local Income 12 
Tax Withheld 

747-748 Blank 2 

Code 

2 

3 

4 

5 

6 

7 

8 

Category 

Dog race track (or off-track betting of a dog track 
nature) 

lai-alai 

State-conducted lottery 

Keno 

Bingo 

Slot machines 

Any other type of gambling winnings 

Required. Enter the date of the winning transaction in the format 
YYYYMMDD (e.g., January 5, 2006, would be 20060105). Do not 
enter hyphens or slashes. This is not the date the money was paid, 
if paid after the date of the race (or game). 

Required. For state-conducted lotteries, enter the ticket or other 
identifying number. For keno, bingo, and slot machines, enter the 
ticket or card number (and color, if applicable), machine serial 
number, or any other information that will help identify the winning 
transaction. For all others, enter blanks. 

If applicable, enter the race (or game) relating to the winning ticket; 
otherwise, enter blanks. 

If applicable, enter the initials or number of the cashier making the 
winning payment; otherwise, enter blanks. 

If applicable, enter the window number or location of the person 
paying the winning payment; otherwise, enter blanks. 

For other than state lotteries, enter the first identification number of 
the person receiving the winnings; otherwise, enter blanks. 

For other than state lotteries, enter the second identification number 
of the person receiving the winnings; otherwise, enter blanks. 

Enter blanks. 

This portion of the "B" Record may be used to record information for 
state or local government reporting or for the filer's own purposes. 
Payers should contact the state or local revenue departments for 
filing requirements. If this field is not utilized, enter blanks. 

State income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting state tax withheld, this field may be used 
as a continuation of the Special Data Entries field. 

Local income tax withheld is for the convenience of the filers. This 
information does not need to be reported to IRS. The payment 
amount must be right-justified and unused positions must be 
zero-filled. If not reporting local tax withheld, this field may be used 
as a continuation of the Special Data Entries field. 

Enter blanb. 
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(24) Payee "B" Record - Record Layout Positions 544-750 for Form W-2G (Continued) 

Field Field Title Length Description and Remarks 
Position 

749-750 Blank 2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Payee "B" Record - Record Layout Positions 544-750 for Form W-2G 

Blank Type of Date Transaction Race Cashier Window First ID 
Wager Won 

Code 

544-546 547 548-555 556-570 571-575 576-580 581-585 586-600 

Second ID Blank Special Data State Income Local Blank Blank 
Entries Tax Income or CRILF 

Withheld Tax 
Withheld 

601-615 616-662 663-722 723-734 735-746 747-748 749-750 

Sec. 7. End of Payer "C" Record - General Field Descriptions and Record Layout 

.01 The "C" Record consists of the total number of payees and the totals of the payment amount fields filed for each payer and/or 
particular type of return. The "C" Record must follow the last "B" Record for each type of return for each payer. 

.02 For each "A" Record and group of "B" Records on the file, there must be a corresponding "C" Record . 

. 03 The End of Payer "C" Record is a fixed length of 750 positions. The control fields are each 18 positions in length. 

Record Name: End of Payer "C" Record 

Field Field Title Length Description and Remarks 
Position 

Record Type Required. Enter "c." 
2-9 Number of 8 Required. Enter the total number of "B" Records covered by the 

Payees preceding "A" Record. Right-justify information and fill unused 
positions with zeros. 

10-15 Blank 6 Enter blanks. 
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Record Name: End of Payer "C" Record (Continued) 

Field Field Title Length Description and Remarks 
Position 

16-33 Control Total 1 18 Required. Accumulate totals of any payment amount fields in the 

34-51 Control Total 2 18 "B" Records into the appropriate control total fields of the "C" 
Record. Control totals must be right-justified and unused control 

52-69 Control Total 3 18 total fields zero-filled. All control total fields are 18 positions in 

70-87 Control Total 4 18 length. Each payment amount must contain U.S. dollars and cents. 

88-105 Control Total 5 18 
The right-most two positions represent cents in the payment amount 
fields. 

106-123 Control Total 6 18 

124-141 Control Total 7 18 

142-159 Control Total 8 18 

160-177 Control Total 9 18 

178-195 Control Total A 18 

196-213 Control Total B 18 

214-231 Control Total C 18 

232-249 Control Total 0 18 

250-267 Control Total E 18 

268-499 Blank 232 Enter blanks. 

500-507 Record Sequence 8 Required. Enter the number of the record as it appears within 
Number your file. The record sequence number for the 'T" record will 

always be "I" (one), since it is the first record on your file and you 
can have only one "T" record in a file. Each record, thereafter, 
must be incremented by one in ascending numerical sequence, 
i.e., 2, 3, 4, etc. Right-justify numbers with leading zeros in 
the field. For example, the "T" record sequence number would 
appear as "00000001" in the field, the first "A" record would be 
"00000002", the first "B" record, "00000003", the second "B" 
record, "00000004" and so on until you reach the final record of 
the file, the "F" record. 

508-748 Blank 241 Enter blanks. 

749-750 Blank 2 Enter blanks or carriage return/line feed (CRfLF) characters. 

End of Payer "C" Record - Record Layout 

Record Number of Blank Control Control Control Control Control Control 
Type Payees Total Total Total Total Total Total 

I 2 3 4 5 6 

I 2-9 10-15 16-33 34-51 52-69 70-87 88-105 106-123 

Control Control Control Control Control Control Control Control Blank 
Total Total Total Total Total Total Total Total 

7 8 9 A B C D E 

124-141 142-159 160-177 178-195 196-213 214-231 232-249 250-267 268-499 
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Record Blank Blank 
Sequence or CRiLF 
l':umber 

500-507 508-748 749-750 

Sec. 8. State Totals uK" Record - General Field Descriptions and Record Layout 

.01 The State Totals '"K" Record is a summary for a given payer and a given state in the Combined Federal/State Filing Program. 
used only when state-reporting approval has been granted . 

. 02 The "K" Record will contain the total number of payees and the total of the payment amount fields filed by a given payer for 
a given state. The "K' Record(s) must be written after the "C' Record for the related "A" Record. A file format diagram is located 

at the end of Part D . 
. 03 The "K" Record is a fixed length of 750 positions. The control total fields are each 18 positions in length . 
. 04 In developing the '"K" Record. for example. if a payer used Amount Codes I, 3, and 6 in the "A" Record, the totals from the 

"B" Records coded for this state would appear in Control Totals I, 3, and 6 of the "K" Record . 
. 05 There must be a separate "K" Record for each state being reported . 
. 06 Refer to Part A. Sec. 13. for the requirements and conditions that must be met to file via this program. 

Record Name: State Totals "K" Record - Record Layout Forms 1099-DIV, 1099-G, 1099-INT, 
1099-MISC, 1099-0ID, 1099-PATR, 1099-R, and 5498 

Field Field Title Length Description and Remarks 

Position 

Record Required. Enter "K." 

Type 

2-9 Number of 8 Required. Enter the total number of "8" Records being coded for 
Payees this state. Right-justify information and fiU unused positions with 

zeros. 

10-15 Blank 6 Enter blanks. 

16-33 Control Total I 18 Required. Accumulate totals of any payment amount fields in 

34-51 Control Total 2 18 the "B" Records for each state being reported into the appropriate 
control total fields of the appropriate "K" Record. Each payment 

52-69 Control Total 3 18 amount must contain U.S. doUars and cents. The right-most two 

70-87 Control Total 4 18 positions represent cents in the payment amount fields. Control 

88-105 Control Total 5 18 
totals must be right-justified and unused control total fields 
zero-filled. All control total fields are 18 positions in length. 

106-123 Control Total 6 18 

124-141 Control Total 7 18 

142-159 Control Total 8 18 

160-177 Control Total 9 18 

178-195 Control Total A 18 

196-213 Control Total B 18 

214-231 Control Total C 18 

232-249 Control Total D 18 

250-267 Control Total E 18 

268-499 Blank 232 Enter blanks. 
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Record Name: State Totals "K" Record - Record Layout Forms I099-DIV, I099-G, I099-INT, 
l099-MISC, l099-0ID, 1 099-PATR, l099-R, and 5498 (Continued) 

Field 
Position 

Field Title Length Description and Remarks 

SOO-507 Record Sequence 
Number 

508-706 Blank 

707-724 State Income 
Tax Withheld Total 

725-742 Local Income 
Tax Withheld Total 

743-746 Blank 

747-748 Combined 
Federal/State 
Code 

749-750 Blank 

8 

199 

18 

18 

4 

2 

2 

Required. Enter the number of the record as it appears within 
your file. The record sequence number for the "T" record will 
always be "I" (one), since it is the first record on your file and you 
can have only one 'T' record in a file. Each record, thereafter, 
must be incremented by one in ascending numerical sequence, 
i.e., 2, 3, 4, etc. Right-justify numbers with leading zeros in 
the field For example, the "T" record sequence number would 
appear as "0000000 I" in the field, the first "A" record would be 
"00000002", the first "B" record, "00000003", the second "B" 
record, "00000004" and so on until you reach the final record of 
the file, the 'P' record. 

Enter blanks. 

State income tax withheld total is for the convenience of the filers. 
Aggregate totals of the state income tax withheld field in the Payee 
"B" Records; otherwise, enter blanks. 

Local income tax withheld total is for the convenience of the filer. 
Aggregate totals of the local income tax withheld field in the Payee 
"B" Records; otherwise, enter blanks. 

Enter blanks. 

Required. Enter the code assigned to the state which is to receive 
the information. (Refer to Part A, Sec. 13, Table I.) 

Enter blanks or carriage return/line feed (CRfLF) characters. 

State Totals "K" Record - Record Layout Forms l099-DIV, l099-G, l099-INT, l099-MISC, 
l099-0ID, 1099-PATR, l099-R, and 5498 

Record Number of Blank Control Control Control Control Control Control 
Type Payees Total Total Total Total Total Total 

1 2 3 4 5 6 

1 2-9 10-\5 16-33 34-51 52-69 70-87 88-\05 106-123 

Control Control Control Control Control Control Control Control Blank 
Total Total Total Total Total Total Total Total 

7 8 9 A B C D E 

124-141 142-159 160-177 178-195 196-213 214-231 232-249 250-267 268-499 

Record Blank State Income Local Blank Combined Blank 
Sequence Tax Income FederallS tate or CRILF 
Number Withheld Tax Code 

Total Withheld 
Total 

500-507 508-706 707-724 725-742 743-746 747-748 749-750 
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Sec. 9. End of Transmission "F" Record - General Field Descriptions and Record Layout 

.01 The End of Transmission "F' Record is a summary of the number of payers in the entire file . 

. 02 The "F' Record is a fixed record length of 750 positions . 

. 03 This record must be written after the last "e" Record (or last "K" Record, when applicable) of the entire file. 

Record Name: End of Transmission "F" Record 

Field Field Title 
Position 

Record Type 

2-9 Number of "A" Records 

10-30 Zero 

31-49 Blank 

50-57 Total Number of 
Payees 

58-499 Blank 

500-507 Record Sequence Number 

508-748 Blank 

749-750 Blank 

Length Description and Remarks 

Required. Enter "F." 

8 Enter the total number of Payer "A" Records in the entire file 
(right-justify and zero-fill) or enter all zeros. 

21 Enter zeros. 

19 Enter blanks. 

8 Enter the total number of Payee "B" Records reported in the file. 

442 

8 

241 

2 

Right-justify information and fill unused positions with zeros. If 
you have entered this total in the "T" Record, you may leave this 
field blank. 

Enter blanks. 

Required. Enter the number of the record as it appears within 
your file. The record sequence number for the "T" record will 
always be "1" (one), since it is the first record on your file and you 
can have only one "T" record in a file. Each record, thereafter, 
must be incremented by one in ascending numerical sequence, 
i.e., 2, 3, 4, etc. Right-justify numbers with leading zeros in 
the field. For example, the "T" record sequence number would 
appear as "00000001" in the field, the first "A" record would be 
"00000002", the first "B" record, "00000003", the second "B" 
record, "00000004" and so on until you reach the final record of 
the file, the "F" record. 

Enter blanks. 

Enter blanks or carriage retumlline feed (eRlLF) characters. 

End of Transmission "F" Record - Record Layout 

Record Number of Zero Blank Total Blank Record Blank Blank 
Type "'A" Number Sequence or eRILF 

Records of Payees Number 

I 2-9 10-30 31-49 50-57 58-499 500-507 508-748 749-750 
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Sec. 10. File Layout Diagram 

File Format 
Each record must be 750 positions. 

T Record 
Identifies the Transmitter of 
magnetic/electronic file & 
information contained on 
Forms 4419 & 4804. 

Summary of State(s) Totals 
(for Combined Federal/ 
State files). Each state will 
have a separate K record. 

F Record 
End of Transmission 

A Record 
Identifies the Payer (the institution 
or person making payments) the 
type of document being reported, & 

other misc. info. 

Summary of B records 
for the payees and 
money amounts by 
payer and type of 

return. 

B Record 
Identifies the 
Payee, the 

specific 

payment 

amounts and 
info pertinent to 

that form. 

Part E. Extensions of Time and \Vaivers 

Sec. 1. General - Extensions 

.01 An extension of time to file may be requested for Forms 1098, 1099,5498, 5498-SA, 5498-ESA, W-2G, W-2 series, 8027 
and 1042-S . 

. 02 Form 8809, Application for Extension of Time To File Information Returns, should be submitted to IRSIECC-MTB at the 
address listed in .08 of this section. This form may be used to request an extension of time to file information returns submitted on 
paper, electronically or magnetically to the IRS. Use a separate Form 8809 for each method of filing information returns you intend 
to use, i.e .. electronically, magnetically or paper . 

. 03 To be considered, an extension request must be postmarked or transmitted by the due date of the returns; otherwise, the request 
will be denied. (See Part A, Sec. 9, for due dates.) If requesting an extension of time to file several types of forms, use one Form 
8809; however, Form 8809 or file must be postmarked no later than the earliest due date. For example, if requesting an extension of 
time to file both Forms I 099-INT and 5498, submit Form 8809 on or before February 28, 2006 . 

. 04 As soon as it is apparent that a 30-day extension of time to file is needed, an extension request should be submitted. It will take 
a minimum of 30 days for IRSIECC-MTB to respond to an extension request. Generally, IRSIECC-MTB does not begin processing 
extension requests until January. Extension requests received prior to January are input on a first come, first serve basis . 

. 05 Under certain circumstances, a request for an extension of time may be denied. When a denial letter is received, any additional 
or necessary information may be resubmitted within 20 days . 

. 06 Requesting an extension of time for multiple payers (50 or less) may be done by submitting Form 8809 and attaching a list 
of the payer names and associated TINs (ErN or SSN). The listing must be attached to ensure an extension is recorded for all 
payers. Form 8809 may be computer-generated or photocopied. Be sure to use the most recently updated version and include all the 
pertinent information . 

• 07 Requests for an extension of time to file for more than 50 payers are required to be submitted electronically or magnetically. 
IRS encourages requests for 10 to 50 payers to be filed electronically or magnetically. (See Sec. 3, for the record layout.) The request 
may be filed electronically or on tape cartridges. 
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.08 All requests for an extension of time filed on Form 8809 or tape cartridge should be sent using the following address: 

IRS-Enterprise Computing Center - Martinsburg 
Information Reporting Program 
Attn: Extension of Time Coordinator 
240 Murall Drive 
Kearneysville, WV 25430 

Note: Due to the large volume of mail received by IRSIECC-MTB and the time factor involved in processing Extension of 
Time (EOT) requests, it is imperative that the attention line be present on all envelopes or packages containing Form 8809 . 

. 09 Requests for extensions of time to file postmarked by the United States Postal Service on or before the due date of the returns, 
and delivered by United States mail to IRS/ECC-MTB after the due date, are treated as timely under the "timely mailing as timely 
filing" rule. A similar rule applies to designated private delivery services (POSs). See Part A, Sec. 9, for more information on POSs. 
For requests delivered hy a designated POS, but through a non-designated service, the actual date of receipt by IRSIECC-MTB will 
be used as the filing date . 

. 10 Transmitters requesting an extension of time for multiple payers will receive one approval letter, accompanied by a list of payers 
covered under that approval . 

. 11 If an additional extension of time is needed, a second Form 8809 or file must be filed by the initial extended due date. Check 
line 7 on the form to indicate that an additional extension is being requested. A second 30-day extension will be approved only in 
cases of extreme hardship or catastrophic event. If requesting a second 30-day extension of time, submit the information return 
files as soon as prepared. Do not wait for ECC-MTB's response to your second extension request. 

.12 If an extension request is approved, the approval letter should be kept on file. DO NOT send the approvalleUer or copy of the 
approval letter to IRSIECC-MTB with the tape cartridge file or to the service center where the paper returns are filed . 

. 13 Request an extension for only one tax year . 

. 14 A signature is not required when requesting a 30-day extension. If a second 30-day extension is requested, the Form 8809 
MUST be signed . 

. 15 Failure to properly complete and sign Form 8809 may cause delays in processing the request or result in a denial. Carefully 
read and follow the instructions on the back of Form 8809 . 

. 16 Form 8809 may be obtained by calling 1-800-TAX-FORM (1-800-829-3676). The form is also available on the IRS website 
at www.irs.gov. A copy of Form 8809 is also provided in the back of Publication 1220. 

Sec. 2. Specifications for Electronic Filing or Tape Cartridge Extensions of Time 

.01 The specifications in Sec. 3 include the required 200-byte record layout for extensions of time to file requests submitted elec
tronically or magnetically. Also included are the instructions for the information that is to be entered in the record. Filers are advised 
to read this section in its entirety to ensure proper filing . 

. 02 If a filer does not have an IRS/ECC-MTB assigned Transmitter Control Code (TCC), Form 4419, Application for Filing Infor
mation Returns ElectronicallylMagnetically, must be submitted to obtain a TCC. This number must be used to submit an extension 
request electronically/magnetically. (See Part A, Sec. 6.) 

.03 For extension requests filed on tape cartridges, the transmitter must mail the completed Form 8809, Application for Extension 
of Time To File Information Returns, in the same package as the corresponding media or fax it to 304-264-5602. For extension 
requests filed electronically, the transmitter must fax Form 8809 the same day the transmission is made. Due to security concerns, 
extension requests may not be emailed with the Form 8809 as an attachment. 

.04 Transmitters submitting an extension of time electronically or magnetically should not submit a list of payer names and 
TINs with Form 8809 since this information is included on the electronic or magnetic file. However, Line 6 of Form 8809 must 
be completed with the total number of records included on the electronic or tape cartridge file . 

. 05 Do not submit tax year 2006 extension requests filed on tape cartridges before January 1, 2007, or electronically before January 
5, 2007. 

.06 Each tape cartridge must have an external media label containing the following information: 
(a) Transmitter name 
(b) Transmitter Control Code (TCC) 
(c) Tax year 
(d) The words "Extension of Time" 
(e) Record count 

.07 Electronic filing, and tape cartridge specifications for extensions are the same as the specifications for filing of information 
returns. (See Part B or C for specific technical information.) 
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Sec. 3. Record Layout - Extension of Time 

.01 Positions 6 through 188 of the following record should contain information about the payer for whom the extension of time to 
file is being requested. Do not enter transmitter information in these fields. Only one TCC may be present in a file. 

Field 
Position 

1-5 

6-14 

[5-54 

55-94 

95-134 

135-174 

175-176 

177-185 

186 

Field Title 

Transmitter 
Control Code 

Payer TIN 

Payer Name 

Second Payer 
Name 

Payer Address 

Payer City 

Payer State 

Payer ZIP Code 

Document 
Indicator 
(See Note.) 

Record Layout for Extension of Time 

Length Description and Remarks 

5 

9 

40 

40 

40 

40 

2 

9 

Required. Enter the five-character alpha/numeric Transmitter 
Control Code (TCC) issued by IRS. Only one TCC per file is 
acceptable. 

Required. Must be the valid nine-digit EIN/SSN assigned to the 
payer. Do not enter blanks, hyphens or alpha characters. All 
zeros, ones, twos, etc., will have the effect of an incorrect TIN. For 
foreign entities that are not required to have a TIN, this field may 
be blank; however, the Foreign Entity Indicator, position [87, must 
be set to "X." 

Required. Enter the name of the payer whose TIN appears in 
positions 6--14. Left-justify information and fill unused positions 
with blanks. 

If additional space is needed, this field may be used to continue 
name line information (e.g., c/o First National Bank); otherwise, 
enter blanks. 

Required. Enter the payer's address. Street address should include 
number, street, apartment or suite number (or PO Box if mail is 
not delivered to a street address). 

Required. Enter payer city, town, or post office. 

Required. Enter the payer valid U.S. Postal Service state 
abbreviation. (Refer to Part A, Sec. IS.) 

Required. Enter payer ZIP Code. If using a five-digit ZIP Code, 
left-justify information and fill unused positions with blanks. 

Required. Enter the appropriate document code that indicates the 
form for which you are requesting an extension of time. 

Code Document 

2 

3 

4 

5 

6 

7 

W-2 

1098, 1098-C, 1098-E, 1098-T, 1099-A, 1099-B, 
1099-C, 1099-CAP, 1099-DIV, 1099-G, 1099-H, 
1099-INT, 1099-LTC, 1099-MISC, 1099-0IO, 
1099-PATR, 1099-Q, 1099-R, 1099-S, 1099-SA, 
or W-2G 

5498 

1042-S 

REMIC Documents (l099-INT or 1099-010) 

5498-SA 

5498-ESA 

Note: Do not enter any other values in this field. Submit a separate record for each document. For example, if you are 
requesting an extension for Form 1099-INT and Form 5498 for the same payee, submit one record with "2" coded in this 
field and another record with "3" coded in this field. If you are requesting an extension for Form 1099-DIV and Form 
1099-MISC for the same payer, submit one record with "2" coded in this field. 
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Field 
Position 

187 

Field Title 

Foreign 
Entity 
Indicator 

Record Layout for Extension of Time (Continued) 

Length Description and Remarks 

Enter "X" if the payer is a foreign entity. 

188 Recipient Request Indicator Enter "X" if the extension request is to furnish statements to the 
recipients of the information return. 

Note: A separate file is required for this type of extension request. A file must either contain all blanks or all X's in this field. 

189-198 Blank 10 Enter blanks. 

199-200 Blank 2 Enter blanks or carriage return/line feed (CRlLF) characters. 

Extension of Time Record Layout 

Transmitter Payer Payer Second Payer Payer Payer 
Control TIN Name Payer Address City State 
Code Name 

1-5 6-14 15-54 55-94 95-134 135-174 175-176 

Payer Document Foreign Recipient Blank Blank 
ZIP Indicator Entity Request or CRJLF 

Code Indicator Indicator 

177-185 186 187 188 189-198 199-200 

Sec. 4. Extension of Time for Recipient Copies of Information Returns 

.01 Request an extension of time to furnish the statements to recipients of Forms 1098, 1099 series, 5498 series, W-2G, 
W-2 series, and 1042-S by submitting a letter to IRSfECC-MTB at the address listed in Part E. Sec. 1.08. The letter should contain 
the following information: 

(a) Payer name 
(b) TIN 
(c) Address 
(d) Type of return 
(e) Specify that the extension request is to provide statements to recipients 
(f) Reason for delay 
(g) Signature of payer or duly authorized person 

.02 Requests for an extension of time to furnish statements to recipients of Forms 1098, 1099 series, 5498 series, W-2G, W-2 series, 
and 1042-S are not automatically approved; however. if approved, generally an extension will allow a MAXIMUM of 30 additional 
days from the due date. The request must be postmarked by the date on which the statements are due to the recipients . 

. 03 Generally, only the payer may sign the letter requesting the extension for recipient copies. A transmitter must have a contractual 
agreement with the filers to submit extension requests on their behalf. This should be stated in your letter of request for recipient copy 
extensions. If you are requesting an extension for multiple payers electronically or magnetically. you must use the format specifica
tions in Sec. 4 (See Sec. 1.07). 

.04 Requests for a recipient extension of time to file for more than 50 payers are required to be submitted electronically or mag
netically. IRS encourages requests for 10 to 50 payers to be filed electronically or magnetically. (See Sec. 3, for the record layout.) 
The request may be filed electronically or on tape cartridges. 
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Sec. 5. Form 8508, Request for Waiver From Filing Information Returns 
Electronically /Magnetically 

.01 If a payer is required to file on magnetic media but fails to do so (or fails to file electronically in lieu of magnetic media filing) 
and does not have an approved waiver on record, the payer will be subject to a penalty of $50 per return in excess of 250. (For penalty 
information, refer to the Penalty Section of the 2006 Genera/Instructions for Forms J 099, 1098, 5498, and W-2G.) 

.02 If payers are required to file original or corrected returns on magnetic media, but such filing would create an undue hardship, 
they may request a waiver from these filing requirements by submitting Form 8508, Request for Waiver From Filing Information 
Returns ElectronicallylMagnetically, to IRSIECC-MTB. Form 8508 can be obtained on the IRS website at www.irs.gov or by calling 
toll-free 1-800-829-3676 . 

• 03 Even though a payer may submit as many as 249 corrections on paper, IRS encourages electronic or magnetic filing of correc
tions. Once the 250 threshold has been met, filers are required to submit any returns of 250 or more electronically or magnetically. 
However, if a waiver for original documents is approved, any corrections for the same type of returns will be covered under that 
waiver . 

. 04 Generally, only the payer may sign Form 8508. A transmitter may sign if given power of attorney; however, a letter signed by 
the payer stating this fact must be attached to Form 8508 . 

. 05 A transmitter must submit a separate Furm 8508 for each payer. Do not submit a list of payers . 

. 06 All information requested on Form 8508 must be provided to IRS for the request to be processed . 
• 07 The waiver, if approved, will provide exemption from the magnetic media filing requirement for the current tax year only. 

Payers may not apply for a waiver for more than one tax year at a time; application must be made each year a waiver is necessary . 
. 08 Form 8508 may be photocopied or computer-generated as long as it contains all the information requested on the original form . 
. 09 Filers are encouraged to submit Form 8508 to IRSIECC-MTB at least 45 days before the due date of the returns. Generally, 

IRSIECC-MTB does not process waiver requests until January. Waiver requests received prior to January are processed on a first 
come, first serve basis . 

. 10 All requests for a waiver should be sent using the following address: 

IRS-Enterprise Computing Center - Martinsburg 
Information Reporting Program 
Attn: Extension of Time Coordinator 
240 Murall Drive 
Kearneysville, WV 25430 

.11 File Form 8508 for the W-2 series offorms with IRSIECC-MTB, not SSA . 

. 12 Waivers are evaluated on a case-by-case basis and are approved or denied based on criteria set forth in the regulations under 
section 6011(e) of the Internal Revenue Code. The transmitter must allow a minimum of 30 days for IRSIECC-MTB to respond to a 
waiver request. 

.13 If a waiver request is approved, keep the approval letter on file. DO NOT send a copy of the approved waiver to the service 
center where the paper returns are filed . 

. 14 An approved waiver only applies to the requirement for filing information returns electronically/magnetically. The payer must 
still timely file information returns on the official IRS paper forms or an acceptable substitute form with the appropriate service center. 
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Part IV. Items of General Interest 
Foundations Status of Certain 
Organizations 

Announcement 2006-51 

The following organizations have failed 
to establish or have been unable to main
tain their ~tatus as public charities or as op
erating foundations. Accordingly. grantors 
and contributors may not. after this date. 
rely on previous rulings or designations 
in the CUll1ulati ve List of Organizations 
(Publication 78). or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
/lot indicate that the organizations have lost 
their status as organizations described in 
section 501(c)(3). eligible to receive de
ductible contributions. 

Former Public Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

29 II Student Ministries. Mars Hill. NC 
Agape Community Development Corp., 

Ft. Lauderdale. FL 
Alice Hawthorne Educational & 

Development Fund. Inc .. Sarasota, FL 
Another Day. Inc .. Charlotte, NC 
B L Trevathan Hatler E Morgan Elderly 

Housing. Inc., Benton, KY 
Bailey Booster Club. Inc., Arlington. TX 
Bainbridge High School Instrumental 

Music Boosters. Bainbridge Island, WA 
Barnabas International, Longview, TX 
Bentonville Parent Teacher Organization. 

Bentonville. AR 
Better Living Centers, West Hills, CA 
Born Magazine, Portland, OR 
Break Through in Life Center, 

Memphis. TN 
C L Brown World Deliverance Evangelical 

Christian Society. Inc., Decatur, GA 
Call of The Wild Alliance. 

Grand Junction. CO 
Candor Foundation, Inc .. 

Rolling Hills, CA 
Carrollton Empty Stocking Fund, Inc., 

Carrollton. GA 
Centinela Valley Education Foundation, 

Lawndale. C A 
Chariot Foundation, Saratoga, CA 
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Chinese Helping Hand, Honolulu, HI 
City Soccer, Phoenix, AZ 
Collierville Citizens Police Association, 

Collierville, TN 
Community Outreach Ministries, Inc., 

Safford, AZ 
Compton Construction, Inc., 

Compton, CA 
Computer Education for the Elderly, Inc., 

Freehold, NJ 
Crime Prevention Network Corporation, 

Brooklyn, NY 
Defenders of the Gospel Ministries, Inc., 

Plantation. FL 
Destiny Big Cat Sanctuary, Inc., 

Southwest Ranches, FL 
Divine Change, Inc., Philadelphia, PA 
Drepung Gomang Institute, 

Louisville. KY 
Economic Empowerment for All People, 

Kansas City, MO 
Evening Praise Gospel Productions 

Ministries, Houston, TX 
Families First Charitable Foundation, 

Inc., Celebration, FL 
Farvan Cultural and Educational Initiative, 

Inc., Charlotte, NC 
Feed the Hungry for Christ Ministries, 

Inc., Gardena, CA 
Flood Gates of Faith Christian Ministry, 

Compton, CA 
Florida Jets Wrestling Club, Inc., 

Oviedo, FL 
Foundation for the Advancement of the 

Haitian People, Inc., Binghamton, NY 
Freedom Within Ministries. Houma, LA 
Friends of James Lick High School, 

Soquel. CA 
Friends of Princess Royal Trust for Carers. 

Inc .. Boston. MA 
Gilead Foundation, Inc .. Marietta, GA 
Go Driving School, Inc., Sanford, FL 
God is Total Dress for Success, 

Colton, CA 
Good Samaritan Ministry, Inc., 

Forest Hills, NY 
Good Samaritan Training Center, 

Decatur, GA 
Greater Gowensville Association, 

Campobello. SC 
Griffin Foundation for Childrens Issues, 

Cupertino. CA 
Guillory Family Toy Drive, 

Opelousas, LA 
Havjazz, Inc., Fishers, NY 

Headington Institute, Pasadena, CA 
Heaven Sent Transportation, Chicago, IL 
Helping Others Pursue Excellence 

Ministries Community Dev. Corp., Inc., 

Decatur. GA 
Housing Opportunities Arizona One, Inc., 

Northridge. CA 
Hudson Valley Technology & Commerce, 

Inc., Woodstock, NY 
Immanuel Childrens Development Centre, 

Seattle, WA 
Jacobs Ladder Transitional Home, 

Kittrell, NC 
Jersey Central Theatre Company, Inc., 

North Plainfield, NJ 
Kids Count Too, Twin Falls, ID 
Kidz Eyes Foundation, Los Angeles, CA 
Kirkland Firefighters Benevolent 

Association, Kirkland, WA 
Latinos Por La Gente, San Jose, CA 
Laupahoehoe Alumni Community, 

Laupahoehoe, HI 
Learning Spring Foundation, Inc., 

New York, NY 
Light City Community Development 

Corporation, New Orleans, LA 
Light of the Word A Chaplains Ministry, 

Inc., Absecon. NJ 
Louisville Neighborhood Initiative, Inc., 

Louisville, KY 
Maine Challenged Sailors, Cape Eliz, ME 
Marat Daukayev Ballet Theatre, Inc., 

Los Angeles, CA 
McHenry County Latino Coalition, 

Woodstock, IL 
Metropolitan Alliance, Inc., 

Washington, DC 
Missions Senior Community, Inc., 

Socorro, TX 
Mohave Valley Community Response 

Team-cert, Mohave Valley, AZ 
Money Management Advocacy Council 

ICON, New Orleans, LA 
Mozaic Cultural Encounter, Inc., 

Cypress, CA 
Murray Arts Council, Sandy, UT 
Museum Center of Childrens Books, Inc., 

Los Angeles, CA 
Museums at Mitchel, Garden City, NY 
National Foundation for Public Safety, 

Chicago,IL 
National Veterans Hall of Honor, 

Norfolk, NE 
Nebraska Center for Faith Based and 

Community Initiatives, Inc., Omaha, NE 



New England Ferret Foster Education & 
Rescue, Inc. Westfield. MA 

New York Raptors Special Hockey Club, 
Inc., Larchmont, NY 

Northern Rockies Ethnobotany Center. 
Helena, MT 

Notes for Hire, Scorts Valley, CA 
Odyssey Productions, Marietta, GA 
Oikia USA, Inc., Russellville, KY 
Oiled Regions of Alaska Foundation, 

Anchorage, AK 
Open Air City Wide Revival, 

Richmond, VA 
Ophelias House, Washington, DC 
Orchard Hills Charitable Foundation, 

Lancaster, MA 
Orcutt United Soccer League, Orcutt, CA 
Our Gardens Gate, Inc., Fairfield, CA 
Outfield Angels, Wichita Falls, TX 
Parakletos Ministries, Inc., Atlanta, GA 
Pathways International. 

New Brighton, MN 
Paul Bunyan Foundation, Inc., 

Victors ville, CA 
Paws, Adams, WI 
Payson Arizona Woofers Society, Inc., 

Payson, AZ 
Pebble Hills Citizens Advisory Board, 

El Paso, TX 
Pennsylvania Avenue Redevelopment 

Collaborative, Inc., Baltimore, MD 
Pets Second Chance for Life, Inc., 

Chesterfield, MO 
Philly Pride Presents, Inc., 

Philadelphia, PA 
Potters House Homes for Children, Inc., 

Stone Mountain, GA 

Rainbow Montessori Daycare, Inc., 
Jamaica, NY 

Randlin Adult Family Care Homes, Inc., 
Wausau, WI 

Rappahannock County School Sports 
Association, Inc., Washington, VA 

Retemp Development Center, Inc., 
Laurel. DE 

Richmond Queer Space Project, 
Richmond, VA 

River Oaks Family Charities, 
New Castle, CO 

Russiart Com, San Jose, CA 
San Diego Psychological Association 

Community Services Group, 
San Diego, CA 

Sapphire Sports, Stone Mountain, GA 
Serendipitea, Inc., Kinston, NC 
Sharing the Journey, Toledo, OH 
Shoqata Atdhetare Dibrane, 

Staten Island, NY 
SOC Saving Our Community, 

Houston, TX 
SOC K S, Inc., St. Louis, MO 
Spiritual Impact Outreach Ministries, 

Mobile, AL 
St. Francois Society, St. Louis, MO 
Standing on My Own S 0 M 0 

Corporation, Houston, TX 
Stanislaus Chapter of Mental Health 

Consumers, Modesto, CA 
State Line Swim League, Inc., Bethel, CT 
Texas Indo-American Physician 

Society-Central, Killeen, TX 
Tiara Ministries, Inc., Lakeland, FL 
Tomorrows Kids Today, Inc., 

Grants Pass, OR 

Traveling Space Museum, Inc., 
Los Angeles, CA 

T R E E, Inc., of Mississippi, 
Ocean Springs, MS 

Turning Point Ranch Foundation, 
Stillwater, OK 

Twelve Thirty One, Inc., Hartford, CT 
US Women Help Coalition Faith Based, 

Inc., Orlando, FL 
University Wits Repertory, Pasadena, CA 
V I B E Athletics, New Britain, CT 
Visiting Nurse Association of 

Schenectady Community Care, 
Inc., Schenectady, NY 

Voices of Our Nations Foundation, 
San Jose, CA 

We Care Family Connection Ministry, 
Hercules, CA 

William Rockwell Foundation, 
Santee, CA 

Workers Housing Corporation, 
San Juan, PR 

If an organization listed above submits 
information that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter
nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 338.-Certain 
Stock Purchases Treated 
as Asset Acquisitions 

If> eFR 1.3311-3: QUll/ijimtioll lin tlit sectioll 3311 

election. 

T.D.9271 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Effect of Elections in Certain 
Multi-Step Transactions 

AGENCY: Internal Revenue Service 

(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi

nal regulations that give effect to section 
338(h)(l0) elections in certain multi-step 

transactions. Thesc final regulations are 
necessary in order to provide taxpay

ers with guidance regarding the validity 

of certain elections made under section 
338(h)( 10). These final regulations affect 

corporations and their shareholders. 

DATES: Effective Date: These regulations 
are effective July 5, 2006. 

Applicability Date: For dates of appli
cability, see ~U38(h)(10)-I(h) of these 

regulations. 

FOR FURTHER INFORMATION 
CONTACT: Daniel F. Heins, at (202) 
622-7930 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The IRS published temporary regula
tions (T.D. 9071. 2003-2 C.B. 560) in 

the Federal Register on July 9. 2003 (68 
FR 40766) (the temporary regulations). 

along with a notice of proposed rulemak
ing by cross-reference to the temporary 
regulations (REG-1436 79-02. 2003-2 

C.B. 592) (the proposed regulations). 
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These temporary regulations provide, 

notwithstanding anything to the contrary 

in §1.338-3(c)(I)(i), a section 338(h)(10) 

election may be made for T where P's 

acquisition of T stock, viewed indepen

dently, constitutes a qualified stock pur

chase and. after the stock acquisition, T 

merges or liquidates into P (or another 

member of the affiliated group that in

cludes Pl. whether or not, under relevant 

provisions of law, including the step trans

action doctrine, the acquisition of the T 

stock and the merger or liquidation of T 

qualify as a reorganization described in 

section 368(a). If a section 338(h)(l0) 

election is made in a case where the ac

quisition of T stock followed by a merger 

or liquidation of T into P qualifies as a re

organization described in section 368(a), 

for all Federal tax purposes, P's acqui

sition of T stock is treated as a qualified 

stock purchase and is not treated as part 

of a reorganization described in section 

368(a). For rules about the operation of 

the step transaction doctrine and the re

lationship between section 338 and the 

reorganization provisions when a section 

338 election is not made, see § 1.338-3( d). 

See also Rev. Rul. 90-95, 1990-2 C.B. 

67. See §601.601(d)(2). 

No public hearing regarding the pro

posed regulations was requested or held. 
The IRS received written and electronic 

comments regarding the proposed reg

ulations. After consideration of the 
comments, the proposed regulations are 

adopted hy this Treasury decision. The 

most significant comments received with 
respect to the proposed regulations are 

discussed in this preamble. 

Explanation of Provisions 

A. Seclion 338(g) Elections 

Some commentators recommend that 
the final regulations allow section 338(g) 

elections. as well as section 338(h)( 10) 
elections. to tum off the step transaction 
doctrine in a multi-step transaction that 
constitutes a reorganization under section 
368(a). Although a section 338(g) elec
tion is made by the purchasing corporation 
and the shareholders of the target corpora
tion (target) do not consent to the election, 

one commentator states that the IRS will 

not be subject to whipsaw if the IRS pro

vides regulations requiring the sharehold

ers of the acquired corporation to treat the 

transaction consistently with the acquiring 

corporation's election, rather than as a re

organization under section 368(a). 

The final regulations do not adopt the 

commentators' recommendation, and con

tinue to turn off the step transaction doc

trine only in the case of section 338(h)( 10) 

elections. Extending the final regulations 

to section 338(g) elections would allow the 

acquiring corporation to unilaterally elect 

to treat the transaction, for all parties, as 

other than a reorganization under section 

368(a). In light of potential whipsaw and 

other concerns, the final regulations con

tinue to apply only to section 338(h)(10) 

elections, not section 338(g) elections. 

B. Corporate Purchaser Requirement 

One commentator suggests that 
§ 1.3 3 8-3 (b) be amended to clarify un

der what circumstances a corporation will 
be considered, for tax purposes, to have 

purchased the stock of target pursuant to 

section 338(d)(3). 
Under § 1.338-3(b), an individual can

not make a qualified stock purchase of tar

get. If an individual forms a corporation 
(new P) to acquire target stock, new P can 

make a qualified stock purchase of target 

if new P is considered, for tax purposes, 

to purchase the target stock. Facts that 
may indicate that new P does not purchase 

the target stock include new p's merging 
downstream into target, liquidating, or oth

erwise disposing of the target stock follow
ing the purported qualified stock purchase. 

The IRS and Treasury Department are 
continuing to study whether any amend
ments to the portion of the regulations un
der section 338 related to the corporate 
purchaser requirement are appropriate. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby certi
fied that these regulations do not have a 



significant economic impact on a substan
tial amount of small entities. The number 
of corporations affected is limited because 
section 338(h)( 1 0) elections are made only 
in extraordinary circumstances, the sale of 
a business. Furthermore, these regulations 
only affect transactions in which the stock 
ofthe acquiring corporation is a significant 
part of the consideration. Accordingly, a 
regulatory flexibility analysis does not ap
ply. Since these final regulations make no 
changes to the current effective temporary 
regulations, a delayed effective date pur
suant to 5 U.S.c. 553(d)(l) and (3) is not 
necessary. Pursuant to section 7805(f) of 
the Code, the notice of proposed rulemak
ing preceding these regulations was sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Daniel F. Heins of the Office of the 
Associate Chief Counsel (Corporate). 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding an entry in 
numerical order to read, in part, as follows: 

Authority: 26 V.S.c. 7805 * * * 
Section l.338(h)(lO)-1 also issued un

der 26 U.S.c. 337(d), 338, and 1502. 
Par. 2. § 1.338-3 is amended by revis

ing the last sentence in paragraph (c)(l)(i) 

to read as follows: 

§J.338-3 Qualification for the section 
338 election. 

* * * * * 
(c) * * * 
(1) * * * 
(i) * * * See §1.338(h)(l0)-I(c)(2) 

for special rules concerning section 
338(h)(l0) elections in certain multi-step 
transactions. 

Par. 3. §1.338(h)(I0)-1 is amended as 

follows: 
I. Paragraph (c)(2) is revised. 

2. Paragraph (e) Examples 11 through 
14 and paragraph (h) are added. 

The revision and additions read as fol
lows: 

§J.338(h)(JO)-J Deemed asset sale and 
liquidation. 

* * * * * 
(c) * * * 
(2) Availability of section 338(h)( 10) 

election in certain multi-step transactions. 
Notwithstanding anything to the contrary 
in §1.338-3(c)(l)(i), a section 338(h)(l0) 
election may be made for T where P's 
acquisition of T stock, viewed indepen
dently, constitutes a qualified stock pur
chase and, after the stock acquisition, T 
merges or liquidates into P (or another 
member of the affiliated group that in
cludes P), whether or not, under relevant 
provisions of law, including the step trans
action doctrine, the acquisition of the T 
stock and the merger or liquidation of T 
qualify as a reorganization described in 
section 368(a). If a section 338(h)(I0) 
election is made in a case where the acqui
sition of T stock followed by a merger or 
liquidation of T into P qualifies as a reor
ganization described in section 368(a), for 
all Federal tax purposes, P's acquisition of 
T stock is treated as a qualified stock pur
chase and is not treated as part of a reorga
nization described in section 368(a). 

* * * * * 
(e) * * * 
Example 1 f. Stock acquisition followed by up' 

stream merger-without section 338(h)( 10) elecfion. 

(i) P owns all the stock of Y. a newly formed sub· 
sidiary. S owns alilhe slock of T. Each of p. S. T and 
Y is a domestic corporation. P acquires all of the T 
stock in a statutory merger of Y into T. with T sur· 
viving. In the merger. S receives consideration con· 
sisting of 50% P voting stock and 50% cash. Viewed 
independently of any other step. p's acquisition of T 
stock constitutes a qualified stock purchase. As part 
of the plan that includes P's acquisition of the Tstock. 
T subsequently merges into P. Viewed independently 
of any other step. Ts merger into P qualifies as a liq
uidation described in section 332. Absent the applica
tion of paragraph (c)(2) of this section. the step trans· 
action doctrine would apply to treat p's acquisition 
of the T stock and T s merger into P as an acquisition 
by P ofT's assets in a reorganization described in sec· 
tion 368( a). P and S do not make a section 338(h)( I 0) 
election with respect to p's purchase of the T stock. 

(ii) Because P and S do not make an election un· 
der section 338(h)( 1 0) for T. p's acquisition of the T 
stock and Ts merger into P is treated as part of a re
organization described in section 368(a). 

Example f2. Stock acquisition followed by up' 

stream merger-with section 338(h)( fO) election. 

(i) The facts are the same as in Example f f except 
that P and S make a joint eleCtlon under section 

338(h)(10) for 1. 
(ii) Pursuant to paragraph (c)(2) of this section, 

as a result of the election under section 338(h)(10). 
for all Federal tax purposes. p's acquisition of the T 
stock is treated as a qualified stock purchase and p's 
acquisition of the T stock is not treated as part of a 
reorganization described in section 368(a). 

Example 13. Stock acquisition follm\'ed by 

brother·sister merger-with section 338(h)( fO) elec· 

tion. (i) The facts are the same as in Example f2. 
except that. following p's acquisition of the T stock, 
T merges into X. a domestic corporation that is a 
wholly owned subsidiary of P. Viewed independently 
of any other step, T's merger into X qualifies as a 
reorganization described in section 368(a). Absent 
the applIcation of paragraph (c)i2) of thiS section. 
the step transaction doctrine would apply to treat p's 
acquisition of the T stock and Ts merger into X as 
an acquisition by X of T's assets in a reorganization 
described in section 368(a). 

(ii) Pursuant to paragraph (c)(2) of this section, as 
a result of the election under section 338(h)( I 0). for 
all Federal tax purposes. p's acquisition ofT stock is 
treated as a qualified stock purchase and p's acquisi
tion ofT stock is not treated as part of a reorganization 
described in section 368(a). 

Example 14. S/Ock acquisitiun that does not quaf· 

if\' as a qualified stock purchase followed by upstream 

merger. (i) The facts are the same as in Example J f, 
except that. in the statutory merger of Y into T, S re
ceives only P voting stock. 

(ii) Pursuant to § 1.338-3(c)(l )(i) and paragraph 
(c)(2) of this section, no election under section 
338(h)(I0) can be made with respect to p's acqui· 
sition of the T stock hecaU',e. pursuant to relevant 
provisions of law. including the step transaction doc· 
trine, that acquisition followed by T's merger into 
P is treated as a reorganization described in section 
368(a)(I)(A), and that acquisition, viewed indepen· 
dently of T's merger into P. does not constitute a 
qualified stock purchase under section 338(d)(3). 
Accordingly, P's acquisition of the T stock and T's 
merger into P is treated as a reorganization described 
in section 368(a) 

* * * * * 
(h) Effective date. This section is ap

plicable to stock acquisitions occurring on 
or after July 5, 2006. For stock acquisi
tions occurring before July 5, 2006, see 
§ 1.338(h)(1 0)-1 T as contained in the edi
tion of 26 CFR part I, revised as of April 
1,2006. 

* * * * * 

§1.338(h)(lO)-lT [Removed] 

Par. 4. Section 1.338(h)(10)-1T is re
moved. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 
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Approved June 20, 2006. 

Eric Solomon, 

Acting Depllty Assistant 
Secretary of the TreaslIry (Tax Policy). 
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Section 4980G.-Failure 
of Employer to Make 
Comparable Health Savings 
Account Contributions 
26 CFR 54.4980G-I. Failllre of empicnn 10 //la"e 

comparable health Im'illgs account COlitriblltiollI 

T.D.9277 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 54 

Employer Comparable 
Contributions to Health 
Savings Accounts Under 
Section 4980G 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulations that provide guidance regard
ing employer comparable contributions to 
Health Savings Accounts (HSAs) under 
section 4980G. In general, these final reg
ulations affect employers that contribute to 
employees' HSAs. 

DATES: Effective Date: These regulations 
are effective on July 31, 2006. 

Applicabilitv Date: These regulations 
apply to employer contributions to HSAs 
made on or after January I, 2007. 

FOR FURTHER INFORMAT]ON 
CONTACT: Mireille T. Khoury (202) 
622-6080 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains final Pension 
Excise Tax Regulations (26 CFR part 54) 
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under section 4980G of the Internal Rev

enue Code (Code). Under section 4980G 

of the Code, an excise tax is imposed on 

an employer that fails to make comparable 

contributions to the HSAs of its employ
ees. 

Section 120 I of the Medicare Prescrip

tion Drug, Improvement, and Modern

ization Act of 2003 (Act), Public Law 

108-173, (117 Stat. 2066, 2003) added 

section 223 to the Code to permit eligible 

individuals to establish HSAs for taxable 

years beginning after December 31, 2003. 

Section 4980G was also added to the Code 

by the Act. Section 4980G(a) imposes an 

excise tax on the failure of an employer 

to make comparable contributions to the 

HSAs of its employees for a calendar year. 

Section 4980G(b) provides that rules and 

requirements similar to section 4980E (the 
comparability rules for Archer Medical 

Savings Accounts (Archer MSAs)) apply 

for purposes of section 4980G. Section 
4980E(b) imposes an excise tax equal to 
3S% of the aggregate amount contributed 
by the employer to the Archer MSAs of 

employees during the calendar year if 
an employer fails to make comparable 
contributions to the Archer MSAs of its 
employees in a calendar year. Therefore, 
if an employer fails to make comparable 
contributions to the HSAs of its employ
ees during a calendar year, an excise tax 
equal to 3S% of the aggregate amount 
contributed by the employer to the HSAs 
of its employees during that calendar year 
is imposed on the employer. See Sec
tions 4980G(a) and (b) and 4980E(b). See 
also Notice 2004-2, 2004-1 C.B. 269), 
Q & A-32. See §601.601(d)(2). 

On August 26, 200S, proposed regu
lations (REG-I 38647-04, 2005-2 C.B. 
697) were published in the Federa] Reg
ister (70 FR S0233). The proposed reg
ulations clarified and expanded upon the 
guidance regarding the comparability rules 
published in Notice 2004-2 and in Notice 
2004-50, 2004-2 C.B. 196), Q & A-46 
through Q & A-S4. See §601.601(d)(2) 
of this chapter. Written public comments 
on the proposed regulations were received 
and a public hearing was requested. The 
hearing was held on February 23, 2006. 
After consideration of all the comments, 
these final regulations adopt the provi
sions of the proposed regulations with 
certain modifications, the most significant 
of which are highlighted in this preamble. 

Explanation of Provisions and 

Summary of Comments 

Several commentators requested that 

the effective date should be at least one 
year from the date the regulations are fi

nalized to give employers sufficient time 

to implement changes required to com

ply with the final regulations. The final 
regulations will apply to employer contri

butions to HSAs made on or after January 

I, 2007. 
An employer is not required to con

tribute to the HSAs of its employees. In 

genera!, however, if an employer makes 
contributions to any employee's HSA, the 

employer must make comparable contri

butions to the HSAs of all comparable 
participating employees. Comparable 

participating employees are eligible indi
viduals (as defined in section 223(c)(l)) 

who are in the same category of employ

ees and who have the same category of 
high deductible health plan (HDHP) cov

erage. Under the proposed regulations, 
the categories of coverage were self-only 
HDHP coverage and family HDHP cover
age. Several commentators recommended 
that the final regulations should recognize 
additional categories of coverage other 
than self-only and family HDHP. The final 
regulations adopt this recommendation 
and allow family HDHP coverage to be 
subdivided into the following additional 
categories of HDHP coverage: self plus 
one, self plus two and self plus three or 
more. ]n addition, the final regulations 
provide that an employer's contribution 
with respect to the self plus two category 
may not be less than the employer's con
tribution with respect to the self plus one 
category and the employer's contribution 
with respect to the self plus three or more 
category may not be less than the em
ployer's contribution with respect to the 
self plus two category. 

In addition, several commentators re
quested separate treatment for groups of 
collectively bargained employees, such 
that employers' HSA contributions to 
collectively bargained employees would 
not be subject to the comparability rules. 
In response to these comments, the final 
regulations provide that employees who 
are included in a unit of employees cov
ered by a bona fide collective bargaining 
agreement between employee representa
tives and one or more employers are not 



comparable partIcIpating employees, if 
health benefits were the subject of good 
faith bargaining between such employee 
representatives and such employer or 
employers. Collectively bargained em
ployees are, therefore, disregarded for 
purposes of section 49&OG. 

Numerous commentators requested 
guidance on the exception to the compa
rability rules for employer contributions 
made through a section 125 cafeteria plan. 
In response to these comments, the final 
regulations provide additional guidance 
on how employer HSA contributions are 
made through a cafeteria plan. Specif
ically, the final regulations provide that 
employer contributions to employees' 
HSAs are made through the cafeteria plan 
if under the written cafeteria plan, the em
ployees have the right to elect to receive 
cash or other taxable benefits in lieu of all 
or a portion of an HSA contribution (i.e., 
all or a portion of the HSA contributions 
are available as pre-tax salary reduction 
amounts), regardless of whether an em
ployee actually elects to contribute any 
amount to the HSA by salary reduction. 
The final regulations also providc several 
examples that illustrate the application of 
the cafeteria plan exception to the compa
rability rules. 

One commentator requested guidance 
on what actions an employer must take 
to locate any missing comparable partic
ipating former employees for purposes 
of contributions to eligible former em
ployees. The final regulations provide 
guidance on this issue and explain that 
an employer making comparable contri
butions to former employees must take 
reasonable actions to locate any missing 
comparable participating former employ
ees. In general. such reasonable actions 
include the use of certified mail, the In
ternal Revenue Service Letter Forwarding 
Program, see Rev. Proc. 94-22, 1994-1 
C.B. 608, or the Social Security Adminis
tration's Letter Forwarding Service. See 
§601.60 1 (d)(2). 

Several commentators requested that 
testing for comparability purposes be per
mitted on a plan year, rather than calendar 
year, basis. Section 4980G mandates the 
use of a calendar year for testing pur
poses. Accordingly, the final regulations 
do not adopt the suggestion for plan year 
testing. Also, the final regulations have 
removed and reserved the provision deal-

ing with instances where an employee has 
not established an HSA by the end of the 
calendar year. 

Finally, one commentator requested 
clarification on what would constitute rea
sonable interest for purposes of section 
4980G. In response to this comment, the 
final regulations provide that the determi
nation of whether a rate of interest used by 
an employer is reasonable will be based on 
all of the facts and circumstances. How
ever, if an employer calculates interest 
using the Federal short-term rate as de
termined by the Secretary in accordance 
with Code section 1 274(d), the employer 
is deemed to use a reasonable interest rate. 

Special Analyses 

It has been determined that these regu
lations are not a significant regulatory ac
tion as defined in Executive Order 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined that 
section 553(b) of the Administrative Pro
cedure Act (5 V.S.C. chapter 5) does not 
apply to these regulations. These regula
tions do not impose a collection of infor
mation on small entities, thus the Regula
tory Flexibility Act (5 V.S.C. chapter 6) 
does not apply. Pursuant to section 7805(f) 
of the Code, the proposed regulations pre
ceding these regulations were submitted 
to the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Drafting Information 

The principal authors of these 
regulations are Barbara E. Pie and 
Mireille T. Khoury, Office of Division 
Counsel/Associate Chief Counsel (Tax 
Exempt and Government Entities). 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 54 IS 

amended as follows: 

PART 54-PENSION EXCISE TAXES 

Paragraph I. The authority citation for 
part 54 is amended by adding entries in 
numerical order to read, in part, as follows: 

Authority: 26 V.S.c. 7805 * * * 

Section 54.4980G-I also issued under 
26 U.s.c. 49150G. 

Section 54.4980G-2 also issued under 
26 U.S.c. 4980G. 

Section 54.4980G-3 also issued under 
26 USc. 4980G. 

Section 54.4980G-4 also issued under 
26 U.S.c. 4980G. 

Section 54.4980G-5 also issued under 
26 U.S.c. 4980G. * * * 

Par. 2. Sections S4.4980G-O, 

54.4980G-I, 54.4980G-2, 54.4980G-3, 
54.4980G-4, and 54.4980G-5 are added 
to read as follows: 

.§54.4980G-O Table of contents. 

This section contains the questions 
for §§ 54.4980G-I, 54.4980G-2, 
54.4980G-3. 54.4980G-4, and 
S4.4980G-S. 

.§54.4980G-l Failure of employer to 
make comparable health savings account 
contributions. 

Q-I: What are the comparability rules 
that apply to employer contributions to 
Health Savings Accounts (HSAs)? 

Q-2: What are the categories of HDHP 
coverage for purposes of applying the 
comparability rules'! 

Q-3: What is the testing period for 
making comparable contributions to em
ployees' HSAs? 

Q-4: How is the excise tax computed if 
employer contributions do not satisfy the 
comparability rules for a calendar year? 

.§54.4980G-2 Employer contribution 
defined. 

Q-I: Do the comparability rules apply 
to amounts rolled over from an employee's 
HSA or Archer Medical Savings Account 
(Archer MSA)') 

Q-2: If an employee requests that his 
or her employer deduct after-tax amounts 
from the employee's compensation and 
forward these amounts as employee con
tributions to the employee'~ HSA, do 
the comparability rules apply to these 
amounts? 

§54.4980G-3 Emp[oyeej(Jr comparability 
testing. 

Q-I: Do the comparability rules apply 
to contributions that an employer makes 
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to the HSA~ of independent contractors or 
~elf-employed individuals? 

Q-2: May a sole proprietor who is 
an eligihle inLli\idual contribute to his or 
her 0\\ n HSA without contributing to the 
HSA, of hi~ or her employees who are el
igible individuals'? 

(2-3: Do the comparability rules apply 
to cllntributions by a partnership to a part
ner', HSA) 

Q---l: How are members of controlled 
gfllUp, treated when applying the compa
rahliity rules'? 

Q-5: What are the categories of em
ployees for comparability testing? 

(2-6: Are employees who are included 
in a unit of employees covered by a col
lective hargaining agreement comparahle 
participating employees? 

Q-7: Is an employer permitted to 
make comparable contributions only to 
the HSAs of comparable participating 
employees who have coverage under the 
employer's HDHP') 

Q-8: I f an employee and his or her 
spouse are eligible individuals who work 
for the same employer and one employee
spouse has family coverage for buth em
ployees under the employer's HDHP, must 
the employer make comparable contribu
tions to thc HSAs of both employees? 

Q-9: Does an employer that makes 
HSA contributions only for one class 
of non-collectively bargained cmployees 
who are eligible individuals, but not for an
other class of non-collectively bargained 
employees who are eligible individuals 
(for example, management v. non-man
agement) satisfy the requirement that the 
employer make comparable contributions? 

Q-IO: If an employer contributes to 
the HSAs of former employees who are 
eligible individuals, do the comparability 
rules apply to these contributions') 

Q-ll: Is an employer permitted to 
llIake comparable contributions only to 
the HSAs of comparable participating for
Iller employees who have coverage under 
the employer's IIDHP? 

Q-12: If an employer contributes only 
to the HSAs of formcr employees who 
arc eligihle individuals with coverage un
der the employer's HDHP, must the em
plLlyer make comparable contributions to 
the HSA~ of former employees who are 
elIgible InUl\ iduals with co\erage under 
the employer', HDHP because of an elec-
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ti.on under a COBRA continuation provi
sIon (as defined in section 9832(d)(l))? 

Q- I 3: How do the comparability rules 
apply if some employees have HSAs and 
other employees have Archer MSAs? 

,~54.4980G-4 Calculating comparable 
contributions. 

Q- I: What are comparable contribu
tions? 

Q-2: How does an employer comply 
with the comparability rules when some 
non-collectively bargained employees 
who are eligible individuals do not work 
for the employer during the entire calendar 
year? 

Q-3: How do the comparability rules 
apply to employer contributions to em
ployees' HSAs if some non-collectively 
bargained employees work full-time dur
ing the entire calendar year, and other 
non-COllectively bargained employees 
work full-time for less than the entire cal
endar year? 

Q-4: Mayan employer make contribu
tions for the entire year to the HSAs of its 
employees who are eligible individuals at 
the beginning of the calendar year (i.e., on 
a pre-funded basis) instead of contributing 
on a pay-as-you-go or on a look-back ba
sis? 

Q-5: Must an employer use the same 
contribution method as described in 
Q & A-2 and Q & A-4 of this section 
for all employees who were comparable 
participating employees for any month 
during the calendar year? 

Q-6: How does an employer comply 
with the comparability rules if an em
ployee has not established an HSA at the 
time the employer contributes to its em
ployees' HSAs? 

(2-7: If an employer bases its contri
butions on a percentage of the HDHP de
ductible, how is the correct percentage or 
dollar amount computed? 

Q-8: Does an employer that con
tributes to the HSA of each comparable 
participating employee in an amount equal 
to the employee's HSA contribution or a 
percentage of the employee's HSA con
tribution (matching contributions) satisfy 
the rule that all comparable participating 
employees receive comparable contribu
tions? 

Q-9: If an employer conditions contri
butions by the employer to an employee's 

HSA on an employee's participation III 

health assessments, disease management 
programs or well ness programs and makes 
the same contributions a\ailable to all em
ployees who participate in the programs, 
do the contributions satisfy the compara

bility rules'? 
Q-lO: If an employer makes additional 

contributions to the HSAs of all compara
ble participating employees who have at
tained a specified age or who have worked 
for the employer for a specified number of 
years, do the contributions satisfy the com
parability rules? 

Q-l I: If an employer makes additional 
contributions to the HSAs of all compa
rable participating employees who are eli
gible to make the additional contributions 
(HSA catch-up contributions) under sec
tion 223(b )(3), do the contributions satisfy 
the comparability rules? 

Q-12: If an employer's contributions 
to an employee's HSA result in non-com
parable contributions, may the employer 
recoup the excess amount from the em
ployee's HSA? 

Q-13: What constitutes a reasonable 
interest rate for purposes of making com
parable contributions? 

§54.4980G-5 HSA comparability rules 
and cafeteria plans and waiver of excise 
tax. 

Q-I: If an employer makes contribu
tions through a section 125 cafeteria plan 
to the HSA of each employee who is an eli
gible individual, are the contributions sub
ject to the comparability rules? 

Q-2: If an employer makes contribu
tions through a cafeteria plan to the HSA 
of each employee who is an eligible indi
vidual in an amount equal to the amount of 
the employee's HSA contribution or a per
centage of the amount of the employee's 
HSA contribution (i.e., matching contribu
tions), are the contributions subject to the 
section 4980G comparability rules? 

Q-3: If under the employer's cafete
ria plan, employees who are eligible indi
viduals and who participate in health as
sessments, disease management programs 
or wellness programs receive an employer 
contribution to an HSA and the employ
ees have the right to elect to make pre
tax salary reduction contributions to their 
HSAs, are the contributions subject to the 
comparability rules? 



Q-4: Mayall or part of the excise tax 
imposed under section 4980G be waived? 

§54.4980G-I Failure of employer to 
make comparable health savings account 
contributions. 

Q-I: What are the comparability rules 
that apply to employer contributions to 
Health Savings Accounts (HSAs)? 

A-I: If an employer makes contri
butions to any employee's HSA, the 
employer must make comparable con
tributions to the HSAs of all comparable 
participating employees. See Q & A-I in 
§54.4980G-4 for the definition of compa
rable contributions. Comparable partici
pating employees are eligible individuals 
(as defined in section 223(c)(1» who are 
in the same category of employees and 
who have the same category of high de
ductible health plan (HDHP) coverage. 
See sections 4980G(b) and 4980E(d)(3). 
See section 223(c)(2) and (g) for the def
inition of an HDHP. See also Q & A-5 
in §54.4980G-3 for the categories of em
ployees and Q & A-2 of this section for 
the categories of HDHP coverage. But see 
Q & A-6 in §54.4980G-3 for treatment of 
collectively bargained employees. 

Q-2: What are the categories of HDHP 
coverage for purposes of applying the 
comparability rules? 

A-2: (a) In general. Generally, the cat
egories of coverage are self-only HDHP 
coverage and family HDHP coverage. 
Family HDHP coverage means any cover
age other than self-only HDHP coverage. 
The comparability rules apply separately 
to self-only HDHP coverage and family 
HDHP coverage. In addition, if an HDHP 
has family coverage options meeting the 
descriptions listed in paragraph (b) of 
this Q & A-2, each such coverage option 
may be treated as a separate category of 
coverage and the comparability rules may 
be applied separately to each category. 
However, if the HDHP has more than one 
category that provides coverage for the 
same number of individuals, all such cat
egories are treated as a single category for 
purposes of the comparability rules. Thus, 
the categories of "employee plus spouse" 
and "employee plus dependent," each pro
viding coverage for two individuals, are 
treated as the single category "self plus 
one" for comparability purposes. See, 
however, the final sentence of paragraph 

(a) of Q & A-I of §54.4980G-4 for a spe
cial rule that applies if different amounts 
are contributed for different categories of 
family coverage. 

(b) HDHP Family coverage categories. 
The coverage categories are

(1) Self plus one; 
(2) Self plus two; and 
(3) Self plus three or more. 
(c) Examples. The rules of this 

Q & A-2 are illustrated by the follow
ing examples: 

Example I. Employer A maintains an HDHP 
and contributes to the HSAs of eligible employees 
who elect coverage under the HDHP. The HDHP has 
,elf-only coverage and family coverage. Thus. the 
categories of coverage are self-only and family cov
erage. Employer A contributes $750 to the HSA of 
each eligible employee with self-only HDHP cover
age and $1.000 to the HSA of each eligible employee 
with family HDHP coverage. Employer As contri
butions satisfy the comparability rules. 

Example 2. (i) Employer B maintains an HDHP 
and contributes to the HSAs of eligible employees 
who elect coverage under the HDHP. The HDHP has 
the following cuverage options: 

(A) Self-only; 
(B) Self plus spouse; 
(e) Self plus dependent; 
(0) Self plus spouse plus one dependent; 
(E) Self plus two dependents; and 
(F) Self plus spouse and two or more dependenb. 
(ii) The self plus spouse category and the self plus 

dependent category constitute the same category of 
HDHP coverage (self plus one) and Employer B must 
make the same comparable contributions to the HSAs 
of all eligible individuals who are in either the self 
plus spouse category of HDHP coverage or the self 
plus dependent category of HDHP coverage. Like
wise, the self plus spouse plus one dependent cate
gory and the self plus two dependents category con
stitute the same category of HDHP coverage (self 
plus two) and Employer B must make the same com
parahle contributions to the HSAs of all eligible in
dividuals who are in either the self plus spouse plus 
one dependent category of HDHP coverage or the self 
plus two dependents category of HDHP coverage. 

Example 3. (i) Employer C maintains an HDHP 
and contributes to the HSAs of eligible employees 
who elect coverage under the HDHP. The HDHP has 
lhe folluwing coverage options: 

(I) Self-only; 
(2) Self plus one; 
(3j Self plus two; and 
(4j Self plus three or more. 
(ii) Employer C contributes $500 to the HSA of 

each eligible employee with self-only HDHP cover
age, $750 to the HSA of each eligible employee with 
self plus one HDHP coverage, $900 to the HSA of 
each eligible employee with self plus two HDHP cov
erage and $1,000 to the HSA of each elIgible em
ployee with self plus three or more HDHP cuverage. 
Employer C' s contributions satisfy the comparability 
rules. 

Q-3: What is the testing period for 
making comparable contributions to em
ployees' HSAs? 

A-3: To satisfy the comparability 
rules, an employer must make comparable 
contributions for the calendar year to the 
HSAs of employees who are compara
ble participating employees. See section 
4980G(a). See Q & A-3 and Q & A-4 
in §54.4980G-4 for a discussion of HSA 
contribution methods. 

Q-4: How is the excise tax computed if 
employer contributions do not satisfy the 
comparability rules for a calendar year') 

A-4: (a) Computation of tax. If em
ployer contributions do not satisfy the 
comparability rules for a calendar year, 
the employer is subject to an excise tax 
equal to 35% of the aggregate amount 
contributed by the employer to HSAs for 
that period. 

(b) Example. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-4: 

Example. During the 2007 calendar year, Em
ployer D has 8 employees who are eligible individ
uals with self-only coverage under an HDHP pro
vided by Employer D. The deductible for the HDHP 
is $2.000. For the 2007 calendar year, Employer D 
contributes $2.000 each to the HSAs of two employ
ees and $1,000 each to the HSAs of the other six em
ployees, fortotal HSA contributions of $1 0,000. Em
ployer D' s contributions do not satisfy the compara
bility rules. Therefore, Empluyer D is subject to an 
excise tax of $3,500 (35% of $10,000) for its failure 
to make comparable contributions to its employees' 
HSAs. 

§54.4980G-2 Employer contribution 
defined. 

Q-I: Do the comparability rules apply 
to amounts rolled over from an employee's 
HSA or Archer Medical Savings Account 
(Archer MSA)? 

A-I: No. The comparability rules do 
not apply to amounts rolled over from an 
employee's HSA or Archer MSA. 

Q-2: If an employee requests that his 
or her employer deduct after-tax amounts 
from the employee's compensation and 
forward these amounts as employee con
tributions to the employee's HSA, do 
the comparability rules apply to these 
amounts? 

A-2: No. Section i06(d) provides that 
amounts contributed by an employer to an 
eligible employee's HSA shall be treated 
as employer-provided coverage for medi
cal expenses and are excludible from the 
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employee's gross income up to the limit in 
section 223(b), After-tax employee con
tributions to an HSA are not subject to 
the comparability rules because they are 
not employer contributions under section 
I06(d). 

~54.498()G-3 Elllployee jel/' (,IJ/Ilpurahiliry 
testing. 

Q-l: Do the comparability rules apply 
to contributions that an employer makes 
to the HSAs of independent contractors or 
self-employed individuals') 

A-I: No. The comparability rules ap
ply only to contributions that an employer 
makes to the HSAs of employees. 

Q-2: May a sole proprietor who is 
an eligible individual contribute to his or 
her own HSA without contributing to the 
HSAs of his or her employees who are el
igible individuals') 

A-2: (a) Sole proprietor not an em

ployee. Yes. The comparability rules ap
ply only to contributions made by an em
ployer to the HSAs of employees. Because 
a sole proprietor is not an employee, the 
comparability rules do not apply to contri
butions the sole proprietor makes to his or 
her own HSA. However, if a sole propri
etor contributes to any employee's HSA, 
the sole proprietor must make compara
ble contributions to the HSAs of all com
parable participating employees, In deter
mining whether the comparability rules are 
satisfied, contributions that a sole propri
etor makes to his or her own HSA are not 
taken into account. 

(b) Exumple. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-2: 

1-..1(//1I1'1£'. In a calendar year, B, a sole proprietor 
i, an eligihle individual and wntributes $1,000 to B's 

own HSA. R al<;o contrihutes $500 for the same cal

endar year tll the HSA of each employee who is an 

eligihle mdi, idual. The comparability rules arc not 

\ iolated hy B' <; 51,000 contribution to B' sown HSA. 

Q-3: Do the comparability rules apply 
to contributions by a partnership to a part
ner's HSA? 

A-3: (a) PUriner not WI employee. No. 
Contributions by a partnership to a bonll 

.fide partner's HSA are not subjcct to the 
comparability rules because the contribu
tions are not contributions by an employer 
to the HSA of an employee. The contribu
tions are treated as either guaranteed pay
ments under section 707(c) or distributions 
under section 731. However. if a partner-
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ship contributes to the HSAs of any em
ployee who is not a partner, the partner
ship must make comparable contributions 
to the HSAs of all comparable participat
ing employees. 

(b) Exampfe. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-3: 

E.lumple. (I) Partnership X is a limited partner

ship with three equal individual partners, A (a gen

eral partner), B (a limited partner), and C (a limited 

partner). C is to be paid $300 annually for services 

rendered to Partnership X in her capacity as a part

ner without regard to partnership income (a section 

707(c) guaranteed payment). D and E are the only 

employees of Partnership X and are nut partners in 

Partnership X. A, B, C. D, and E are eligible individu

als and each has an HSA. During Partnership X's Year 

I taxable year, which is also a calendar year, Partner· 

ship X makes the following contributions~ 

(A) A $300 contribution to each of A's and B's 

HSAs which are treated as section 731 distributions 

toAandB; 

(8) A $300 contribution to C s HSA in lieu of 

paying C the guaranteed payment directly; and 

(C) A $200 contribution to each of D's and E's 

HSAs, who are comparable participating employees. 

(ii) Partnership X's contributions to A's and B's 

HSAs are section 731 distributions, which are treated 

as cash distributions. Partnership X's contribution 

to Cs HSA is treated as a guaranteed payment un

der section 707(c). The contribution is not excludible 

from C's gross income under section 1 06( d) because 

the contribution is treated as a distributive share of 

partnership income for purposes of all Code sections 

other than sections 61(a) and 162(a), and a guaran

teed payment to a partner is not treated as compensa

tion to an employee. Thus, Partnership X's contribu

tions to the HSAs of A, B, and C are not subject to the 

comparability rules. Partnership X's contributions to 

D's and E's HSAs are subject to the comparability 

rules because D and E are employees of Partnership 

X and are not partners in Partnership X. Partnership 

X's contributions satisfy the comparability rules. 

Q-4: How are members of controlled 
groups treated when applying the compa
rability rules? 

A-4: All persons or entities treated as a 
single employer under section 414 (b), (c), 
(m), or (0) are treated as one employer. See 
sections 4980G(b) and 4980E(e). 

Q-5: What are the categories of em
ployees for comparability testing? 

A-5: (a) Categories. The categories of 
employees for comparability testing are as 
follows (but see Q & A-6 of this section 
for the treatment of collectively bargained 
employees)-

(I) Current full-time employees; 
(2) Current part-time employees; and 
(3) Fonner employees (except for for-

mer employees with coverage under the 
cmployer's HDHP because of an election 

under a COBRA continuation prOVISIOn 
(as defined in section 9832(d)( I »). 

(b) ParT-Time alld .tilll-tim£' empfoyees, 
For purposes of section -I-980G, part-time 
employees are customarily employed for 
fewer than 30 hours per week and full-time 
employees are customarily employed for 
30 or more hours per week. See sections 
4980G(b) and 4980E(d)(4)(A) and (B), 

(c) In general. Except as provided in 
Q & A-6 of this section, the categories 
of employees in paragraph (a) of this 
Q & A-5 are the exclusive categories of 
employees for comparability testing. An 
employer must make comparable contri
butions to the HSAs of all comparable 
participating employees (eligible individ
uals who are in the same category of em
ployees with the same category of HDHP 
coverage) during the calendar year with
out regard to any classification other than 
these categories. For example, full-time 
eligible employees with self-only HDHP 
coverage and part-time eligible employees 
with self-only HDHP coverage are sepa
rate categories of employees and different 
amounts can be contributed to the HSAs 
for each of these categories. 

Q-6: Are employees who are included 
in a unit of employees covered by a col
lective bargaining agreement comparable 
participating employees? 

A-6: (a) In general. No. Collec
tively bargained employees who are cov
ered by a bona fide collective bargain
ing agreement between employee repre
sentatives and one or more employers are 
not comparable participating employees, if 
health benefits were the subject of good 
faith bargaining between such employee 
representatives and such employer or em
ployers, Fonner employees covered by a 
collective bargaining agreement also are 
not comparable participating employees. 

(b) Examples. The following examples 
illustrate the rules in paragraph (a) of this 
Q & A-6. The examples read as follows: 

Example 1. Employer A offers its employees an 

HDHP with a $1,500 deductible for self-only coy· 

erage. Employer A has collectively bargained and 

non-collectively bargained employees. The collec

tively bargained employees are covered by a collec· 

tive bargaining agreement under which health bene

fits were bargained in good faith. In the 2007 calendar 

year, Employer A contributes $500 to the HSAs of all 
eligible non-collectively bargained employees with 
self-only coverage under Employer A's HDHP. Em

ployer A does not contribute to the HSAs of the col
lectively bargained employees. Employer A's con

tributions to the HSAs of non-collectively bargained 



employees satisfy the comparability rules. The com
parability rules do not apply to collectively bargained 
employees. 

Example 2. Employer B offers its employees an 
HDHP with a $1,500 deductible for self-only cov
erage. Employer B has collectively bargained and 
non-collectively bargained employees. The collec
tively bargained employees are covered by a collec
tive bargaining agreement under which health bene
tits were bargained in good faith. In the 2007 calendar 
year and in accordance with the terms of the collec
tive bargaining agreement, Employer B contributes 
to the HSAs of all eligible collectively bargained em
ployees. Employer B does not contribute to the HSAs 
of the non-collectively bargamed employees. Em
ployer B's contributions to the HSAs of collectively 
bargained employees are not subject to the compa
rability rules because the comparability rules do not 
apply to collectively bargained employees. Accord
ingly, Employer B's failure to contribute to the HSAs 
of the non-collectively bargained employees does not 
violate the comparability rules. 

Example 3. Employer C has two units of collec
tively bargained employees - unit Q and unit R -
each covered by a collective bargaming agreement 
under which health benefits were bargained in good 
faith. In the 2007 calendar year and in accordance 
with the terms of the collective bargaining agreement, 
Employer C contributes to the HSAs of all eligible 
collectively bargained employees in unit Q. In ac
cordance with the terms of the collecti ve bargaining 
agreement, Employer C makes no HSA contributions 
for collectively bargained employees in unit R. Em
ployer C's contributions to the HSAs of collectively 
bargained employees are not subject to the compa
rability rules because the comparability rules do not 
apply to collectively bargained employees. 

Example 4. Employer D has a unit of collectively 
bargained employees that are covered by a collec
tive bargaining agreement under which health bene
fits were bargained in good faith. In accordance with 
the terms of the collective bargaining agreement, Em
ployer D contributes an amount equal to a specified 
number of cents per hour for each hour worked to the 
HSAs of all eligible collectIvely bargained employ
ees. Employer D's contributions to the HSAs of col
lectively bargained employees are not subject to the 
comparability rules because the comparability rules 
do not apply to collectively bargained employees. 

Q-7: Is an employer permitted to 
make comparable contributions only to 
the HSAs of comparable participating 
employees who have coverage under the 
employer's HDHP? 

A-7: (a) Employer-provided HDHP 
coverage, If during a calendar year, an 
employer contributes to the HSA of any 
employee who is an eligible individual 
covered under an HDHP provided by 
the employer, the employer is required 
to make comparable contributions to the 
HSAs of all comparable participating em
ployees with coverage under any HDHP 
provided by the employer, An employer 
that contributes only to the HSAs of em
ployees who are eligible individuals with 

coverage under the employer's HDHP is 
not required to make comparable contri
butions to HSAs of employees who are 
eligible individuals but are not covered 
under the employer's HDHP. 

(b) Non-employer provided HDHP 

coverage. An employer that contributes 
to the HSA of any employee who is an 
eligible individual with coverage under 
any HDHP that is not an HDHP provided 
by the employer, must make comparable 
contributions to the HSAs of all compara
ble participating employees whether or not 
covered under the employer's HDHP. An 
employer that makes a reasonable good 
faith effort to identify all comparable par
ticipating employees with non-employer 
provided HDHP coverage and makes com
parable contributions to the HSAs of such 
employees satisfies the requirements in 
paragraph (b) of this Q & A-7. 

(c) Examples. The following examples 
illustrate the rules in this Q & A-7. None 
of the employees in the following exam
ples are covered by a collective bargaining 
agreement. The examples read as follows: 

Example 1. In a calendar year, Employer E offers 
an HDHP to its full-time employees. Most full-time 
employees are covered under Employer E's HDHP 
and Employer E makes comparable contributions 
only to these employees' HSAs. Employee W. a 
full-time employee of Employer E and an eligible 
individual. is covered under an HDHP provided by 
the employer of W' s spouse and not under Employer 
E's HDHP. Employer E is not required to make 
comparable contributions to W's HSA. 

Example 2. In a calendar year, Employer F doe~ 
not offer an HDHP. Scveral full-time employees of 
Employer F, who are eligible individuals, have HSAs. 
Employer F contributes to these employees' HSAs. 
Employer F must make comparable contributions to 
the HSAs of all full-time employees who are eligible 
individuals. 

Example 3. In a calendar year, Employer G offers 
an HDHP to its full-time employees. Most full-time 
employees are covered under Employer G's HDHP 
and Employer G makes comparable contributions 
to these employees' HSAs and also to the HSAs of 
full-time employees who are eligible individuals and 
who are not covered under Employer G's HDHP. 
Employee S, a full-time employee of Employer G 
and a comparable panicipating employee, is covered 
under an HDHP provided by the employer of S's 
spouse and not under Employer G's HDHP. Em
ployer G must make comparable contributions to S' s 
HSA. 

Q-8: If an employee and his or her 
spouse are eligible individuals who work 
for the same employer and one employee
spouse has family coverage for both em
ployees under the employer's HDHP, must 
the employer make comparable contribu
tions to the HSAs of both employees? 

A-8: (a) In general. If the employer 
makes contributions only to the HSAs 
of employees who are eligible individ
uals covered under its HDHP where 
only one employee-spouse has family 
coverage for both employees under the 
employer's HDHP, the employer is not 

required to contribute to the HSAs of 
both employee-spouses. The employer 
is required to contribute to the HSA of 
the employee-spouse with coverage un
der the employer's HDHP, but is not 
required to contribute to the HSA of the 
employee-spouse covered under the em
ployer's HDHP by virtue of his or her 
spouse's coverage. However, if the em
ployer contributes to the HSA of any 
employee who is an eligible individual 
with coverage under an HDHP that is 
not an HDHP provided by the employer, 
the employer must make comparable 
contributions to the HSAs of both em
ployee-spouses if they are both eligible 
individuals. If an employer is required 
to contribute to the HSAs of both em
ployee-spouses, the employer is not re
quired to contribute amounts in excess of 
the annual contribution limits in section 
223(b). 

(b) Examples. The following examples 
illustrate the rules in paragraph (a) of this 
Q & A-8. None of the employees in the 
following examples are covered by a col
lective bargaining agreement. The exam
ples read as follows: 

Example J. In a calendar year. Employer H offers 
an HDHP to its full-time employees. Most full-time 
employees are covered under Employer H's HDHP 
and Employer H makes comparable contributions 
only to these employees' HSAs. T and U are a 
married couple. Employee T. who is a full-time em
ployee of Employer H and an eligible indIvidual. has 
family coverage under Employer H's HDHP for T 
and T's spouse. Employee U. who is also a full-time 
employee of Employer H and an eligible individual, 
does not have coverage under Employer H's HDHP 
except as the spouse of Employee T. Employer H 
is required to make comparable contributions to 
1'5 HSA, but is not required to make comparable 
contributions to U's HSA. 

Example 2. In a calendar year, Employer J offers 
an HDHP to its full-time employees \1ost full-time 
employees are covered under Employer J's HDHP 
and Employer J make,> comparable contributions to 

these employees' HSAs and to the HSAs of full-time 
employees who are eligible individuals but are not 
covered under Employer J's HDHP. Rand S are a 
married couple. Employee S, who" a full-time em
ployee of Employer J and an eligible individual, has 
family coverage under Employer J's HDHP for Sand 
S's spouse. Employee R, who is also a full-time em
ployee of Employer J 2nd an eligible individual. does 
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not have coverage under Employer 1's HDHP ex

cept as the spouse of Employee S. Employer J must 

make comparable contributions to S's HSA and to 

R', HSA. 

Q-9: Does an employer that makes 

HSA contributions only for one class 

of non-collectively bargained employees 
who are eligible individuals, but not for an
other class~ of non-collectively bargained 

employees who are eligible individuals 
(for example. management v. non-man

agement) satisfy the requirement that the 
employer make comparable contributions? 

A-9: (a) Different classes of employ
ees. No. If the two classes of employ
ees are comparable participating employ
ees, the comparability rules are not sat
isfied. The only categories of employ
ees for comparability purposes are current 
full-time employees, current part-time em
ployees, and former employees. Collec
tively bargained employees are not com
parable participating employees. But see 
Q & A-I in ~54.4980G-5 on contributions 
made through a cafeteria plan. 

(b) Examples. The following examples 
illustrate the rules in paragraph (a) of this 
Q & A-9. None of the employees in the 
following examples are covered by a col
lective bargaining agreement. The exam-

ples read as follows: . 
E.wtnl'le I. In a calendar year. Employer K maIn

tains an HDHP covering all management and non
management employees. Employer K contributes to 
the HSAs of non-management employees who are el
igible individual> covered under its HDHP. Employer 
K does not contnbute to the HSAs of its management 
employees who are eligible individuals covered un
der its HDHP. The comparability rules are not satis
fied. 

Example 2. All of Employer L's employees are 
located in city X and city Y. [n a calendar year. Em
ployer L maintains an HDHP for all employees work
ing in city X only. Employer L does not maintain an 
HDHP for its employees working in city Y. Employer 
L contributes $500 to the HSAs of city X employees 
who are eligible individuals with coverage under its 
HDHP. Employer L does not contribute to the HSAs 
of any of it, city Y employees. The comparability 
rules are satisfied because none of the employees in 
city Yare cO\"ered under an HDHP of Employer L. 
I H;)\\ever. If any employee, in city Y were covered 
by an HDHP of Employer L. Employer L could not 
f~;il to contribute to their HSAs merely because they 
Ilork in a different city.) 

E.wlIlple 3. Employer M has two divisiom - di
I'ision N and division O. In a calendar year. Employer 
M maintains an HDHP for employees working In di
vision N ~lIld division O. Employer M contributes to 
the HSAs of division N employees who are eligible 
indi\ iduals with cm erage under its HDHP. Employer 
tv! doe, not contribute to the HSAs of division 0 em
ployees IV ho are eligible indiliduals covered under its 
HDHP. The comparubility rules are 110t satisfied. 
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Q-IO: If an employer contributes to 
the HSAs of former employees who are 
eligible individuals, do the comparability 
rules apply to these contributions? 

A-IO: (a) Former employees. Yes. The 
comparability rules apply to contributions 
an employer makes to former employees' 
HSAs. Therefore, if an employer con
tributes to any former employee's HSA, 

it must make comparable contributions to 
the HSAs of all comparable participating 
fonner employees (fonner cmployees who 
are eligible individuals with the same cat
egory of HDHP coverage). However, an 
employer is not required to make com
parable contributions to the HSAs of for
mer employees with coverage under the 
employer's HDHP because of an election 
under a COBRA continuation provision 
(as defined in section 9832(d)(l )). See 
Q & A-5 and Q & A-12 of this section. 
The comparability rules apply separately 
to fonner employees because they are a 
separate category of covered employee. 
See Q & A-5 of this section. Also, for
mer employees who were covered by a col
lective bargaining agreement immediately 
before tennination of employment are not 
comparable participating employees. See 
Q & A-6 of this section. 

(b) Locatingformer employees. An em
ployer making comparable contributions 
to fonner employees must take reasonable 
actions to locate any missing comparable 
participating former employees. In gen
eraL such actions include the use of cer
tified maiL the Internal Revenue Service 
Letter Forwarding Program or the Social 
Security Administration's Letter Forward
ing Service. 

(c) Examples. The following examples 
illustrate the rules in paragraph (a) of this 
Q & A-IO' None of the employees in the 
following examples are covered by a col
lective bargaining agreement. The exam
ples read as follows: 

Example I. In a calendar year. Employer N con
tributes $ I ,000 for the calendar year to the HSA of 
each current employee who is an eligible individual 
with coverage under any HDHP. Employer N does not 
contribute to the HSA of any former employee who 
is an eligible individual. Employer N's contributions 
satisfy the comparability rules. 

Example 2. I n a calendar year, Employer 0 con
tri butes to the HSAs of current employees and former 
employees who are eligible individuals covered un
der any HDHP. Employer 0 contributes 5750 to the 
HSA of each current employee with self-only HDHP 

h HSA f each current coverage and $1,000 to teo 
employee with family HDHP coverage. Employer 

. - h HSA of each former o also contnbutes :SJOO to t e 
. I HDHP coverage and $400 employee with selt-on y ., ".. '. " 

SA t· "1 ,. )[(l1er cmplln re \\ tth tamtl) to the H II e ac 1 l •... . 

E lpl())'~r 0', contributIOns satIsfy HDHP coverage. 11 - • 

the comparability ruks. 

Q-Il: Is· an employer permitted to 

make comparable contributions only to 
the HSAs of comparable participating for
mer employees who have coverage under 

the employer's HDHP? 
A-II: If during a calendar year, an 

employer contributes to the HSA of any 
former employee who is an eligible indi
vidual covered under an HDHP provided 
by the employer, the employer is required 
to make comparable contributions to the 
HSAs of all fonner employees who are 
comparable participating fonner employ
ees with coverage under any HDHP pro
vided by the employer. An employer that 
contributes only to the HSAs of former 
employees who are eligible individu
als with coverage under the employer's 
HDHP is not required to make compara
ble contributions to the HSAs of former 
employees who are eligible individuals 
and who are not covered under the em
ployer's HDHP. However, an employer 
that contributes to the HSA of any former 
employee who is an eligible individual 
with coverage under an HDHP that is not 
an HDHP of the employer, must make 
comparable contributions to the HSAs of 
all fonner employees who are eligible in
dividuals whether or not covered under an 
HDHP of the employer. 

Q-12: If an employer contributes only 
to the HSAs of former employees who 
are eligible individuals with coverage un
der the employer's HDHP, must the em
ployer make comparable contributions to 
the HSAs of fonner employees who are 
eligible individuals with coverage under 
the employer's HDHP because of an e\e~
tion under a COBRA continuation provI
sion (as defined in section 9832(d)(l))? 

A-12: No. An employer that con
tributes only to the HSAs of fonner em
ployees who are eligible individuals wi~h 
coverage under the employer's HDHP IS 
not required to make comparable contri
butions to the HSAs of former employees 
who are eligible individuals with coverage 
under the employer's HDHP because of an 
election under a COBRA continuation pro
vision (as defined in section 9832(d)(1)). 



Q-13: How do the comparability rules 
apply if some employees have HSAs and 
other employees have Archer MSAs? 

A-13: (a) HSAs and Archer MSAs. The 
comparability rules apply separately to 
employees who have HSAs and employ
ees who have Archer MSAs. However, 
if an employee has both an HSA and an 
Archer MSA, the employer may contribute 
to either the HSA or the Archer MSA, but 
not to both. 

(b) Example. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-13: 

Example. In a calendar year. Employer P con
tributes $600 to the Archer MSA of each employee 
who is an eligible individual and who has an Archer 
MSA. Employer P contributes $500 for the calendar 
year to the HSA of each employee who is an eligi
ble individual and who has an HSA. If an employee 
has both an Archer MSA and an HSA, Employer P 
contributes to the employee's Archer MSA and not 
to the employee's HSA. Employee X has an Archer 
MSA and an HSA. Employer P contributes $600 for 
the calendar year to X' s Archer MSA but does not 
contribute 10 X's HSA. Employer p's contributions 
satisfy the comparability rules. 

§54.4980G-4 Calculating comparable 
contributions. 

Q-I: What are comparable contribu
tions? 

A-I: (a) Definition. Contributions are 
comparable if, for each month in a cal
endar year, the contributions are either 
the same amount or the same percentage 
of the deductible under the HDHP for 
employees who are eligible individuals 
with the same category of coverage on 
the first day of that month. Employees 
with self-only HDHP coverage are tested 
separately from employees with family 
HDHP coverage. Similarly, employees 
with different categories of family HDHP 
coverage may be tested separately. See 
Q & A-2 in §S4.4980G-I. An employer is 
not required to contribute the same amount 
or the same percentage of the deductible 
for employees who are eligihle individu
als with one category of HDHP coverage 
that it contributes for employees who are 
eligible individuals with a different cate
gory of HDHP coverage. For example, an 
employer that satisfies the comparability 
rules by contributing the same amount 
to the HSAs of all employees who are 
eligible individuals with family HDHP 
coverage is not required to contribute any 
amount to the HSAs of employees who are 

eligible individuals with self-only HDHP 
coverage, or to contribute the same per
centage of the self-only HDHP deductible 
as the amount contributed with respect to 
family HDHP coverage. However, the 
contribution with respect to the self plus 
two category may not be less than the con
tribution with respect to the self plus one 
category and the contribution with respect 
to the self plus three or more category 
may not be less than the contribution with 
respect to the self plus two category. 

(b) Examples. The following examples 
illustrate the rules in paragraph (a) of this 
Q & A-I. None of the employees in the 
following examples are covered by a col
lective bargaining agreement. The exam
ples read as follows: 

Example 1. In the 2007 calendar year, Employer 
A offers its full-time employees three health plans, 
including an HDHP with self-only coverage and a 
$2,000 deductible. Employer A contributes $1.000 
for the calendar year to the HSA of each employee 
who is an eligible individual electing the self-only 
HDHP coverage. Employcr A makes no HSA con
tributions for employees with family HDHP cover
age or for employees who do not elect the employer's 
self-only HDHP Employer A's HSA contributions 
satisfy the comparability rules. 

Example 2. In the 2007 calendar year, Employer 
B offers its employees an HDHP with a $3,000 
deductible for self-only coverage and a $4.000 
deductible for family coverage. Employer B con
tributes $1,000 for the calendar year to the HSA of 
each employee who is an eligible individual electing 
the self-only HDHP coverage. Employer B con
tributes $2,000 for the calendar year to the HSA of 
each employee who is an eligible individual electing 
the family HDHP covcrage. Employer B's HSA 
contributions satisfy the comparability rules. 

Example 3 In the 2007 calendar year. Employer 
e offers its employees an HDHP with a S I ,500 
deductible for self-only coverage and a 53,000 
deductible for family coverage. Employer e con
tributes $1,000 for the calendar year to the HSA of 
each employee who is an eligible individual electing 
the self-only HDHP coverage. Employer e con~ 
tributes $1,000 for the calendar year to the HSA of 
each employee who is an eligible individual electing 
the family HDHP coverage. Employer C's HSA 
contributions satisfy the comparability rules. 

Example 4. [n the 2007 calendar year, Employer 
D offers its employees an HDHP with a $1,500 
deductible for self-only coverage and a $3,000 
deductible for family coverage. Employer D con
tributes $I,SOO for the calendar year to the HSA of 
each employee who is an eligIble IndIvidual electmg 
the self-only HDHP coverage. Employer D con
tributes $1,000 for the calendar year to the HSA of 
each employee who is an eligible individual electing 
the family HDHP coverage. Employer D' s HSA 
contributions satisfy the comparability rules. 

Example 5. (i) In the 2007 calendar year, Em
ployer E maintains two HDHPs. Plan A has a S2,000 
deductible for self-only coverage and a $4,000 de
ductible for family coverage. Plan B has a $2,500 

deductible for self-only coverJge "nd a $4.500 de
ductible for family coverage. For the calendar year. 
Employer E makes cDntribution\ lU the HSA uf each 
full-time employee who IS an eligible individual cov
ered under Plan A of$600 for self-only coverage and 
$1,000 for family coverage. Employer E satisfies the 
comparability rules. if it makes either of the follOWing 
contributions for the 2007 calenLiar year [(1 the HSA 
of each full-time employee who is an eligihle indi, id
ual covered under Plan B-

(A) $600 for each full-time employee with 
self-only coverage and $1.0UO for each luJl-time 
employee with family coverage: or 

(B) $750 for each employee with self-only cover
age and $1,125 for each employee with family cover
age (the same percentage of the deductihle Employer 
E contributes for fuli-tlme employees covered under 
Plan A, 30ck of the deductible for ,elf-only coverage 
and 25o/r of the deductible for family coverage l. 

(ii) Employer E also makes contributions to the 
HSA of each part-time employee who is an eligible 
individual covered under Plan A of $300 for self-only 
coverage and $500 for family coverage. Employer 
E satisfies the comparability rules, if it makes either 
of the following contributions for the 2007 calendar 
year to the HSA of each part-time employee who is 
an eligible individual covered under Plan B-

(A) $300 for each part-lime employee with self
only coverage and $500 for each part-time employee 
with family coverage: or 

(B) $375 for each part-time employee with self
only coverage and :1>563 for each part-time employee 
with family coverage (the same percentage of the de
ductible Employer E contrihutes for part-time em
ployees covered under Plan A, 150 of the deductible 
for self-only coverage and 12.5'?, of the deductible 
for family coverage). 

Example 6. (i) In the 2007 calendar year. Em
ployer F maintains an HDHP. The HDHP has the fol
lowing coverage options-

(A) A $2.500 deductible for self-only coverage; 
(3) A $3,500 deductible for self plus one depen

dent (self plus one): 
(e) A $3,500 deductible for sclf plus spouse (sell 

pillS one): 
(1) A $3,500 deductible for self plus spouse and 

one dependent (self plus two): and 
(El A $3.500 deductible for self plw, spouse and 

two or more dependents (sclf plus th~ee 01 more). 
(ii) Employer F makes the following contnbu

tions for the calendar year to the HSA of each fuli
time employee who is an eligible incividual covcred 
under the HDHP-

(A) $750 for self-only coverage: 
(B) $1,000 for self plus one dependent: 
(e) $1 ,oon for self plus spouse: 
(0) $1,500 for self plus spllw,e and onc depen

dent: and 
(E) $2,000 for self plus spousc and two or morc 

dependents. 
(iii) Employer F's HSA contributions satisfy the 

comparability rules. 
Example 7. (I) In a calendar year. Employer G 

offers its employees an HDHP and a health tlcxi
ble spending arrangement (health FSA) The health 
FSA reimburses employce.s for medical expen.ses a, 
defined in section 213(d). Some of Emplo}er G's 
employees have coverage under the HDHP and the 
health FSA. some have coverage under the HDHP 
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and their spouse's FSA. and some have coverage un
der the HDHP and are enrolled In Medicare. For the 

calendar year. Employer G contributes $500 to the 
HSA of each employee \\hll is an eligible individuaL 
No contributions are made tD the HSAs of employees 
who have coverage under Employer G', health FSA 
or under a spouse's heallh FSA or \\ho are enrolled 
in Medicare. 

(ii) The employees whe) have Cl)\'crage under a 
health FSA (whether Employer H's or then splluse's 
FSA I Dr who are covered under Medicare are not 
eligible lIldividuals. Specifically. the employees 
who have cllverage under the health FSA or under a 
spouse's health FSA arc not comparable participating 
employees became they are not eligible individuals 
under section 22.'(c)( II SIInilarly, the employees 
who are enrolled in Medicare are not comparable 
participating employees because they are not eligi
ble Individuals under section 223(b)(7) and (c)( I), 
Therefore, employees who havc covcrage under the 
health FSA or under a spouse's health FSA and em
ployees who are enrolled in Medicare are excluded 
from comparability testing. See sections 4980G(b, 
and 4980E, Employer G's contributions satisfy the 
comparability rules. 

Q-2: How does an employer comply 
with the comparability rules when some 
non-collectively bargained employees 
who are eligiblc individuals do not work 
for the employer during the entire calendar 
year? 

A-2: (a) In general. In determining 
whether the comparability rules are satis
fied, an employer must take into account 
all full-time and part-time employees who 
were employees and eligible individu
als for any month during the calendar 
year. (Full-time and part-time employees 
are tested separately. See Q & A-S in 
§S4.4980G-3.) There are two methods to 
comply with the comparability rules when 
some employees who are eligible individ
uals do not work for the employer during 
the entire calendar year; contributions may 
be made on a pay-as-you-go basis or on 
a look-back basis. See Q & A-9 through 
Q & A-II in §S4,4980G-3 for the rules 
regarding comparable contributions to the 
HSAs of former employees. 

(b) Contributions on a pay-as-you-go 
hasis. An employer may comply with 
the comparability rules by contributing 
amounts at one or more dates during the 
calendar year to the HSAs of employees 
who are eligible individuals as of the first 
day of the month. if contributions are the 
same amount or the same percentage of 
the HDHP deductible for employees who 
are eligible individuals as of the first day 
of the month with the same category of 
coverage and are made at the same time. 
Contributions made at the employer's 
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usual payroll interval for different groups 
of employees are considered to be made 
at the samc time. For example, if salaried 
cmployees are paid monthly and hourly 
employees are paid bi-weekly, an em
ployer may contribute to the HSAs of 
hourly employees on a bi-weekly basis 
and to the HSAs of salaried employees on 
a monthly basis. An employer may change 
the amount that it contributes to the HSAs 
of employees at any point. However, the 
changed contribution amounts must sat
isfy the comparability rules. 

(c) Examples, The following examples 
illustrate the rules in paragraph (b) of this 
Q & A-2: The examples read as follows: 

Example 1, (i) Beginning on January I st, Em
ployer H contributes $50 per month on the first day 
of each month to the HSA of each employee who is 
an eligible individual on that date. Employer H does 
not contribute to the HSAs of former employees. In 
mid-March of the same year, Employee X, an eligible 
individual, terminates employment after Employer H 
has contributed $150 to X 's HSA. After X terminates 
employment, Employer H does not contribute addi
tional amounts to X' s HSA. In mid-April of the same 
year. Employer H hires Employee y, an eligible indi
vidual, and contributes 550 to y's HSA in May and 
$50 in June. Effective in July of the same year, Em
ployer H stops contributing to the HSAs of all em
ployees and makes no contributions to the HSA of 
any employee for the months of July through Decem
ber. In August, Employer H hires Employee Z, an el
igible individual. Employer H does not contribute to 
Z's HSA. After Z is hired. Employer H does not hire 
additional employees, As of the end of the calendar 
year, Employer H has made the following HSA con
tributions to its employees' HSAs-

and 

(A) Employcr H contributed $150 to X's HSA; 
(8) Employer H contributed $100 to y's HSA; 
(e) Employer H did not contribute to Z's HSA; 

(D) Employer H contrihuted $300 to the HSA of 
each employee who was an eligible individual and 
employed by Employer J from January through June, 

(ii) Employer H's contributions satisfy the com
parability rules. 

Example 2, In a calendar year. Employer J of
fers its employees an HDHP and contributes on a 
monthly pay-as-you-go basis to the HSAs of employ
ees who are eligible individuals with coverage un
der Employer 1's HDHP. In the calendar year, Em
ployer J contributes $50 per month to the HSA of each 
employee with self-only HDHP coverage and $100 
per month to the HSA of each employee with family 
HDHP coverage. From January I sl through March 
3 I st of the calendar year. Employee Xis an eligible in
dividual with self-only HDHP coverage. From April 
1'1 through December 31;t of the calendar year, X is 
an eligible individual with family HDHP coverage. 
For the months of January, February and Marcb of the 
calendar year, Employer J contributes $50 per month 
to X's HSA. For the remaining months of the calendar 
year. Employer J contributes $100 per month to X's 
HSA, Employer 1'5 contributions to X's HSA satisfy 
the comparability rules. 

(d) COlltribllfiolls Oil a look-back basis. 
An employer may also satisfy the com
parability rules by determining compara
ble contributions for the calendar year at 
the end of the calendar year, taking into 
account all employees who were eligible 
individuals for any month during the cal
endar year and contributing the same per
centage of the HDHP deductible or the 
same dollar amount to the HSAs of all em
ployees with the same category of cover
age for that month. 

(e) Examples. The following examples 
illustrate the rules in paragraph (d) of this 
Q & A-2, The examples read as follows: 

Example 1. In a calendar year, Employer K 
offers its employees an HDHP and contributes on a 
look-back basis to the HSAs of employees who are 
eligible individuals with coverage under Employer 
K's HDHP. Employer K contributes $600 ($50 per 
month) for the calendar year to the HSA of each 
employee with self-only HDHP coverage and $1,200 
($100 per month) for the calendar year to the HSA of 
each employee with family HDHP coverage. From 
January I st through June 30lh of the calendar year, 
Employee Y is an eligible individual with family 
HDHP coverage. From July 1st through December 
31 st, Y is an eligible individual with self-only HDHP 
coverage. Employer K contributes $900 on a look
back basis for the calendar year to y's HSA ($100 
per month for the months of January through June 
and $50 per month for the months of July through 
December). Employer K's contributions to y's HSA 
satisfy the comparability rules. 

Example 2. On December 31,t, Employer L con
tributes $50 per month on a look-back basis to each 
employee's HSA for each month in the calendar year 
that the employee was an eligible individual. In mid
March of the same year, Employee T, an eligible indi
vidual, terminated employment. In mid-April of the 
same year, Employer L hired Employee U, who be
comes an eligible individual as of May I st and works 
for Employer L through December 31 Sl. On Decem
ber 31 S\ Employer L contributes $150 to Employee 
T's HSA and $400 to Employee U's HSA Employer 
L's contributions satisfy the comparability rules. 

(f) Periods and dates for making con
tributions. With both the pay-as-you go 
method and the look-back method, an em
ployer may establish, on a reasonable and 
consistent basis, periods for which con
tributions will be made (for example, a 
quarterly period covering three consecu
tive months in a calendar year) and the 
dates on which such contributions will be 
made for that designated period (for ex
ample, the first day of the quarter or the 
last day of the quarter in the case of an 
employer who has established a quarterly 
period for making contributions). An em
ployer that makes contributions on a pay
as-you-go basis for a period covering more 
than one month will not fail to satisfy the 



comparability rules because an employee 
who terminates employment prior to the 
end of the period for which contributions 
were made has received more contribu
tions on a monthly basis than employees 
who have worked the entire period. In ad
dition, an employer that makes contribu
tions on a pay-as-you-go basis for a pe
riod covering more than one month must 
make HSA contributions for any compara
ble participating employees hired after the 
date of initial funding for that period. 

(g) Example. The following example 
illustrates the rules in paragraph (f) of this 
Q & A-2: 

Example. Employer M has established. on a rea
sonable and con~i~lenl basis, a quarterly period for 
making contributions to the HSAs of eligible em
ployees on a pay-as-you-go basis. Beginning on Jan
uary I st, Employer M contributes $150 for the first 
three months of the calendar year to the HSA of each 
employee who is an eligible individual un that date. 
On January 15th

, Employee V, an eligible individual, 
terminated employment after Employer M has con
tributed $150 to V's HSA. On January 15th. Em
ployer M hired Employee W, who becomes an el
igible individual as of February 1 sl On April 1st

, 

Employer M has contributed $100 to W's HSA for 
the two months (February and March) in the quarter 
period that Employee W was an eligible employee. 
Employer M's contributions satisfy the comparabil
ity rules. 

Q-3: How do the comparability rules 
apply to employer contributions to em
ployees' HSAs if some non-collectively 
bargained employees work full-time dur
ing the entire calendar year, and other 
non-collectively bargained employees 
work full-time for less than the entire cal
endar year? 

A-3: Employer contributions to the 
HSAs of employees who work full-time 
for less than twelve months satisfy the 
comparability rules if the contribution 
amount is comparable when determined 
on a month-to-month basis. For exam
ple, if the employer contributes $240 to 
the HSA of each full-time employee who 
works the entire calendar year, the em
ployer must contribute $60 to the HSA of 
each full-time employee who works on 
the first day of each three months of the 
calendar year. The rules set forth in this 
Q & A-2 apply to employer contributions 
made on a pay-as-you-go basis or on a 
look-back basis as described in Q & A-3 
of this section. See sections 4980G(b) and 
4980E( d)(2)(B). 

Q-4: Mayan employer make contri
butions for the entire year to the HSAs of 
its employees who are eligible individuals 

at the beginning of the calendar year (on 
a pre-funded basis) instead of contributing 
on a pay-as-you-go or on a look-back ba-

. ? 
SIS. 

A-4: (a) Contributions on a pre-funded 
basis. Yes. An employer may make con
tributions for the entire year to the HSAs of 
its employees who are eligible individuals 
at the beginning of the calendar year. An 
employer that pre-funds the HSAs of its 
employees will not fail to satisfy the com
parability rules because an employee who 
terminates employment prior to the end of 
the calendar year has received more con
tributions on a monthly basis than employ
ees who work the entire calendar year. See 
Q & A-12 of this section. Under section 
223(d)(1)(E), an account beneficiary'S in
terest in an HSA is nonforfeitable. An em
ployer must make comparable contribu
tions for all employees who are compara
ble participating employees for any month 
during the calendar year, including em
ployees who are eligible individuals hired 
after the date of initial funding. An em
ployer that makes HSA contributions on a 
pre-funded basis may also contribute on a 
pre-funded basis to the HSAs of employ
ees who are eligible individuals hired af
ter the date of initial funding. Alterna
tively, an employer that has pre-funded 
the HSAs of comparable participating em
ployees may contribute to the HSAs of em
ployees who are eligible individuals hired 
after the date of initial funding on a pay
as-you-go basis or on a look-back basis. 
An employer that makes HSA contribu
tions on a pre-funded basis must use the 
same contribution method for all employ
ees who are eligible individuals hired after 
the date of initial funding. 

(b) Example. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-4: 

Example. (i) On January I. Employer N cun
tributes $1,200 for the calendar year on a pre-funded 
basis to the HSA of each employee who is an eligible 
individual. In mid-May, Employer N hires Employee 
B, who becomes an eligible individual as of June I st. 
Therefore, Employer N is required to make compara
ble contributions to B' s HSA beginning in June. Em
ployer N satisfies the comparability rules with respect 
to contributions to 8' s HSA if it makes HSA contri
butions in anyone of the following ways-

(A) Pre-funding B's HSA by contributing $700 to 
8's HSA; 

(8) Contributing $100 per month on a pay-as
you-go basis to 8's HSA; or 

(C) Contributing to B's HSA at the end of the 
calendar year taking into account each month that B 

was an eligible individual and employed by Employer 
M. 

(ii) If Employer M hires addilJonal employees 
who are eligible individuals after mitial funding. it 
must use the same contribution method for these em
ployees that It used to contribute to B's HSA. 

Q-5: Must an employer use the same 
contribution method as described in 
Q & A-2 and Q & A-4 of this section 
for all employees who were comparable 
participating employees for any month 
during the calendar year? 

A-5: Yes. If an employer makes com
parable HSA contributions on a pay-as
you-go basis, it must do so for each em
ployee who is a comparable participating 
employee as of the first day of the month_ 
If an employer makes comparable contri
butions on a look-back basis, it must do 
so for each employee who was a compara
ble participating employee for any month 
during the calendar year. If an employer 
makes HSA contributions on a pre-funded 
basis, it must do so for all employees who 
are comparable participating employees at 
the beginning of the calendar year and 
must make comparable HSA contributions 
for all employees who are comparable par
ticipating employees for any month dur
ing the calendar year, including employ
ees who are eligible individuals hired after 
the date of initial funding. See Q & A-4 
of this section for rules regarding contribu
tions for employees hired after initial fund
ing. 

Q-6: How does an employer comply 
with the comparability rules if an em
ployee has not established an HSA at the 
time the employer contributes to its em
ployees' HSAs? 

A-6: (a) Employee has not established 
an HSA at the time the employer funds 
its employees' HSAs. If an employee has 
not established an HSA at the time the 
employer funds its employees' HSAs, the 
employer complies with the comparability 
rules by contributing comparable amounts 
plus reasonable interest to the employee's 
HSA when the employee establishes the 
HSA, taking into account each month that 
the employee was a comparable participat
ing employee. See Q & A-13 of this sec
tion for rules regarding reasonable interest. 

(b) Employee has not established an 
HSA by the end afthe calendar year. [Re
served]. 

(c) Example. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-6: 
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Example. Beginning on January 1'1. Employer 
o contribute!> $500 per calendar year on a pay-as
you-go basis to the HSA of each employee who is 
an eligible individual. Employee C IS an eligible in
dividual during the entire calendar year but does not 
e\labllsh an HSA until March Nlltwithstanding C's 
delay tn e,tabilshlng an HSA, Employer 0 must make 
up the missed HSA contributions plus reasonable tn
terest for January and February by April I :;Ih of the 

followtng calendar year. 

Q-7: If an employer bases its contri
butions on a percentage of the HDHP de
ductible, how is the correct percentage or 
dollar amount computed? 

A-7: (a) Computing HSA contribu

tions. The correct percentage is deter
mined by rounding to the nearest IIlOOth 

of a percentage point and the dollar amount 
is determined by rounding to the nearest 
whole dollar. 

(b) Example. The following example 
illustrates the rules in paragraph (a) of this 
Q & A-7: 

Example. In this Example, assume that each 
HDHP proVided by Employer P satisfies the defi
nnion of all HDHP for the 2007 calendar year. In 
the 2007 calendar year. Employer P maintains two 
HDHPs. Plan A has a deductible of $3,000 for 
self-only coverage. Employer P contributes $1.000 
for the calendar year to the HSA of each employee 
covered under Plan A. Plan B has a deductible of 
$3,500 for self-only coverage. Employer P satis
fies the comparability rules if it makes either of the 
following contribution, for the 2007 calendar year 
to the HSA of each employee who is an eligible 
indiVIdual with self-only coverage under Plan B-

(i) $1.000; or 
(il) $1,167 (3333% of the deductible rounded to 

the nearest whole dollar amount). 

Q-8: Does an employer that con
tributes to the HSA of each comparable 
participating employee in an amount equal 
to the employee's HSA contribution or a 
percentage of the employee's HSA con
tribution (matching contributions) satisfy 
the rule that all comparable participating 
employees receive comparable contribu
tions? 

A-8: No. If all comparable participat
ing employees do not contribute the same 
amount to their HSAs and, consequently, 
do not receive comparable contributions 
to their HSAs, the comparability rules are 
not satisfied, notwithstanding that the em
ployer offers to make available the same 
contribution amount to each comparable 
participating employee. But see Q & A-I 
in §54,4980G-5 on contributions to HSAs 
made through a cafeteria plan. 

Q-9: If an employer conditions contri
butions by the employer to an employee's 
HSA on an employee's participation in 

236 2006-2 C.B. 

health assessments, disease management 
programs or wellness programs and makes 
the same contributions available to all em
ployees who participate in the programs, 
do the contributions satisfy the compara
bility rules? 

A-9: No. If all comparable participat
ing employees do not elect to participate 
in all the programs and consequently, all 
comparable participating employees do 
not receive comparable contributions to 
their HSAs, the employer contributions 
fail to satisfy the comparability rules, But 
see Q & A-I in §54,4980G-5 on contri
butions made to HSAs through a cafeteria 
plan, 

Q-IO: If an employer makes additional 
contributions to the HSAs of all compara
ble participating employees who have at
tained a specified age or who have worked 
for the employer for a specified number of 
years, do the contributions satisfy the com
parability rules? 

A-lO: No, If all comparable partici
pating employees do not meet the age or 
length of service requirement, all compara
ble participating employees do not receive 
comparable contributions to their HSAs 
and the employer contributions fail to sat
isfy the comparability rules, 

Q-ll: If an employer makes additional 
contributions to the HSAs of all compa
rable participating employees who are eli
gible to make the additional contributions 
(HSA catch-up contributions) under sec
tion 223(b)(3), do the contributions satisfy 
the comparability rules? 

A-II: No, If all comparable participat
ing employees are not eligible to make the 
additional HSA contributions under sec
tion 223(b)(3), all comparable participat
ing employees do not receive comparable 
contributions to their HSAs, and the em
ployer contributions fail to satisfy the com
parability rules. 

Q-12: If an employer's contributions 
to an employee's HSA result in non-com
parable contributions, may the employer 
recoup the excess amount from the em
ployee's HSA? 

A-12: No. An employer may not 
recoup from an employee's HSA any 
portion of the employer's contribution 
to the employee's HSA. Under section 
223(d)( I )(E), an account beneficiary's in
terest in an HSA is nonforfeitable. How
ever, an employer may make additional 
HSA contributions to satisfy the compara-

bility rules. An employer may contribute 
up until April 15th following the calen
dar year in which the non-comparable 
contributions were made. An employer 
that makes additional HSA contributions 
to correct non-comparable contributions 
must also contribute reasonable interest. 
However, an employer is not required to 
contribute amounts in excess of the annual 
contribution limits in section 223(b), See 
Q & A-13 of this section for rules regard
ing reasonable interest. 

Q-13: What constitutes a reasonable 
interest rate for purposes of making com
parable contributions? 

A-13: The determination of whether a 
rate of interest used by an employer is rea
sonable will be based on all of the facts and 
circumstances, If an employer calculates 
interest using the Federal short-term rate 
as determined by the Secretary in accor
dance with section 1274(d), the employer 
is deemed to use a reasonable interest rate, 

§54.4980G-5 HSA comparability rules 

and cafeteria plans and waiver of excise 
tax, 

Q-l: If an employer makes contribu
tions through a section 125 cafeteria plan 
to the HSA of each employee who is an eli
gible individual, are the contributions sub
ject to the comparability rules? 

A-I: (a) In general. No. The compa
rability rules do not apply to HSA contri
butions that an employer makes through a 
section 125 cafeteria plan. However, con
tributions to an HSA made through a cafe
teria plan are subject to the section 125 
nondiscrimination rules (eligibility rules, 
contributions and benefits tests and key 
employee concentration tests). See sec
tion 125(b), (c) and (g) and the regulations 
thereunder. 

(b) Contributions made through a sec
tion 125 cafeteria plan, Employer con
tributions to employees' HSAs are made 
through a section 125 cafeteria plan and 
are subject to the section 125 cafeteria plan 
nondiscrimination rules and not the com
parability rules if under the written cafe
teria plan, the employees have the right to 
elect to receive cash or other taxable ben
efits in lieu of all or a portion of an HSA 
contribution (meaning that all or a portion 
of the HSA contributions are available as 
pre-tax salary reduction amounts), regard
less of whether an employee actually elects 



to contribute any amount to the HSA by 
salary reduction. 

Q-2: If an employer makes contribu
tions through a cafeteria plan to the HSA 
of each employee who is an eligible indi
vidual in an amount equal to the amount 
of the employee's HSA contribution or 
a percentage of the amount of the em
ployee's HSA contribution (matching con
tributions), are the contributions subject to 
the section 4980G comparability rules? 

A-2: No. The comparability rules do 
not apply to HSA contributions that an em
ployer makes through a section 125 cafe
teria plan. Thus, where matching contri
butions are made by an employer through 
a cafeteria plan, the contributions are not 
subject to the comparability rules of sec
tion 4980G. However, contributions, in
cluding matching contributions, to an HSA 
made under a cafeteria plan are subject 
to the section 125 nondiscrimination rules 
(eligibility rules, contributions and bene
fits tests and key employee concentration 
tests). See Q & A-I of this section. 

Q-3: If under the employer's cafete
ria plan, employees who are eligible indi
viduals and who participate in health as
sessments, disease management programs 
or weIIness programs receive an employer 
contribution to an HSA and the employ
ees have the right to elect to make pre
tax salary reduction contributions to their 
HSAs, are the contributions subject to the 
comparability rules? 

A-3: (a) In general. No. The compara
bility rules do not apply to employer con
tributions to an HSA made through a cafe
teria plan. See Q & A-I of this section. 

(b) Examples. The following examples 
illustrate the rules in this §54.4980G-5. 
The examples read as follows: 

Example 1. Employer A's written cafeteria plan 
permits employees to elect to make pre-tax salary 
reduction contributions to their HSAs. Employees 
making this election have the right to receive cash 
or other taxable benefits in lieu of their HSA pre-tax 
contribution. The section 125 cafeteria plan nondis
crimination rules and not the comparability rules ap
ply because the HSA contributions are made through 
the cafeteria plan. 

Example 2. Employer B's wntten cafeteria plan 
permits employees to elect to make pre-tax salary 
reduction contributions to their HSAs. Employees 
making this election have the right to receive cash 
or other taxable benefits in lieu of their HSA pre-tax 
contribution. Employer B automatically contributes a 
non-elective matching contribution or seed money to 
the HSA of each employee who makes a pre-tax HSA 
contribution. The section 125 cafeteria plan nondis
crimination rules and not the comparability rules ap-

ply to Employer B' s HSA contributions because the 
HSA contributions are made through the cafeteria 
plan. 

Example 3. Employer C\ written cafeteria plan 
permits employees to elect to make pre-tax salary 
reduction contributions to their HSAs. Employees 
making this election have the right to receive cash 
or other taxable benetits in lieu of their HSA pre-tax 
contribution. Employer C makes a non-elective con
tribution to the HSAs of all employees who complete 
a health risk assessment and participate in Employer 
C's well ness program. Employees do not have the 
right to receive cash or other taxable henefits in lieu of 
Employer C's non-elective contribution. The section 
125 cafeteria plan nondiscrimination rules and not the 
comparability rules apply to Employer C's HSA con
tributions because the HSA contributions are made 
through the cafeteria plan. 

Example 4. Employer D's written cafeteria plan 
permits employees to elect to make pre-tax salary 
reduction contributions to their HSAs. Employees 
making this election have the right to receive cash 
or other taxable benefits in lieu of their HSA pre
tax contribution. Employees participating in the plan 
who are eligible individuals receive automatic em
ployer contributions to their HSAs. Employees make 
no election with respect to Employer D's contribu
tion and do not have the right to receive cash or other 
taxable benefits in lieu of Employer D's contnbution. 
but are permitted to make their own pre-tax salary re
duction contributions to fund their HSAs. The section 
125 cafeteria plan nondiscrimination rules and not the 
comparahility rules apply to Employer D's HSA con
tributions because the HSA contnbutions are made 
through the cafeteria plan. 

Q-4: Mayall or part of the excise tax 
imposed under section 4980G be waived? 

A-4: In the case of a failure which is 
due to reasonable cause and not to will
ful neglect, all or a portion of the excise 
tax imposed under section 4980G may be 
waived to the extent that the payment of 
the tax would be excessive relative to the 
failure involved. See sections 4980G(b) 
and 4980E(c), 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved July 14, 2006. 

Eric Solomon. 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Regist"r on July 28. 2006, 
8:45 a.m .. and published in the issue of the Federal Register 
for July 31, 2006, 71 F.R. 43056) 

Section 6041.-lnformation 
at Source 

Regulations under section 6041 are amended with 
respect to information reporting for payments for le

gal services. See TD. 9270, page 237. 

Section 6045.-Returns 
of Brokers 
26 CFR 1.6045-5: Information reporting 011 pal'

ments to attorneys. 

T.D.9270 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Reporting of Gross Proceeds 
Payments to Attorneys 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi

nal regulations relating to the reporting of 
payments of gross proceeds to attorneys. 
The regulations reflect changes to the law 
made by the Taxpayer Relief Act of 1997 
(1997 Act). The final regulations will af
fect attorneys who receive payments of 
gross proceeds on behalf of their clients 
and will affect certain payors (for example, 
defendants in lawsuits and their insurance 
companies and agents) that, in the course 
of their trades or businesses, make pay
ments to these attorneys. 

DATES: Effective Dates: These regula
tions are effective July 13, 2006. 

Applicability Dates: For dates of appli
cability, see §1.6045-5(h). 

FOR FURTHER INFORMATION 
CONTACT: Nancy Rose (202) 622-4940 
(not a toll-free number), 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
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(44 U.S.c. 3507(d)) under control number 
1545-1644. 

Comments on the collection of infor
mation should be sent to the Office of 
Management and Budget. Attn: Desk 
Officer for the Dcpartment of the Trea
sury, Office of Information and Regula
tory Affairs, Washington. D.C. 20503. 
with copies to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance Offi
cer. SE:W:CAR:MP:T:T:SP, Washington, 
D.C. 20224. Comments on the collec
tion of information should be received 
by Scptcmbcr II, 2006. Comments are 
specifically requested concerning: 

Whether the collection of information 
is necessary for the proper performance 
of the functions of the Internal Revenuc 
Service, including whether the information 
will have practical utility; 

The accuracy of the estimated burden 
associated with the collection of informa
tion: 

How the quality, utility, and clarity of 
the information to be collected may be en
hanced: 

How the burden of complying with the 
collection of information may be mini
mized, including through the application 
of automated collection techniques or 
other forms of information technology; 
and 

Estimates of capital or start-up costs 
and costs of operation, maintenance, and 
purchase of services to provide informa
tion. 

The collections of information in the 
final regulations are in §§ 1.6041-3(p) and 
1.604S-S(a). Section 1021(a) of the 1997 
Act added section 604S(f) to the Internal 
Revenue Code (Code) and requires the 
IRS to implement information reporting 
of certain payments made to attorneys. 
Section 1021 (b) of the 1997 Act provides 
that the exception to information reporting 
in the regulations under section 6041 for 
payments to corporations does not apply 
to payments to attorneys and requires the 
IRS to implement information reporting 
for payments to attorneys. This informa
tion will be used to verify compliance with 
sections 6045(0 and 6041 and to deter
mine that the amount of these payments 
has been reported correctly. The collec
tions of information are mandatory. The 
likely respondents (payors) are businesses 
and other for profit institutions. 
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Payors provide the information by com
pleting Form 1099-MISC, "Miscellaneous 

Income," for each attorney who has re
ceived one or more payments aggregating 
$600 or more from the payor during the 
calendar year. The burden for this require
ment is reflected in the burden estimate 
for Form 1099-MISC. The estimated bur
den of information collection for the 200S 
Form 1 099-MISC is 16 minutes per return. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and return in
formation are confidential, as required by 
26 U.S.c. 6103. 

Background 

This document contains amendments 
to the 26 CFR Part I under sections 6041 
and 6045 of the Code. These amendments 
to the Income Tax Regulations revise ex
isting §§1.6041-1 and 1.6041-3 and add 
new § 1.6045-5. This document finalizes 
proposed regulations relating to informa
tion reporting under section 604S(f) of 
the Code for gross proceeds paid to at
torneys. The proposed regulations were 
contained in a notice of proposed rule
making (REG-I 26024-01, 2002-2 C.B. 
64) published in the Federal Register on 
May 17,2002 (67 FR 3S064). 

Section 604S(f) was added to the Code 
by the 1997 Act (Public Law I OS-34, 
section 1021 (III Stat. 788)). Section 
604S(f) generally requires information 
reporting for payments of gross proceeds 
made in the course of a trade or business to 
attorneys in connection with legal services 
(whether or not the services are performed 
for the payor). No information reporting 
is required under section 6045(0 for the 
portion of any payment that is required to 
be reported under section 6041 (a) (relating 
to payments made in the course of a trade 
or business) (or that would be required 
to be reported under section 6041 but for 
the $600 limitation) or under section 60S 1 
(relating to receipts for employees). The 
1997 Act also provides that the general 

exception in ~ 1.6041-3(p HI) for report
ing payments made to corporations does 
not apply to payments of attorneys' fees. 
Public Law 105-34, section 1021(b). 

Proposed regulations under sections 
6041 and 6045( f) were tirst published in 
the Federal Register on May 21, 1999 
(REG-I05312-98, 1999-1 c.B. 1193 [64 
FR 27730]) (the 1999 proposed regula
tions). The IRS received written com
ments on the 1999 proposed regulations, 
and held a public hearing on September 22. 
1999. After considering those comments 
and the testimony at the public hearing, 
the IRS and the Treasury Department de
cided to amend and repropose regulations 
under sections 6041 and 604S( f). Those 
proposed regulations (the reproposed reg
ulations) were published in the Federal 
Register on May 17,2002 (67 FR 3S064), 
and incorporated the guidance in the 1999 
proposed regulations with some modifi
cations. A number of written comments 
were received in connection with the re
proposed regulations. After considering 
those comments, the IRS is adopting the 
reproposed regulations with revisions, as 
discussed below. 

Summary of Comments 

Generally, the section 604S(f) infor
mation reporting requirement is intended 
to be broad, and few exceptions are war
ranted. See H. Conf. Rep. IOS-220, at 
546 (1997). As suggested by commen
tators, the final regulations adopt certain 
exceptions to the information reporting 
requirement, described below. 

Section 604S-S(c) of the reproposed 
regulations contains an exception to the 
information reporting requirement relating 
to payments made to an attorney who con
ducts settlements for sales or exchanges 
of real estate. Commentators suggested 
an expansion of this exception to include 
payments made in connection with a re
finance of a mortgage and certain other 
loan closings. After consideration of the 
comments, and the nature of these trans
actions, these final regulations expand the 
exception to include payments made to 
attorneys in connection with the financing 
of real estate. The exception now covers, 
for example, payments made to attor
neys in connection with refinancings and 
mortgages, not limited to purchase-money 
mortgages. 



Many commentators on the 1999 pro
posed regulations requested exceptions to 
the section 6045(f) information reporting 
requirements for payments to trustees and 
other fiduciaries such as administrators of 
estates and settlement funds. Those com
mentators suggested that the definition of 
legal services should be narrowed to ex
cept payments to those individuals, as the 
payments to attorneys acting as fiducia
ries have no correlation to their income. 
The preamble to the reproposed regula
tions stated that this issue was considered. 
but reiterated that a broad definition of 
legal services is appropriate and consis
tent with the language and purpose of sec
tion 6045(f). (67 FR 35064) Although 
the reproposed regulations made an ex
ception for payments to attorneys acting 
as real estate settlement agents, the repro
posed regulations did not except payments 
to trustees and administrators. The pre
amble noted that in many situations, pay
ments are or could be made to an estate or 
fund, rather than to an attorney acting as 
a trustee or administrator. If an estate or 
fund were the payee, information report
ing under section 6045(f) would not be re
quired. 

With respect to payments to bankruptcy 
trustees in particular, Example J 0 of the re
proposed regulations describes a situation 
in which a bankrupt's employer withholds 
amounts from the bankrupt's earnings pur
suant to a wage garnishment order, and 
forwards that amount to the bankruptcy 
trustee. Commentators argued that a hank
ruptcy trustee who receives such payments 
is not practicing law, and is not receiving 
these amounts in connection with legal ser
vices. They pointed out that many bank
ruptcy trustees are not attorneys. Com
mentators also discussed the unique posi
tion of a bankruptcy trustee, which would 
make the bankruptcy trustee reluctant to 
disclose his or her taxpayer identifying 
number (TIN). They also described nu
merous administrative burdens bankruptcy 
trustees would face in connection with the 
receipt of a large number of information re
turns. 

Further, numerous commentators stated 
that it is not always possible to avoid in
formation reporting; in many bankruptcy 
situations, particularly in a Chapter 13 
bankruptcy, a payor must write the check 
to the bankruptcy trustee and not to the 
bankrupt's estate. After considering the 

comments with respect to payments to 
bankruptcy trustees, and considering the 
unique position of attorneys acting in their 
capacity as bankruptcy trustees, it was 
determined that an exception for payments 
to bankruptcy trustees was appropriate. 
Therefore, the final regulations include 
an exception in § 1.6045-5(c)(7) for pay
ments to attorneys acting in the capacity 
of bankruptcy trustees, and remove the 
example contained in the reproposed regu
lations relating to payments to bankruptcy 
trustees. 

Another commentator recommended 
that payments of life insurance made to an 
attorney on behalf of a client not be con
sidered received in connection with legal 
services and therefore be excepted from 
the information reporting requirement. 
The IRS and the Treasury Department con
tinue to believe that a broad definition of 
legal services is appropriate, and the final 
regulations do not adopt this suggestion. 
As in the fiduciary situation, information 
reporting under section 6045(f) would not 
be required if the attorney is not the named 
payee. 

Commentators requested additional 
clarification of the interplay between the 
information reporting rules in existing 
§\.6041-I(e) and (f) and the reproposed 
regulations under section 6045(f). In re
sponse, many of the examples in the final 
regulations include more cross-references 
to other information repot1ing rules, and 
some examples illustrate the correct re
porting under sections other than section 
6045(f). 

Some commentators asked that the IRS 
develop a new form for reporting settle
ment payments made to plaintiffs and their 
attorneys that would show the names and 
TINs of both plaintiff and attorney, the 
amounts paid to each, and backup with
holding if applicable. The commentators 
proposed new Form 1099-SET, "Settle
ment Proceeds," to satisfy the reporting 
obligations set forth under both sections 
6045 and 6041 with respect to these pay
ments. The IRS already has several dif
ferent forms in the Form 1099 series that 
allow for reporting of a variety of types 
of payments, including payments under 
section 6045(f). Adding another form to 
the Form 1099 series limited to only one 
type of payment would not increase effi
ciency for the IRS or taxpayers. Moreover, 
payors could not use the proposed Form 

1099-SET in connection With settlement 
payments that constitute wages reportable 
on Form W-2, "WUKC and Tux Stutemcnt." 

For these reasons, the final regulations do 
not adopt this suggestion. 

A number of commentators correctly 
pointed out that under the reproposed regu
lations, information reporting for amounts 
paid to attorneys may be required even 
though the payors also must report these 
amounts to the attorneys' clients pursuant 
to section 6041. Commentators stated that 
duplicate reporting would be a problem 
under automated systems for generating 
information returns. In many cases, their 
systems are designed to generate only one 
Form 1099 for a payment. Nevertheless, 
Congress mandated reporting by a payor 
under both section 6045(f) (to an attor
ney) and 6041 (to the attorney's client) 
with respect to the same payment. Sec
tion 6045(f)(2)(B) provides an exception 
for payments required to be reported un
der section 604\. The IRS and the Trea
sury Department interpret the exception 
in section 6045(t)(2)(B) as applying only 
where the section 6045(f) payment other
wise would be required to be reported un
der section 6041 with respect to the same 
payee (i.e., the attorney), and not where 
section 6041 imposes a separate reporting 
requirement with respect to another payee 
(i.e., the client). See §\.6045-5(c)(4). In 
cases in which the payment is made to 
the attorney for the benefit of the client. 
section 6041 requires reporting with re
spect to the client, and section 6045(f) re
quires reporting with respect to the attor
ney. Each of these statutory reporting re
quirements serves an independent purpose 
- reporting the amount paid for the ben
efit of the client who has to include that 
amount in income, and reporting a gross 
proceeds payment to the attorney. Section 
1.6041-I(a)(I) was revised to clarify that 
there is a requirement to report to both the 
attorney and client in that situation. 

Other commentators discussed the 
requirement to backup withhold on pay
ments to an attorney if the attorney does 
not provide an accurate TIN to the payor. 
The commentators suggested that there are 
both practical and ethical problems with 
respect to backup withholding on pay
ments to attorneys. They noted that the 
amounts paid to the attorney genera\! y be
long to the attorney's client and that there 
may be difficulty in determining how to 
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claim the withholding on the client's in

come tax return. The IRS and the Treasury 

Department believe that payments to attor

neys for legal services are reportable pay

ments under section 3-W6(b)(3)(C), and 

are thus subject to backup withholding. 

The legislative history to section 6045(0 

makes clear that Congress intended such 

payments to be subject to backup with

holding. H. Conf. Rep. 105-220, at 546 

( 1997). As the commentators point out. 

backup withholding on a payment to an 

attorney that constitutes the income of 

the attorney's client raises some practical 

concerns, but it is nonetheless required by 

the statute. Backup withholding can be 

avoided as long as the attorney provides an 
accurate TIN to the payor. Furthermore, 

there are procedures in place affording an 

opportunity to correct an inaccurate TIN 
before backup withholding is required. 
See ~31.3406(d)-S; Rev. Proc. 93-37, 
1993-2 C.B. 477. 

A comment was received with respect 

to the exception in ~ 1.604S-S(c)(S) of the 
reproposed regulations for payments to 
certain non-residents that are not engaged 

in a trade or business within the United 
States and that do not perform any labor or 
personal services within the United States. 

The commentator stated that as drafted, 
the exception is too narrow and will result 
in unnecessary information reporting. The 
commentator suggested that the exception 
should be based solely on whether the pay
ment to the non-resident alien individual, 
foreign partnership, or foreign corpora
tion is in connection with legal services 
performed outside the United States. The 
commentator suggested that a payor be 
entitled to rely for purposes of making this 
determination on a signed statement by the 
attorney or law firm to the effect that the 
services for which payment is made were 
performed outside the United States. pro
vided that the payor does not know that the 
statement is inaccurate. The commentator 
noted that payments of gross proceeds 
to non-resident alien attorneys may be 
reportable under this section although at
torneys' fees paid to such attorneys would 
not be reportable under section 6041 . 

The gross proceeds reporting require
ment under section 604S(f) is intended 
to be broad and has a different purpose 
than information reporting under section 
6041 for payments for services. Congress 
expressed its intent with respect to sec-
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tion 6045(f) "that the IRS will administer 

this provision so that it will not apply to 

foreign attorneys who can clearly demon

strate that they are not subject to U.S. 

tax." Joint Committee on Taxation Staff, 

General Explanation of Tax Legislation 
Enacted in 1997, 10Sth Cong., 1st Sess. 

215 (1997). Foreign persons not engaged 

in trade or business within the United 

States are subject to U.S. tax on amounts 

of certain types of income received from 

sources within the United States (e.g., 
under section 871 (a». Foreign persons 

engaged in trade or business within the 

United States are subject to U.S. tax on 

taxable income effectively connected with 
the conduct of such trade or business 

within the United States (e.g., under sec

tion 871 (b)). Thus, a foreign person can 

demonstrate clearly that it is not subject 
to U.S. tax only if it clearly demonstrates 

both that the income in question would not 
be subject to U.S. tax if the foreign person 

were not engaged in trade or business in 
the United States and that the income in 
question is not etfectively connected with 

the conduct of a trade or business within 
the United States. The commentator's 

proposed approach would not produce a 
clear demonstration that both conditions 
are satisfied and so \vould be inconsistent 
with the intent expressed by Congress. 
Therefore, the final regulations do not 
adopt the commentator's suggestion. 

In addition to written comments, a num
ber of telephone calls were recei ved with 
questions and comments regarding the re
proposed regulations. Many of the callers 
raised questions as to whether an attorney 
is the payee of a check where the check 
is made out to the attorney's client, but 
"in care of' the attorney, or to the attor
ney's client trust account, or other sce
narios. Since these questions were raised 
by a number of callers, the final regula
tions address them. Generally, an attor
ney is the payee on a check written to the 
attorney's client trust fund, but not on a 
check which the attorney may not negoti
ate. (§1.6045-5(d)(4». 

The reproposed regulations indicated in 
§ 1.604S-S(h) that the regulations would 
become effective with payments made dur
ing the first calendar year that begins at 
least two months after the publication of 
the regulations as final regulations. Conse
quently, the final regulations will apply to 
payments made in or after 2007. This de-

layed effective date affords time to imple

ment any changes required in automated 

information processing systems. 
Section 6724(a) states that no penalty 

relative to information reporting shall be 

imposed with respect to a failure that is due 
to reasonable cause and not to willful ne

glect. Section 301.6724-I(a) provides in 

part that a penalty is waived for reason
able cause if the filer establishes that there 

are significant mitigating factors with re
spect to the failure, or that the failure arose 

from events beyond the filer's control, and 

that the filer acted in a responsible manner. 
Under §30 1.6724-1 (b)(I), significant mit

igating factors include the fact that prior to 

the failure the filer was never required to 

file the particular type of return with re

spect to which the failure occurred. Un
der §301.6724-I(d)(I)(i), acting in a re

sponsible manner means that the filer ex
ercised reasonable care, which is that stan

dard of care that a reasonably prudent per
son would use under the circumstances in 

the course of its business in determining its 
filing obligations. Pursuant to these provi
sions, a penalty waiver may apply, for ex
ample, if an information report would have 
been required under the reproposed regula
tions, but not under the final regulations. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.C. chapter 5) does 
not apply to these regulations. 

It is hereby certified that the collec
tion of information in these regulations 
will not have a significant economic im
pact on a substantial number of small en
tities. Accordingly, a regulatory flexibil
ity analysis under the Regulatory Flexibil
ity Act (5 U .S.C. chapter 6) is not required. 
This certification is based on the facts that: 
( I) the time required to prepare and file 
a 2005 Form 1099-MISc' "Miscellaneous 
Income," is minimal (currently estimated 
at 16 minutes per form); and (2) it is not 
anticipated that, as a result of these reg
ulations, many small entities will have to 
prepare and file more than a few forms per 
year. 



Pursuant to section 780S(t) of the Code, 
the Notice of Proposed Rulemaking pre
ceding this regulation was submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Nancy L. Rose of the Office of 
Associate Chief Counsel (Procedure and 
Administration), Administrative Provi
sions and Judicial Practice Division. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.6041-1 (a)(I) is 

amended as follows: 
I. In paragraph (a)(1 )(ii), the first sen

tence is removed and two sentences are 
added in its place. 

2. Paragraph (a)(1 )(iii) is added. 
The revision and addition read as fol

lows: 

§I.604I-I Return of information as to 
payments of $600 or more. 

(a) * * * 
(1) * * * 
(ii) * * * The payments described in 

paragraphs (a)(l)(i)(A) and (B) of this 
section shall not include any payments 
of amounts with respect to which an in
formation return is required by, or may 
be required under authority of, section 
6042(a) (relating to dividends), section 
6043(a)(2) (relating to distributions in 
liquidation), section 6044(a) (relating to 
patronage dividends), section 604S (relat
ing to brokers' transactions with customers 
and certain other transactions), sections 
6049(a)(1) and (2) (relating to interest), 
section 6050N(a) (relating to royalties), or 
section 60S0P(a) or (b) (relating to cancel
lation of indebtedness). For information 
returns required under section 6045(t) 

(relating to payments to attorneys), see 
special rules in §§1.6041-I(a)(l)(iii) and 

1.6045-5(c)(4). * * * 
(iii) Information returns required un

der section 604S(t) on or after January 1, 
2007. For payments made on or after Jan
uary 1, 2007, to which section 604S(t) (re

lating to payments to attorneys) applies, 
the following rules apply. Notwithstand
ing the provisions of paragraph (a)( I )(ii) 
of this section, payments to an attorney 
that are described in paragraph (a)(I lei) 
of this section but which otherwise would 
be reportable under section 604S(t) are re
ported under section 6041 and this sec
tion and not section 6045 (f). This excep
tion applies only if the payments are re
portable with respect to the same payee un
der both sections. Thus, a person who, 
in the course of a trade or business, pays 
$600 of taxable damages to a claimant by 
paying that amount to the claimant's attor
ney is required to file an information re
turn under section 6041 with respect to the 
claimant, as well as another information 
return under section 604S(0 with respect 
to the claimant's attorney. For provisions 
relating to information reporting for pay
ments to attorneys, see § 1.6045-5. 

* * * * * 
Par. 3. Section 1.6041-3 is amended as 

follows: 
I. Revising the first sentence in para

graph (p)(I). 
2. In paragraph (p)(g), removing the 

language "( q)" and adding "(p)" in its 
place. 

The revision reads as follows: 

§I.6041-3 Payments for which no return 
of information is required under section 
6041. 

* * * * * 
(p) * * * 
(I) A corporation described 10 

§1.6049-4(c)(l)(ii)(A), except with re
spect to payments made to a corporation 
after December 31, 1997 for attorneys' 
fees, and except a corporation engaged in 
providing medical and health care services 
or engaged in the billing and collecting of 
payments in respect to the providing of 
medical and health care services. * * * 

* * * * * 
Par. 4. Section 1.604S-S is added to 

read as follows: 

.91.6045-5 Information reponing on 
payments to aflame',':>. 

(a) Requirement of reporting-( I) In 
general. Except as provided in paragraph 
(C) of this section, every payor engaged in a 
trade or business who, in the course of that 
trade or business, makes payments aggre
gating $600 or more during a calendar year 
to an attorney in connection with legal ser
vices (whether or not the services are per
formed for the payor) must file an infor
mation return for such payments. The in
formation return must be filed on the form 
and in the manner required by the Com
missioner. For the time and place for filing 
the form, see § 1.6041-6. For definitions 
of the terms under this section, see para
graph (d) of this section. The requirements 
of this paragraph (a)(1) apply whether or 
not-

(i) A portion of a payment is kept by the 
attorney as compensation for legal services 
rendered; or 

(ii) Other information returns are re
quired with respect to some or all of a pay
ment under other provisions of the Internal 
Revenue Code and the regulations there
under. 

(2) Information required. The informa
tion return required under paragraph (a)( I) 
of this section must include the following 
information: 

(i) The name, address, and taxpayer 
identifying number (TIN) (as defined in 
section 7701(a» of the payor; 

(ii) The name, address, and TIN of the 
payee attorney; 

(iii) The amount of the payment or pay
ments (as defined in paragraph (d)(S) of 
this section); and 

(iv) Any other information required by 
the Commissioner in forms, instructions or 
publications. 

(3) Requirement to furnish statement. 
A person required to file an information 
return under paragraph (a)( I) of this sec
tion must furnish to the attorney a written 
statement of the information required to 
be shown on the return. This requirement 
may be met by furnishing a copy of the re
turn to the attorney. The written statement 
must be furnished to the attorney on or be
fore January 31 of the year following the 
calendar year in which the payment was 
made. 

(b) Special rules-( I) Joint or multiple 

payees-(i) Check delivered to one payee 
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attorneY. If more than one attorney is listed 
as a payee on a check, an information re
turn must be filed under paragraph (a)( I) 

of this section with respect to the payee at
torney to whom the check is delivered. 

(ii) Check delivered to payee nonattor
ne)'. If an attorney is listed as a payee on a 
check but the check is delivered to a non at
torney who is a payee on the check, an in
formation return must be filed under para
graph (a)( I) of this section with respect to 
the payee attorney listed on the check. If 
more than one attorney is listed as a payee 
on a check but the check is delivered to a 
nonattorney who is a payee on the check, 
the information return must be filed with 
respect to the first-listed payee attorney on 
the check. 

(iii) Check delivered to 11011{Ja)ee. If 
two or more attorneys are listed as payees 
on a check, but the check is delivered to 
a person who is not a payee on the check, 
an information return must be filed under 
paragraph (a)(\) of this section with re
spect to the first-listed payee attorney on 
the check. 

(2) Attorney required to report pay
ments made to other attorneys. If an 
information return is required to be filed 
with respect to a payee attorney under 
paragraph (b)( I) of this section, the attor
ney with respect to whom the information 
return is required to be filed (tier-one at
torney) must file an information return 
under this section for any payment that 
the tier-one attorney makes to other payee 
attorneys with respect to that check, re
gardless of whether the tier-one attorney 
is a payor under paragraph (d)(3) of this 
section. 

(c) Exceptions. Notwithstanding para
graphs (a) and (b) of this section, a return 
of information is not required under sec
tion 6045(f) with respect to the following 
payments: 

(I) Payments of wages or other com
pensation paid to an attorney by the attor
ney's employer. 

(2) Payments of compensation or prof
its paid or distributed to its partners by a 
partnership engaged in providing legal ser
vices. 

(3) Payments of dividends or corporate 
earnings and profits paid to its sharehold
ers by a corporation engaged in providing 
legal services. 

(4) Payments made by a person to the 
extent that the person is required to re-
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port with respect to the same payee the 
payments or portions thereof under sec
tion 6041(a) and § 1.6041-1(a) (or would 
be required to so report the payments or 
portions thereof but for the dollar amount 
limitation contained in section 6041 (a) and 
§ 1.6041-1 (a». 

(5) Payments made to a nonresident 
alien individuaL foreign partnership, or 
foreign corporation that is not engaged in 
trade or business within the United States, 
and does not perform any labor or per
sonal services in the United States, in the 
taxable year to which the payment relates. 
For how a payor determines whether a 
payment is subject to this exception, see 
§ 1.6041--4( a)(l). 

(6) Payments made to an attorney in the 
attorney's capacity as the person respon
sible for closing a transaction within the 
meaning of § 1.6045--4( e )(3) for the sale or 
exchange or financing of any present or fu
ture ownership interest in real estate de
scribed in § 1.6045--4(b )(2)(i) through (iv). 

(7) Payments made to an attorney in the 
attorney's capacity as a trustee in bank
ruptcy under Title II, United States Code. 

(d) Definitions. The following defini
tions apply for purposes of this section: 

(I) Attorney means a person engaged 
in the practice of law, whether as a sole 
proprietorship, partnership, corporation, 
or joint venture. 

(2) Legal services means all services 
related to, or in support of, the practice of 
law performed by, or under the supervision 
of, an attorney. 

(3) Payor means a person who makes a 
payment if that person is an obligor on the 
payment, or the obligor's insurer or guar
antor. For example, a payor includes-

(i) A person who pays a settlement 
amount to an attorney of a client who has 
asse11ed a tort, contract, violation of law, 
or workers' compensation claim against 
that person: and 

(ii) The person's insurer if the insurer 
pays the settlement amount to the attorney. 

(4) Pa.vments to an attorney include 
payments by check or other method such 
as cash, wire or electronic transfer. Pay
ment by check to an attorney means a 
check on which the attorney is named as a 
sole, joint, or alternative payee. The attor
ney is the payee on a check written to the 
attorney's client trust fund. However, the 
attorney is not a payee when the attorney's 
name is included on the payee line as "in 

care of." such as a check written to "client 
c/o attorney," or if the attorney's name is 
included on the check in any other manner 
that does not give the attorney the right to 
negotiate the check. 

(5) Ali/Olin! (~f the pa.\'1Ilelll means the 
amount tendered (e.g., the amount of a 
check) plus the amount required to be 
withheld from the payment under section 
3406(a)( I), because a condition for with
holding exists with respect to the attorney 
for whom an information return is required 
to be filed under paragraph (a)( I) of this 
section. 

(e) Attorney tofurnish TIN. A payor that 
is required to file an information return un
der this section must solicit a TIN from 
the attorney at or before the time the payor 
makes a payment to the attorney. The at
torney must furnish the correct TIN to the 
payor, but is not required to certify the 
TIN. A payment for which a return of in
formation is required under this section is 
subject to backup withholding under sec
tion 3406 and the regulations thereunder. 

(f) Examples. The following exam
ples illustrate the provisions of this sec
tion. The examples assume that P is not 
a payor with respect to A, the attorney, un
der section 6041. See section 6041 and the 
regulations thereunder for rules regarding 
whether P is required under section 6041 
to file information returns with respect to 
C. The examples are as follows: 

Example I. One check-joint payees-taxable to 
claimant. Employee C, who sues employer P for back 

wage~, i~ represented by attorney A. P settles the suit 

for $300,000. The $300,000 represents taxable wages 

to C under existing legal principles. P writes a settle

ment check payable jointly to C and A in the amount 

of $200,000, net of income and FICA tax withhold· 

ing with respect to C. P delivers the check to A. A 

retains $100.000 of the payment as compensation for 

legal services and disburses the remaining $100,000 
to C. P mu~t file an information return with respect to 

A for $200,000 under paragraph (a)( 1) of this sedion. 

P also must file an information return with respect to 

C under sections 6041 and 6051, in the amount of 

5300,000. See §§1.6041-1(f) and 1.6041-2. 
Example 2. One check-joint payees-exclud. 

able to claimant. C, who sues corporation P for dam
ages on account of personal physical injuries, is repre

sented by attorney A. P settles the suit for a $300,000 
damage payment that is excludable from C's gross 
income under section 104(a)(2). P writes a $300,000 
settlement check payable jointly to C and A and deliv
ers the check to A. A retains $120,000 of the payment 

as compensation for legal services and remits the re
maining $180,000 to C. P must file an information re

turn with respect to A for $300,000 under paragraph 
(a)(I) of this section. P does not file an information 
return with respect to tax·free damages paid to C. 



Example 3. Separate checks-Iaxable to 

claimant. C, an individual plaintiff in a suit for 
lost profits against corporation p, is represented by 
attorney A. P settles the suit for $300,000, all of 
which will be includible in Cs gross income. A 
requests P to write two checks, one payable to A in 
the amount of $100,000 as compensation for legal 
services and the other payable to C in the amount of 
$200,000. P writes the checks in accordance with A's 
instructions and delivers both checks to A. P must file 
an information return with respect to A for S 100,000 
under paragraph (a)( 1) of this section. Pursuant to 

§1.6041-I(a) and (t), P must file an information 
return with respect to C for the $300,000. 

Example 4. Check made payable to claimant, but 

delivered to nonpayee attorney. Corporation P is a 
defendant in a suit for damages in which C, the plain
tiff, has been represented by attorney A throughout 
the proceeding. P settles the suit for $300,000. Pur
suant to a request by A, P writes the $300,000 set
tlement check payable solely to C and delivers it to 
A at A's office. P is not required to file an informa
tion return under paragraph (a)(1) of this section with 
respect to A, because there is no payment to an at
torney within the meaning of paragraph (d)(4) of this 
section. 

Example 5. Multiple attorneys listed as payees. 
Corporation P, a defendant, settles a lost profits suit 
brought by C for $300,000 by issuing a check nam
ing C's attorneys, y, A, and Z, as payees in that or
der. y, A, and Z do not belong to the same law firm. 
P delivers the payment to A's office. A deposits the 
cheek proceeds into a trust account and makes pay
ments by separate checks to Y of $30,000 and to Z of 
$15,000, as compensation for legal services, pursuant 
to authorization from C to pay these amounts. A also 
makes a payment by check of $155,000 to C. A re
tains $100,000 as compensation for legal services. P 
must file an information return for $300,000 wlth re
spect to A under paragraphs (a)(1) and (b)( 1 )(i) of this 
section. A, in tum, must file information returns with 
respect to Y of $30,000 and to Z of $15,000 under 
paragraphs (a)(]) and (b)(2) of this section because 
A is not required to file information returns under 
section 6041 with respect to A's payments to Y and 
to Z because As role in making the payments to Y 
and to Z is merely ministerial. See §1.6041-I(e)(I), 
(e)(2) and (e)(5) Example 7 for information report
ing requirements with respect to A's payments to Y 
and Z. As described in Example 3, P must also file 
an information return with respect to C. pursuant to 
§1.6041-1(a) and (t). 

Example 6. Amount of the payment-attorney 

does not provide TIN. (i) Corporation P, a defendant. 
settles a suit brought by C for $300,000 of damages. 
P will pay the damages by a joint check to C and 
his attorney, A. A failed to furnish P with A's TIN. 
P is required to deduct and withhold 28 percent tax 
from the $300,000 under section 3406(a)(I )(A) and 
paragraph (e) of this section. P writes the check to C 
and A as joint payees, in the amount of $216.000. P 
also must file an information return with respect to A 
under paragraph (a)(1) of this section in the amount 
of $300,000, as prescribed in paragraph (d)(5) of this 
section. If the damages are reportable under section 

6041 because they are not excludable from gross in
come under existing legal principles. and arc not sub
ject to any exception under section 6041, P must also 
file an information return with respect to C purwant 
to §1.6041-l(a) and (f) in the amount ot $300.0()(). 

(ii) Rather than paying by joint check to C and 
A, P will pay the damages by a joint check to C and 
F, A's law firm. F failed to furnish its TIN to P. P is 
required to deduct and withhold 28 percent tax from 
the $300,000 under section 3406(a)(i )(A) and para
graph (e) of this section. P writes the check to C and 
F as joint payees, in the amount of $216,000. P also 
must file an information return with respect to F un
der paragraph (a)(l) of this section in the amount of 
$300,000, as prescribed in paragraph (d)(S) of this 
section. If the damages are reportable under section 
6041 because they are not excludable from gross in
come under existing legal principles, and are not sub
ject to any exception under section 6041. P must also 
file an information return with respect to C pursuant 
to §1.6041-I(a) and (0 in the amount of $300.0()O. 

Example 7. Home mortgage lending lransaclion. 

(i) Individual P agrees to purchase a house that P 
will use solely as a residence. P obtains a loan from 
lender L to finance a portion of the cost of acquiring 
the house. L disburses loan proceeds of $3()(),()()O to 
attorney A, who is the settlement agent, by a check 
naming A as the sole payee. A, in tum, writes checks 
from the loan proceeds and from other funds pro
vided by P to the persons involved in the purchase 
of the house, including a check for $X()O to attorney 
B, whom P hired to provide P with legal services re
lating to the closing. 

(ii) p, not L, is the payor of the payment to A under 
paragraph (d)(3) of this section. P, however. is not 
required to file an information return with respect to 
A under paragraph (a)( I) of this section because the 
payment was not made in the course of P' s trade or 
business. Even if P made the payment in the course 
of P's trade or husiness, P would not be required to 
file an information return under section 6045( 0 wlth 
respect to A because P is excepted unuer paragraph 
(c)(6) of this section. 

(iii) A is not required to file an information re
turn under paragraph (a)( I) of this section with re
spect to the payment to B because A is not the payor 
as that term is defineu under paragraph (d)(3) of this 
section. A is not required to file an information return 
under paragraph (b)(2) with respect to the payment to 
B because A was listed as sole payee on the check it 
received from P. See section 6041 and ~1.6041-](e) 
for whether A or L must file information returns un
der that section. Sce section 6045( e) and § 1.6045-4 
for whether A is required to file an information return 
under that section. 

Example 8. Business mortgage lending tranwc

lion. The facts are the same as in Example 7 except 
that P buys real property that P will use in a trade or 
business. p, not L, is the payor of the payment to A 
under paragraph (d)(3) of this section. p, however. is 
not required to file an information return under sec
tion 6045(0 with respect to A because P is excepted 
under paragraph (c)(6) of this section. A is not re
quired to file an information return under paragraphs 
(a) or (b)(2) of this section with respect to the pay-

ment to B. See section 6041 and * 1.6041- If e) to de
termine whether P or L must file an information re
turn under that section with respect to the payment to 
A. and whether P or A must file a relurn with respect 
to the payment to B. See section 604S(e) for rules re
garding whether A is required to tile information re
turns under thaI section. 

Example 9. Qualified settlement fund. Corpora
tion P agrees to settle for $300,000 a class action law
suit brought by attorney A on behalf of a claimant 
class. Pursuant to the settlement agreement and a 
preliminary order of approval by a court. A estab
lishes a bank account in the name of Q Settlement 
Fund, which is a qualified settlement fund (QSF) un
der § 1.468B-I. A is also designated by the court as 
the administrator of the QSF. Corporation P transfers 
$300,000 by wire in Year I to A, who deposits the 
funds into the Q Settlement Fund. In Year 2, the court 
approves an award of attorney's fees of $105,000 for 
A. In Year 2, Q Settlement Fund delivers $105,000 
to A. P is required to file an information return un
der paragraph (a) of this section with respect to A for 
Year 1 for the $300,000 payment it made to A. The Q 
Settlement Fund is required to file an information re
turn under section 6041 (a) and § 1.468B-2(1)(2) with 
respect to A for Year 2 for the $1 ()5,()OO payment it 
made to A. 

(g) Cross reference to penalties. See the 
following sections regarding penalties for 
failure to comply with the requirements of 
section 6045(f) and this section: 

(1) Section 6721 for failure to file a 
correct information return. 

(2) Section 6722 for failure to furnish a 
correct payee statement. 

(3) Section 6723 for failure to comply 
with other information reporting require
ments (including the requirement to fur
nish a TIN). 

(4) Section 7203 for willful failure to 
supply information (including a TIN). 

(h) Effective date. The rules in this sec
tion apply to payments made on or after 
January 1,2007. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved June 8, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policy). 

<Filed by the Office of the Federal Register Ull July 12,2006, 
8:45 a.m .. and published in the issue of the Federal Register 
for July 13, 2006, 71 FR. 39548) 
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Section 6103.-Confi
dentiality and Disclosure 
of Returns and Return 
Information 
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T.D.9274 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Disclosure of Return 
Information by Certain 
Officers and Employees for 
Investigative Purposes 

AGENCY: Internal 
(IRS), Treasury. 

Revenue Service 

ACTION: Final regulations and removal 
of temporary regulations. 

SUMMARY: This document contains fi
nal regulations relating to the disclosure 
of return information pursuant to section 
6103(k)(6) of the Internal Revenue Code 
(Code). The final regulations describe 
the circumstances under which internal 
revenue and Office of Treasury Inspector 
General for Tax Administration (TIGTA) 
employees may disclose return informa
tion to the extent necessary to obtain 
information or to accomplish properly 
any activity connected with certain offi
cial duties. These regulations clarify and 
elaborate on the facts and circumstances 
in which disclosure pursuant to section 
6103(k)(6) is authorized. 

DATES: Ef[ectil'e Date: These regulations 
are effective July 6, 2006, 

Applicability Date: For dates of appli
cability, see §301.6103(k)(6)-1 (eL 

FOR FURTHER INFORMATION 
CONTACT: Helene R. Newsome, 
202-622-4570 (not a toll-free number), 

SUPPLEMENTARY INFORMATION: 

Background 

Under section 6103(a), returns and re-
turn information are confidential unless 
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the Code authorizes disclosure. Section 
6103(k)(6) authorizes an internal rev

enue officer or employee and an officer 

or employee of TIGTA, in connection 
with official duties relating to any audit. 

collection activity, civil or criminal tax 

investigation, or offense under the internal 

revenue laws, to disclose return informa

tion to a person other than the taxpayer 

to whom such return information relates 

(or his or her representative) to the extent 

that such disclosure is necessary to ob

tain information not otherwise reasonably 

available with respect to the correct de

termination of tax, liability for tax, or the 

amount to be collected, or with respect to 

the enforcement of any other provision of 

the Code or related statutes. Disclosure 

depends on situations and conditions pre

scribed by regulation. 
On July 10, 2003, temporary regu

lations (T.D. 9073, 2003-2 C.B, 570) 

under section 6l03(k)(6) were pub
lished in the Federal Register (68 FR 

41073). A notice of proposed rulemak
ing (REG-140808-02, 2003-2 C.B. 582) 
cross-referencing the temporary regula
tions was published in the Federal Regis
ter for the same day (68 FR 41089), 

These regulations reflected a legisla
tive amendment to section 6103(k)(6) 
clarifying that officers or employees of 
TIGTA are among those individuals au
thorized to make disclosures under section 
6103(k)(6). See Consolidated Appropria
tions Act. 200 I, Public Law 106-554 (114 
Stat. 2763), section I enacting H.R. 5662, 
Community Renewal Tax Relief Act of 
2000, section 3 \3(c). 

These regulations also clarified the 
standard for determining whether dis
closures are authorized under section 
6103(k)(6). In particular, the regulations 
addressed the issues surrounding the dis
closures that occur when internal revenue 
or TIGTA employees introduce them
selves to third party witnesses or com
municate in writing, e.g., using official 
letterhead that reveals affiliation with the 
IRS or TIGTA. The regulations also clari
fied that section 6103(k)(6) does not limit 
internal revenue or TIGTA employees 
with respect to the initiation or conduct of 
an investigation. Finally, the regulations 
clarified that section 6103 does not require 
internal revenue and TIGTA employees to 
contact a taxpayer for information before 
contacting third party witnesses. 

No comments were received from the 

public in response to the notice .of pro

posed rulemaking. No publtc hearIng w~s 
requested or held. In this Treasury deCI

sion, the proposed regulatIOns are adopted 

as revised below. 

Explanation of Revisions 

The proposed and temporary regula

tions provide that internal revenue and 
TIGTA employees may identify them

selves, their organizational affiliation, and 

the nature of their investigation, when 
making an oral, written, or electronic con

tact with a third party witness through 
the use and presentation of any identifi
cation media (including, but not limited 

to, a Federal agency badge, credential, or 

business card) or through the use of an 

information document request, summons, 
or correspondence on Federal agency let

terhead or which bears a return address 
or signature block that reveals affiliation 
with the Federal agency. In the final regu
lations, §301.6 103(k)(6)-1 (a)(3) has been 

revised to make clear that internal revenue 
and TIGTA employees may identify them
selves, their organizational affiliation, and 
the nature of their investigation, when 
making any oral, written, or electronic 
contact with a third party witness, not just 
when making a contact with a third party 
witness through the use and presentation 
of identification media, or through the use 
of an information document request, sum
mons, or correspondence. This revision 
is intended as a clarification rather than a 
change in the effect of the regulations. 

The proposed and temporary reg
ulations define the term disclosure 
of return information to the extent 
necessary. The fourth sentence of 
§301.6103(k)(6)-I(c)(\) states that sec
tion 6103(k)(6) does not limit or restrict 
IRS or TIGTA officers and employees 
with respect to initiating or conducting 
an investigation. The final regulations 
revise this sentence to clarify that section 
6103(k)(6) applies to all internal revenue 
officers and employees, not just IRS offi
cers and employees. There are individuals, 
in addition to IRS officers and employees, 
who are internal revenue otficers and em
ployees because they are responsible for 
administering and enforcing certain tax 
administration provisions. This revision 



is intended as a clarification rather than a 
change in the effect of the regulations. 

The proposed and temporary regula
tions define the term internal revenue 
employee as an officer or employee of the 
IRS or Office of Chief Counsel for the 
IRS. The final regulations add a phrase 
to §301.6lO3(k)(6)-I(c)(4) to encompass 
individuals responsible for administering 
and enforcing certain tax administration 
provisions who are not officers and em
ployees of the IRS or the Office of Chief 
Counsel for the IRS. Pursuant to the duties 
and powers established by the Home
land Security Act of 2002, Public Law 
107-296, section 1111 et seq., 116 Stat. 
2135 (2002), the Tax and Trade Bureau 
(TTB) in the Department of the Treasury 
has the responsibility for administering 
and enforcing the taxes under Chapters 32 
(Part III of Subchapter D), 51, and 52 of 
the Code, and the Bureau of Alcohol, To
bacco, Firearms, and Explosives (ATF) in 
the Department of Justice has the respon
sibility for administering and enforcing 
the taxes under Chapter S3 of the Code. 
Pursuant to section 412 of the Homeland 
Security Act, the United States Customs 
Service continues to have the responsibili
ties it had when it was a bureau within the 
Department of the Treasury, which include 
administering and enforcing certain provi
sions of Chapters 51 and 52 of the Code. 
Pursuant to section 821 of the Homeland 
Security Act, the United States Secret Ser
vice continues to have the responsibilities 
it had when it was a bureau within the De
partment of the Treasury, which include 
investigating tax refund check fraud under 
18 U.S.c. 510. Accordingly, paragraph 
(c)( 4) of the final regulations has been 
revised to state that internal revenue em
ployee means an officer or employee of 
the IRS or Office of Chief Counsel for the 
IRS, or an officer or employee of a Federal 
agency responsible for administering and 
enforcing taxes under Chapters 32 (Part 
III of Subchapter D), S I, 52, or 53 of the 
Code, or investigating tax refund check 
fraud under 18 U.S.C. 510. This revision 
is intended as a clarification rather than a 
change in the effect of the regulations. 

The proposed and temporary regu
lations address the disclosure of return 
information in connection with inves
tigations that affect or may affect the 
personnel or employment status of Trea
sury employees or the status of persons 

authorized to practice before the Treasury 
Department. The final regulations revise 
§301.6lO3(k)(6)-1 (b) to clarify that it ap
plies to employees of ATE United States 
Customs Service, and United States Se
cret Service. as well as to employees of 
the Treasury Department and that Federal 
officers and employees who are respon
sible for the investigations and who are 
properly in possession of relevant return 
information are authorized to disclose 
such return information for the purpose of 
obtaining, verifying, or establishing other 
information which is or may be relevant 
and material to the investigation. This re
vision is intended as a clarification rather 
than a change in the etlect of the regula
tions. 

The proposed and temporary regu
lations contain an example involving 
a private letter ruling request. Section 
301.6103(k)(6)-1 Cd) Example 4. The final 
regulations revise this example to reflect a 
more common factual scenario involving a 
private letter ruling request. This revision 
is intended as a clarification rather than a 
change in the effect of the regulations. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It has also been deter
mined that 5 U.s.c. SS3(h). the Admin
istrative Procedure Act, does not apply to 
these regulations, and because the regula
tions do not impose a collection of infor
mation on small entities, the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) does 
not apply. Pursuant to section 7805(f) of 
the Code, the proposed regulations preced
ing these regulations were submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
their impact on small business. 

Drafting Information 

The principal author of these regula
tions is Helene R. Newsome, Office of the 
Associate Chief Counsel (Procedure and 
Administration), Disclosure and Privacy 
Law Division. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 30 I is 
amended as follows: 

PART 301- PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 30 I is amended by adding an entry in 
numerical order to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 301.61 03(k)(6 )-1 also issued 

under 26 U.S.c. 6103(k)(6); * * * 
Par. 2. Section 301.6103(k)(6)-1 is 

added to read as follows: 

§30 1.61 03( k)( 6 )-1 Disclosure of return 
information by certain officers and 
employees fur investigalive purposes. 

(a) General rule. (I) Pursuant to the 
provisions of section 6103(k)(6) and sub
ject to the conditions of this section, an 
internal revenue employee or an Office 
of Treasury Inspector General for Tax 
Administration (TlGTA) employee, in 
connection with official duties relating to 
any examination, administrative appeal. 
collection activity, administrative, civil or 
criminal investigation, enforcement activ
ity, ruling, negotiated agreement, prefiling 
activity, or other proceeding or offense 
under the internal revenue laws or related 
statutes, or in preparation for any pro
ceeding described in section 6103(h)(2) 
(or investigation which may result in such 
a proceeding), may disclose return in
formation, of any taxpayer, to the extent 
necessary to obtain information relating 
to such official duties or to accomplish 
properly any activity connected with such 
official duties, including, but not limited 
to-

(i) Establishing or verifying the correct
ness or completeness of any return or re
turn information; 

(ii) Determining the responsibility for 
filing a return, for making a return if none 
has been made, or for performing such acts 
as may be required by law concerning such 
matters; 

(iii) Establishing or verifying the liabil
ity (or possible liability) of any person, or 
the liability (or possible liability) at law or 
in equity of any transferee or fiduciary of 
any person, for any tax, penalty, interest. 
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fine, forfeiture, or other imposition or of
fense under the internal revenue laws or re
lated statutes or the amount thereof for col
lection; 

(iv) Establishing or verifying miscon
duct (or possible misconduct) or other ac
tivity proscribed by the internal revenue 
laws or related statutes; 

(v) Obtai n i ng the services of persons 
having special knowledge or technical 
skills (such as, but not limited to, knowl
edge of particular facts and circumstances 
relevant to a correct determination of a li
ability described in paragraph (a)( I )(iii) of 
this section or skills relating to handwrit
ing analysis. photographic development, 
sound recording enhancement, or voice 
identification) or having recognized ex
pertise in matters involving the valuation 
of property if relevant to proper perfor
mance of official duties described in this 
paragraph; 

(vi) Establishing or verifying the fi
nancial status Or condition and location 
of the taxpayer against whom collection 
activity is or may be directed, to locate 
assets in which the taxpayer has an inter
est, to ascertain the amount of any liability 
described in paragraph (a)(1 )(iii) of this 
section for collection, or otherwise to ap
ply the provisions of the Internal Revenue 
Code relating to establishment of liens 
against such assets, or levy, seizure, or 
sale on or of the assets to satisfy any such 
liability; 

(vii) Preparing for any proceeding de
scribed in section 6103(h)(2) or conduct
ing an investigation which may result in 
such a proceeding; or 

(viii) Ohtaining. verifying. or establish
ing information concerned with making 
determinations regarding a taxpayer's lia
bility under the Internal Revenue Code, in
cluding, but not limited to, the administra
tive appeals process and any ruling, nego
tiated agreement, or prefiling process. 

(2) Disclosure ofrcturn information for 
the purpose of obtaining information to 
carry out properly the official duties de
scribed by this paragraph, or any activity 
connected with the official duties, is autho
rized only if the internal revenue orTIGTA 
employee reasonably believes, under the 
facts and circumstances. at the time of a 
disclosure. the information is not other
wise reasonably available, or if the activ
ity connected with the official duties can
not occur properly without the disclosure. 
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(3) Internal revenue and TIGTA em
ployees may identify themselves, their or
ganizational affiliation (e.g., Internal Rev
enue Service (IRS). Criminal Investigation 
(Cl) or TIGTA, Office of Investigations 
(01», and the nature of their investigation, 
when making an oral, written, or electronic 
contact with a third party witness. Permit
ted disclosures include, but are not limited 
to, the use and presentation of any identi
fication media (such as a Federal agency 
badge, credential, or business card) or the 
use of an information document request, 
summons, or correspondence on Federal 
agency letterhead or which bears a return 
address or signature block that reveals af
filiation with the Federal agency. 

(4) This section does not address or 
affect the requirements under section 
7602(c) (relating to contact of third par
ties). 

(b) Disclosure of return information 
in connection with certain personnel or 

claimant representative matters. In con
nection with official duties relating to any 
investigation concerned with enforcement 
of any provision of the Internal Revenue 
Code, including enforcement of any rule 
or directive prescribed by the Secretary or 
the Commissioner of Internal Revenue un
der any provision of the Internal Revenue 
Code, or the enforcement of any provision 
related to tax administration, that affects or 
may affect the personnel or employment 
rights or status, or civil or criminalliabil
ity, of any former, current, or prospective 
employee of the Treasury Department. 
Bureau of Alcohol, Tobacco, Firearms, 
and Explosives, United States Customs 
Service. United States Secret Service, or 
any successor agency, or the rights of any 
person who is, or may be, a party to an ad
ministrative action or proceeding pursuant 
to 31 U.S.c. 330 (relating to practice be
fore the Treasury Department), an internal 
revenue, TIGTA, or other Federal officer 
or employee who is responsible for inves
tigating such employees and persons and 
is properly in possession of relevant return 
information is authorized to disclose such 
return information to the extent necessary 
for the purpose of obtaining, verifying, 
or establishing other information which 
is or may be relevant and material to the 
investigation. 

(c) Definitions. The following defini
tions apply to this section-

(I) Disclomre (~f refilm ill/cmnation 10 

the extellt necessary means a disclosure 
of return information which an internal 
revenue or TIGTA employee. based on 
the facts and circumstances, at the time 
of the disclosure, reasonably believes is 
necessary to obtain information to perform 
properly the official duties described by 
this section. or to accomplish properly 
the activities connected with carrying out 
those official duties. The term necessary 

in this context does not mean essential 
or indispensable, but rather appropriate 
and helpful in obtaining the information 
sought. Nor does necessary in this context 
refer to the necessity of conducting an 
investigation or the appropriateness of the 
means or methods chosen to conduct the 
investigation. Section 6103(k)(6) does not 
limit or restrict internal revenue or TIGTA 
employees with respect to the decision 
to initiate or the conduct of an investi
gation. Disclosures under this paragraph 
(c)(1), however, may not be made indis
criminately or solely for the benefit of the 
recipient or as part of a negotiated quid pro 
quo arrangement. This paragraph (c)(1) is 
illustrated by the following examples: 

Example I. A revenue agent contacts a taxpayer's 

customer regarding the customer's purchases made 

from the taxpayer during the year under investigation. 

The revenue agent is able to obtain the purchase in

formation only by disclosing the taxpayer's identity 

and the fact of the investigation. Depending on the 

facts and circumstances known to the revenue agent 

at the time of the disclosure, such as the way the cus

tomer maintains his records. it also may be necessary 

for the revenue agent to inform the customer of the 

date of the purchases and the types of merchandise 

involved for the customer to find the purchase infor· 

mation. 

Example 2. A revenue agent contacts a third party 

witness to obtain copies of invoices of sales made to a 

taxpayer under examination. The third party witness 

provides copies of the sales invoices in question and 

then asks the revenue agent for the current address of 

the taxpayer because the taxpayer still owes money 

to the third party witness. The revenue agent may not 

disclose that ~urrent address because this disclosure 
woutd be only for the benefit of the third party wit

ness and not necessary to obtain information for the 
examination. 

Example 3. A revenue agent contacts a third party 

witness to obtain copies of invoi~es of sales made to a 
taxpayer under examination. The third party witness 

agrees to provide copies of the sales invoices in ques
tion only if the revenue agent provides him with the 

current address of the taxpayer because the taxpayer 

stilt owes money to the third party witness. The rev
enue agent may not di,close that current address be

cause this disclosure would be a negotiated quid pro 
quo arrangement. 



(2) Disclosure of return information to 

accomplish properly an activity connected 

with official duties means a disclosure of 
return information to carry out a function 
associated with official duties generally 
consistent with established practices and 
procedures. This paragraph (c)(2) is illus
trated by the following example: 

Example. A taxpayer failed to file an income tax 
return and pay the taxes owed. After the taxes were 
assessed and the taxpayer was notified of the balance 
due, a revenue officer filed a notice of federal tax lien 
and then served a notice of levy on the taxpayer's 
bank. The notices of lien and levy contained the tax
payer's name, social security number, amount Df out
standing liability. and the tax period and type of tax 
involved. The taxpayer's assets were levied to sat
isfy the tax debt, but it was determined that. prior tD 
the levy, the revenue Dfficer failed tD issue the tax
payer a notice of intent to levy, as required by section 
6331, and a notice of right to hearing before the levy, 
as required by section 6330. The disclosure of the 
taxpayer's return information in the notice of levy is 
authorized by sectiDn 6I03(k)(6) despite the revenue 
Dfficer's failure to issue the notice Df intent to levy 
or the nDtice of right tD hearing. The ultimate va
lidity of the underlying levy is irrelevant to the issue 
of whether the disclosure was authorized by section 
6103(k)(6) 

(3) Information not otherwise reason
ably available means information that an 
internal revenue or TIGTA employee rea
sonably believes, under the facts and cir
cumstances, at the time of a disclosure, 
cannot be obtained in a sufficiently accu
rate or probative form, or in a timely man
ner, and without impairing the proper per
formance of the official duties described 
by this section, without making the disclo
sure, This definition does not require or 
create the presumption or expectation that 
an internal revenue or TIGTA employee 
must seek information from a taxpayer or 
authorized representative prior to contact
ing a third party witness in an investiga
tion. Neither the Internal Revenue Code, 
IRS procedures, nor these regulations re
quire repeated contacting of an uncooper
ative taxpayer. Moreover, an internal rev
enue orTIGTA employee may make a dis
closure to a third party witness to corrob
orate information provided by a taxpayer. 
This paragraph (c)(3) is illustrated by the 
following examples: 

Example f. A revenue agent is conducting an 
examination of a taxpayer. The taxpayer refuses to 
cooperate or provide any information to the revenue 
agent. Information relating to the taxpayer's exam-

inatiDn would be information not otherwise reason
ably available because of the taxpayer's refusal to 
cooperate and supply any information to the revenue 
agent. The revenue agent may seek information from 
a third party witness. 

Example 2. A special agent is conducting a crim
inal investigation Df a taxpayer. The special agent has 
acquired certain information from the taxpayer. Al
though the special agent has no specific reason to di.s
believe the taxpayer's infomlation, the special agent 
cDntacts several third party witnesses to confirm the 
information. The special agent may contact third 
party witnesses to verify the correctness of the infor
mation provided by the taxpayer because the IRS is 
nDt required to rely solely on information provided by 
a taxpayer. and a special agent may take appropriate 
steps. including disclosures to third party witnesses 
under section 6l03(k)(o), to verify independently or 
corroborate information obtained from a taxpayer. 

(4) Internal revenue employee means, 
for purposes of this section, an officer or 
employee of the IRS or Office of Chief 
Counsel for the IRS, or an officer or em
ployee of a Federal agency responsible for 
administering and enforcing taxes under 
Chapters 32 (Part III of Subchapter D), 51, 
52, or 53 of the Internal Revenue Code, or 
investigating tax refund check fraud under 
18 V.S.c. 510. 

(5) TIGTA employee means an officer 
or employee of the Office of Treasury In
spector General for Tax Administration. 

(d) Examples. The following examples 
illustrate the application of this section: 

Example I. A revenue agent i~ conducting an 
examination of a taxpayer. The taxpayer has been 
very cooperative and has supplied copies Df invDices 
as requested. SDme of the taxpayer's invoices show 
purchases thaI set>m excessive in comparisDn to the 

size of the taxpayer's business. The revenue agent 
contacts the taxpayer's suppliers fur lhe purpose of 
corrobDrating the invoices the taxpayer provided. In 
contacting the suppliers, the revenue agent discloses 
the taxpayer's name. the dates of purchase, and the 
type of merchandise at issue. These disclosure, are 
permissible under section 6J03(k)(6) because, under 
the facts and circumstances known to the revenue 
agent at the time of the disclosures, the disclosures 
were necessary to Dbtain information (corrobDration 
of invoices) not otherwise reasonably available be
cause suppliers wDuld be the only source available 
for corroboration of this information. 

Example 2. A revenue agent is cDnducting an e.x
amination of a taxpayer. The revenue agent asks the 
taxpayer for business records to document the deduc
tion of the cost of goods sold shown on Schedule C 
of the taxpayer\ return. The taxpayer will not pro
vide the busine~s records to the revenue agent. who 
contacts a third party witness for verification of the 
amount on the Schedule C. In the course of the con
tact, the revenue agent shows the Schedule C to the 

third party witness. This disclosure IS not authorized 
under section 6103(k)(6). Section 6103(k)( 0) permih 
disclosure only of return inforrllatlon. not the return 
(including schedules and attachmenh) itself. If nec' 
essary. a revenue agent may disclose return informa
tiDn extracted from a return when questioning a third 
party witness Thus. the revenue ~gent could h~\e 
extracted the amount of cost of goods >old from the 
Schedule C and disclo,ed that amount to the thild 
party witness. 

Example 3. A special agent is conducting a crim
inal investigation of a taxpayer. a doctor. tor tax eva
sion. ;'-Iotwithstanding the records provided by the 
taxpayer anu the taxpayer's bank, the special agent 
decided tD obtain information from the taxpayer's pa
tients to verify amounts paid to the taxpayer for hiS 
services. Accordingly. the special agent sent letters 
tD the taxpayer's patients to venfy these amounts. In 
the letters, the agent disclosed that he was a special 
agent with IRS-CI and that he was conducting a crim
inal investigation Df the taxpayer. Section 61 03(k)(6) 
permits these disclosures (incluuing the special agent 
disclosing hiS affiliation with CI anu the nature of the 
investigation) to confirm the taxpayer's income. The 
decisiDn whether to verify information already Db
tained is a matter Df investigative judgment and is not 
limited by section 61 03(k)(6) 

Example 4. Corporation A requests a private 
letter ruling (PLR) as to the tax consequences of a 
planned transactiDn. Corporation A has represented 
that it is in compliance with laws administered by 
Agency B that may relate to the tax consequences 
Df the proposed transaction. Further informatton 
is needed from Agency B relating to pDssible tax 
consequences. Under section 6103(k)(6). the IRS 
may disclose CorpDration A's return information to 
Agency B to the extent necessary tD Dbtain infor
mation from Agency B for the purpose Df properly 
considering the tax consequences of the propDsed 
transaction that is the subject of the PLR. 

(e) Effective date, This section is appli
cable on July 6, 2006. 

§301.6103(k)(6)-lT [Removed] 

Par. 3. Section 301.6103(k)(6)-iT is 
removed. 

Mark E. Matthews, 
Deputy Commissioner for 

Services and Enforcement. 

Approved July 5, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary for Tax Policy, 

(filed by the Oftice of the federal Regl'ler on July 6. 2110t). 
10'02 a.m. and puhJhhed In the ISsue "flhe federal Regi'ler 
[or July 11.2006.71 FR.3X'IXSI 
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Part III. Administrative, Procedural, and Miscellaneous 
GO Zone Bonus Depreciation 

Notice 2006-67 

SECTION I. PURPOSE 

This notice provides guidance with 
respect to the 50-percent additional first 
year depreciation deduction provided by 
* 1400N(d) of the Internal Revenue Code 
(GO Zone additional first year deprecia
tion deduction) for qualified Gulf Oppor
tunity Zone property (GO Zone property). 

SECTION 2. BACKGROUND AND GO 
ZONE PROPERTY 

.01 Section 1400N(d), added by section 
101 of the Gulf Opportunity Zone Act of 
2005, Pub. L. No. 109-135, 119 Stat. 
2577, generally allows a 50-percent ad
ditional first year depreciation deduction 
for GO Zone property. The GO Zone ad
ditional first year depreciation deduction 
is allowable in the taxable year in which 
the GO Zone property is placed in ser
vice by the taxpayer. The computation 
of the allowable GO Zone additional first 
year depreciation deduction and the oth
erwise allowable depreciation deduction 
for GO Zone property is made in accor
dance with rules similar to the rules for 
50-percent bonus depreciation property in 
* 1.16S(k)-IT(d)(l)(i), (l)(iii), and (2) of 
the Income Tax Regulations. 

.02 GO Zone property is depreciable 
property that meets all of the following 
requirements: 

( I ) Property that is de-
scribed in § 16S(k)(2)(A)(i) and 
§ 1.168(k)-IT(b)(2)(i). or property that 
is nonresidential real property (as defined 
in § 16S(e)(2)(B)) or residential rental 
property (as defined in § 16S(e)(2)(A)) 
and depreciated under § 168; 

(2) Substantially all of the use of the 
property is in the Gulf Opportunity (GO) 
Zone (as defined in § 1400M( I)) and in 
the active conduct of a trade or business 
by the taxpayer in the GO Zone (for further 
guidance, see section 3 of this notice): 

(3) The original use of the property 
commences with the taxpayer in the 
GO Zone on or after August 2g. 2005. 
For purposes of this section 2.02( 3). 
rule~ ~illlilar tD the original use rules 
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in § 1.l6S(k)-IT(b)(3) apply. In addition, 
used property will satisfy the original use 
requirement so long as the property has 
not been previously used within the GO 
Zone; 

(4) The property is acquired by the tax
payer by purchase (as defined in § 179(d) 
and ~ I . I 79-4( c) on or after August 2R. 
2005. but only if no written binding con
tract for the acquisition of the property 
was in effect before August 2S, 2005. 
For purposes of this section 2.02(4). the 
rules in § 1.168(k)-IT(b)(4)(ii) (bind
ing contract). rules similar to the rules 
in § l6S(k)(2)(E)(i) and § 1.16S(k)
I T(b)( 4)( iii) (self-constructed prop
erty), and rules similar to the rules 
in § l68(k)(2)(E)(iv) and § \.I6S(k)
I T(b)( 4 )(iv) (disqualified transactions) 
apply; and 

(5) The property is placed in service by 
the taxpayer on or before December 3 I, 
2007 (December 3 I, 200S, in the case of 
qualified nonresidential real property and 
residential rental property). 

.03 Depreciable property is not eligible 
for the GO Zone additional first year de
preciation deduction if: 

( I ) The property is described in 
§ 168(k)(2)(D)(i) and § \.l6S(k)
IT(b )(2)(ii)(A)(2): 

(2) The property is described in 
§ 16S(f): 

(3) Any portion of the property is fi
nanced with the proceeds of any obligation 
the interest on which is tax-exempt under 
§ 103: 

(4) The property is a qualified revital
ization building (as defined in § 1400I(b» 
for which the taxpayer has made an elec
tion under § 1400I(a)(l) or (a)(2) in ac
cordance with section 7 of Rev. Proc. 
2003-38,2003-1 C.B. 1017; 

(5) The property is included in any class 
of property for which the taxpayer elects 
not to deduct the GO Zone additional first 
year depreciation (for further guidance, see 
section 4 of this notice); 

(6) The property is described in 
§ l400N(p)(3) (for further guidance, see 
section 5 of this notice); 

(7) The property is placed in service 
and disposed of during the same taxable 
year. However, rules similar to the rules 
in § 1.16S(k)-IT(f)(I)(ii) and (iii) (tech-

nical termination of a partnership un del 
~ 708(b)( I )(B) or transactions described ir 
~ I 68(i)(7)) apply: or 

nn The property is converted from busi· 
ness or income-producing use to personal 
use in the same taxable year in which the 
property is placed in service by a taxpayer. 

.04 The counties and parishes in 
Alabama. Louisiana, and Mississippi that 
comprise the GO Zone are listed on page 2 
of IRS Publication 4492, Informatio/l fol' 
Taxpayers Affected by Hurricanes Katrina, 

Rita, alld Wilma, under Gulf Opportunity 
(GO) Zone (Core Disaster Area). 

.05 If depreciable property is not GO 
Zone property in the taxable year in which 
the property is placed in service by the tax
payer, the GO Zone additional first year 
depreciation deduction is not allowable for 
the property even if a change in use of the 
property subsequent to the placed-in-ser
vice year of the property results in the 
property being GO Zone property. See 
§ 1.168(k)-1 T(f)(6)(iv)(B). 

.06 Limitation provisions of the Code 
(for example, §§ 465, 469, and 704(d») ap
ply and may limit the amount of the GO 
Zone additional first year depreciation de
duction that may be claimed by a taxpayer 
subject to such a provision. 

SECTION 3. SUBSTANTIALLY 
ALL AND ACTIVE CONDUCT 
REQUIREMENTS UNDER 
§ 1400N(d)(2)(A)(ii) 

.0 I Substantially All Requirement. 
Each depreciable property will meet the 
requirements of § l400N(d)(2)(A)(ii) if 
substantially all of the use of the property 
is in the GO Zone and in the active conduct 
of a trade of business by the taxpayer in 
the GO Zone. For this purpose, the term 
"substantially all" means SO percent or 
more during each taxable year. If greater 
than 20 percent of the use of the property 
either is outside the counties and parishes 
designated as being part of the GO Zone 
or is not in the active conduct of a trade or 
business by the taxpayer in the GO Zone, 
then the property is not GO Zone property 
and is not eligible for the GO Zone addi
tional first year depreciation deduction. 

The following example illustrates the 
provisions of this section 3.0 I and section 
2.05 of this notice. 



Example. A, a calendar-year taxpayer, owns and 
operates a furniture store in the GO Zone. In De
cember 2006, A purchases a new deli very truck and 
places it in service for use in A's business. The de
livery truck is used less than 80 percent in the GO 
Zone in 2006 and is used 80 percent or more in the 
GO Zone in 2007 and 2008. Because the delivery 
(ruck does not meet the substantially all requirement 
described III this section 3.01 in its placed-in-service 
year (2006), the truck is not GO Zone property. Thus, 
the truck does not qualify for the GO Zone additional 
fIrst year depreciation deduction, regardless of the 
fact that substantially all of the use of the truck is in 
the GO Zone in 2007 and 2008. 

.02 Active Conduct of a Trade or Busi
ness Requirement. 

(1) Trade or husiness definition. For 
purposes of § 1400N(d)(2)(A)(ii), the term 
"trade or business" has the same meaning 
as in § 162 and the regulations thereunder. 
Thus, property held merely for the produc
tion of income or used in an activity not en
gaged in for profit (as described in § 183) 
does not qualify for the GO Zone addi
tional first year depreciation deduction. 

(2) Active conduct. Solely for purposes 
of § 1400N(d)(2)(A)(ii), the detcrmination 
of whether a trade or business is actively 
conducted by the taxpayer is to be made 
based on all of the facts and circumstances. 
A taxpayer generally is considered to ac
tively conduct a trade or business if the 
taxpayer meaningfully participates in the 
management or operations of the trade or 
business. Furthermore, for purposes of 
§ 1400N(d)(2)(A)(ii), a partner, member, 
or shareholder of a partnership, limited li
ability company, or S corporation, respec
tively, is considered to acti vely conduct a 
trade or business of the partnership, lim
ited liability company, or S corporation if 
the partnership, limited liability company, 
or S corporation meaningfully participates 
(through the activities performed by itself, 
or by others on behalf of the partnership, 
limited liability company, or S corpora
tion, respectively) in the management or 
operations of the trade or business. Sim
ilar rules apply to other pass-thru entities 
such as trusts or estates. 

(3) Examples. The following examples 
illustrate the provisions of section 3.02 of 
this notice. 

(a) Example 1. During 2006. MNO, a limited li
ability company, constructs and places in service a 
new apartment building in the GO Zone. MNO is 
treated as a partnership for federal Lax purposes. B. 

a member in MNO, manages and operates this apart
ment building for MNO. Because B manages and op
erates the apartment building for MNO. MNO mean
ingfully participates in the management and opera-

tions of the apartment building. Consequently, all of 
the use of [he apartment building is in the GO Zone 
and in the active conduct of a trade or business by 
MNO in the GO Zone. Accordingly. the unadjusted 
depreciable basis (as defined in § I 16R(b)-1 Tia)(3)) 
of the apartment building qualifies for the GO Zone 
additional first year depreciation deduction (assum
ing all other requirements are met). However. lim
itation provisions of the Code (for example, ~ 469) 
apply and may limit the amount of the GO Zone ad
ditional first year depreciation deduction that may be 
claimed by the members of MNO. 

(b) Example 2. Dunng 2006, C, an individual, 
places in service a new restaurant in the GO Zone and 
employs D to operate it. During 2006, C periodically 
met with D to review operation; relating to the restau
rant. C also approved the restaurant's budget for 2006 
that was prepared by D. D performs all the necessary 
operating function;. including hiring chefs, acquiring 
the nece"ary food and restaurant ,upplies, and writ
ing the checks to pay all bills and the chefs' salaries. 
Based on these facts and circumstances, C meaning
fully participates in the management of the restau
rant. Consequently. all of the use of the restaurant 
is in the GO Zone and in the active conduct of a trade 
or business by C in the GO Zone. Accordingly. the 
unadjusted depreciable basis ot the restaurant qualt
fies for the GO Zone additional first year depreciation 
deduction (assuming all other requirements are met). 
However, limitation provisions of the Code I for ex
ample, § 469) apply and may limit the amount of the 
GO Zone additional first year depreciation deduction 
that may be claimed by C. 

(e) Example J. During 2006. PRS, a partnership, 
constructs and places in service a new small commer
cial building in the GO Zone and leases it to E, an 
unrelated party. who uses the building as a fast food 
restaurant. This building is the only property owned 
by PRS. The lease agreement between PRS and E is a 
triple net lease under which E is responsible for all of 
the costs relating to the huilding Ifor example. paying 
all taxes, insurance, and maintenance expenses) in ad
dition to paying rent. Because of the triple net lease. 
PRS does not meaningfully participate in the manage
ment or operations of the building and the building is 
not used in the active conduct of a trade or business 
by PRS in the GO Zone. Accordingly, the building 
does not qualify for the GO Zone additional first year 
depreciation deduction. 

(d) Example 4. Same facts as Example 3, ex
cept that PRS, during 2006, constructs and places in 
service two other new commercial buildings in the 
GO Zone and leases these buildings to F, an unre
lated party, who uses the two other buildings as office 
space. The lease agreement between PRS and F is not 
a triple net lease. G. a partner 10 PRS, manages and 
operates the two office buildings for PRS. Because 
G manages and operates the two office buildings for 
PRS, PRS meaningfully participates in the manage
ment and operations of the two office buildings. Con
sequently, these two office buildings are used in the 
active conduct of a trade or bUSiness by PRS in the GO 
Zone. Accordingly, the total unadjusted depreciable 
basis of the two office buildings leased to F quali
fies for the GO Zone additional first year deprecia
tion deduction (assuming all other requirements are 
met). However.ltmitation provisions of the Code (for 
example, § 469) apply and may limit the amount of 
the GO Zone additional first year depreciation deduc-

tion that may be claimed by the panners of PRS with 
respect to the two buildings leased to F. Further. be
cause the requirements of § 1400N(d )12)1A )Iii) apply 
on a property-by-property basis. the building leased 
to E does not qualify for the GO Zone additional first 
year depreciation deduction. as provided in Example 
J. 

SECTION 4. ELECTION NOT TO 
DEDUCT GO ZONE ADDITIONAL 
FIRST YEAR DEPRECIATION 

.01 In General. Pursuant to 
§ 1400N(d)(2)(B)(iv), a taxpayer may 
make an election not to deduct the GO 
Zone additional first year depreciation for 
any class ofpruperty that is GO Zone prop
erty placed in service during the taxable 
year. If a taxpayer makes this election, 
then the election applies to all GO Zone 
property that is in the same class of prop
erty and placed in service in the same 
taxable year, and no additional first year 
depreciation deduction is allowable for the 
class of property. In addition, the depreci
ation adjustments under § 56 apply to that 
property for purposes of computing the 
taxpayer's alternative minimum taxable 
income. The election not to deduct the 
GO Zone additional first year depreciation 
is made by each person owning GO Zone 
property (for example, for each member 
of a consolidated group by the common 
parent of the group, by the partnership, or 
by the S corporation). 

,02 Definition of Class of Property. 
For purposes of the election under 
§ J400N(d)(2)(B)(iv) not to deduct the 
GO Zone additional first year deprecia
tion, the term "class of property" means: 

(l) Except for the property described 
in this section 4.02(2), (3), (4), (5), and 
(6), each class of property described in 
§ 168(e) (for example, 5-year property); 

(2) Water utility property as defined in 
§ 168(e)(5) and depreciated under § 168; 

(3) Computer software as defined in, 
and depreciated under, § 167 (f)(l) and the 
regulations thereunder; 

(4) Qualified leasehold improvement 
property as defined in § 168(k)(3) and 
§ 1.168(k)-1 T(c) and depreciated under 
§ 168; 

(5) Nonresidential real property as de
fined in § 168(e )(2)(8) and depreciated un
der § 168; or 

(6) Residential rental property as de
fined in § 168(e)(2)(A) and depreciated 
under § 168. 
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.03 Time and Manner vf Making the 

Election. 

(I) In general. An election not to 

deduct the GO Zone additional first year 

depreciation for any class of property that 
is GO Zone property placed in service 

during the taxable year must be made by 
the due date (including extensions) of the 

federal income tax return for the taxable 
year in which the GO Zone property is 
placed in service hy the taxpayer. The 

election must be made in the manner pre
scribed on Form 4562, Depreciation and 

Amortization. and its instructions. 
If a taxpayer files its 2004 or 2005 fed

eral income tax return on or after Septem
ber 13. 2006. then the taxpayer must fol
low the instructions for the 2005 Form 
4562 (Rev. January 2006) for the manner 
for making the election not to deduct the 
GO Zone additional first year depreciation 
for any class of property that is GO Zone 
property placed in service by the taxpayer 
on or after August 28, 2005. during the tax
payer's taxable year beginning in 2004 or 
2005 (2004 or 2005 taxable year). If a tax
payer files its 2004 or 2005 federal income 
tax return before September 13. 2006, then 
see section 4.03(2) of this notice for the 
procedures for making the election not to 
deduct the GO Zone additional first year 
depreciation for any class of property that 
is GO Zone property placed in service by 
the taxpayer on or after August 28, 2005, 
during the taxpayer's 2004 or 2005 taxable 
year. 

(2) Special rules for 2004 or 2005 fed
eral income tax return filed before Septem
ber 13. 2006. 

(a) In general. If a taxpayer files its 
2004 or 2005 federal income tax return be
fore September 13, 2006, then the taxpayer 
has made the election not to deduct the GO 
Zone additional first year depreciation for 
a class of property that is GO Zone prop
erty placed in service by the taxpayer on 
or after August 28, 2005. during the tax
payer's 2004 or 2005 taxable year, if the 
taxpayer: 

(i) made the election within the time 
prescribed in section 4.03( I) of this no
tice and in the manner prescribed in the 
instructions for the 2005 Form 4562 (Rev. 
January 2006) (that is. attach a statement 
to the taxpayer's timely filed return (in
cluding extensions) indicating the class of 
property for which the taxpayer is making 
the election and that. for such class of pTOp-

250 2006-2 C.B. 

elty, the taxpayer is electing not to claim 

the GO Zone additional first year depreci
ation deduction): or 

(ii) made the deemed election provided 
for in section 4.03(2)(b) of this notice. 

(b) Deemed election. If section 
4.03(2)(a)(i) of this notice does not ap

ply. a taxpayer that files its 2004 or 2005 
federal income tax return before Septem
ber 13, 2006, will be treated as having 

made the election not to deduct the GO 
Zone additional first year depreciation 
for a class of property that is GO Zone 
property placed in service by the taxpayer 
on or after August 28, 2005, during the 

taxpayer's 2004 or 2005 taxable year, if 
the taxpayer: 

(i) on that return, did not claim the GO 

Zone additional first year depreciation de
duction for that class of property but did 
claim depreciation; and 

(ii) does not file an amended federal tax 
return for the taxpayer's 2004 or 2005 tax
able year on or before February 14,2007, 
or a Form 3115, Application for Change 
in Accounting Method, with the taxpayer's 
federal tax return for the taxpayer's next 
succeeding taxable year, to claim the GO 
Zone additional first year depreciation de
duction for that class of property. 

If a Form 3115 is filed under section 
4.03(2)(b )(ii) of this notice, the Form 3115 
must be filed in accordance with the au
tomatic change in method of accounting 
provisions of Rev. Proc. 2002-9, 2002-1 
C.B. 327, as modified and clarified by An
nouncement 2002-17, 2002-1 c.B. 561, 
modified and amplified by Rev. Proc. 
2002-19, 2002-1 C.B. 696, and ampli
fied, clarified, and modified by Rev. Proc. 
2002-54, 2002-2 c.B. 432, or any suc
cessor. The change in method of account
ing from filing the Form 3115 results in 
a § 481 (a) adjustment. Further, the scope 
limitations in section 4.02 of Rev. Proc. 
2002-9 do not apply. Moreover, for pur
poses of section 6.02(4 )(a) of Rev. Proc. 
2002-9, the taxpayer should include on 
line I a of the Form 3115 the designated au
tomatic accounting method change num
ber "104". 

Section 1.446-1 (e)(3)(ii) authorizes the 
Commissioner of Internal Revenue to pre
scribe administrative procedures setting 
forth the limitations, terms, and conditions 
deemed necessary to permit a taxpayer to 
obtain consent to change a method of ac
counting. In addition, section 2.04 of Rev. 

Proc. 2002-9 provides that unless specif
ically authorized by the Commissioner, 
a taxpayer may not request. or otherwise 
make, a retroactive change in method 
of accounting, regardless of whether the 
change is from a permissible or an imper
missible method. See generally Rev. Rul. 

90-38, \990-1 C.B. 57. 
.04 Revocation. An election not to 

deduct the GO Zone additional first year 
depreciation for a class of property that 
is GO Zone property is revocable only 
with the prior written consent of the Com
missioner. To seek the Commissioner's 
consent, the taxpayer must submit a re
quest for a letter ruling in accordance with 
the provisions of Rev. Proc. 2006-1, 
2006-1 IRB. 1 (or any successor). 

.05 Failure to Make Election Not to 

Deduct GO Zone Additional First Year De
preciation. If a taxpayer does not make the 
election described in section 4.0 I of this 
notice within the time and in the manner 
prescribed in section 4.03 of this notice, 
the amount of depreciation allowable for 
that property under § I 67(f)(l ) or under 
§ 168, as applicable, must be determined 
for the placed-in-service year and for all 
subsequent taxable years by taking into ac
count the GO Zone additional first year de
preciation deduction. Thus, the election 
not to deduct the GO Zone additional first 
year depreciation cannot be made by the 
taxpayer in any other manner (for example, 
through a request under § 446(e) to change 
the taxpayer's method of accounting). 

SECTION 5. CERTAIN PROPERTY 
NOT ELIGIBLE FOR THE GO 
ZONE ADDITIONAL FIRST YEAR 
DEPRECIATION DEDUCTION 

.01 In General. Section 1400N(p)(l) 
disallows the GO Zone additional first year 
depreciation deduction for any property 
described in § 1400N(p)(3). Pursuant to 
§ 1400N(p)(3)(A), such property includes: 

(l) any property used in connection 
with any private or commercial golf 
course, massage parlor, hot tub facility, 
suntan facility, or any store the principal 
business of which is the sale of alcoholic 
beverages for consumption off premises 
("prohibited activities"); or 

(2) any gambling or animal racing prop
erty. 

.02 Prohibited Activities. 



(I) Real property used for both a pro

hibited activity and a non-prohibited ac
tivity. Solely for purposes of § 1400N(d), 
the portion of any real property (deter
mined by square footage) that is dedicated 
to any prohibited activity described in sec
tion 5.0 I (I) of this notice is not eligible for 
the GO Zone additional first year depreci
ation deduction. If real property is used 
for both a prohibited activity and an ac
tivity not described in section 5.01(1) of 
this notice. the portion of the real property 
(detennined by square footage) that is not 
dedicated to the prohibited activity is eli
gible for the GO Zone additional first year 
depreciation deduction (assuming all other 
requirements under § 1400N(d) are met). 
For example, the GO Zone additional first 
year depreciation deduction for a shopping 
center that has both a suntan salon and 
businesses not described in section 5.0 I (I) 
of this notice (and that otherwise qualifies 
for the GO Zone additional first year de
preciation deduction under § 1400N(d». is 
detennined without regard to the portion 
of the shopping center's unadjusted depre
ciable basis that bears the same percentage 
to the total unadjusted depreciable basis as 
the percentage of square footage dedicated 
to the prohibited activity (that is, the sun
tan salon) bears to the total square footage 
of the shopping center. 

(2) Trade or business activity that de
rives a small percentage of gross receipts 
from certain prohibited activities. 

(a) De minimis rule. Solely for pur
poses of § 1400N(p)(3)(A)(i), a taxpayer's 
trade or business activity that has less than 
10 percent of its total gross receipts de
rived from massages, tanning services, or 
a hot tub facility is not treated as, respec
tively, a massage parlor, a suntan facility, 
or a hot tub facility. Such trade or business 
activity may include, for example, a physi
cal therapy office or a beauty/day spa salon 
if its gross receipts derived from massages, 
suntanning, and hot tub facilities are less 
than 10 percent of its total gross receipts. 
In detennining whether this less than 10 
percent test is satisfied, only gross receipts 
from the taxpayer's trade or business ac
tivity that includes the massages, tanning 
services, or hot tub facility are taken into 
account. Further, if a taxpayer is a member 
of a consolidated group, only the gross re
ceipts of the taxpayer (and not the consoli
dated group) are taken into account. Also, 
if the taxpayer is a partnership, S corpo-

ration, or other pass-thru entity. only the 
gross receipts of the pass-thru entity (and 
not the owners of the pass-thru entity) are 
taken into account. 

(b) Definition of gross receipts. For 
purposes of this section 5.02(2), the term 
"gross receipts" means the taxpayer's re
ceipts for the taxable year that are rec
ognized under the taxpayer's methods of 
accounting used for federal income tax 
purposes for the taxable year. For this 
purpose, gross receipts include total sales 
(net of returns and allowances) and all 
amounts received for services. In addition, 
gross receipts include any income from in
vestments, and from incidental or outside 
sources. For example, gross receipts in
clude interest (including original issue dis
count and tax-exempt interest within the 
meaning of § 103), dividends, rents, roy
alties, and annuities, regardless of whether 
the amounts are derived in the ordinary 
course of the taxpayer's trade or business. 
Gross receipts are not reduced by cost of 
goods sold or by the cost of property sold if 
such property is described in § 1221 (a)( I), 
(3), (4), or (5). With respect to sales of 
capital assets as defined in § 1221, or sales 
of property described in § 1221 (a)(2) (re
lating to property used in a trade or busi
ness), gross receipts are reduced by the 
taxpayer's adjusted basis in such property. 
Gross receipts do not include the amounts 
received in repayment of a loan or simi
lar instrument (for example, a repayment 
of the principal amount of a loan held by 
a commercial lender). Finally, gross re
ceipts do not include amounts received by 
the taxpayer with respect to sales tax or 
other similar state and local taxes if, un
der the applicable state or local law, the tax 
is legally imposed on the purchaser of the 
good or service and the taxpayer merely 
collects and remits the tax to the taxing au
thority. If, in contrast, the tax is imposed 
on the taxpayer under the applicable law, 
then gross receipts include the amounts re
ceived that are allocable to the payment of 
such tax. 

.03 Gambling or Animal Racing Prop
erty. 

(I) In general. Section 1400N(p)(3) 
(B)(i) defines the tenn "gambling or ani
mal racing property" as meaning: 

(a) any equipment, furniture, software, 
or other property used directly in connec
tion with gambling, the racing of animals, 
or the on-site viewing of such racing; and 

(b) the portion of any real property (de
termined by square footage) that is dedi
cated to gambling, the racing of animals, or 
the on-site viewing of such racing. How
ever, pursuant to § 1400N(p)(3)(B)(ii). if 
the portion of the real property dedicated 
to gambling, the racing of animals, or the 
on-site viewing of such racing is less than 
100 square feet, then that portion is not 
gambling or animal racing property. For 
example, no apportionment is required un
der this I OO-square-foot de minimis rule in 
the case of a retail store that sells lottery 
tickets in a less than 100 square foot area. 

(2) Real property not dedicated to gam

bling or animal racing. Real property that 
is not dedicated to gambling, the racing of 
animals, or the on-site viewing of such rac
ing but is attached to such gaming facilities 
is eligible for the GO Zone additional first 
year depreciation deduction (assuming all 
other requirements under § 1400N(d) are 
met). Such property may include, for ex
ample, hotels, restaurants, and parking lots 
of gaming facilities. For example. the GO 
Zone additional first year depreciation de
duction for a building that is used as both a 
casino and a hotel (and that otherwise qual
ifies for the GO Zone additional first year 
depreciation deduction under § 1400N(d), 
is determined without regard to the por
tion of the building's unadjusted deprecia
ble basis that bears the same percentage 
to the total unadjusted depreciable basis as 
the percentage of square footage dedicated 
to gambling (that is, the casino floor) bears 
to the total square footage of the building. 

SECTION 6. RECAPTURE RULES 
UNDER § 1400N(d)(5) 

.01 In General. Section 1400N(d)(5) 
provides that for purposes of § 1400N(d), 
rules similar to the recapture rules under 
§ 179(d)(I0) and § 1.l79-1(e) apply with 
respect to any GO Zone property that 
ceases to be GO Zone property. 

.02 Application. If GO Zone property is 
no longer GO Zone property in the hands 
of the same taxpayer at any time before 
the end of the GO Zone property's recov
ery period as detennined under § I 67(f)( I) 
or § 168. as applicable, then the taxpayer 
must recapture in the taxable year in which 
the GO Zone property is no longer GO 
Zone property (the recapture year) the ben
efit derived from claiming the GO Zone 
additional first year depreciation deduc-
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tion for such property. The benefit derived 
from claiming the GO Zone additional first 
year depreciation deduction for the prop
erty is equal to the excess of the total de
preciation claimed (including the GO Zone 
additional first year depreciation deduc
tion) for the property for the taxable years 
before the recapture year over the total de
preciation that would have been allowable 
for the taxable years before the recapture 
year as a deduction under ~ lfi7(f)( I) or 
~ 168. as applicable. had the GO Zone ad
ditional first year depreciation deduction 
not been claimed (regardless of whether 
such excess reduced the taxpayer's tax li
ability). The amount to be recaptured is 
treated as ordinary income for the recap
ture year. For the recapture year and sub
sequent taxable years. the taxpayer's de
ductions under § l67(f)(l)or~ 168. as ap
plicable, are determined as if no GO Zone 
additional first year depreciation deduc
tion was claimed with respect to the prop
erty. If. subsequent to the recapture year. 
a change in the use of the property results 
in the property again being GO Zone prop
erty, then the GO Zone additional first year 
depreciation deduction is not allowable for 
the property. 

.03 Examples. The following examples 
illustrate the provisions of this section 6. 

(al Example 1. H. a calendar-year taxpayer, owns 
and operates a furniture store in the GO Zone. In De
cember ~006. H purchases a new delivery truck for 
$50.000 and places it in service for use in H's busi
ness. For 2006. this delivery truck is GO Zone prop
erty and is 5-year property under ~ 168(ej. H depre
ciates its 5-year property placed in service in 2006 
using the optional depreciation table that corresponds 
with the general depreciation system. the 100-percent 
declining balance method. a 5-year recovery period. 
and the half-year convention. During 2007. the deliv
ery truck is used bs than 80 percent in the GO Zone. 

(i) For 2006. H is allowed the GO Zone addi
tional tiN year depreciation deduction of S25.000 for 
the delivery truck I unadjusted depreCiable basis of 
$50.000 multiplied by .50). In additiun. H's depreci
ation deduction allO\vahle in 2006 for the remaining 
adjusted depreciable basis of $25.000 for the delivery 
truck (the unadjusted depreciable basis of $50.000 re
duced by the GO Zone additional first year depreci
ation deduction of $25.0(0) is $5.000 (the remaining 
adjusted depreciahle ham of $25.000 multiplied by 
the annual deprectatlOn rate of .20 for recovery year 
I) Thus. Irs depreciation deduction allowable in 
2006 fllf the delivery truck totab $30.000. 

III) For 2l107. because the delivery truck does not 
meet the subsldntially all requirement described in 
SeL·tlnn :l.OI of this notice. the delivery truck is no 
longer GO Zone property. AccordIngly. for 2007. H 
must recapture as llfdinary income $20.000 ($30.000 
depreciation claimed by H for the truck before 2007 
Ie" the S I lI.lIOO depreciation that would have been 
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allowable for the truck before 2007 had the GO Zone 
additional first year depreciation deduction not been 
claimed (unadjusted depreciable basis of $50.000 
multiplied by the cumulative annual depreciation rate 
of .20 before 2(07)). In addition. H's depreciation 
deduction allowable in 2007 for the delivery truck 
IS $16.000 (unadjusted depreciable basis of $50.000 
multiplied by the annual depreciation rate of .32 for 
recovery year 2) (determined as if no GO Zone addi
tional first year depreciation deduction was claimed 
for the truck). 

(b) Example 2. Same facts as in Example 1. ex
cept that during 2008. the delivery truck is used 80 
percent or more in [he GO Zone. The GO Zone addi
tional first year depreciation deduction is not allow
able for the delivery truck even though the truck is 
GO Zone property in the hands of H in 2008. Thus, 
for 2008. H' s depreciation deduction allowable in 
2008 for the delivery truck is $9.600 (unadjusted de
preciable bn,i, or $50,000 multiplied by the annual 
depreciation rate of .1910 for recovery year 3) (deter
mined as If no GO Zone additional first year depreci
ation deduction was claimed for the truck). 

SECTION 7. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2002-9 is modified and am
plified to include the automatic change in 
method of accounting provided under sec
tion 4.03(2 )(b) of this notice in section 2 of 
the APPENDIX of Rev. Proc. 2002-9. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this notice is 
Douglas H. Kim of the Office of Associate 
Chief Counsel (Passthroughs & Special In
dustries). For further information regard
ing this notice, contact Mr. Kim at (202) 
622-3110 (not a toll-free call). 

Regulation Section 1.787 4-2T 
Effective Date for Acquisitions 
Initiated Prior to December 
28, 2005 

Notice 2006-70 

This notice announces that the Trea
sury Department and the Internal Revenue 
Service (IRS) will, when finalizing Treas. 
Reg. § 1.7874-2T, amend the effective 
date in Treas. Reg. § 1.7874-2TU), as 
it applies to certain acquisitions initiated 
prior to December 28, 2005. 

BACKGROUND 

On December 28, 2005, the Treasury 
Department and the IRS issued TO. 9238, 

2006-6 I.R.B. 408 (Feb. 6, 2006), Guid
ance Under Section 7874 for Determin
ing Ownership by Former Shareholders or 
Partners of Domestic Entities, which pro
mulgated Treas. Reg. § l.7874-1T The 
preamble to TO. 9238 states that the IRS 
and the Treasury Department are consid
ering issuing regulations, which may be 
retroactive, to address certain structures 
which have the effect of inversion trans
actions and therefore should be subject to 
section 7874. Those structures include sit
uations in which the shareholders (or part
ners) of a domestic corporation (or domes
tic partnership) arrange to transfer their 
shares (or partnership interests) to a newly 
formed foreign entity for which an entity 
classification election under Treas. Reg. 
§ 301.7701-3 is made to treat such entity 
as a foreign partnershi p for Federal tax pur
poses. The preamble noted that other such 
structures involve the use of exchangeable 
shares to avoid the application of section 
7874. 

On June 6, 2006, the Treasury De
partment and the IRS issued TD. 9265, 
2006-27 I.R.B. I Guidance Under Sec
tion 7874 Regarding Expatriated Entities 
and Their Foreign Parents, which promul
gated Treas. Reg. § 1.7874-2T. Treasury 
Reg. § 1.7874-2T addresses the con
cerns raised in the preamble to Treas. 
Reg. § 1.7874-IT involving acquisitions 
by foreign partnerships and exchange
able shares. Accordingly, Treas. Reg. 
§ 1.7874-2T(e) generally provides that 
any foreign partnership that would be 
treated as a corporation under section 
7704 of the Code (but for the applica
tion of section 7704(c» will be treated 
as a foreign corporation for purposes of 
determining whether the partnership is a 
surrogate foreign corporation, as the term 
is defined in section 7874. In addition, 
Treas. Reg. § 1.7874-2T(f) generally 
provides that options and similar interests 
held by a former shareholder or former 
partner of the expatriated entity by reason 
of holding stock or a partnership interest 
in the expatriated entity will be treated, 
for purposes of the owner continuity test 
in section 7874, as exercised, to the extent 
that the effect is to treat the foreign corpo
ration as a surrogate foreign corporation. 

The effective date provision in Treas. 
Reg. § 1.7874-2T(j) provides that Treas. 
Reg. § L7874-2T applies to acquisitions 
completed on or after June 6, 2006. The 



effective date provision does not, however, 

address situations in which a binding com

mitment to make an acquisition described 
in section 7874(a)(2)(B)(i) had been en

tered into prior to June 6, 2006, but such 
acquisition had not been completed prior 
to June 6, 2006. 

DISCUSSION 

The Treasury Department and the 
IRS will, when finalizing Treas. Reg. 
§ l.7874-2T, amend the effective date 
provision in Treas. Reg. § 1.7874-2T(j) 

such that Treas. Reg. § 1.7874-2 will 
not apply to an acquisition otherwise de
scribed in section 7874(a)(2)(B)0) that 
was completed on or after June 6, 2006, 
provided such acquisition was entered into 
pursuant to a written agreement which was 

(subject to customary conditions) binding 
on December 28, 2005, and at all times 

thereafter (binding commitment). For pur

poses of the preceding sentence, a binding 

commitment shall include entering into 
options and similar interests in connec
tion with one or more written agreements 
described in the preceding sentence. Ac
cordingly, the provisions of Treas. Reg. 

§ 1.7874-2T, when finalized, will not ap
ply to acquisitions that occur, in whole or 

in part, as a result of the exercise of such 
options or similar intere,ts. 

EFFECTIVE DATE 

Taxpayers may rely on this notice un

til the issuance of regulations described 
herein. 

COMMENTS 

Written comments on the issues ad
dressed in this notice may be sub-

mitted to the Office of Associate 

Chief Counsel International. Attention: 

Milton M. Cahn (Notice 2006--70), room 
4555, CC:INTL:BR4, Internal Revenue 
Service, 1111 Constitution Avenue, NW, 
Washington, DC 20224. Alternatively, 

taxpayers may submit comments electron

ically to Notice.Comments@ml.irscoun
sel.treas.gov. Comments will be available 

for public inspection and copying. Trea
sury and the IRS request comments by 
November 30, 2006. 

DRAFTING INFORMATION 

The principal author of this notice is 
Milton M. Cahn of the Office of Associate 
Chief Counsel (International). For further 

information regarding this notice, contact 
Milton M. Cahn at (202) 622-3870 (not a 

toll-free call). 
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Part IV. Items of General Interest 
Revision of Instructions for 
Form 3115 for Use with the 
December 2003 Version of 
Form 3115, Application for 
Change in Accounting Method 

Announcement 2006-52 

The InstrU\.:tion~ for Form 3115 have 
been revi~ed. The May 2006 revisIOn is 
the current version of the instructions for 
Form 3115 and i~ to be used with the De
cember 2003 version of Fom1 3115, Appli
ClItionf(I/' Change in Accollnting Method. 

In generaL a taxpayer requesting a 
change in accounting method must com
plete and file a cunent Form 3115. See 
section g.06 of Rev. Proc. 97-27, 1997-21 
I.R.B. 10 (as modified and amplified by 
Rev. Proc. 2002-19.2002-13 I.R.B. 696, 
as amplified and clarified by Rev. Pmc. 
2002-54. 2002-35 I.R.B. 432). See also 
Rev. Proc. 2002-9.2002-3 I.R.B. 327 (as 
modified and clarified by Announcement 
2002-17. 2002-8 I.R.B. 561. modified 
and amplified hy Rev. Proc. 2002-19, and 
amplIfied. clarified. and modified by Rev. 
Proc. 2002-54). 

The May 2006 Instructions for Form 
3115 incorporate changes made in pub
lished guidance. such as Rev. Proc. 
2004-34. 2004-22 I.R.B. 991 (regard
ing reporting advance payments) and Rev. 
Proc. 2006-\. 2006-1 I.R.B. I (regarding 
letter rulings). It also list -; and describes 
automatic accounting method change 
numhers 77 through 103. and revises 
the descriptions of automatic accounting 
method change numbers 7. IL and 9. to 
incorporate guidance published since the 
December 2003 version. 

The May 2006 Instructions for Form 
3115. as well as the December 2003 
Form 3115. may he downloaded from 
the IRS website. \I·\I·\I'.irs.giJI'. or may be 
ordered by calling I-KOO-TAX FORM 
( 1-800-K29-3676). 

DRAFTI\JG II\FORMATION 

The principal author of this announce
ment i~ Brenda D. Wibon of the Office 
of A"ociate Chief Counsel (Income Tax 
and Accounti ng 1. For fUI1her informa
tion regarding thl' announcement, contact 
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Ms. Wilson at (202) 622--4800 (not a 
toll-free call). 

Computer Software Under 
Section 199(c}(5}(B); Hearing 

Announcement 2006-53 

AGENCY: Internal Revenue Service. 
Treasury. 

ACTION: Change of location for public 
hearing. 

SUMMARY: This document provides a 
change of location for a public hearing on 
proposed regulations (REG-I I 1578-06. 
2006-24 I.R.B. 1060) under section 199 
of the Internal Revenue Code. The reg
ulations provide a deduction for income 
attributable to domestic production ac
tivities to certain transactions involving 
computer software. 

DATES: The public hearing is being held 
on Tuesday. August 29. 2006. at 10 a.m. 

ADDRESSES: The public hearing was 
originally being held in the IRS Audito
rium, Internal Revenue Building. 1111 
ConstitutIon Avenue. NW. Washington, 
DC. The hearing location has changed. 
The puhlic hearing will be held in the IRS 
Auditorium (New Carrollton location). 
5000 Ellin Road. Lanham. MD 20706. 

FOR FURTHER INFORMATION 
CONTACT: Guy R. Traynor. (202) 
622-7180 or Richard Hurst at 
Richa rd. A. Hurst@irscotll1sel.freas.R0\,. 

SUPPLEMENTARY INFORMATION: 

The subject of the public hearing 
IS a notice of proposed rulemaking 
(REG-I 11578-06) that was published 
in the Federal Register on Thursday, June 
l. 2006 (7] FR 3 I 128). 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who submitted 
written comments by August 30. 2006. and 
outlines by August 8. 2006. may present 
oral comments at the hearing. 

A period of 10 minutes is allotted to 
each person for presenting oral comments. 

The IRS will prepare an agenda contain
im! the schedule of speakers. Copies of 
th~ anemia will be made available. free of 

C' 

charge. at the hearing. 

Guy R. Traynor. 
Chief Publications and 

ReRlIlatiol1s Branch, 
Legal Processing Dil'isioll, 

Associate Chief" COllnsel 
(Procedure and Administration). 

(Filed hy the om,e of the Federal Register ,)n July n. 2001>, 
HAS <l.m , and puhh:-.hcd in the j:-. ... uc of the FeunaJ Regi .. aer 
for July .11.2006.71 F.R. 4.l()~S) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-54 

Thc Internal Revenue Service has re
voked its determination that the organiza
tion listed below qualifies as an organi
zation described in sections 50 I (c )(3) and 
170( c )(2) of the Internal Revenue Code of 
1986. 

Generally. the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductible. Protection under section 
7428(c) would begin on August 14,2006, 



and would end on the date the court first 
determines that the organization is not de
scribed in section 170(c)(2) as more partic
ularly set forth in section 7428(c)(l). For 
individual contributors, the maximum de-

duction protected is $1,000, with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual, in whole or in part, for the acts or 

omissions of the organization that were the 

basis for revocation. 

Nationwide Consumer Credit Services 
Ft. Lauderdale, FL 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

2(-, erR I -1:-;:: I, . III", "ri"l/ '" il/,'(lil/(' Wlil d"d{(e
rlOnl ,1I11(JlIg r"I/)(/\1'/',I, 

T.D.9278 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 31 

Treatment of Services Under 
Section 482; Allocation of 
Income and Deductions 
From Intangibles; and 
Apportionment of Stewardship 
Expense 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions, 

SUMMARY: This document contains fi
nal and temporary regulations that provide 
guidance regarding the treatment of con
trolled services transactions under section 
4R2 and the allocation of income from 
intangibles, in particular with respect to 
contributions by a controlled party to the 
value of an intangible owned by another 
controlled party. This document also 
contains final and temporary regulations 
that modify the regulations under section 
S61 concerning stewardship expenses to 
he consistent with the changes made to 
the regulations under section 482. These 
final and temporary regulations poten
tially affect controlled taxpayers within 
the meaning of section 4S2. They provide 
updated guidance necessary to retlect eco
nomic and legal developments since the 
issuance of the current guidance. 

DATES: Etti,ctil'e Date: These regulations 
are effective on January 1,2007. 

ApIJ/ica/Jilitl' Dates: These regulations 
apply to taxable years beginning after De
cember :II, 2006. 
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FOR FURTHER INFORMATION 
CONTACT: Thomas A. Vidano, (202) 

435-5265, or Carol B. Tan, (202) 

435-5265 for matters relating to section 
482. or David Bergkuist (202) 622-3850 

for matters relating to stewardship ex

penses (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 482 of the Internal Revenue 

Codc generally provides that the Secre
tary may allocate gross income, deduc

tions and credits between or among two 

or more taxpayers owned or controlled by 
the same interests in order to prevent eva
sion of taxes or to clearly renect income 
of a controlled taxpayer. Regulations un

der section 482 published in the Federal 
Register (33 FR 5849) on April 16, 1968, 

provided guidance with respect to a wide 
range of controlled transactions, including 
transfers of tangible and intangible prop
erty and the provision of services. Re
vised and updated transfer pricing regula
tions were published in the Federal Reg
ister (59 FR 34971, 60 FR 65553 and 
61 FR 21955) on July 8, 19<,14, Decem
ber 20, 1995. and May 13, 1996. A no
tice of proposed rulemaking and notice of 
public hearing were published in the Fed
eral Register (REG-146893-02, 2003-2 
C.B. 967 [68 FR 53448)) on September 
10, 2003. A correction to the notice of 
proposed rulemaking and notice of public 
hearing was published in the Federal Reg
ister (Published in the IRB as Announce
ment 2004-7, 2004-1 C.B. 365 [68 FR 
70214]) on December 17,2003. A public 
hearing was held on January 14, 2004. 

The Treasury Department and the IRS 
received a substantial volume of com
ments on a wide range of issues addressed 
in the 2003 proposed regulations. These 
comments were very helpful and substan
tial changes have been incorporated in 
response. In order to achieve the goal 
of updating the 1968 regulations, while 
facilitating consideration of further public 
input in refining final rules, these regula
tions are issued in temporary form with 
a delayed effective date for taxable years 
beginning after December 31, 2006. 

These regulations are issued a sig

nificant amount of time after proposed 
revisions to the regulations pertaining 

to cost sharing arrangements were is
sued. Commentators suggested that this 

type of timing sequence was important 
so that each regulation could be assessed 

properly. Commentators also suggested, 
among other things, that the services reg

ulations be reissued in temporary and 

proposed form. By issuing these regula

tions in temporary and proposed form, the 

Treasury Department and the IRS provide 

taxpayers an opportunity to submit addi
tional comments prior to the time these 
regulations become effective, allowing 

commentators to consider the potential 

interaction between these regulations and 
the cost sharing regulations. 

Explanation of Provisions 

A. Controlled Services 

I. Services Cost Method~Temp. Treas. 
Reg. §1,482-9T(b) 

a. The simplified cost based method and 
public comments 

The 2003 proposed regulations set forth 
a simplified cost based method (SCBM). 
The SCBM was intended to preserve the 
salutary aspects of the current § 1.482-2(b) 
cost safe harbor that provide appropriately 
reduced administrative and compliance 
burdens for low margin services, At the 
same time, the existing rules would be 
brought more in line with the ann's length 
standard, and various problematic features 
of those rules would be eliminated. The 
goal was to provide certainty concerning 
the pricing of low margin services, thus 
allowing the compliance efforts of both 
taxpayers and the IRS to concentrate on 
those services for which a robust transfer 
pricing analysis is particularly appropri
ate. The preamble to the 2003 proposed 
regulations also indicated that in certain 
cases, the allocation or sharing among 
group members of expenses or charges 
relating to corporate headquarters or other 
centralized service activities may be con
sistent with the proposed regulations, but 



no further guidance was provided on such 
service sharing arrangements. 

A number of commentators argued that 
the SCBM was actually counterproductive 
to its stated goals. These commentators 
contended that to apply the SCBM, tax
payers would potentially need to expend 
substantial sums to prepare comparability 
studies, perhaps separately for each of 
the numerous categories of back office 
services. They contended that, although 
taxpayers have in-depth knowledge con
cerning their businesses and the relative 
value added by their back offices, the 
SCBM called for quantitative judgments 
that business people are not qualified to 
make by themselves, especially in the 
prevailing compliance environment As a 
matter of proper accountability, taxpayers 
would be required as a practical matter to 
devote significant compliance resources 
to enlist outside consultants or otherwise 
to develop support for those judgments. 

Commentators suggested a range 
of proposed alternatives to the SCBM 
regime. One such proposal was simply 
to return to the approach in the exist
ing regulations under § 1 A82-2(b). The 
1968 regulations are fairly rudimentary in 
nature, particularly, in today' s tax com
pliance environment In addition, those 
regulations were open to substantial ma
nipulation by taxpayers (both inbound and 
outbound). Moreover, there have been 
extensive and far-reaching developments 
in the services economy since the existing 
regulations were published in 1968, with 
real prospects that many intragroup ser
vices have values significantly in excess of 
their cost As a result, in the course of con
sidering comments on the 2003 proposed 
regulations, the Treasury Department and 
the IRS have concluded that it would not 
be appropriate simply to readopt the stan
dard in the 1968 regulations. Additional 
proposals by commentators included de
velopment of a list of activities that would 
qualify to be priced at cost or detailed 
provisions regarding cost sharing arrange
ments for low value services performed 
on a centralized basis, and other options. 

The Treasury Department and the IRS 
may have decided not to return to the 1968 
regulations, but have nonetheless taken the 
full range of comments on the 2003 pro
posed regulations seriously. Therefore, in 
light of the extensive comments on these 
issues, the Treasury Department and the 

IRS have substantially redesigned the rel
evant provisions. The Treasury Depart
ment and the IRS recognize that the section 
482 services regulations potentially affect 
a large volume of intragroup back office 
services that are common across many in
dustries. It is in the interest of good tax 
administration to minimize the compliance 
burdens applicable to such services, espe
cially to the extent that the arm's length 
markups are low and the activities do not 
significantly contribute to business SlIC

cess or failure. 
Accordingly, based on the comments, 

these temporary regulations eliminate 
the SCBM and replace it with the ser
vices cost method (SCM), as set forth 
in § I A82-9T(b). The SCM evaluates 
whether the price for covered services, as 
defined, is arm's length by reference to 
the total services costs with no markup. 
Where the conditions on application of 
the method are met, the SCM will be con
sidered the best method for purposes of 
§1.482-I(c). 

b. Services Cost Method: identification 
of covered services and other eligibility 
criteria 

Section 1.482-9T(b)( 4) provides for 
two categories of covered services that 
are eligible for the SCM if the other con
ditions on application of the method are 
met. If the conditions are satisfied, cov
ered services in each category may be 
charged at cost with no markup. The first 
category consists of specified covered 
services identified in a revenue procedure 
published by the IRS. This revenue proce
dure approach is consistent with taxpayer 
cumments. Services will be identified in 
such revenue procedure based upon the 
determination of the Treasury Department 
and the IRS that they constitute support 
services of a type common across industry 
sectors and generally do not involve a 
significant arm's length markup on total 
services costs. Because the government 
performs the analysis necessary to deter
mine the eligibility of specified covered 
services, the compliance burden that was 
previously imposed by the SCBM is elim
inated for a broad class of commonly 
provided services. 

An initial proposed list of specified 
covered services is contained in an an
nouncement being published contempora-

neously with these temporary regulations. 
This announcement will be published in 
the Internal Revenue Bulletin. For copies 
of the Internal Revenue Bulletin, sec 
§601.601(d)(2)(ii)(b). The Treasury De
partment and the IRS solicit public input 
on whether the list of services sufficiently 
covers the full range of back office ser
vices typical within multinational groups, 
on the descriptions provided for these cov
ered services, and on other matters related 
to the announcement. It is contemplated 
that a final revenue procedure, reflecting 
appropriate comments, will be issued to 
coincide with the effective date of the 
temporary regulations for taxable years 
beginning after December 31, 2006. In the 
future, particular services may be added 
to, clarified in, or deleted from the list, 
depending on ongoing developments. 

The second category of covered ser
vices is certain low margin covered ser
vices. Taxpayers objected to the require
ment under the SCBM that all services 
qualify for that method based on a quanti
tative analysis, but based on comments the 
Treasury Department and the IRS believe 
that controlled taxpayers might nonethe
less want the discretion to show that par
ticular services-not otherwise covered 
by the revenue procedure-qualify for 
the SCM, using a modified quantitative 
approach. Low margin covered services 
consist of services for which the median 
comparable arm's length markup on to
tal services costs is less than or equal [0 

seven percent As under the SCBM, the 
median comparable arm's length markup 
on total services costs means the excess 
of the arm's length price of the controlled 
services transaction over total services 
costs, expressed as a percentage of total 
services costs. For this purpose, the arm's 
length price is determined under the gen
eral transfer pricing rules without regard 
to the SCM, using thc interquartile range 
(including any adjustment to the median 
in the case of results outside such range). 
Again, if the markup on costs for eligible 
services is seven percent or less, this cate
gory of services can be charged out at cost 
with no markup. 

Under § 1.482-9T(b )(2), specified cov
ered services or low margin covered ser
vices otherwise eligible for the SCM will 
qualify for the method if the taxpayer 
reasonably concludes in its business judg
ment that the services do not contribute 
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significantly to key competitive advan
tages, core capabilities, or fundamental 
chances of success or failure in one or 
more trades or businesse~ of the renderer, 
the recipient. or both. Unlike the quantita
tive judgment called for under the SCBM, 
this is a business judgment preeminently 
within the business person's own exper
tise. Exact precision is not needed and it 
is expected that the taxpayer's judgment 
will be accepted in most cases. This con
dition is intended to focus transfer pricing 
compliance resources of both taxpayers 
and the IRS principally on significant val
uation issues. Thus, it is anticipated that 
in most cases the examination of relevant 
services will focus only on verification of 
total services costs and their appropriate 
allocation. These are issues even under the 
1968 regulations. There will be little need 
in all but the most unusual cases to chal
lenge the taxpayer's reasonable business 
judgment in concluding that such typical 
back office services do not contribute sig
nificantly to fundamental risks of success 
or failure. The condition effectively is 
reserved to allow the IRS to reject any 
attempt to claim that a core competency 
of the taxpayer's business qualifies as a 
mere back office service. For illustrations 
of the role performed by this condition, 
see the contrasting pairs of Example 1 

and Example 2, Example 3 and Example 

4, Example 5 and Example 6, Example 8 

and Ewmple 9, Example 10 and Example 

11, and Ewmple 12 and Example 13 in 
§ 1.482-9T(b)(6). 

As indicated in this preamble, it is ex
pected that in all but unusual cases, the 
taxpayer's business judgment will be re
spected. In evaluating the reasonableness 
of the taxpayer's conclusion, the Commis
sioner will consider all the relevant facts 
and circumstances. This provision avoids 
the necd to exclude from the SCM cer
tain back office services that as a general 
matter and across a range of industry sec
tors are low margin, but that in the context 
of a particular business nonetheless consti
tute high margin services. That is, it per
mits the Treasury Department and the IRS 
to include a greater range of service cate
gories under the SCM, even though in spe
cific circumstances an otherwise covered 
service of a particular taxpayer will be in
eligible. 

In addition, under * 1.482-9T(b)(3)(i), a 
single procedural requirement applies un-
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der the SCM. The taxpayer must maintain 
documentation of covered services costs 
and their allocation. The documentation 
must include a statement evidencing the 
taxpayer's intention to apply the SCM. 

In * I A82-9T(b)(3)(ii), the SCM pre
serves the same list of categories of con
trolled transactions that are not eligible to 
be priced under the method as under the 
SCBM. The Treasury Department and the 
IRS continue to believe that these trans
actions tend to be high margin transac
tions, transactions for which total services 
costs constitute an inappropriate reference 
point. or other types of transactions that 
should be subject to a more robust arm's 
length analysis under the general section 
482 rules. Comments are requested in 
this regard in light of the other substantial 
changes made in the regulations. 

Consistent with the purpose of provid
ing for appropriately reduced compliance 
burdens for services subject to the SCM, 
the temporary regulations retain provi
sions in § 1.6662-6T(d)(2) similar to those 
associated with the SCBM. 

c. Shared services arrangements 

Section 1.482-9T(b)(S) of the tempo
rary regulations provides explicit guidance 
on shared services arrangements (SSAs). 
In general, an SSA must include two or 
more participants; must include as partici
pants all controlled taxpayers that benefit 
from one or more covered services sub
ject to the SSA; and must be structured 
such that each covered service (or group 
of covered services) confers a benefit on 
at least one participant. A participant is a 
controlled taxpayer that reasonably antic
ipates benefits from covered services sub
ject to the SSA and that substantially com
plies with the SSA requirements. 

Under an SSA, the arm's length charge 
to each participant is the portion of the total 
costs of the services otherwise determined 
under the SCM that is properly allocated 
to such participant under the arrangement. 
For purposes of an SSA, two or more cov
ered services may be aggregated, provided 
that the aggregation is reasonable based 
on the facts and circumstances, including 
whether it reasonably reflects the relative 
magnitude of the benefits that the partic
ipants reasonably anticipate from the ser
vices in question. Such aggregation may, 
but need not, correspond to the aggregation 

used in applying other provisions of the 
SCM. If the taxpayer reasonably concludes 
that the SSA (including any aggregation 
for purposes of the SSA) results in an al
location of the costs of covered services 
that provides the most reliable measure of 
the participants' respective shares of the 
reasonably anticipated benefits from those 
services, then the Commissioner may not 
adjust such allocation basis. 

In addition, as a procedural matter, the 
taxpayer must maintain documentation 
concerning the SSA, including a statement 
that it intends to apply the SCM under the 
SSA and information on the participants, 
the allocation basis, and grouping of ser
vices for purposes of the SSA. Guidance 
is also provided on the coordination of 
cost allocations under an SSA and cost 
allocations under a qualified cost sharing 
arrangement. 

d. Deleted provisions 

The SCM is considerably streamlined 
as compared to the SCBM. Upon further 
consideration, and in light of public com
ments, many of the conditions, contractual 
requirements, quantitati ve screens, and 
other technicalities associated with the 
SCBM have been eliminated. The Trea
sury Department and the IRS believe this 
streamlined approach serves the interests 
of both the government and taxpayers by 
reducing complexity and administrative 
burden. 

2. Cumparable Uncontrolled Services 

Price Method-Temp. Treas. Reg. 

§/.482-9T(c) 

The 2003 proposed regulations set forth 
the comparable uncontrolled services price 
(CUSP) method. This method evaluated 
whether the consideration in a controlled 
services transaction is arm's length by 
comparison tu the price charged in a com
parable uncontrolled services transaction. 
This method was closely analogous to 
the comparable uncontrolled price (CUP) 
method in existing § 1.482-3(b). 

One commentator objected to the state
ment in § 1.482-9(b)( I) of the 2003 pro
posed regulations that, to be evaluated 
under the CUSP method, a controlled ser
vice ordinarily needed to be "identical to 
or have a high degree of similarity" to 
the uncontrolled comparable transactions. 
The commentator viewed the comparabil-



ity analysis in the examples in proposed 
§ 1.482-9(b)( 4) as more consistent with the 
standard in existing § 1.482-3(b )(2)(ii)(A). 
The Treasury Department and the IRS 
agree that the comparability standards un
der the CUSP method for services should 
run parallel to those under the CUP method 
for sales of tangible property. Indeed, the 
provisions are parallel. The commentator 
misconstrues the purpose of the quoted 
provision. 

Although the provision contains gen
eral guidance on situations in which the 
method ordinarily applies, it is not in
tended to and does not alter the substan
tive comparability standards. Just like 
the CUP method, the standards under 
the CUSP method emphasize the rela
tive similarity of the controlled services 
to the uncontrolled transaction and the 
presence or absence of nonroutine intan
gibles. Section 1.482-9T(c)(2)(ii) of the 
temporary regulations also provides, con
sistent with the best method rule, that the 
CUSP method generally provides the most 
direct and reliable measure of an arm's 
length result if the uncontrolled transac
tion either has no differences from the 
controlled services transaction or has only 
minor differences that have a definite and 
reasonably ascertainable effect on price, 
and appropriate adjustments may be made 
for such differences. If such adjustments 
cannot be made, or if there are more than 
minor differences between the controlled 
and uncontrolled transactions, the compa
rable uncontrolled services price method 
may be used, but the reliability of the 
results as a measure of the arm's length 
price will be reduced. Further, if there 
are material differences for which reliable 
adjustments cannot be made, this method 
ordinarily will not provide a reliable mea
sure of an arm's length result. 

The CUSP provisions in these tempo
rary regulations are substantially similar to 
the corresponding provisions in the 2003 
proposed regulations. 

3. Gross Services Margin Method-Temp. 
Treas. Reg. § J .482-9T( d) 

The 2003 proposed regulations pro
vided for a gross services margin method, 
which evaluated the amount charged in a 
controlled services transaction by refer
ence to the gross services profit margin in 
uncontrolled transactions that involve sim-

ilar services. The method was analogous 
to the resale price method for transfers of 
tangible property in existing * 1.482-3(c). 

Under the 2003 proposed regulations, 
this method would ordinarily he used 
where a controlled taxpayer performs 
activities in connection with a "related un
controlled transaction" between a member 
of the controlled group and an uncon
trolled taxpayer. For example, the method 
may be used where a controlled taxpayer 
renders services to another member of 
the controlled group in connection with 
a transaction between that other member 
and an uncontrolled party (agent ser
vices), or where a controlled taxpayer 
contracts to provide services to an uncon
trolled taxpayer and another member of 
the controlled group actually performs the 
services (intermediary function). 

The 2003 proposed regulations defined 
the terms "related uncontrolled transac
tion," "applicable uncontrolled price." 
and "appropriate gross services profit", 
A "related uncontrolled transaction" is 
a transaction between a member of the 
controlled group and an uncontrolled tax
payer for which a controlled taxpayer 
performs either agent services or an in
termediary function. The "applicable 
uncontrolled price" is the sales price paid 
by the uncontrolled party in the related 
uncontrolled transaction. The "appropri
ate gross services profit" is the product of 
the applicable uncontrolled price and the 
gross services profit margin in comparable 
uncontrolled services transactions. The 
gross services profit margin takes into 
account all functions performed by other 
members of the controlled group and any 
other relevant factors. 

One commentator mistakenly inter
preted the tenn "related uncontrolled 
transaction" to suggest that the compara
ble transaction under this method is one 
that takes place between controlled parties. 
While this was not intended, the Treasury 
Department and the IRS agree that the 
nomenclature is potentially confusing, and 
as a result, these regulations substitute the 
term "relevant uncontrolled transaction" 
in lieu of "related uncontrolled transac
tion" wherever that appeared. In other 
respects, the gross services margin provi
sions in these temporary regulations are 
substantially similar to the provisions in 
the 2003 proposed regulations. 

4. Cost olSen'ices PillS Method-Temp. 
Treas. Reg. § 1. 482-9T( e) 

The 2003 proposed regulations set forth 
the cost of services plus method. This 
method evaluated the amount charged in 
a controlled services transaction by refer
ence to the gras, services profit markup 
in comparable uncontrolled services trans
actions. The gross services profit is de
tcrmincd by reference to the markup as 
a percentage of comparable transactional 
costs in comparable uncontrolled transac
tions. This method would ordinarily ap
ply where the renderer of controlled ser
vices provides the same or similar services 
to both controlled and uncontrolled par
ties. In general, those are the only cir
cumstances in which a controlled taxpayer 
would likely have the detailed information 
concerning comparable transactional costs 
necessary to apply this method reliably. 

The cost of services plus method in 
the 2003 proposed regulations was gen
erally analogous to the cost plus method 
for transfers of tangible propeny in exist
ing § 1.482-3(d). The method implicitly 
recognized that financial accounting stan
dards applicable to services have not 
developed to the same degree as the stan
dards applicable to other categories of 
transactions, such as manufacturing or 
distribution of tangible property. For that 
reason, the method adopted the concept of 
"comparable transactional costs," which 
the 2003 proposed regulations defined as 
all costs of providing the services taken 
into account in determining the gross 
services profit markup in comparable un
controlled services transactions. In this 
context, comparable uncontrolled transac
tions could be either services transactions 
between the controlled taxpayer and un
controlled parties (internal comparables), 
or services transactions between two un
controlled parties (external comparables). 

The 2003 proposed regulations also 
recognized that comparable transactional 
costs could be a subset of total services 
costs. Generally accepted accounting 
principles (GAAP) or Federal income tax 
accounting rules (if income tax data for 
comparable uncontrolled transactions are 
available) could provide an appropriate 
platform for analysis under this provision, 
but neither is necessarily conclusive. 

Commentators objected that the con
cept of comparable transactional costs was 
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impreci"e. and they ~ugge"ted that ~uch 
co"ts should in any e\'ent include only 
the direct Cll~t" a~~ociated with providing 
a particular "enice. a~ determined under 
GAAP or Federal income tax account
ing rule~. A" noted abO\e. the financial 
accounting qandards for sen ices transac
ti(ln" are not a~ precise as the standards 
applicahle to other types of transactions. 
The relati \ e lack of uniformity in turn 
makes it impractIcal to derive a single def
InItion of co-.t that would apply generally 
to controlled services transactions. 

Comparahle transactional costs may 
potentially include direct and indirect 
costs. if such costs are included in the 
internal or external uncontrolled transac
tions that form the basis for comparison. 
Section I"+S2-9T(e)(4) Ermllple J has 
heen modified to clarify this concept. 

Several commentators objected to 
* 1.4S2-9(d){3)(ii)(A) of the 2003 pro
po~ed regulation~. In their view, this 
provision required the results obtained 
under the cost of services plus method 
to be confirmed by means of a separate 
analysis under the comparable profits 
method (CPM) for services. If a confirm
ing analysis under the CPM for services 
were required in all cases. commentators 
reasoned. the cost of services plus method 
could not be viewed as a specified method 
in its own right. 

The Treasury Department and the IRS 
agree and clarify that the intent of the 
rules is not to require confirmation of 
the results under the cost of services plus 
method. In response to public comments. 
~ I"+S2-9T(e)(3)(iiJ{A) of these temporary 
regulations incorporates several changes. 
First. restatement of the price under this 
method in the form of a markup on total 
costs of the controlled taxpayer is nec
c~sary only if the cost of services plus 
method utililes external comparables. If 
II1tcrnal com parables are used. this calcu
lation need not be performed. Second. in 
~ituations where the price is restated, the 
,ole purpose is to determine whether it is 
necessary to perform additional evaluation 
(If functional comparability. 

For example. If the price under the cost 
(If ,enices plu~ method. when restated. in
dicate, a markup on the renderer's total 
,en ice, costs that is either low or negative. 
Ihi, Illay indicate differences in functions 
Ihat have not heen accounted for under the 
traditional comparahility factors. A low 
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or negative markup suggests the need for 
additional inquiry. the outcome of which 
may suggest that the cost of services plus 
method is not the most reliable measure 
of an arm' s length result under the best 
method rule. Conforming changes have 
been made in * 1.4R2-9T(e)(4) Example 3 
of these temporary regulations. 

5. COlllparable Profits Method 
for Sen·ices-Temp. Treas. Reg. 

~J.4X2-9TU) 

The 2003 proposed regulations pro
vided for a Comparable Profits Method 
(CPM) for services. which was similar 
to the CPM in existing § 1.482-5. In 
general, the CPM for services evaluated 
\vhether the amount charged in a con
trolled services transaction is arm's length 
by reference to objecti ve measures of prof
itability (profit level indicators or PUs) 
derived from financial information regard
ing uncontrolled taxpayers that engage in 
similar services transactions under similar 
circumstances. The CPM for services ap
plied only where the renderer of controlled 
services is the tested party. 

Section 1.482-9(e) of the 2003 pro
posed regulations provided that the profit 
level indicators (PUs) provided for in ex
isting § 1.482-5(b )(4 )(ii) may also be used 
under the CPM for services. The relative 
lack of uniformity in financial accounting 
standards for services, combined with po
tentially incomplete information regarding 
the cost accounting practices of the uncon
trolled comparables, strongly suggest that 
PUs that require accurate segmentation of 
costs may have limited reliability. 

The 2003 proposed regulations stated 
that the degree of consistency in account
ing practices between the controlled ser
vices transaction and the uncontrolled ser
vices transaction might affect the reliabil
ity of the results under the CPM for ser
vices. If appropriate adjustments to ac
count for such differences are not possi
ble, the reliability of the results under this 
method will be reduced. 

Section 1,482-9(e)(2)(ii) of the 2003 
proposed regulations provided for a new 
profit level indicator that may be particu
larly useful for controlled services trans
actions: the ratio of operating profits to 
total services costs. or the markup on to
tal costs (also referred to as the "net cost 
plus"). Because this profit level indicator 

evaluates operating profits by reference to 
the markup on all costs related to the pro
vision of services. it is more likely to use a 
cost base of the tested party that is compa
rable to the cost base used by uncontrolled 
parties in performing similar husiness ac
tivities. 

The Treasury Department and the IRS 
received a number of comments concern
ing the CPM for services. Commentators 
questioned whether the definition of "total 
services costs," which provides the net cost 
plus cost base under the CPM for services. 
included stock-based compensation. In re
sponse to these comments, the Treasury 
Department and the IRS clarify their in
tent that § 1.482-5(c)(2)(iv) of the existing 
regulations apply to the CPM for services. 
Accordingly. new Example 3. Example 4, 
Example 5, and Example 6 are included in 
~ 1.482-9T(f)(3) of these temporary regu
lations. These examples show the applica
tion of existing §1.482-5(c)(2)(iv) to fact 
patterns that involve differences in the uti
lization of or accounting for stock-based 
compensation in the context of controlled 
services transactions. 

One commentator expressed reserva
tions concerning a statement in the pre
amble to the 2003 proposed regulations, 
which indicated that PUs based on return 
on capital or assets might be unreliable for 
controlled services because the reliability 
of these PUs decreases as operating assets 
play a less prominent role in generating 
operating profits. This commentator con
tended that such PUs are reliable for all 
firms, including service providers. The 
Treasury Department and the IRS clarify 
that, although return on capital PUs may 
produce reliable results in the case of cer
tain service providers, in general, such 
PUs are subject to the general reservation 
in existing §1.482-5(b)(4)(i) to the effect 
that the reliability of such PUs increases 
as operating assets play a greater role in 
general operating profits. 

Aside from the addition of the exam
ples described above, the CPM for services 
provisions in these temporary regulations 
are substantially similar to the provisions 
in the 2003 proposed regulations. 

6. Profit Split Method-Temp. Treas. Reg. 
§§1.482-9T(g) and 1.482-6T(c)(3)(i)(8J 

The 2003 proposed regulations pro
vided additional guidance concerning 



application of the comparable profit split 
and the residual profit split methods to 
controlled services transactions. Gen
erally, these methods evaluated whether 
the allocation of the combined operating 
profit or loss attributable to one or more 
controlled transactions is arm's length 
by reference to the relative value of each 
controlled taxpayer's contributions to the 
combined operating profit or loss. 

The 2003 proposed regulations 
provided that the guidance regard
ing the profit split methods in exist
ing § 1.482-6, as amended by pro
posed § 1.482-6(c)(3 )(i)(B) and by other 
changes, applied to controlled services 
transactions. Section 1.482-9(g) of the 
2003 proposed regulations also provided 
specific additional guidance concern
ing application of existing § 1.482-6, as 
amended, to controlled services transac
tions. 

The Treasury Department and the IRS 
received numerous comments on the profit 
split method. Commentators objected in 
particular to references in the 2003 pro
posed regulations to "interrelated" trans
actions in § 1.482-6( c)(3)(i)(B)(I), and 
to "high-value services" and ;;highly in
tegrated transactions" in § 1.482-9(gj( I). 
Commentators viewed these terms as 
vague and subjective. Commentators also 
sought more specific guidance concerning 
the circumstances in which the resid
ual profit split method would constitute 
the best method under the principles of 
existing § 1.482-l(c). In addition, some 
commentators suggested that one hallmark 
of a nonroutine contribution in the context 
of controlled services is that the renderer 
bears substantial risks. Another com
mentator suggested that the arm's length 
compensation for a function performed 
by an employee or group of employees 
should not in any event be evaluated under 
a profit split method. In this commen
tator's view, such an activity should be 
classified as routine because the market 
return for the function is equivalent to the 
total compensation paid to the employees. 
Commentators also raised several objec
tions to the factual assumptions in the pro
posed analysis concerning § 1.482-9(g)(2) 
Example 2 of the 2003 proposed regula
tions. 

The Treasury Department and the IRS 
agreed with a number of comments and, as 
a result, have made substantial changes to 

these provisions. Under these temporary 
regulations, all references to "interrelated" 
transactions in §1.482-6(c)(3J(i)(B)(i), 
as well as references to "high-value ser
vices" and ;;highly integrated transac
tions" in § 1.482-9(g)( I) have been elimi
nated. Section 1.482-9T(g)( I) now states 
that the profit split method is ;'ordinar
ily used in controlled services transac
tions involving a combination of nonrou
tine contributions by multiple controlled 
taxpayers." This change from the 2003 
proposed regulations (which referred 
to ';high-value" or ;;highly-integrated" 
transactions), conforms to the changes 
to § 1.482-6T(c)(3)(i)(B)( I). as described 
below. 

Section 1.482-6T(c)(3)(i)(B)( I) of 
these temporary regulations defines a non
routine contribution as "a contribution 
that is not accounted for as a routine con
tribution." In other words, a nonroutine 
contribution is one for which the return 
cannot be determined by reference to 
market benchmarks. Importantly, in this 
context, the term "routine" does not nec
essarily signify that a contribution is low 
value. In fact, comparable uncontrolled 
transactions may indicate that the returns 
to a routine contribution are very signifi
cant. 

In response to the comments and in 
accordance with the revised definition of 
nonroutine contribution in these temporary 
regulations, the following references were 
eliminated as unnecessary: (I) contribu
tions not fully accounted for by market 
returns; and (2) contributions so interre
lated with other transactions that they can
not be reliably evaluated on a separate ba
sis. These changes will bring added clarity 
to the temporary regulations. 

The Treasury Department and the IRS 
believe that these revised provisions re
spond to the public comments and offer 
more specific guidance concerning the 
circumstances in which the profit split 
method would likely constitute the best 
method under existing § 1.482-l(c). In 
particular, the term ;'high-value" is not 
included in temporary § 1.482-9T(g)(\), 
thus eliminating any implication that the 
profit split method is a "default" method 
for controlled services that have value 
significantly in excess of cost. This shift 
in emphasis is also reflected in section 
B.2 of this preamble, which describes the 
deletion of language from several exam-

pies that some believed sugge~ted that the 
residual profit split is a default method. 
The clear intent is that no method. includ
ing the profit split, is a default method for 
purposes of the best method rule. Rather, 
the profit split method applies if a con
trolled services transaction has one or 
more material elements for which it is 
not possible to determine a market-based 
return. The Treasury Department and the 
IRS believe that the above changes ad
dress the comments made and so do not 
believe that it is necessary for the regu
lations to adopt alternative definitions of 
nonroutine contribution put forward by 
commentators, such as definitions based 
on the degree of risk borne by the renderer 
of services or the extent to which an ac
tivity is performed solely by employees of 
the taxpayer. 

Finally, based on the public comments, 
and in light of the changes described in 
this preamble, § 1.482-9(g)(2) Example 2 
of the 2003 proposed regulations has been 
withdrawn and replaced by a new exam
ple that more effectively illustrates appli
cation of the profit split method to nonrou
tine contributions by multiple controlled 
parties. 

7. Unspecified Melhods-§J.482-9T(h) 

The 2003 proposed regulations pro
vided that an unspecified method may 
provide the most reliable measure of an 
arm's length result under the best method 
rule. Such an unspecified method must 
take into account that uncontrolled tax
payers compare the terms of a particular 
transaction to the realistic alternatives to 
that transaction. 

No significant comments were received 
concerning the unspecified method pro
visions. Consistent with the general aim 
to coordinate the analyses under the var
ious sections of the regulations under 
section 482 so that economically similar 
transactions will be evaluated similarly, 
however, § 1.482-9T(h) has been modified 
to provide that in applying an unspec
ified method to services, the realistic 
alternatives to be considered include ;'eco
nomically similar transactions structured 
as other than services transactions." This 
provision allows flexibility to consider 
non-services alternati ves to a services 
transaction, for example, a transfer or li
cense of intangible property. if such an ap-
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proach provide~ the most reliable measure 
of an arm's length result. The Treasury 
Department and the IRS are considering 
similar changes to *~1...J-82-3(e)(l) and 
1...J-82-4(d)( I) of the existing regulations. 
Public comments are requested regarding 
the advisability of such changes and the 
form they should take. Aside from this 
change, the unspecified method provi
sions in these temporary regulations are 
substantially similar to the provisions in 
the 2003 proposed regulations. 

8. COl1til1gcl1t-PU\'/IIcnt COlltractual 

Terl1/.\~Tt'IIlf'. TrCIlS. Reg. ~1.482-9T(i) 

The contingent-payment contractual 
term provisions in the 20m proposed reg
ulations built on the fundamental principle 
that. in structuring controlled transactions, 
taxpayers are free to choose from among a 
wide range of risk allocations. This provi
sion in the 20m proposed regulations also 
acknowledged that contingent-payment 
terms-terms requiring compensation to 
be paid only if specified results are ob
tained-may be particularly relevant in 
the context of controlled services trans
actions. The 2003 proposed regulations 
provided detailed guidance concerning 
contingent-payment contractual terms, 
including economic substance consider
ations as well as documentation reljuire
ments. 

Under ~ 1.482-9(i)(2) of the 2003 pro
posed regulations, a contingent-payment 
arrangement was given effect if it met three 
basic reljuirements: (I) the arrangement 
is contained in a written contract executed 
prior to the start of the activity; (2) the con
tract makes payment contingent on a future 
benefit directly related to the outcome of 
the controlled services transaction; and (3) 
the contract provides for payment on a ba
sis that retlects the recipient's benefit from 
the services rendered and the risks borne 
by the renderer. 

Commentators generally supported the 
contingent-payment terms provision as 
providing guidance concerning a contrac
tual structure with particular relevance to 
contwlled services transactions. However, 
they also raised three fundamental con
cerns regarding the scope and operation 
of thi, prm·i,ion. First. the commentators 
que,tilllled whether controlled taxpay
ers would need to identify uncontrolled 
com parables for any contingent-payment 
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terms that they seek to adopt. Second, 
they pointed out that certain references 
to economic substance provisions and 
documentation requirements were either 
unclear or duplicative of provisions in ex
isting * 1.482-1 (d)(3). Third, commenta
tors expressed concern that the IRS might 
improperly impute contingent-payment 
terms as a means of addressing erroneous 
transfcr pricing in situations that do not 
involve lack of economic substance, for 
cxample, non-arm's length pricing of ac
tivities such as marketing or research and 
development. 

The temporary regulations respond 
to each of these concerns. First, under 
* 1.482-9(i)(l) of the 2003 proposed reg
ulations, one factor that needed to be 
considered was whether an uncontrolled 
taxpayer would have paid a contingent 
fee if it engaged in a similar transac
tion under comparable circumstances. 
In response to comments, the temporary 
regulations eliminate this requirement 
and instead emphasize the importance of 
the economic substance principles under 
§ 1.482-1 (d)(3) of the existing regulations. 
That is, whether a particular arrange
ment entered into by controlled parties 
has economic substance is not determined 
by reference to whether it corresponds 
to arrangements adopted by uncontrolled 
parties. 

Second, in response to comments, 
the temporary regulations eliminate du
plicative or unnecessary references to the 
economic substance rules. For example, 
§ 1.482-9T(i)(2)(ii) has been modified 
to provide that the contingent-payment 
arrangement as a whole, including both 
the contingency and the basis of pay
ment, must be consistent with economic 
substance, as evaluated under existing 
§ 1.482-1 (d)(3 )(ii)(B). This section elimi
nates the additional requirement under the 
2003 proposed regulations, that the arm's 
length charge under a contingent-payment 
arrangement must be evaluated by refer
ence to economic substance principles. 

Third, the temporary regulations re
spond to the concern identified by com
mentators that the IRS might apply the 
contingent-payment provisions in an inap
propriate manner, for example, to correct 
erroneous transfer pricing in prior taxable 
years that are not under examination. As 
discussed in more detail in section C of 
this preamble, the temporary regulations 

include an example to illustrate factual 
circumstances in which contractual teons 
pertaining to risk allocations (provided 
they are otherwise consistent with taxpay
ers' conduct and arrangements) are fully 
respected, notwithstanding that on exam
ination the activities were detern1ined to 
have been priced on a non-arm's length 
basis. Other concerns, relating to inter
action of the contingent-payment terms 
provision with the commensurate with 
income standard, are also addressed in 
section C of this preamble. 

New § 1.482-9T(i)(5) Example 3 illus
trates the application of these rules to a 
situation in which the contingency identi
fied in a contingent-payment provision is 
not satisfied. The example responds to 
a request by commentators for additional 
guidance to address such a factual sce
nano. 

9. Total Services Costs~Temp. Treas. 
Reg. §1.482-9T(j) 

Section 1.482-9U) of the 2003 pro
posed regulations defined "total services 
costs" for purposes of the SCBM, the CPM 
for services, and the cost of services plus 
method where the gross services profit 
was restated in the form of a markup on 
total services costs. 

Under the 2003 proposed regulations, 
total services costs included all costs di
rectly identified with provision of the con
trolled services, as well as all other costs 
reasonably allocable to such services un
der § 1.482-9(k). The Treasury Depart
ment and the IRS intended that, in this 
context, "costs" must comprise provision 
for all resources expended, used, or made 
available to render the service. Generally 
accepted accounting principles (GAAP) or 
Federal income tax accounting rules may 
provide an appropriate analytic platform, 
but neither would necessarily be conclu
sive in evaluating whether an item must be 
included in total services costs. The issue 
of determining total services costs is not 
a new one; it is relevant under the current 
1968 regulations as well. 

Commentators objected that 
§ 1.482-9(j) of the 2003 proposed 
regulations failed to list the specific items 
that were included in total services costs. 
Some commentators suggested that, ab
sent more precise guidance in this regard, 
controlled taxpayers should be permitted 



to rely on the definition of costs applicable 
under GAAP or Federal income tax 
principles. Commentators also requested 
clarification whether total services costs 
included stock-based compensation. 

The Treasury Department and the IRS 
view the definition of total services costs 
in the 2003 proposed regulations as having 
struck the correct balance between speci
ficity and flexibility. In general, the ac
counting standards applicable to services 
do not provide a uniform means of deter
mining all costs that relate to the provision 
of services. Consequently, the Treasury 
Department and the IRS conclude that total 
services costs for purposes of section 482 
cannot be determined solely by reference 
to GAAP or other accounting standards or 
practices. 

In response to comments, however, 
§ 1.482-9T(j) of the temporary regula
tions clarifies that all contributions in cash 
or in kind (including stock-based com
pensation) are included in total services 
costs. In addition, the third sentence of 
§ 1.482-9T(j) states that "costs for this 
purpose should comprise provision for all 
resources expended, used, or made avail
able to achieve the specific objective for 
which the service is rendered." To bet
ter reflect, for example, the inclusion of 
stock-based compensation in total services 
costs, the term "provision" is adopted in 
place of the term "consideration" as used 
in the 2003 proposed regulations. 

Commentators also observed that the 
definition of total services costs in the 
2003 proposed regulations did not ad
dress situations in which the costs of a 
controlled service provider include sig
nificant charges from uncontrolled par
ties. Commentators pOSited that such 
third-party costs should be permitted to 
"pass through," rather than being subject 
to a markup under the transfer pricing 
method used to analyze the controlled 
services transaction. The Treasury De
partment and the IRS agree that these 
comments raised an issue that needs to 
be addressed, but decided to do so in a 
manner different from that suggested by 
the commentators. In response to this 
comment, the temporary regulations add 
§ 1.482-9T(l)( 4), which under certain cir
cumstances allows a controlled services 
transaction that involves third-party costs 

to be evaluated on a disaggregated basis. 
See section A.II.e of this preamble. 

10. Allocation of Costs-Temp. Treas. 
Reg. §1.482-9T(k) 

Section 1.482-9(k) of the 2003 pro
posed regulations retained the flexible ap
proach of existing § 1.482-2(b )(3) through 
(6), which permitted taxpayers to use any 
reasonable aI\ocation and apportionment 
of costs in determining an arm's length 
charge for services. In evaluating whether 
the allocation used by the taxpayer is ap
propriate, the 2003 proposed regulations 
required that consideration be given to all 
hases and factors, including practices used 
by the taxpayer to apportion costs for other 
(non-tax) purposes. Such practices, al
though relevant, need not be given conclu
sive weight by the Commissioner in evalu
ating the arms length charge for controlled 
services. 

Commentators urged that any tech
nique that a taxpayer uses to allocate costs 
should be entitled to deference, provided it 
is consistent with GAAP. For the reasons 
expressed above concerning § 1.482-9T(j), 
GAAP may provide an appropriate ana
lytic platfonn but is not necessarily con
trolling in evaluating the arm's length 
charge for controlled services. 

In the case of administrative or sup
port services, commentators suggested 
that the Commissioner should accept any 
reasonable aI\ocation used by the tax
payer, for example, revenue, sales, or 
employee headcount. In general, the 
cost of a service that provides benefits 
to multiple parties must be allocated in a 
manner that reliably reflects the propor
tional benefit received by each of those 
parties. This standard is intended to be 
substantially equivalent to the standard in 
§§1.482-2(b)(2)(i) and 1.482-2(b)(6) of 
the existing regulations. In response to 
comments, § 1.482-9T(b)(5)(i)(B) of these 
temporary regulations also provides rules 
whereby the costs of covered services sub
ject to a shared services arrangement are 
allocated to participants in a manner that 
the taxpayer reasonably concludes will 
most reliably reflect each participant's 
reasonably anticipated benefits from the 
services. See section A. I.e of this pream
ble. 

11. Controlled Services 
Transactions-Temp. Treas. Reg. 
§1.482-9T(l) 

a. Definition of activity-Temp. Treas. 
Reg. §1.482-9T( 1)( 2) 

Section 1.482-9(1) of the 2003 pro
posed regulations set forth a threshold 
test for determining whether an activity 
constituted a controlled services trans
action subject to the general framework 
of § 1.482-9. The 2003 proposed regula
tions broadly defined a controlled services 
transaction as any activity by a controlled 
taxpayer that resulted in a benefit to one 
or more other controlled taxpayers. An 
"activity" was in turn defined as the use 
by the renderer, or the making available 
to the recipient, of any property or other 
resources of the renderer. 

One commentator interpreted this pro
vision as indicating that any activity prop
erly analyzed under one or more other pro
visions of the transfer pricing regulations 
should not be subject to § 1.482-9 of the 
2003 proposed regulations. Other com
mentators suggested that the "predominant 
character" of a transaction should control 
whether it is analyzed as a controlled ser
vice under § 1.482-9 of the 2003 proposed 
regulations or under other provisions of the 
section 482 regulations. 

Controlled taxpayers have a great deal 
of flexibility to structure transactions in 
various ways that are economically equiv
alent. Tn some cases, an overall transac
tion may include separate elements of dif
fering characters, for example, a transfer 
of tangible property bundled together with 
the provision of a service. The structure 
adopted may sometimes be more reliably 
analyzed on either a disaggregated or an 
aggregated basis under the relevant sec
tion of the section 482 regulations, for ex
ample, either as a separate transfer of tan
gible property under the existing section 
482 regulations in § 1.482-3 and a separate 
controlled services transaction under these 
temporary regulations in § I .482-9T, or as 
an overall controlled services transaction 
under these temporary regulations. To the 
extent that a controlled transaction is struc
tured so that it is mo~t reliably evaluated as 
a controlled services transaction. it will be 
analyzed as such. To the extent that multi
ple elements of a single overall transaction 
potentially create an overlap between the 
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section 482 regulations applicable to other 
types of transactions and these temporary 
regulations concerning controlled services 
transactions. the Treasury Department and 
the IRS believe that the appropriate coordi
nation is achieved by applying the rules in 
~ I A82-9T(m). See section A.12.a of this 
preamble. 

h. Beme/if fe.lf-Temp. Tmls. Reg. 

~ I.4X2-9T( i)f 3) 

Section I A82-9(\)(3) of the 2003 pro
posed regulations provided rules for de
termining whether an activity provides a 
benefit. Under §1.482-9(l)(3)(i). a benefit 
is present if the activity directly results in a 
reasonably identifiable increment of eco
nomic or commercial value that enhances 
the recipient's commercial position, or 
is reasonably anticipated to do so. An
other requirement is that an uncontrolled 
taxpayer in circumstances comparable to 
those of the recipient would he willing to 
pay an uncontrolled party to perform the 
same or a similar activity. or be willing 
to perform for itself the same or similar 
activity. The 2003 proposed regulations 
thus made significant changes to the ben
efit test under the existing regulations. 
which is based on whether an uncontrolled 
party in the position of the renderer would 
expect payment for a particular activity. 
The 2003 proposed regulations adopted 
the so-called "specific benefit" approach. 
which mandates an arm's length charge 
only if a particular activity provides an 
identifiable benefit to a particular tax
payer. In addition, ~ 1.482-9(1)(3)(ii) of 
the 20m proposed regulations provided 
that no benefit is present if an activity has 
only indirect or remote effects. 

Commentators viewed the 2003 pro
posed regulations as providing insufficient 
gu idance cuncerning methods that con
trolled taxpayers might use to allocate or 
share expenses or charges, in particular 
with respect to centralized services per
formed on a centralized basis for multiple 
affiliates. 

In response to these comments, the 
temporary regulations authorize the use 
of shared services arrangements for cen
tralized seTVlces that qualify for the SCM 
in * 1,482-9T(b). By entering into such 
arrangements. taxpayers can. among other 
things. reduce the burden associated with 
analvsis of centraliLed services. which 
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would presumably include activities that 
provide benefits on only an occasional or 
intermittent basis. See section A.I.c of 
this preamble, concerning shared services 
arrangements. 

One commentator suggested that, be
cause the benefit test in the 2003 proposed 
regulations focused on the recipient, the 
arm's length charge should also be ana
lyzed from the perspective of the recipi
ent and economic conditions in the recipi
ent's geographic market. The commenta
tor misunderstands the application of the 
benefit test. Although the benefit test fo
cuses on the recipient, evaluation of the 
arm's length charge under the best method 
rule in a particular case (for example, un
der a profit split method) may require anal
ysis of the recipient. the renderer, or both 
(depending, for example, on which party 
performs the simplest. most easily measur
able functions). 

c. Specific applications of [he 

benefit test-Temp Treas. Reg. 
§1.482-9T(I)(3)(ii) through (v) 

The 2003 proposed regulations pro
vided additional rules concerning appli
cation of the benefit test to particular 
circumstances, such as application to ac
tivities with indirect or remote effects. 
duplicative activities, shareholder ac
tivities, and passive association. These 
rules in the 2003 proposed regulations 
were substantially similar to the rules in 
existing § I.4S2-2(b)(2). For example, 
§ 1.482-9(\)(3)(ii) and (I)(3)(iii) provided 
that no benefit is present if an activity has 
only indirect or remote effects or merely 
duplicates an activity that the recipient 
has already performed on its own be
half. Section 1.482-9(l)(3)(iv) provided 
that shareholder activities do not confer 
a benefit on controlled parties and there
fore do not give rise to an arm's length 
charge. Shareholder activities were de
fined as activities that primarily benefit 
the owner-member of a controlled group 
in its capacity as owner. rather than other 
controlled parties. 

In addition, § 1.482-9(1)(3)(v) of the 
2003 proposed regulations provided that 
certain "passive association" effects do 
not give rise to a benefit within the mean
ing of the regulations concerning con
trolled services. Passive association was 
defined as an increment of value that a 

controlled party obtains on account of 
its membership in the controlled group. 
Section 1,482-9(1)(3 ltv) of the 2003 pro
posed regulations provided, however, that 
membership in a controlled group may 
be considered in evaluating comparabil
ity between controlled and uncontrolled 
transactions. 

Concerning indirect or remote effects, 
one commentator suggested that if a cen
tralized activity by a parent confers only 
occasional or intermittent benefits on a 
subsidiary, such benefits should be clas
sifIed as indirect or remote. As to the 
shareholder provisions, commentators 
noted that the 2003 proposed regulations 
failed to address the potential that an ac
tivity that confers a reasonably identifiable 
increment of value on a controlled party 
might also be appropriately classified as 
a shareholder activity. As to the pas
sive association provisions, commentators 
questioned whether membership in a con
trolled group is relevant to evaluation 
of comparability. Commentators raised 
the concern that virtually any uncontrolled 
transaction could potentially be considered 
unreliable, because it generally would not 
reflect the same efficiencies and synergies 
as the controlled services transaction. 

Regarding the comments concerning 
indirect or remote effects, the Treasury 
Department and the IRS believe that to 
equate occasional or intermittent benefits 
in all cases with indirect or remote effects 
would conflict with the specific-benefit 
rule. That rule requires that any service 
that produces an identifiable and direct 
benefit warrants an arm's length charge, 
even if the service is provided only oc
casionally or intermittently. Accordingly, 
the temporary regulations retain this pro
vision without change. 

In response to comments relating to 
shareholder activities, § 1.482-9T(I)(3)(iv) 
of the temporary regulations refers to 
the "sole effect" rather than the "primary 
effect" of an activity. This change clari
fies that a shareholder activity is one of 
which the sole effect is either to protect 
the renderer's capital investment in one 
or more members of the controlled group, 
or to facilitate compliance by the renderer 
with reporting, legal, or regulatory re
quirements specifically applicable to the 
renderer, or both. As modified, the def
inition in temporary § 1.482-9T(l)(3 )(iv) 



now conforms to the general definition of 
benefit in § 1.482-9T(I)(3)(i). 

In response to commentators' request 
for clarification regarding the passive as
sociation rules, new § l.482-9T(I)(5) Ex

ample 19 illustrates a situation in which 
group membership would be taken into ac
count in evaluating comparability. 

The Treasury Department and the IRS 
have inserted the word "generally" in the 
description of duplicative activities in 
§ 1.482-9T(I)(3)(iii). This change clarifies 
that although a duplicative activity does 
not generally give rise to a benefit, under 
certain circumstances, such an activity 
may provide an increment of value to the 
recipient by reference to the general rule 
in §1.482-9T(l)(3)(i). In such cases, the 
activity would be appropriately classified 
as a controlled services transaction. 

d. Guarantees, including financial 
guarantees 

The proposed regulations appear to 
have created confusion on the part of 
some taxpayers regarding the appropriate 
characterization of financial guarantees 
for tax purposes. The provision of a finan
cial guarantee does not constitute a service 
for purposes of determining the source of 
the guarantee fees. See Centel Communi
cations, Inc. v. Commissioner, 920 F.2d 
1335 (7th Cir. 1990); Bank of America 
v. United States. 680 F.2d 142 (Ct. Cl. 
1980). Nevertheless. some taxpayers have 
suggested that guarantees are services that 
could qualify for the cost safe harbor and 
that the provision of a guarantee has no 
cost. This position would mean that in 
effect guarantees are uniformly non-com
pensatory. The Treasury Department and 
the IRS do not agree with this uniform no 
charge rule for guarantees. As a result, fi
nancial transactions, including guarantees, 
are explicitly excluded from eligibility 
for the SCM by § 1,482-9T(b)(3)(ii)(H). 
However, no inference is intended by this 
exclusion that financial transactions (in
cluding guarantecs) would otherwise be 
considered the provision of services for 
transfer pricing purposes. The Treasury 
Department and the IRS suhsequently 
intend to issue transfer pricing guidance 
regarding financial guarantees, in particu
lar, along with other guidance concerning 
the treatment of global dealing operations. 
See Section A.12.e of this preamble for 

a discussion of coordination with global 
dealing operations. Such guidance will 
also include rules to determine the source 
of income from financial guarantees. 

e. Third-party costs-Temp. Treas. Reg. 
§ 1.482-9T(I)(4) 

Commentators observed that the defini
tion of "total services costs" in § 1.482-90) 
of the 2003 proposed regulations did not 
address situations in which the costs of 
a controlled service provider included 
significant charges from uncontrolled par
ties. Commentators claimed that such 
third-party costs should be treated as "pass 
through" items that, in most cases, should 
not be subject to the markup (if any) ap
plicable to costs incurred by the renderer 
in its capacity as service provider. This 
comment was potentially relevant to all 
cost-based methods in § 1.482-9 of the 
2003 proposed regulations. The Treasury 
Department and the IRS agreed that these 
comments raised an issue that needed to 
be addressed, but decided to do so in a 
manner different from that suggested by 
the commentators. 

In response to this comment, these 
temporary regulations include a new 
§ 1.482-9T(1)( 4). Under this provision. 
if total services costs include material 
third-party costs, the controlled services 
transaction may be analyzed either as a 
single transaction or as two separate trans
actions, depending on which approach 
provides the most reliable measure of the 
arm's length result under the best method 
rule in existing § 1.482-1 (c). Consistent 
with the best method rule, in determining 
which approach provides the most reliable 
indication of the ann's length result, the 
primary factors are the degree of compa
rability between the controlled services 
transaction and the uncontrolled com
parables and the quality of the data and 
assumptions used. New § 1,482-9T(\)(5) 
Example 20 and Example 21 provide illus
trations of this rule. 

The rule in § 1.482-9T(I)( 4) of the tem
porary regulations applies to all specified 
methods that use cost to evaluate the ann's 
length charge for controlled services, in
cluding the SCM in §1,482-9T(b). A 
detennination that a controlled services 
transaction is more reliably evaluated on a 
disaggregated basis may have an effect on 

the analysis of that transaction under other 
provisions of these regulations. 

f Examples, Tel/Jp. Treus. Reg. 
§1.482-9T(/)(5) 

Section 1.482-9T(I)(5) of the tempo
rary regulations provides numerous exam
ples that illustrate applications of the rules 
in § 1.482-9T(I). Changes have been made 
to certain of these example~ to conform to 
the modifications described under the pre
vious headings in this section. 

12. Coordillation with Other Trol1.lfer 
Pricing Rules-Temp. Tre{ls. Reg. 
o9l.482-9T(I11} 

Section 1,482-9(m) of the 2003 pro
posed regulations provided coordination 
rules applicable to a controlled sen ices 
transaction that is combined with, or 

includes elements of, a non-services 
transaction. These coordination rules 
relied on the best method rule in exist
ing § 1.482-1 (c)(1) to determine which 
method or methods would provide the 
most reliable measure of an arm' s length 
result for a particular controlled transac
tion. 

a. Services transactiolls that illclude other 
types of transactiolls-Temp. Treas. Reg. 
§J.482-9T(m)( I) 

A transaction structured as a controlled 
services transaction may include material 
elements that do not constitute controlled 
sefVlces. Section 1,482-9(m)( I) of the 
2003 proposed regulations provided that, 
the decision whether to evaluate such a 
transaction in an integrated manner under 
the transfer pricing methods in § 1.482-9 
or to evaluate one or more elements sep
arately under services and non-service~ 

methods depends on which of these ap
proaches would provide the most reliable 
measure of an arm's length result. If 
the non-services component(s) of an in
tegrated transaction could be adequately 
accounted for in evaluating the compara
bility of thc controlled transaction to the 
uncontrolled comparables, then the trans
action could generally be evaluated ~olely 
as a controlled service under ~ 1.482-9. 

One commentator criticized this coor
dination rule as inherently subjective and 
proposed that a "predominant character" 
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test be adopted instead. Another commen
tator interpreted certJin statements in the 
preamble as indicating that any controlled 
transactioll that \VJS reliably ClIlJlyzed UIl
der one of the transfer pricing methods ap
plicable to tangible llr intangible property 
would necessarily be outside the scope of 
the regulations regarding controlled ser
vIces. 

Upon further cllIlsideratioIl. the Trea
sury Department and IRS belie\e that 
no changes are necessary to the coonli
nation rule in ~ 1.-HI2-9T( m)( I) because 
these commentators have misconstrued 
the Jpplication of this rule to integrated 
transactions. The coordination rule in 
~ 1.-tH2-9T( m)( I) focuses on the under
lying economics of such transactions Jnd 
the most reliable means of evaluating 
those economics under the best method 
rule. The Trcasury Department and the 
IRS rccognize that controlled taxpayers 
have substantial flexibility to structure 
transactions in a variety of economically 
e4uivJlent ways. Provided that the struc
ture adopted has economic substance. the 
coordination rule is designed to respect 
that structure and to seek the most reli
able means of evaluating the arm' s length 
price. Conse4uently. if a taxpayer struc
tures a transaction so that it constitutes 
a controlled service. the transaction will 
generally be analyzed under the principles 
of ~ 1.-tt-:2-9T. without regard to other pro
visions of the section 4t-:2 regUlations. 

h. Se n'ires tril/l.\lIctiOIlS that effect a 
transler of' intllngihle propert\'-Temp. 
Treils. Reg .. ~1.482-9T(IIl)(2) 

Section I .-+82-9(m)(2) of thc 2003 pro
posed regulations provided that a transac
tion structured as a controlled service may 
result in the transfer of intangible prop
erty. may include an element that consti
tutes the transfer of intangible property. or 
may have an effect similar to the transfer of 
intangible property. In such cases. if the el
ement of the transaction that related to in
tangible property was material. the arm' s 
length result for that element would be de
termined or corroborated under a method 
prO\ided for in the regulations applicable 
tn transfers of intangible property. See ex
isting ~ 1.-tS~--+' 

Commentators \'iewed this rule as po
tentiall) authoriling the COlllmissioner 
to redural'terile a controlled senices 
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transaction as a transaction that involved 
a transfer of intangible property. Such 
authority. commentators claimed, was 
inconsistent with existing § 1.482-4(b), 
\\ hich defines an intangible as an item that 
has "substantial value independent of the 
senices of any individual." Commentators 
also contended that the coordination rules 
impermissibly extended the commensu
rate with income standard to controlled 
services transactions. Commentators sug
gested that, assuming each component of 
a controlled services transaction may be 
reliably accounted for under a specified 
transfer pricing method. no additional 
analysis is necessary concerning elements 
that arguably pertain to intangible prop
erty. 

The Treasury Department and the IRS 
agree with the commentators that the 
phrase "may have an effect similar to 
the transfer of intangible property" could 
be interpreted as improperly expanding 
§ 1.482-4 of the existing regulations to 
non-intangible transactions. This is not 
the intent of this provision. Consequently. 
to make this clear. the temporary regula
tions omit this phrase. 

Other concerns raised by commenta
tors misinterpret the interaction between 
this coordination rule and the definition 
of intangibles in § 1.482-4(b). Section 
1.482-4(b) of the existing regulations 
contains a list of specified intangibles 
and a residual category of other similar 
items. all of which must have "substantial 
value independent of the services of any 
individual." In contrast. the coordination 
rule in § 1.482-9T(m)(2) applies after it is 
determined that an integrated transaction 
includes an intangible component that is 
material. Because the coordination rule in 
§ 1.482-9T(m)(2) applies only to transac
tions that incorporate a material intangible 
component. it is not inconsistent with 
existing § 1.482-4(b). nor does it apply 
the commensurate with income standard 
of existing § 1.482-4(f)(2) to transactions 
that do not have a material element that 
constitutes an intangible transfer. 

Section lA82-9(m)(6) Example 4 of 
the 2003 proposed regulations illustrated 
the application of thi~ rule to a controlled 
services transaction that included an ele
ment constituting the transfer of an intan
gible. Several commentators questioned 
the factual assumptions in Example 4. 
Commentators contended that a controlled 

party performing R&D for another con
trolled party generally would not have 
rights in any know-how or technical data 
arising out of the R&D activity: instead 
the contract would specify that the party 
that paid for the research would obtain 
such rights. 

The Treasury Department and the IRS 
agree with these comments and have con
cluded that the factual assumptions in this 
example are unclear. Consequently, Exam· 

pie 4 has been redrafted to illustrate a sit
uation in which the controlled party per
forming the R&D is the owner of know
how or technical data that resulted from 
that R&D activity. The controlled party 
then transfers its rights to another con
trolled party. As revised, this example 
more clearly illustrates application of the 
rule in § 1.482-9T(m)(2). 

c. Services subject to a qualified cost 

sharing arrangement-Temp. Treas. Reg. 
§ 1.482-9T( m)(3) 

Section 1.482-9(m)(3) of the 2003 pro
posed regulations provided that services 
provided by a controlled participant under 
a qualified cost sharing arrangement are 
subject to existing § 1.482-7. The Trea
sury Department and the IRS are in the 
process of comprehensively revising the 
regulations applicable to cost sharing. In 
the interim, and pending issuance of final 
regulations that coordinate these two pro
visions, the rule in § 1.482-9T(m)(3) re
tains this coordination rule. 

d. Other types of transaction that include 
a services transaction-Temp. Treas. Reg. 
§1.482-9T(m)(4) 

Section 1.482-9T(m)( 4) is adopted in 
substantially the same form as in the 2003 
proposed regulations. A transaction struc
tured other than as a controlled services 
transaction may include material elements 
that constitute controlled services. Section 
1.482-9T(m)(4) of these temporary regu
lations provides rules for evaluating such 
integrated transactions. As with the corre
sponding rules in the 2003 proposed reg
ulations, these rules complement the more 
general rule in § 1.482-9(m)( I), which re
lates to integrated transactions structured 
as controlled services transactions. 



e. Global dealing operations 

In §1.482-9(m)(5) of the 2003 pro

posed regulations, the section for coordi
nation with the global dealing rcgulations 
was "reserved." In response to comments, 

this provision is omitted in these tem
porary regulations, based on the view 
that reserved treatment is not appropri
ate. The Treasury Department and the 
IRS are presently working on new global 

dealing regulations. The intent of the 
Treasury Department and the IRS is that 
when final regulations are issued, those 
regulations, not § 1.482-9T, will govern 

the evaluation of the activities performed 
by a global dealing operation within the 

scope of those regulations. Pending final
ization of the global dealing regulations, 
taxpayers may rely on the proposed global 
dealing regulations, not the temporary 
services regulations, to govern financial 
transactions entered into in connection 

with a global dealing operation as defined 
in proposed § 1.482-8. Therefore, pro
posed regulations under § 1.482-9(m)( 5) 
issued elsewhere in the Bulletin clarify 
that a controlled services transaction does 

not include a financial transaction entered 
into in connection with a global dealing 
operation. 

B. Income Attributable to 
Intangibles-Temp. Treas. Reg. 
§1.482-4T(j)(3) and (4) 

The 2003 proposed regulations sub
stantially replaced § 1.482-4(f)(3) of the 

existing regulations, which dealt with is
sues relating to the allocation of income 
from intangibles. The 2003 proposed reg
ulations adopted new § 1.482-4(f)(3) and 
(f)(4), which provided modified rules for 
determining the owner of an intangible for 

purposes of section 482 and also provided 
rules for determining the arm's length 

compensation in situations where a con
trolled party other than the owner makes 
contributions to the value of an intangible. 

1. Ownership of Intangible 
Property-Temp. Treas. Reg. 
§1.482-4T(f)(3) 

Section 1.482--4(f)(3)(i)(A) of the 2003 

proposed regulations contained modified 
rules for determining the owner of intan
gible property for purposes of section 482. 
In general, under these rules, the controlled 

party that was identified as the owner of 

a legally protected intangible under the 
intellectual property laws of the relevant 

jurisdiction or other legal provision was 
treated as the owner of that intangible for 
purposes of section 482. 

The 2003 proposed regulations also 
clarified that a license or other right to 

use an intangible may constitute an item 
of intangible property for purposes of 
section 482. This provision, which con
templated the identification of a single 

owner for each discrete set of rights that 
constitutes an intangible, replaced provi

sions in the existing regulations that could 
be interpreted as providing for multiple 
owners of an intangible. See Proposed 
§ 1.482-4(f)(3 )(i) and (f)(3 )(iv), Example 

4. 

The 2003 proposed regulations also 
adopted a provision that parallels the re
quirement in the existing regulations, to 
the effect that ownership for purposes 
of section 482 must be consistent with 
the economic substance of the controlled 

transaction. Intellectual property law gen
erally places relatively few limitations 
on the ability of members of a controlled 
group to assign or transfer legal ownership 
among themselves. As a result. this rule is 
a safeguard against purely formal assign
ments of ownership that, if given effect 
for purposes of section 482, could produce 
results that are inconsistent with the arm's 

length standard. 
Under § 1.482-4(f)(3)(i)(A) of the 2003 

proposed regulations, in situations where 
it was not possible to identify the owner 
of an intangible under the intellectual 
property law of the relevant jurisdiction, 
contractual term, or other legal provi
sion, the controlled taxpayer with prac
tical control over the intangible would 
be treated as the owner for purposes of 
section 482. This provision replaced the 
so-called "developer-assister" rule in ex
isting § 1.482--4(f)(3)(ii)(B). In the case of 
non-legally protected intangibles, the de
veloper-assister rule assigned ownership 
of an intangible to the controlled taxpayer 
that bore the largest portion of the costs of 

development. 
The 2003 proposed regulations did 

not adopt the developer-assister rule. so 
they also eliminated related provisions 
pertaining to assistance to the owner of in

tangible property. In place of those rules, 
the 2003 proposed regulations contained 

new provIsIons relating to contributions 
to the value of intangible property owned 

by another controlled party. See Proposed 

§ 1.482--4(f)( 4 lei). These rules are dis
cussed in greater detail in section B.2 of 
this preamble. 

Section 1.482-4(f)(3 )(i)(8) of the 2003 

proposed regulations excluded certain in

tangibles that are subject to the cost shar
ing provisions of § 1.482-7. The Treasury 
Department and the IRS are currently re
vising the existing regulations related to 
cost sharing. When final cost sharing reg
ulations are issued. § 1.482-4(0(3) and (4) 

will take into account the changes made to 

the cost sharing provisions. 
Extensive comments were received 

concerning the revised approach to de
termining ownership of intangibles under 
section 482. To varying degrees, many 
commentators supported the new own
ership standard, noting that it should be 
easier to apply and should produce more 
certainty of results in this area. Other 
commentators, however, took issue with 
the proposed rules. Some of these com
mentators took the position that legal 
ownership does not provide an appropriate 
basis for determining ownership under 
section 482, while others believed that the 
determination of ownership under section 
482 should include a full-scale application 
of substantive intellectual property law, 
including relevant statutory provisions as 
well as judicial doctrines and common law 
principles that may bear on the issue of 
ownership. 

After considering the public comments, 
the Treasury Department and the IRS con
clude that legal ownership provides the ap
propriate framework for determining own
ership of intangibles under section 482. 
In this specific context, the Treasury De
partment and the IRS intend that the "le
gal owner" under these rules will be the 
controlled party that possesses title to the 
intangible, based on consideration of the 
facts and circumstances. This analysis 
would take into account applications filed 
with a central government registry (such as 
the U.S. Patent and Trademark Office or 

the Copyright Office in the United States), 
any contractual provisions in effect be
tween the controlled parties. and other le

gal provisions. Legal ownership, under
stood in this manner, provides a practi
cal and administrable framework for deter-
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mining ownership of intangibles for pur

poses of section 482. 

The suggestions that the ownership 

rules under section 482 should in effect 

incorporate by reference the substantive 

intellectual property rules have not been 

adopted. In the view of the Treasury 

Department and the IRS, it would be 

counterproductive to require an in-depth 

application of intellectual property law 

in determining which controlled party is 

treated as the owner under section 482. 

The primary function of intellectual prop

erty law is to define the rights of a legal 

entity, which in some cases might be a 

controlled group, as compared with one 

or more uncontrolled parties that have 

competing claims to the same item of 

intangible property. For this reason, ap

plication of the substantive provisions of 

intellectual property law would not be 

useful. and might in fact produce inappro

priate results, given that under section 482 

the relevant determination is which of sev

eral controlled parties should be classified 

as the owner of an intangible. 

The Treasury Department and the IRS 
anticipate that ownership of an intangi

ble as determined under the legal owner 
standard will not conflict with the simul

taneous requirement that ownership under 
section 482 be determined in accordance 
with the economic substance. For ex
ample, if the cconomic substance of the 

controlled parties' dealings conflicts with 
treatment of the legal owner as the owner 
under section 482, the Commissioner may 
determine ownership by reference to the 

economic substance of the transaction. 
In other cases, ownership for purposes 
of section 482 should be consistent with 
the ownership determined by reference to 

either legal ownership or practical control. 
The Treasury Department and the IRS 

also believe that the 2003 proposed regu
lations properly adopted a practical control 
standard for "non-Iegally protected" intan
gibles. The control standard should not 
displace valid contractual terms intended 
to specify that a particular controlled party 
is the owner of an existing intangible or an 
intangible under development. Because a 
contractual term constitutes a "Iegal provi
sion." the intangible would be analyzed as 

a legally protected intangible. as opposed 
to a non-legally protected intangible sub
ject to the practical control rule. 
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Commentators suggested that certain 

statements in the 2003 proposed regu

lations incorrectly equated a licensee of 

intangible property with a distributor of 

tangible property. In response to these 

comments. the Treasury Department and 

the IRS have revised the examples in 

§ 1.482-4T(f)( 4 )(ii) to avoid any impli

cation that these regulations equate or 

distinguish these business relationships. 

2. Contributions to the Value of 
an Intal1gible~Temp. Treas. Ref!,. 
§ 1. 482-4T(f)( 4) 

Under § 1.482-4(f)( 4 )(i) of the 2003 

proposed regulations, the rules of section 

482 were applied to determine the arm's 

length compensation for any activity that 

was reasonably anticipated to increase 

the value of an intangible owned by an

other controlled party. Such an activity 

was defined as a "contribution" under this 

provision. This provision replaced cer

tain rules in the existing regulations that 

required arm's length compensation to be 

provided for any assistance by a controlled 

party to the owner of the intangible. 

This new guidance concerning con

tributions to the value of an intangible 

was intended to provide a more refined 
framework than the rules in existing 

§ 1.482-4(f)(3), in particular by reducing 
the potential for inappropriate. all-or-noth

ing results. Moreover. because the revised 

rules afforded heightened deference to 
contractual arrangements, they were in
tended to give controlled taxpayers in
centives to document transactions on a 

contemporaneous basis and to adhere to 
the contractual terms agreed upon at the 
outset of the arrangement. 

Section 1.482-4(f)(4)(i) of the 2003 

proposed regulations provided that com
pensation for a contribution may be em

bedded within the terms of another trans
action, may be stated separately as a fee 

for services, or may be provided for as 
a reduction in the royalty or the transfer 
price of tangible property. The regulations 
also recognized that if a controlled party's 

activities are reasonably anticipated to 
enhance only the value of its own rights 
under a license or exclusive distribution 
arrangement. no compensation is due un
der the arm's length standard. The rules 
addressed the most commonly encoun
tered factual scenarios that potentially 

give rise to contributions on the part of a 

controlled party. 
Section 1.482-4(t}(4)(i) of the 2003 

proposed regulations provided that in gen

eral a separate allocation is not appropriate 

if the compensation for a contribution was 

embedded within the terms of a related 

controlled transaction. In such cases, 

the contribution is taken into account in 

evaluating the comparability of the con

trolled transaction to the uncontrolled 

comparables and in determining the arm's 

length consideration for the controlled 

transaction that includes the embedded 

contribution. 

This rule potentially interacted with 

§ 1.482-3(f) of the existing regulations, 

concerning transfers of tangible property 

together with an embedded intangible. 

For example, assume that a reseller of 

trademarked goods performs activities 

that are classified as contributions within 

the meaning of § 1.482-4(f)(4). If no sep

arate compensation for these activities is 

provided for by a contractual term, then 

ordinarily no allocation would be appro

priate either for the embedded trademark 
or for the underlying activities. Both el

ements would, however, be taken into 

account in evaluating the comparability of 

the controlled transfer to the uncontrolled 

comparables and in determining the arm's 

length consideration for the controlled 

transfer of the trademarked goods. See 
§ 1.482-4T(f)(4)(ii) Example 2. 

Commentators objected to certain as
pects of Example 2, Example 3, Example 
5, and Example 6 in § 1.482-4(f)(4)(ii) of 

the 2003 proposed regulations. Those ex

amples stated that, if it is not possible to 
identify uncontrolled transactions that in
corporated a similar range of interrelated 

elements as the nonroutine contributions 
by the controlled parties, it may be appro
priate to apply a residual profit split analy
sis. In the opinion of commentators, these 
statements implied that profit split meth
ods were preferred methods in any case 
that involved a contribution to the value of 
an intangible. 

The Treasury Department and the IRS 
agree with these comments. There was no 
intention to imply any such treatment of 
the residual profit split method. As a re
sult, these statements in the examples have 
been eliminated. In addition, the examples 
in the temporary regulations specifically 
refer to the best method rule and cross-ref-



erence new Example 10, Example 11, and 
Example 12 in § 1.482-8, which show ap
plication of the best method rule to intan
gible development activities. See also sec
tion A.6 of this preamble, concerning def
inition of nonroutine contribution for pur
poses of the profit split methods. 

In addition, and in response to 
comments, a new Example 5 III 

§ 1.482-lT( d)(3 )(ii)(C) illustrates fac
tual circumstances in which contractual 
terms pertaining to intangible develop
ment activities are respected, although on 
examination the activities are found to be 
priced on anon-arm's length basis. To
gether, these changes clarify that, subject 
to the best method rule and satisfaction 
of economic substance requirements, con
trolled parties may adopt contractual terms 
that provide for marketing, research and 
development, or other intangible develop
ment activities to be compensated based 
on reimbursement of specified costs plus a 
profit element. The underlying contractual 
compensation terms will be given effect 
for purposes of section 482 as long as they 
have economic substance. 

Commentators sought clarification re
garding the term "incrcmental marketing 
activities," which was used in several ex
amples in § 1.482-4(f)( 4 )(ii) of the 2003 
proposed regulations. 

In the examples, the term ;'incremental 
marketing activities" referred to activities 
by a controlled party that are quantitatively 
greater (in terms of volume, expense, etc.) 
than the activities undertaken by compara
ble uncontrolled parties in the transactions 
used to analyze the controlled transaction. 
Such activities must be taken into account 
by either evaluating a separate transaction 
that accounts for such incremental activ
ities or analyzing the underlying transac
tion and making necessary adjustments to 
the uncontrolled transactions to incorpo
rate such activities into the comparability 
analysis. Discretc changes were made to 
the examples to clarify these principles. 
As a result, apart from this additional clar
ification, these comments are not adopted. 

Commentators proposed that the Trea
sury Department and the IRS adopt dis
counted cash-flow analysis (DCF) as a 
specified method for analysis of contribu
tions. The Treasury Department and the 
IRS find it unnecessary to do so because 
they already recognize DCF as one of 
several approaches that may be reliably 

applied to evaluate intangible property. 
This method may be particularly useful, 
either as an unspecified method or in con
junction with one of the specified meth
ods, in evaluating contributions within the 
meaning of §1.482-4T(f)(4)(i). Further 
consideration is being given to the sugges
tion to adopt DCF as a specified method 
in its own right. 

C. Contractual Terms 
Imputed from Economic 
Substance-§1.482-1 (d)( 3)( ii)( C), 
Examples 3, 4, 5, and 6 

Central to the approach taken in the 
2003 proposed regulations were the 
concepts that controlled taxpaycrs have 
substantial freedom to adopt contractual 
terms, and that such contractual terms are 
given effect under section 482, provided 
they are in accord with the economic sub
stance of thc controlled parties' dealings. 
An important corollary of these princi
ples, however, applies where controlled 
parties fail to specify contractual terms, 
or specify terms that are not consistent 
with economic substance. In such cases, 
the Commissioner may impute contractual 
terms to accord with the economic sub
stance of the controlled parties' activities. 
See § 1.482-I (d)(3) of the existing regula
tions. 

Commentators raised several concerns 
regarding the potential interaction be
tween the economic substance rules in 
existing §1.482-I(d)(3) and certain pro
visions in the 2003 proposed regulations, 
including those relating to contributions 
to the value of intangibles and contin
gent-payment contractual terms. Some 
commentators suggested that application 
of these provisions together with the exist
ing economic substance rules could create 
incentives for the Commissioner to make 
inappropriate adjustments, e.g., to impute 
contingent-payment terms or transfers 
of intangibles in any situation in which 
non-arm's length pricing was identified. 

It bears emphasis that the Commis
sioner may invoke his authority under 
§I.482-1(d)(3)(ii) in only two situations: 
(I) controlled taxpayers fail to specify con
tractual terms for the transaction; or (2) 
controlled taxpayers specify contractual 
terms that are not in accordance with eco
nomic substance. Clearly, if contributions 
within the meaning of §1.482-4T(f)(4)(i) 

are present, the contractual terms of the 
controlled transaction should address 
those contributions in a manner that ac
cords with economic substance. If this 
is not the case, the Commissioner must 
impute an arrangement that best conforms 
to the economic substance of the trans
action. In given facts and circumstances, 
it may be possible to rely on evidence 
that the taxpayer brings forward. In other 
circumstances, the Commissioner will im
pute an arrangement based on economic 
substance, taking into account the facts 
and circumstances, the parties' conduct. 
and other relevant evidence. including any 
that the taxpayer brings forward on exam
ination. See Example 3, Example 4, and 
Example 6 in §1.482-IT(d)(3)(ii)(C). 

In response to comments, 
§1.482-IT(d)(3)(ii)(C) includes a 
new Example 5, which illustrates the 
interaction of the economic suhstance 
rule with general transfer pricing rules 
in the context of intangible development 
activities. In the example, the contractual 
terms specify that intangible development 
activities are priced by reference to 
reimbursement of specified costs plus a 
markup or profit component. On exami
nation, the Commissioner determines that 
the specified compensation falls outside 
the arm's length range, as determined 
by comparison to uncontrolled transac
tions. The example illustrates that this 
determination, without more, does not 
support a conclusion that the contractual 
tcrms lacked economic substance. If, 
however, the compensation paid is outside 
the arm's length range by a substantial 
amount, the Commissioner may take that 
fact into account in determining whether 
the contractual arrangement as a whole 
possessed economic substance. 

The examples in §1.482-I(d)(3)(ii)(C) 
of the 2003 proposed regulations described 
alternative constructions that the Com
missioner might adopt if the contractual 
terms for the controlled transaction were 
not in accordance with economic sub
stance: These alternatives included: (I) 
imputation of a separate services arrange
ment, with contingent-payment terms: 
(2) imputation of a long-term, exclusive 
distribution arrangement: or (3) requiring 
compensation for termination of an im
puted long-term license arrangement. The 
Treasury Department and the IRS believe 
that one or more of these arrangements 
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may be appropriate, depending on the 

facts of the specific case. 
Commentators expressed concerns re

garding the scope of the Commissioner's 

authority to impute arrangements based on 

economic substance. Some commentators 

suggested that a ~ingle set of contractual 

terms should apply in any situation wherc 

the Commissioner determines that the 

controlled parties' contractual terms lack 

economic substance. Another commenta
tor recommended that the Commissioner 

should impute only contractual terms 

similar to those observed in comparable 
uncontrolled transactions. After much 

consideration, the Treasury Department 
and the IRS have not adopted these com
ments. The determination of the economic 
substance of a transaction between related 

parties necessarily turns on an examina
tion of all the facts and circumstances. 

Under the regulations, the taxpayer is in 
control of this issue in the first instance to 
the extent it expressly sets forth the eco
nomic substance in contractual terms and 
its conduct and arrangements are consis
tent with these terms. Otherwise, the IRS 
is forced to try and impute the economic 
substance based on whatever facts and 
circumstances are available, including any 
information the taxpayer brings forward 
on examination. 

Commentators also suggested that un
der the 2003 proposed regulations, the 
Commissioner's authority to impute con
tingent-payment contractual terms was 
unnecessarily broad. In the commenta
tors' view, this authority would lead the 
Commissioner to apply commensurate 
with income principles to controlled trans
actions that have no significant intangible 
property component. The Commissioner's 
authority to impute contingent-payment 
contractual terms was appropriately tai
lored to result in application of economic 
substance principles in those situations 
where it was warranted. The Treasury 
Department and the IRS believe that the 
commensurate with income principle of 
the statute is consistent with the arm's 
length principle and fundamentally relates 
to the underlying economic substance 
and true risk allocations inherent in the 
relevant controlled transactions. Related 
parties may, with economic substance, 
agree to compensate one another for ser
\ice~ with compensation payable only 
in future periods contingent on the suc-
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cess or failure of the services to produce 

the contemplated results. Related parties 

may expressly enter into those contractual 

terms and, in the absence of express terms 

or where the related parties' conduct and 

arrangements are inconsistent with their 

contractual terms, the IRS may in ap

propriate facts and circumstances impute 

contingent-payment contractual terms. 

D. Stcwardship Expenses -§1.861-8T 

The temporary regulations would 

modify the present regulations under 

§1.861-8(e)(4) to conform to, and to be 

consistent with, the revised language re
lating to controlled services transactions 

as set forth in § 1.482-9T(l). 

E. Effective Date -§1.482-9T(n) 

In order to achieve the goal of updat
ing the 1968 regulations, while facilitating 

consideration of further public input in re
fining final rules, these regulations are is
sued in temporary form with a delayed ef
fective date for taxable years beginning af
ter December 31, 2006. Controlled tax
payers may also elect to apply these tem
porary regulations to any taxable year be
ginning after September 10, 2003, the date 
of publication of the 2003 proposed reg
ulations. Where such an election is made, 
the temporary regulations will apply in full 
to such taxable year and all subsequent 
taxable years of the taxpayer making the 
election. Such an election must be made 
by attaching a statement to the taxpayer's 
timely filed U.S. tax return (including ex
tensions) for its first taxable year after De
cember 31, 2006. 

These regulations are issued after pro
posed revisions to the regulations pertain
ing to cost sharing arrangements. By issu
ing regulations in temporary and proposed 
form concerning controlled services and 
the allocation of income from intangibles, 
the Treasury Department and the IRS also 
provide taxpayers an opportunity to submit 
comments that take into account the poten
tial interaction between these two sets of 
regulations. 

The initial list of specified covered ser
vices for purposes of the SCM is being is
sued for public input in the form of an an
nouncement in tandem with these tempo
rary regulations. This announcement will 
be published in the Internal Revenue Bul
letin. For copies of the Internal Revenue 

Bulletin, see §601.601(d)(2)(ii)(b). The 

Treasury Department and the IRS intend to 

take all public comments into account and 

issue a final revenue procedure that will 

be effective coincident with the delayed 
effective date of these temporary regula

tions. 

Special Analyses 

It has been determined that this Trea

sury decision is not a significant regula
tory action as defined in Executive Order 

12866. Therefore, a regulatory assessment 

is not required. It also has been deter

mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.c. chapter 

5) does not apply to these regulations. For 
the applicability of the Regulatory Flexi

bility Act (5 U.S.c. chapter 6) refer to the 
Special Analyses section of the preamble 

to the cross-reference notice of proposed 
rulemaking published in this issue of the 
Bulletin. Pursuant to section 7805(t) of 
the Internal Revenue Code, these tempo
rary regulations will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
their impact on small business. 

Drafting Information 

The principal authors of these regula
tions are Thomas A. Vidano and Carol 
B. Tan, Office of Associate Chief Coun
sel (International) for matters relating to 
section 482, and David Bergkuist, Office 
of Associate Chief Counsel (International) 
for matters relating to stewardship, 

* * * * * 

Amendment to the Regulations 

Accordingly, 26 CPR parts I and 31 are 
amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding an entry in 
numerical order to read in part as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.482-9 also issued under 

26 U.S.c. 482. * * * 
Par. 2. Section 1.482-0 is amended as 

follows: 

1. The section heading is revised. 
2. The entries for 1.482-I(a)(1), 

(b)(2)(i), (d)(3)(ii)(C), (d)(3)(v), 



(t)(2)(ii)(A), (t)(2)(ii)(B), (g)(4)(iii), (i) 
and U) are revised. 

3. The entries for §1.482-2(b) are re
vised. 

4. The entries for § 1.482-4(t)(3), (t)(4) 
and (t)(S) are revised and new entries for 
§ 1.482-4(f)(6) and (t)(7) are added. 

5. The entries for 1.482-6(c) 
(2)(ii)(B)(1), (c)(2)(ii)(D), (c)(3)(i)(A), 
(c)(3)(i)(B) and (c)(3)(ii)(D) are revised 
and the entry for 1.482-6(d) is added. 

6. The entry for 1.482-8(a) is revised. 
7. The entries for 1.482-9 are added. 
The additions and revisions read as fol-

lows: 

§1.482-0 Outline of regulations under 
section 482. 

* * * * * 
§1.482-1 Allocation of income and 
deductions among taxpayers 

(a)(l) [Reserved]. For further guid
ance, see § 1.482-0T, the entry for 
§ 1.482-1 T(a)(1). 

* * * * * 
(b) * * * 
(2) * * * 
(i) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-IT(b )(2)(i). 

* * * * * 
(d) * * * 
(3) * * * 
(ii) * * * 
(C) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-1 T( d)(3)(ii)(C). 

(v) [Reserved]. For further guid-
ance, see § 1.482-0T, the entry for 
§ 1.482- IT(d)(3)(v). 

* * * * * 
(t) * * * 
(2) * * * 
(ii) * * * 
(A) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-1 T(f)(2)(ii)(A). 

(iii) * * * 
(B) [Reserved]. For further guid-

ance, see § 1.482-OT, the entry for 
§ 1.482-1 T(f)(2)(iii)(B). 

* * * * * 

(g) * * * 
(4) * * * 
(iii) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-1 T(g)( 4 )(iii). 

* * * * * 
(i) [Reserved]. For further guidance, 

see § 1.482-0T, the entry for § 1.482-1 T(i). 

* '" * * * 
(j) [Reserved]. For further guidance, 

see § 1.482-0T, the entry for § 1.482-1 T(j). 

§1.482-2 Determination of taxable 
income in specific situations. 

* * * * * 
(b) [Reserved]. For further guidance, 

see § 1.482-0T, the entry for § 1.482-2T(b). 

* * * * * 

§1.482-4 Methods to determine taxable 
income in connection with a transfer of 
intangible property. 

* * * * * 
(f) * * '" 
(3) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-4T(f)(3). 

(4) [Reserved]. For further guid-
ance, see § 1.482-0T, the entry for 
§ 1.482-4T(f)( 4). 

(5) Consideration not artificially lim-
ited. 

(6) Lump sum payments 
(i) In general. 
(ii) Exceptions. 
(iii) Example. 
(7) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-4T(f)(7). 

§ 1.482--6 Profit split method. 

* * * * * 
(c) * * * 
(2) * * * 
(ii) * * * 
(B) * * * 
(1) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-6T(c)(2)(ii)(B)(1). 

* * * * * 
(D) [Reserved]. For further guid-

ance, see § 1.482-OT, the entry for 
§ 1.482-6T(c)(2)(ii)(D). 

(3) * * * 
(i) * * * 
(A) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-6T(c)(3 )(i)(A). 

(B) [Reserved]. For further guid-
ance, see § 1.482-0T, the entry for 
§ 1.482-6T(c)(3 )(i)(B). 

(ii) * * * 
(D) [Reserved]. For further guid-

ance, see § 1.482-0T, the entry for 
§ 1.482-6T(c)(3 )(il)(D). 

* * * * * 
(d) Effective date. [Reserved]. For fur

ther guidance, see § 1.482-0T. the entry for 
§ 1.482-6T(d). 

§ 1.482-8 Examples of the best method 
rule. 

(a) Introduction. 

* * * * * 

§1.482-9 Methods to determine taxable 
income in connection with a controlled 
services transaction. [Reserved]. For 
further guidance, see § 1.482-OT, the 
entries for § 1.482-9T. 

Par. 3. Section 1.482-0T is added to 
read as follows: 

§1.482-0T Outline of regulations under 
section 482. 

This section contains major captions 
for §§ 1.482-lT, 1.482-2T, 1.482-4T. 
1.482-6T, 1.482-8T, and § 1.482-9T. 

§1.482-1T Allocation of income and 
deductions among taxpayers. 

(a) In general. 
( I) Purpose and scope. 
(2) through (b)(l) [Reserved]. For fur

ther guidance, see § 1.482-0, the entry for 
§1.482-1(a)(2) through (b)(l). 

(b)(2) Arm's length methods. 
(i) Methods. 
(b)(2)(ii) through (d)(3)(ii)(8) [Re

served]. For further guidance, see 
§1.482-0, the entry for § 1.482-1 (b)(2)(ii) 
through (c)(3)(ii)(8). 

(C) Examples. 
(d)(3)(iii) and (iv) [Reserved]. For fur

ther guidance, see § 1.482-0, the entry for 
§1.482-I(d)(3)(iii) and (iv). 

2006-2 C.B. 271 



1\) Property or \enice~. 
(d)(-1.) through (fY2)(i) [Resenedl. For 

further guidance. \ee ~ 1-1.82-0. the entry 
for ~ U82-1 I d)( -1.) through (f)( 2)( 1). 

Iii) Allocation ba\ed on taxpayer's ac
tual tramactiom. 

IA) In general. 
(fI12)(ii)(B) through (fJI2)(iii)(A) 

[Re\ened I. For further guid-
ance, see ~ 1-1.82-(), the entry 
for ~ 1-1.82-1 I f)( 2)( ii)( B) through 
(fll2)(iii)(AJ. 

(B) Circumstances warranting con~id
eration of multiple year data. 

(f)12)(iii I(C) through (g)(3) [Reservedl. 
For further guidance. see ~ 1-1.82-0. the 
entry tor *U82-\(f)(2)(iii)(C) through 
(g)l3J. 

lof) Setoffs. 
Ii) In general. 
Ig)(-1.)(ii) [Resenedl. For further 

guidance. see ~ 1'-+82-0, the entry for 
~ 1.-I-82-lig)(-I-)(ii). 

(iii) Examples. 
Ig)(-I-)(iii) EXllIIlpIe 2 through (h) 

[Reserved J. For further guidance, see 
~ 1'-+82-0. the entry for ~ 1.-I-82-I(g)(4)(iii) 
EWlII/Jlc 2 through (h). 

(i) Definitiom. 
(j) Effective dates. 

. ~ 1 . .JX2-2T Determinution of" taxable 
incollle ill specific situations. 

la) [Reserved]. For further guidance. 
see * 1.-1-82-0, the entry for * 1.-I-82-2(a). 

I b) Rendering of services. 
Ic) [Reserved]. For further guidance, 

see ~ 1'-+82-0, the entry for ~ 1.482-2(c). 
(d) [Reserved). For further guidance, 

see ~ 1'-+82-0. the entry for ~ I A82-2(d). 
Ie) Effective date. 
( I ) In general. 
(2) Election 10 apply regulation to ear

lier years. 
(3) Expiration date. 

.~ 1..J82--1T ,l1,1ethoils to deterllline taxuh!e 
incolllc in connection lIith a tmnsf"er of 
intangible llmpert.\". 

la) through (f)(2) [Reserved]. For fur
ther guidance. see ~ 1'-+82-0. the entry for 
~ 1.-I-82---+lal through (nI2). 

I J I Ownership of intangible property. 
I i I Identification of owner. 
1:'\ I In general. 
(B) Co,t sharing arrangement'>. 
Ii i I Example,. 
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1-1.) Contribution to the value of an in-
tangible owned by another. 

(i) I n general. 
(ii) Examples. 

(0(5) and (0(6) [Reserved]. For fur
ther guidance. see ~ 1.482-0. the entry for 
~ 1.-1.82---+(0(5) and (0(6). 

(7) Effective date. 
(i) In general. 
(ii) Election to apply regulation to ear

lier years. 
(iii) Expiration date. 

~1 . .JX2-6T Profit split method. 

(a) through (c)(2)(ii)(A) [Reserved]. 
For further guidance, see ~ I.4R2-0, the en
try for § 1.482-6(a) through (c)(2)(ii)(A). 

(B) Comparability. 
(1) In general. 
(c)(2)(ii)(B)(2) through (C) [Reserved]. 

For further guidance. see § 1.482-0, the 
entry for § 1.482-6(c)(2)(ii)(B)(2) through 
(C). 

(D) Other factors affecting reliability. 
(c)( 3)( i) [Reserved]. For further 

guidance, see § 1.482-0, the entry for 
§ 1.482-6(c)(3)(i). 

(A) Allocate income to routine contri-
butions. 

(B) Allocate residual profit. 
(I) Nonrouline contributions generally . 
(2) Nonroutine contributions of intangi-

ble property. 
(c)i3)(ii)(A) through (C) [Reserved]. 

For further guidance, see § 1.482-0, the 
entry for § 1.482-6(c)(3)(ii)(A) through 
(C). 

m) Other factors affecting reliability. 
(c)(3)(iii) [Reserved]. For further 

guidance. see ~ 1.482-0, the entry for 
§ 1.482-6(c)(3)(iii). 

(d) Effective date. 
(1 ) In general. 
(2) Election to apply regulation to ear

lier taxable years. 
(3) Expiration date. 

.Ii / .482-8T EWlI1ples of the best method 
rule. 

(a) [Reserved]. For further guidance, 
see § 1.482-0, the entry for § 1.482-8(a). 

(b) [Reserved]. For further guidance, 
see ~ 1.-+82-0. the entry for § 1.482-8(b). 

Ic) Effective date. 
I I ) In general. 
(:2) Election to apply regulation to ear

lier taxahle years. 

(3) Expiration date. 

§ 1.482-9T Methods to deterllline taxable 
income ill connection \\'ith a controlled 

sen'ice s transactio/l. 

(a) In general. 
(b) Services cost method. 
( I ) In general. 
(2) Not services that contribute signif

icantly to fundamental risks of business 
success or failure. 

(3) Other conditions on application of 
services cost method. 

(i) Adequate books and records. 
(ii) Excluded transactions. 
(4) Covered services. 
(i) Specified covered services. 
(ii) Low margin covered services. 
(5) Shared services arrangement. 
(i) In general. 
(ii) Requirements for shared services 

arrangement. 
(A) Eligibility. 
(B) Allocation. 
(C) Documentation. 
(iii) Definition and special rules. 
(A) Participant. 
(B) Aggregation. 
(C) Coordination with cost sharing ar

rangements. 
(6) Examples. 
(c) Comparable uncontrolled services 

price method. 
(1) In general. 
(2) Comparability and reliability con-

siderations. 
(i) In general. 
(ii) Comparability. 
(Al In general. 
(B 1 Adjustments for differences be

tween controlled and uncontrolled trans
actions. 

(iii) Data and assumptions. 
(3) Arm's length range. 
(4) Examples. 
(5) Indirect evidence of the price of a 

comparable uncontrolled services transac
tion. 

(i) In general. 
(ii) Example. 
(d) Gross services margin method. 
( I) In general. 
(2) Determination of arm's length price. 
(i) In general. 
(ii) Relevant uncontrolled transaction. 
(iii) Applicable uncontrolled price. 
(iv) Appropriate gross services profit. 



(v) Arm's length range. 

(3) Comparability and reliability con-
siderations. 

(i) In general. 
(E) Comparability. 
(A) Functional comparability. 
(B) Other comparability factors. 
(C) Adjustments for differences be

tween controlled and uncontrolled trans
actions. 

(D) Buy-sell distributor. 
(iii) Data and assumptions. 
(A) In general. 
(B) Consistency in accounting. 
(4) Examples. 
(e) Cost of services plus method. 
(I) In general. 
(2) Determination of arm's length price. 
(i) In general. 
(ii) Appropriate gross services profit. 
(iii) Comparable transactional costs. 
(iv) Arm's length range. 
(3) Comparability and reliability con-

siderations. 
(i) In general. 
(ii) Comparability. 
(A) Functional comparability. 
(B) Other comparability factors. 
(C) Adjustments for differences be

tween the controlled and uncontrolled 
transactions. 

(iii) Data and assumptions. 
(A) In general. 
(B) Consistency in accounting. 
(4) Examples. 
(f) Comparable profits method. 
(l) In general. 
(2) Determination of arm's length re-

sult. 
(i) Tested party. 
(ii) Profit level indicators. 
(iii) Comparability and reliability con

siderations-Data and assumptions-Consis
tency in accounting. 

(3) Examples. 
(g) Profit split method. 
(l) In general. 
(2) Examples. 
(h) Unspecified methods. 
(i) Contingent-payment contractual 

terms for services. 
( 1) Contingent -payment contractual 

terms recognized in general. 
(2) Contingent-payment arrangement. 
(i) General Requirements. 
(A) Written contract. 
(B) Specified contingency. 
(C) Basis for payment. 

(ii) Economic Substance and Conduct. 
(3) Commissioner's authority to impute 

contingent-payment terms. 
(4) Evaluation of arm's length charge. 
(5) Examples. 
U) Total services costs. 
(k) Allocation of costs. 
(I) In general. 
(2) Appropriate method of allocation 

and apportionment. 
(i) Reasonable method standard. 
(ii) Use of general practices. 
(3) Examples. 
(I) Controlled services transaction. 
(I) In general. 
(2) Activity. 
(3) Benefit. 
(i) In general. 
(ii) Indirect or remote benefit. 
(iii) Duplicative activities. 
(iv) Shareholder activities. 
(v) Passive association. 
(4) Disaggregation of Transactions. 
(5) Examples. 
(m) Coordination with transfer pricing 

rules for other transactions. 
(1) Services transactions that include 

other types of transactions. 
(2) Services transactions that effect a 

transfer of intangible property. 
(3) Services subject to a qualified cost 

sharing arrangement. 
(4) Other types of transactions that in-

clude controlled services transactions. 
(5) Examples. 
(n) Effective date. 
(I) In general. 
(2) Election to apply regulations to ear

lier taxable years. 
(3) Expiration date. 
Par. 4. Section 1.482-1 is amended as 

follows: 
1. Paragraphs (a)(1), (b)(2)(i), 

(d)(3)(ii)(C) Example 3, (d)(3)(v), 
(f)(2)(ii)(A), (f)(2)(iii)(B), (g)( 4 lei), 
(g)(4)(iii) and paragraph (i) are revised. 

2. Paragraph (d)(3)(ii)(C) Examples 4 
through 6 are added. 

3. Paragraph U)(6) is added. 
The addition and revisions read as fol

lows: 

§1.482-1 Allocation of income and 
deductions among taxpayers. 

(a)(1) [Reserved]. For further guid
ance, see §1.482-1T(a)(l). 

* * * * * 

(b) * * * (I) * * * 
(b)(2)(i) [Reserved]. For further guid

ance, see §1.482-IT(b)(2)(i) 

* * * * * 
(d) * * * 
(3) * * * 
(ii) * * * 
(C) * * * 
Example 3. [Reserved]. For further 

guidance, see § 1.482-IT(d)(3 )(ii)(C), Ex
ample 3. 

Examples 4 through 6. [Reserved]. 
For further guidance, see 1.482-1 T 
(d)(3)(ii)(C) Examples 4 through 6. 

* * * * * 
(v) [Reserved]. For further guidance, 

see §1.482-IT(d)(3)(v). 

* * * * * 
(f) * * * 
(2) * * * 
(ii)(A) [Reserved]. For further guid

ance, see § 1.482-1 T(f)(2)(ii)(A). 

* * * * * 
(iii) * * * 
(8) [Reserved]. For further guidance, 

see §1.482-IT(f)(3)(iii)(8). 

* * * * * 
(g) * * * 
(4) * * * (i) * * * [Reserved]. Forfurther 

guidance, see § 1.482-1 T(g)(4 lei). 

(iii) * * * 
Example 1. [Reserved]. For further 

guidance, see § 1.482-1 T(g)( 4)(iii), Exam
ple 1. 

* * * * * 
(i) Introductory text. [Reserved]. For 

further guidance, see the introductory text 
in § 1.482-IT(i). 

* * * * * 
U) * * * 
(6) [Reserved]. For further guidance, 

see § 1.482-ITU)(6). 
Par. 5. Section 1.482-lT is added to 

read as follows: 

§1.482-IT Allocation of income and 
deductions among taxpayers (temporary). 

(a) 1n general-( 1) Purpose and scope. 
The purpose of section 482 is to ensure that 
taxpayers clearly reflect income attribut
able to controlled transactions and to pre
vent the avoidance of taxes with respect 
to such transactions. Section 482 places a 
controlled taxpayer on a tax parity with an 
uncontrolled taxpayer by determining the 
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true taxable income of the controlled tax
payer. This section sets forth general prin
ciples and guidelines to be followed un
der section 482. Section I '-+82-2 provides 
rules for the determination or the true tax
able income of control led taxpayer~ in spe
cific situations, including controlled trans
actions involving loans or ad\ances or the 
use of tangible property. Sections 1.-+82-3 
through 1.-+82-6 pnwide rules for the de
termination of the true taxable income of 
controlled taxpayers in cases involving the 
transfer of property. Section I .-+82-7T sets 
forth the cost sharing provisions applicable 
to taxable years beginning on or after Oc
tober 6, 199'+, and before January I, 1996. 
Section 1.482-7 sets forth the cost sharing 
provisions applicable to taxable years be
ginning on or after January I, 1996. Sec
tion 1.482-8 provide~ examples illustrat
ing the application of the best method rule. 
Finally, * 1.482-9T provides rules for the 
determination of the true taxable income of 
controlled taxpayers in cases involving the 
performance of services. 

(a)(2) through (b)( I) [Reserved]. For 
further guidance, see * 1.482-1 (a)(2) 
through (b)( I ). 

(b)(2) Arm's length methods-(i) 
Methods. Sections 1.482-2 through 
1.482-6 and * 1.482-9T provide specific 
methods to be used to evaluate whether 
transactions hetween or among members 
of the controlled group satisfy the arm's 
length standard and, if they do not, to de
termine the arm's length result. Section 
1.482-7 provides the specific method to 
be used to evaluate whether a qualified 
cost sharing arrangement produces results 
consistent with an arm's length result. 

(b)(2)(ii) through (li)(3)(ii)(C), EX([I11-

pIes 1, and 2 [Reserved]. For further 
guidance, see *1.482-I(b)(2)(ii) through 
(d)O)(ii)(C), EX(llIlpll'S 1 and 2. 

LIIIIIIl'le 3. lOlllmcTlIOllenll.\ imf'lIil'djiwl1 eco

lIomic slIb.lllIllce. Ii) FP. a foreign producer of wriq
\\atche,. i, the regi,tered holder of the YY trJdemark 
in the linited StJtes and III other CDuntncs world
wilko In year I. FP enter, the Uniteu States mar
~et h) sdllllg YY wmtwalChes to ih newly orga
ni/ed l'nited State, sllt"idiJry. USSuh. fur dlstnhu
tlOn in the United State, market. l:SSuh pay' FP a 
tJ\ed pnc'e per \\ nst\1 atch. l'SSub and FP undertake. 
\\ ith,,"t separate L'llmpensation. marketing activities 
tn e,rablish the YY tr,ldemark in the United States 
market. L'nrelated foreign producers of trademarked 
\\ ri,t\\ ale'hes and their Juth"riled United StJtes dis
tnhlltors respecti\el) undertake "milar marketing aL'
tl\ ItIC' in independent arrangements Il1\oll'ing dis
trihurinn III trcldemclrlced \\ ri,twatches 10 the l'nlted 
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States market. In years I through 6, USSub markets 
and sells YY wristl\atches in the United States. Fur
ther. In ,,('ars I through 6, USSub undertakes incre
mental marketing acti\ ities in audition to the activi
tie, similar tll thm,e llhsen'ed in the independent dis
tnhutlllll transactions in the United States market. FP 
does nlll directly or indirectly compensate USSub for 
performing these incremental activities during years 
I through 6. Assume that, aside from these incremen
tal activities, and after any Jdjustments arc made to 
improw the reliahllity of the comparison, the price 
p~lId per wrIStwatch hy the independent. authorized 
diqrit'lutors of wri,twatche, would provide the mo,t 
reliahle measure of the arm's length price paid per 

YY wristwatch hy USSub. 
Iii) By year 7, the wri,t\\atches with the YY trade

mark generate a premium return in the United States 
market. as cOlnpared tn wristwatches marketed by the 
independent distrihutors. In year 7, substantially all 
the premium return from the YY trademark in the 
United States market is attributed to FP, for exam
ple through an increase in the price paid pef watch 
hy USSuh, or by some other means. 

(iii) In determining whether an allocation of in
come is appropriate ill year 7, the Commissioner may 
consider the economic substance of the arrangements 
between USSub and FP, and the parties' course of 
conduct throughout their relationship. Based on 
this analysis. the Commissioner determines that it 
is unlikely that. ex (lIlle, an uncontrolled taxpayer 
operating at arm's length would engage in the incre
mental marketing activities to develop or enhance 
an intangible owned by another party unless it re
ceived contemporaneous compensation or otherwise 
had a reasonable anticipatIOn of receiving a future 
benefit from those activities. In this case, USSuh's 
undertaking the incremental marketing activities 
111 years I through 6 is a course of conduct that is 
inconsistent with the parties' attribution to FP in year 
7 of suhstantially all the premium return from the 
enhanced YY trauemark in the United States market. 
Therefore, the Commissioner may impute one or 
more agreements between USSub and FP. consis
tent with the economic substance of their course of 
conduct, which would afford USSub an appropriate 
portion of the premium return from the YY trademark 
wristwatches. For example, the Commissioner may 
impute a separate services agreement that affords 
USSuh contingent-payment compensation for its 
incremental marketing activities in years I through 
6. which benefited FP hy contrihuting to the value 
of the trademark owned hy FP. In the alternative, 
the Commissioner may impute a long-term, exclu
,ive agreement to exploit the YY trademark in the 
United States thJt allows USSuh to benefit from the 
incremental marketing activities it performed. As 
anothtT Jlternative. the Commissioner may require 
FP to compensate USSuh for terminating USSub's 
imputed long-tenn. exclusive agreement to explOIt 
the YY trademark in the United States, an agreement 
that \JSSlih made more valuable at its own expense 
and ri'k. The taxpayer may present additional facts 
that could indicate which of these or other alternative 
agreements hest rellects the economic substance 
of the underlying transactions. consistent with the 
parties' course of conduct in the particular case. 

Exallll'le 4. COlllraClllallerms impUledfrom eco

"omic mbsl<ll1ce. I i) FP, a foreign producer of athletic 
gear. is the registered holder of the AA trademark 

in the l'nited States and in other countries world-
1\ ide. In, edr L FP l'nter, mto a licensing agree
ment that ~ffonls its ne\1 I) organiled Ullited States 
suhsidian. l'SSuh, c\dusi\ e rights to certain man
ufacturin~ and m,lrkcting intangihles (induding the 
AA tradt~mark) for purpo,t's of manufal'tunng and 
marketing ,llhletlc ~ear in the United States under the 
AA trademark. The contractual terms of this agree
ment obligate USSub to pay FP a royalty based on 
sales, and also ohligate both fP and USSub to under
take" ithout 'l'parate compensation specitied types 
and levels of marketing activities. Unrelated foreign 
businesses license independent United States busi
nesses to manufacture and market athletic gear in the 
United States. using trademarks owned by the unre
lated foreign businesses. The contractual terms nf 
these uncontrolled transactions require the licensees 
to pay royalties based on sales of the merchandise, 
anu obligate the licensors and licensees to undertake 
without separate compensation specified types and 
levels of marketing activities. In years I through 6. 
USSub manufactures and sells athletic gear under the 
AA trademark in the United States. Assume that, af
ter adjustments are made to improve the reliability of 
the comparison for any material ditferences relating 
to marketing activities, manufacturing or marketing 
intangibles, and other comparability factors, the roy
alties paid by independent licensees would provide 
the most reliable measure of the arm's length royalty 
owed by USSub to FP, apart from the additional facts 
in paragraph (ii) of this example. 

(ii) In years I through 6, USSub performs incre
mental marketing activities with respect to the AA 
trademark athletic gear, in addition to the activities re
quired under the terms of the license agreement with 
FP, that are also incremental as compared to those ob
served in the comparables. FP does not directly or 
indirectly compensate USSub for performing these 
incremental activities during years I through 6. By 
year 7, AA trademark athletic gear generates a pre
mium return in the United States, as compared to sim
ilar athletic gear marketed by independent licensees. 
In year 7, USSub and FP enter into a separate ser
vices agreement under which FP agrees to compen
sate USSub on a cost basis for the incremental mar
keting activities that USSub performed during years I 
through 6, and to compensate USSub on a cost basis 
for any incremental marketing activities it may per
form in year 7 and subsequent years. In addition, the 
parties revise the license agreement executed in year 
I, and increase the royalty to a level that attributes to 
FP substantially all the premium return from sales of 
the AA trademark athletic gear in the United States. 

(iii) In determlIling whether an allocation of in
come is appropriate in year 7, the Commissioner may 
consider the economic <;ubstance of the arrangements 
between USSub and FP anu the parties' course of 
conduct throughout their relationship. Based on this 
analysis, the Commissioner determines that it is un
likely that, ex anle, an uncontrolled taxpayer operat
ing at arm's length would engage in the incremental 
marketing activities to develop or enhance an intan
gible owned by another party unless it received con
temporaneow, compensation or otherwise had a rea
sonable anticipation of a future benefit. In this case, 
USSub's undertaking the incremental marketing ac
tivities in years I through 6 is a COurse of conduct that 
is inconsistent with the parties' adoption in year 7 of 
contractual terms by which FP compensates USSub 



on a cost basis for the incremental marketing acti vi
ties that it performed. Therefore. the Commissioner 
may impute one or more agreements between USSub 
and FP, consistent with the economic substance of 
their course of conduct, which would afford USSub 
an appropriate portion of the premium return from the 
AA trademark athletic gear. For example. the Com
missioner may impute a separate services agreement 
that affords USSub contingent-payment compensa
tion for the incremental activities it per.formed during 
years I through 6, which benefited FP by contributing 
to the value of the trademark owned by FP In the al
ternative, the Commissioner may impute a long-term. 
exclusive United States license agreement that allows 
USSub to benefit from the incremental activities. As 

another alternative, the Commissioner may require 
FP to compensate USSub for terminating USSub's 
imputed long-term United State5license agreement. a 
license that USSub made more valuable at its own ex
pense and risk. The taxpayer may present additional 
facts that could indicate which of these or other al
ternative agreements best reflects the economic ,ub
stance of the underlying transactions, consistent with 
the parties' course of conduct in this particular case. 

£Xample 5. Non-arm's lenglh compensation. / i) 
The facts are the same as in paragraph (i) of Ex
ample 4. As in Example 4, a,sume that, after ad
Justments are made to improve the reliability of the 
comparison for any material differences relating to 
marketing activities, manufacturing or marketing in
tangibles, and other comparability factors, the roy
alties paid by independent licensees would provide 
the most reliable measure of the arm's length royalty 
owed by USSub to FP, apart from the additional facts 
described in paragraph Oi) of this example. 

(ii) In years I through 4, USSub perform, certain 
incremental marketing activities with respect to the 
AA trademark athletic gear, in addition to the ac
ti vi ties required under the terms of the baSIC license 
agreement, that are also incremental as compared 
with those activities observed in the com parables. At 
the start of year I, FP enters into a separate services 
agreement with USSub, which states that FP will 
compensate USSub quarterly, in an amount equal to 
specified costs plus Xo/c, for these incremental mar
keting functions. Further, these written agreements 
reflect the intent of the parties that USSub receive 
such compensation from FP throughout the term 
of the agreement, without regard to the success or 
failure of the promotional acti vities. During years I 
though 4, USSub per.forms marketing activities pur
suant to the separate services agreement and in each 
year USSub receives the specified compensation 
from FP on a cost of services plus basis. 

(iii) In evaluating year 4, the Commissioner per
fonns an analysis of independent parties that perform 
promotional activities comparable to those performed 
by USSub and that receive separately-stated compen
sation on a current basis without contingency. The 
Commissioner determines that the magnitude of the 
specified cost plus X% is outside the arm's length 
range in each of years I through 4. Based on an eval
uation of all the facts and circumstances, the Com
missioner makes an allocation to require payment of 
compensation to USSub for the promotional activ
ities performed in year 4, based on the median of 
the interquartile range of the arm's length markups 
charged by the uncontrolled comparables described 
in §L482-I(e)(3). 

(iv) Given that based on facts and circumqances. 
the terms agreed by the controlled parties were that 
FP would bear all risk> assocIated with the promo
tional activities perfurmed by USSub to promote the 
AA trademark product in the United States market, 
and given that the parties' conduct during the years 
examined was comistent with Ihis allocation of 
risk, the fact that the cost of ,ervices plus markup 
on USSub's services wa, outside the arm\ length 
range does not, without more, support Imputaliun 
of additional contractual terms based on alternative 
views of the economic substance of the transaction. 
,uch as terms indicating that USSub. rather than FP, 
bore the risk associated with these activities. In other 
facts and circumstances, had the compensation paid 
to USSub been significantly outside the arm' s length 
range, that might lead the Commissioner to exam
ine further whether. despite the contractual tenns 
that require cost-plus reimbursement of CSSub. 
the economic substance of the transaction was not 
consistent with FP's bearing the risk associated with 
promotional activities in the United States market. 

Example Ii Contractlwl terms impuledji'Ofn eco
nomic subs/ance. (i) Company X is a member of 
a controlled group that has been in operation in the 
pharmaceutical sector for many years. In years I 

through 4, Company X undertakes research and de
velopment activities. As a result of those activities. 
Company X developed a compound that may be more 
effective than existing medications in the treatment of 
certain conditions. 

(il) Company Y is acquired in year 4 by the con
trolled group that includes Company X. Once Com
pany Y is acquired, Company X makes available to 

Company Y a large amount of technical data concern
ing the new compound, which Company Y uses to 
register patent rights with respect to the compound 
in several jurisdictions. making Company Y the legal 
owner of such patents. Company Y then enters into 
licensing agreements with group members that afford 
Company Y IOOO/C of the premium return attributable 
to use of the intangible by its subsidiaries. 

(iii) In determining whether an allocation is ap
propriate in year 4, the Commissioner may consider 
the economic substance of the arrangements between 
Company X and Company Y, and the parties' course 
of conduct throughout their relationship. Based on 
this analysis, the Commissioner delermines that It is 
unlikely that an uncontrolled taxpayer operating at 
arm's length would make available the results of Ih 
research and development or per.form serviccs that re
sulted in transfer of valuable know how to another 
party unless it received contemporaneou<; compen
sation or otherwise had a reasonable anticipation of 
receiving a future benefit from those activities. In 
this case, Company X's undertaking the research and 
development activities and then providing technical 
data and know-how to Company Y in year 4 is incon
sistent with the registration and subsequent exploita
tion of the patent by Company Y Therefore. the Com
missioner may impute one or more agreements be
twecn Company X and Company Y consistent with 
the economic substance of their course of conduct. 
which would afford Company X an appropriate por
tion of the premIUm return from the patent rights. For 
example, the Commi,sioner may impute a separatc 
services agreement that affords Company X contin
gent-payment compensation for its services in year 4 
for the benefit of Company Y consisting of making 

available to Company Y technical data. knov, -how. 
and other frulh of re,earch and development con
ducted in previous years. These sen Ices benefited 
Company Y by giving rise to ,md contributing to the 
value of the patent righh that", ere ultimately regis
tered by Company Y In the alternative. the Commis
sioner may Impute a transfer of patentable intangible 
rights from Company X to Company Y immediately 
preceding the regtstration of patent rights by Com
pany Y The taxpayer may present additional facts 
that could indicate which of these or other alternativ'e 
agreements best relleel, the economic substance of 
the underlying transactions, consistent with the par
ties' course of conduct in the particular case. 

(d)(3)(iii) and (iv) rReserved]. For fur
ther guidance, see § 1.482-I(d)(3)(iii) and 
(d)(3 )(iv). 

(d)(3)(v) Property or sen'ices. Evalu
ating the degree of comparability between 
controlled and uncontrolled transactions 
requires a comparison of the property or 
services transferred in the transactions. 
This comparison may include any intangi
bles that are embedded in tangible property 
or services being transferred, The com
parability of the embedded intangibles 
will be analyzed using the factors listed in 
§ 1.482-4(c)(2)(iii)(B)(i) (comparable in
tangible property J. The relevance of prod
uct comparability in evaluating the relative 
reliability of the results will depend on the 
method applied. For guidance concerning 
the specific comparability considerations 
applicable to transfers of tangible and 
intangible property and performance of 
services, see §§ 1.482-3 through 1.482-6 
and § 1.482-9T; see also § 1.482-3(f), 
§ 1 A82-4T(f)(4), and § 1.482-9T(m), deal
ing with the coordination of the intangible 
and tangible property and performance of 
services rules. 

(d)(4) through (f)(2)(i) [Reserved]. 
For further guidance, see § 1.482-1 (d)( 4) 
through (f)(2)(iJ. 

(f)(2)(ii) Allocation based on tax

payer's actual transactions-rAJ In gen
eral. The Commissioner will evaluate 
the results of a transaction as actually 
structured by the taxpayer unless its struc
ture lacks economic substance. However, 
the Commissioner may consider the al
ternatives available to the taxpayer in 
detennining whether the terms of the con
trolled transaction would be acceptable 
to an uncontrolled taxpayer faced with 
the same alternatives and operating un
der comparable circumstances. In such 
cases the Commissioner may adjust the 
consideration charged in the controlled 
transaction based on the cost or profit 
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of an alternative as adjusted to account 
for material differences between the al
ternative and the controlled transaction. 
but will not restructure the transaction 
as if the alternative had been adopted by 
the taxpayer. See *U82-I(d)(3) (factors 
for determining comparability; contractual 
terms and risk); ~~ 1.482-3(e). 1.482--4(d). 
and 1.482-9T(h) (unspecified methods). 

(f)(2)(ii)(B) through (f)(2)(iii)(A) 
[Re~eryed [. For further guidance. 
see * 1.482-1(f)(2)(ii)(B) through 
(f)(2)(iii)(A). 

(f)(2)(iii)(B) Circuli/stances warrant
ing consideration of lIlultiple year data. 

The extent to which it is appropriate to 
consider multiple year data depends on 
the method being applied and the issue 
being addressed. Circumstances that may 
warrant consideration of data from mul
tiple years include the extent to which 
complete and accurate data are available 
for the taxable year under review. the ef
fect of business cycles in the controlled 
taxpayer's industry, or the effects of life 
cycles of the product or intangible be
ing examined. Data from one or more 
years before or after the taxable year un
der review must ordinarily be considered 
for purposes of applying the provisions 
of paragraph (d)(3)(iii) of this section 
(risk)' paragraph (d)(4)(i) of this section 
(market share strategy), § 1.482--4(f)(2) 
(periodic adjustments), § 1.482-5 (com
parable profits method), § 1.482-9T(f) 
(comparable profits method for services), 
and § 1.482-9T(i) (contingent-payment 
contractual terms for services). On the 
other hand. multiple year data ordinarily 
will not be considered for purposes of ap
plying the comparable uncontrolled price 
method of § 1.482-3(b) or the compara
ble uncontrolled services price method of 
§ 1.482-9T( c) (except to the extent that 
risk or market share strategy issues are 
present). 

(f)(2)(iii)(C) through (g)(3) [Re-
served J. For further guidance. see 
§ 1.482-1 (f)(2)(iii)(C) through (g)(3). 

(g)(4) Setoffs-Ii) III general. If an 
allocation is made under section 482 with 
respect to a transaction between con
trolled taxpayers, the Commissioner will 
take into account the effect of any other 
non-arm's length transaction between the 
same controlled taxpayers in the same 
taxable year which will result in a setoff 
against the original section 482 allocation. 
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Such setoff, however. will be taken into 
account only if the requirements of para
graph (g)( 4 )(ii) of this section are satisfied. 
If the effect of the setoff is to change the 
characterization or source of the income 
or deductions, or otherwise distort taxable 
income. in such a manner as to affect the 
U.S. tax liability of any member, adjust
ments will be made to reflect the correct 
amount of each category of income or 
deductions. For purposes of this setoff 
provision, the term arm's length refers to 
the amount defined in paragraph (b) of this 
section (Arm's length standard), without 
regard to the rules in § 1.482-2(a) that treat 
certain interest rates as arm's length rates 
of interest. 

(g)(4)(ii) [Reserved]. For further guid
ance. see § 1.482-1 (g)( 4 )(ii). 

(g)( 4 )(iii) Examples. The following ex
amples illustrate this paragraph (g)( 4): 

Example 1. P. a U.S. corporation. renders con

struction services to S. its foreign subsidIary in Coun

try Y. in connection with the construction of S' s fac

tory. An arm's length charge for such services de

termined under § 1.482-9T would be $100,000. Dur

ing the same taxable year P makes available to S the 

use of a machine to be used in the construction of 

the factory. and the arm's length rental value of the 

machine is $25,000. P bills S $125.000 for the ser

vices. but does not charge S for the use of the ma

chine. No allocation will be made with respect to the 

undercharge for the machine if P notifies the district 

director of the basis of the claimed setoff withIn 30 

days after the date of the letter from the district direc

tor transmitting the examinatinn report notifying P of 

the proposed adjustment. establishes that the excess 

amount charged for services was equal to an arm' s 

length charge for the use of the machine and that the 

taxable income and income lax liabilities of P are not 

distorted. and documents the correlative allocations 

resultIng from the proposed setoff. 

(g)(4)(iii) Example 2 through (h) 
[Reserved]. For further guidance, see 
§ 1.482-I(g)(4)(iii) Example 2 through 
(h). 

(i) Definitions. The definitions set 
forth in paragraphs (i)(I) through (i)( 10) 
of this section apply to this section and 
§ § 1.482-2T through 1.482-9T. 

(i)(I) through (i)(I0) [Reserved]. For 
further guidance, see § 1.482-1 (i)(l) 
through (i)(lO). 

U)(I) through U)(5) [Reserved]. For 
further guidance. see § 1.482-1 W( I) 
through Ul(5). 

(j)(6)(i) The provisions of paragraphs 
(a)(I). (b)(2)(i), (d)(3)(ii)(C) Example 

J, Example 4, Example 5. and Example 
6, (d)(3)(v), (f)(2)(ii)(A), (f)(2)(iii)(B), 
(g)(4)(i), (g)(4)(iii), and (i) of this section 

are generally applicable for taxable years 
beGinninG after December 31. 2006. 

(ii) A
C 

person may elect to apply the 
provisions of paragraphs (a)( I), (b)(2)(i), 
(d)(3)(ii)(C) EWlllple 3. Example 4, 
Example 5. ami EWlllple 6. (d)(3)(v). 
(f)(2)(ii)(A). (t)(2)(iii)(B), (g)(4)(i). 
(g)(4)(iii). and (i) of this section to earlier 
taxable years in accordance with the rules 
set forth in § 1.482-9T(n)(2). 

(iii) The applicability of § 1.482-1 T ex
pires on or before July 31, 2009. 

Par. 6. Section 1.482-2 is amended as 
follows: 

1. Paragraph (b) is revised. 
2. Paragraph (e) is added. 
The addition and revision read as fol

lows: 

§1.482-2 Determination of taxable 

income in specific situations. 

* * * * * 
(b) Rendering of services. [Reserved]. 

For further guidance, see § 1.482-2T(b). 

* * * * * 
(e) Effective date. [Reserved]. For fur

ther guidance, see § 1.482-2T(e). 
Par. 7. Section 1.482-2T is added to 

read as follows: 

§1.482-2T Determination of taxable 

income in specific situations (temporary). 

(a) [Reserved]. For further guidance, 
see § 1.482-2(a). 

(b) Rendering of services. For rules 
governing allocations under section 482 
to reflect an arm's length charge for con
trolled transactions involving the render
ing of services, see § 1.482-9T. 

(c) [Reserved]. For further guidance, 
see §1.482-2(c). 

(d) [Reserved]. For further guidance, 
see § 1.482-2(d). 

(e) Effective date-(l) In general. The 
provision of paragraph (b) of this section 
is generally applicable for taxable years 
beginning after December 31, 2006. 

(2) Election to apply regulation to ear
lier taxable years. A person may elect 
to apply the provisions of paragraph (b) 
of this section to earlier taxable years 
in accordance with the rules set forth in 
§ 1.482-9T(n)(2). 

(3) Expiration date. The applicability 
of § 1.482-2T expires on or before July 31, 
2009. 



Par. 8. Section 1.482--4 is amended as 
follows: 

I. Paragraph (0(3) is revised. 
2. Paragraphs (0(4) and (O(S) are re

designated as paragraphs (f)(S) and (f)(6), 
respectively. 

3. New paragraphs (f)(4) and (f)(7) are 
added. 

The revision and additions read as fol
lows: 

§1.482-4 Methuds to determine taxable 
income in connection with a transfer of 
intangible property. 

* * * * * 
(f) * * * 
(3) [Reserved]. For further guidance, 

see § 1.482--4T(0(3). 
(4) [Reserved]. For further guidance, 

see § 1.482--4T(f)(4). 

* * * * * 
(7) [Reserved]. For further guidance, 

see § 1.482--4T(0(7). 
Par. 9. Section 1.482--4T is added to 

read as follows: 

§J.482-4T Methods to determine taxable 
income in connection with a transfer of 
intangible property (temporary). 

(a) through (f)(2) [Reserved]. For fur
ther guidance, see § 1.482--4(a) through 
(f)(2). 

(f)(3) Ownership of intangible prop
erty-(i) Identification of owner-CAl In 
general. The legal owner of an intangible 
pursuant to the intellectual property law of 
the relevant jurisdiction, or the holder of 
rights constituting an intangible pursuant 
to contractual terms (such as the terms of 
a license) or other legal provision, will be 
considered the sole owner of the respec
tive intangible for purposes of this section 
unless such ownership is inconsistent with 
the economic substance of the underlying 
transactions. See § 1.482-l (d)(3 )(ii)(B) 
(identifying contractual terms). If no 
owner of the respective intangible is iden
tified under the intellectual property law 
of the relevant jurisdiction, or pursuant 
to contractual terms (including terms im
puted pursuant to §1.482-1(d)(3)(ii)(B» 
or other legal provision, then the con
trolled taxpayer who has control of the 
intangible, based on all the facts and cir
cumstances, will be considered the sole 

owner of the intangible for purposes of 
this section. 

(B) Cost sharing arrangements. 
The rule in paragraph (f)(3)(i)(A) of 
this section will apply to interests 
in covered intangibles, as defined in 
§1.482-7(b)(4)(iv), only as provided in 
§ 1.482-7 (sharing of costs). 

(ii) Examples. The principles of this 
paragraph (f)(3) are illustrated by the fol
lowing examples: 

Example j. FP. a foreign corporation, is the regis
tered holder of the AA trademark in the United States. 
FP licenses to its U.S. suhsidiary, USSuh, the exclu
sive rights to manufacture and market products in the 
United States under the AA trademark. fP is the 
owner of the trademark pursuant to intellectual prop
erty law. USSub is the owner of the license pursuant 
tn the terms of the license, but is not the owner of the 
trademark. See paragraphs (b)(3) and (4) of this sec
lion (defining an intangible as. among other things. a 
trademark or a license). 

Example 2. The facts are the same as in Exam

ple 1. As a result of its sales and marketing actiVI
ties, USSub develops a list of several hundred credit
worthy custumers that regularly purchase AA trade
marked products. Keither the tenns of the contract 
between FP and USSub nor the relevant intellectual 
property law speCify which party owns the customer 
list. Because USSub has knowledge of the contents 

ble that B uwns By turnishing tangible property. A 
makes a contribution to the development of an intan
gible owned by another controlled taxpayer. B. Pur
sLiant to paragraph (fJI4)(i J of thi, sectlon. the arm'" 
length charge for A's furnishing of tangible property 
will be determined under the rules for use of tangible 
property in § 1.482-2i c J. 

E.wlIlple 2. (i) raets. FP. a foreign producer 
of wristwatches. is the registered holder of the YY 
trademark In the United States and in other countries 
worldwide. FP enters into an exclusive. five-year, 
renewable agreement with its newly organized U.S. 
subsidiary. USSub. The contractual terms of the 
agreement grant USSub the exclusive right to re-sell 
trademark YY wristwatches in the United States, 
obligate USSub to pay a fixed price per wristwatch 
throughout the entire term of the contract. and ob
ligate both FP and USSub to undertake without 
separate compensation specified types and levels of 
marketing activities. 

(Ii) The consideration for FP's and USSub's maf
keting acti vities, as well as the conSideration for the 
exclusive right to re-sell YY trademarked merchan
dise in the United States, are embedded in the trans
fer price paid for the wristwatches. Accordingly. pur
suant to paragraph (f)(4)(i) of this section. ordinarily 
no separate allocation would be appropriate with re
spect to these embedded contributions. 

(iii) Whether an allocation is warranted with re
spect to the transfer price for the wristwatches is de
termined under § 1.482-1. 1.482-3, and this section 
through § 1.482-6. The comparability analysis would 

of the list. and has practical control over its use and include consideration of all relevant factors, includ-
dissemination. USSub is considered the sale owner of 
the customer list for purposes of this paragraph (1')(3). 

(4) Contribution to the value of an in
tangible owned by another-(i) In general_ 
The arm's length consideration for a con
tribution by one controlled taxpayer that 
develops or enhances the value, or may be 
reasonably anticipated to develop or en
hance the value, of an intangible owned 
by another controlled taxpayer will be de
termined in accordance with the applica
ble rules under section 482. If the consid
eration for such a contribution is embed
ded within the contractual terms for a con
trolled transaction that involves such in
tangible, then ordinarily no separate allo
cation will be made with respect to such 
contribution. In such cases, pursuant to 
§ 1.482-1 (d)(3), the contribution must be 
accounted for in evaluating the compara
bility of the controlled transaction to un
controlled comparables, and accordingly 
in determining the arm's length consider
ation in the controlled transaction. 

(ii) Examples. The principles of this 
paragraph (0(4) are illustrated hy the fol
lowing examples: 

Example I. A. a member of a controlled group. 
allows B. another member of the controlled group. to 
use tangible property. such as laboratory equipment. 
in connection with B's development of an intangi-

ing the nature of the intangible embedded in the wrist
watches and the nature of the marketing activities re
quired under the agreement. This anal ysis would also 
take into account that the compensation for the activ
ities performed by USSub and FP. as well as the con
sideration for USSub's use of the YY trademark. is 
embedded in the transfer price for the wristwatches. 
rather than provided for in separate agreements. See 
§1.482-3(f) and 1.482-9T(m)(4) 

Example 3. (i) Facts. FP, a foreign producer of 
athletic gear, is the registered holder of the AA trade
mark in the Umted States and in other countries. In 
year I, FP licenses to a newly organized U.S. sub
sidiary. US Sub. the exclusive rights to use certain 
manufacturing and marketing intangibles to manu
facture and market athletic gear in the United States 
under the AA trademark. The license agreement obli
gates USSub to pay a royalty based on sales of trade
marked merchandise. The license agreement also ob
ligates FP and USSub to perform without separate 
compensation specified types and levels of marketing 
activities. In year I. USSub manufactures and sells 
athletic gear under the AA trademark in the United 
States. 

(ii) The consideration for FP's and USSub's re
spective marketing activities is embedded in the con
tractual terms of the licen'e for the AA trademark. 
Accordingly, pursuant to paragraph (f)(4)(i) of this 
section, ordinarily no separate allocation would be 
appropriate with respect to the embedded contribu
tIons in year I. See ~1.482-9T(m)(4). 

(iii) Whether an allocation is warranted with 

respect to the royalty under the license agreement 
would be analy Lcd under ~ 1.482-1 and this scelioll 
through ~ 1.482-6. The comparability analysis would 
include consideration of all relevant factors, such as 
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the tenn and geographical exclusi\ity of the license. 

the nature of the intangibles ,>ubJect to the license. 
and the nature of the marketing activities required 
to be undertaken pur,uant to the license. Pur,uant 
to paragraph (f)1..\ Iii I of this section. the analysis 
would also take into aCCllunt the fact that the com
pen,ation for the marketing services is embedded in 
the royalt} paid for me of the AA trademark. rather 
than pro\ided for In a "eparate sen ices agreement. 
For illustrations of application of the best method 
rule. see * I . ..\~Q-XT fwmp/~ 10. Exalllple 1 I. and 
Lxolllple I!. 

Exolll!,l£' -I. III Fach. The year I facts are the 
"arne as In fwm!,I" 3. with the following exceptions. 
In year 2. USSub undertakes certain incremental mar
keting activities. in addition to tho,e required by the 
contractual terms of the license for the AA trademark 
executed in year I. The parties do not execute a sepa
rate agreement With respect to these incremental mar
kding acti\ities performed by US Sub. The license 
agreement executed in year I is of sufficient dura
tion that it is reasonable to anticipate that USSub will 
obtain the benefit of lis incremental activities, in the 
rorm of increased sales or revenues of trademarked 
products in the U.S. market. 

(il) To the extent that it was reasonable to antic
ipate that CSSub's incremental marketing activities 
would increase the value only of USSub's intangible 
(that is. USSub's license to use the AA trademark for 
a specified term). and not the value of the AA trade
mark owned by FP. USSub' s incremental activities do 
not comtitute a contribution for which an allocation 
is warranted under paragraph 1f)14){i) of this section. 

Example 5. (i) Facts. The year I facts are the 
same as in Example J. In year 2, FP and USSub en
ter into a separate services agreement that obligates 
USSub to perform certain incremental marketing ac
tivities to promote AA trademark athletic gear in the 
United States. above and beyond the activities spec
ified in the license agreement executed in year I. In 
year 2. USSub begins to perfonn these incremental 
activities. pursuant to the separate services agreement 
with FP. 

(ii) Whether an allocation is warranted with re
spect to USSub's incremental marketing activities 
covered by the separate services agreement would be 
evaluated under ~~ 1.4R2-1 and 1.482-9T. including 
a comparison of the compensation provided for the 
sen'ices with the results obtained under a method 
pursuant to * 1.482-9T. selected and applied in ac
cordance with the best method rule of §1.482-I(c). 

I iii) Whether an allocation is warranted wIth re
spect to the royalty under the license agreement is 
determined under § 1.482-1 and this section through 
* 1.4H2-6. The comparability analysis would include 
cnnsideration or all relevant factors. such as the term 
and geographical exclusi\ ity Df the license. the nature 
of the intangibles subject to the license. and the nature 
of the marketing activities required to be undertaken 
pursuant to the license. The comparability analysis 
would take into account that the compensation for the 
innemental activities by USSub is provided for in the 
,eparate services agreement. rather than embedded In 

the royalt) paid for use of the AA trademark. For il
lustratIOns of application of the best method rule. see 
~ 1.4R2-ST E.ll1mple 10. EXlIlIlple j I. and Example 
12. 

Example 6. (i) Facts. The year I facts are the 
same as in Example 3. In year 2. FP and CSSub enter 
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into a separate services agreement that obligates FP to 
perfonn incremental marketing activities. not speci
fied in the year I license. by adverllsing AA trade
marked athletic gear in selected international sport
ing events. such as the Olympics and the soccer World 
Cup. FP' s corporate advertising department develops 
and coordinates these special promotions. The sep
arate services agreement obligates USSub to pay an 
amount to FP for the benefit to USSub that may rea
sonably be anticipated as the result of FP' s incremen
tal activities. The separate services agreement is not 
a qualified cost sharing arrangement under § 1.482-7. 
FP begins to perform the incremental activities in 
year 2 pursuant to the separate services agreement. 

(ii) Whether an allocation is warranted with 
respect to the incremental marketing activities per
fonned by FP under the separate services agreement 
would be evaluated under § 1.482-9T. Under the 
circumstances. it is reasonable to anticipate that 
FP's activities would increase the value of USSub's 
license as well as the value of FP's trademark. 
Accordingly, the incremental activities by FP may 
constitute in part a controlled services transaction 
for which USSub must compensate FP. The analysis 
of whether an allocation is warranted would include 
a comparison of the compensation provided for the 
services with the results obtained under a method 
pursuant to § 1.482-9T. selected and applied in ac
cordance with the best method rule of §1.482-I(c). 

(iii) Whether an allocation is appropriate with 
respect to the royalty under the license agree
ment would be evaluated under § 1.482-1 through 
§ 1.482-6 of this section. The comparability analysis 
would include consideration of all relevant factors. 
such as the term and geographical exclusivity of 
USSub's license. the nature of the intangibles subject 
to the license. and the marketing activities required to 
be undertaken by both FP and USSub pursuant to the 
license. This comparability analysis would take into 
account that the compensation for the incremental 
activities perfonncd by FP was provided for in the 
separate services agreement, rather than embedded 
in the royalty paid for use of the AA trademark. 
For illustrations of application of the best method 
rule, see §1.482-8T. Example 10. Example 11. and 
Example 12. 

(f)(5) and (f)(6) [Reserved]. For further 
guidance, see § 1.482--4(f)(5) and (f)(6). 

(f)(7) Effective date. (i) In general. The 
provisions of paragraphs (f)(3) and (f)(4) 
are generally applicable for taxable years 
beginning after December 31, 2006. 

(ii) Election to apply regulation to ear
lier taxable years. A person may elect to 
apply the provisions of paragraphs (f)(3) 
and (f)( 4) of this section to earlier taxable 
years in accordance with the rules set forth 
in § 1.482-9TCn)(2). 

(iii) Expiration date. The applicability 
of § 1.482--4T expires on or before July 31, 
2009. 

Par. 10. Section 1.482-6 is amended 
by revising paragraphs (c )(2)(ii)(B)( 1), 
(c)(2)(ii)(D), (c)(3)(i)(A), (c)(3)(i)(B), and 
(c)(3)(ii)(D) to read as follows: 

The revisions and addition read as fol

lows: 

§J.482-6 Profit split method. 

* * * * * 
(c) * * * 
(2) * * * 
(ii) * * * 
(B) * * * (I) * 

further guidance, 
(ii)(B)(l ). 

* * * * * 

* * 
see 

[Reserved]. For 
§ 1.482-6T(c)(2) 

(D) [Reserved]. For further guidance, 
see § 1.482-6T(c )(2)(ii)(D). 

* * * * * 
(3) * * * 
(i) * * * 
(A) [Reserved]. For further guidance, 

see §1.482-6T(c)(3)(i)(A). 

(B) [Reserved]. For further guidance, 
see §1.482-6T(c)(3)(i)(B). 

(ii) * * * 
(D) [Reserved]. For further guidance, 

see § 1.482-6T(c )(3)(ii)(D). 

* * * * * 
Par. II. Section 1.482-6T is added to 

read as follows: 

§i.482-6T Profit split method 
(temporary). 

(a) through (c)(2)(ii)(A) [Reserved]. 
For further guidance, see § 1.482-6(a) 
through (c)(2)(ii)(A). 

(c )(2)(ii)(B) Comparability-( 1) in 
general. The degree of comparability 
between the controlled and uncontrolled 
taxpayers is determined by applying the 
comparability provisions of § 1.482-1 (d). 
The comparable profit split compares the 
division of operating profits among the 
controlled taxpayers to the division of 
operating profits among uncontrolled tax
payers engaged in similar activities under 
similar circumstances. Although all of the 
factors described in §1.482-I(d)(3) must 
be considered, comparability under this 
method is particularly dependent on the 
considerations described under the compa
rable profits method in § 1.482-5(c)(2) or 
§ 1.482-9T(f)(2)(iii) because this method 
is based on a comparison of the operating 
profit of the controlled and uncontrolled 
taxpayers. In addition, because the con
tractual tenns of the relationship among 



the participants in the relevant business ac
tivity will be a principal determinant of the 
allocation of functions and risks among 
them, comparability under this method 
also depends particularly on the degree 
of similarity of the contractual terms of 
the controlled and uncontrolled taxpayers. 
Finally, the comparable profit split may 
not be used if the combined operating 
profit (as a percentage of the combined 
assets) of the uncontrolled comparables 
varies significantly from that earned by 
the controlled taxpayers. 

(c)(2)(ii)(B)(2) through (e) [Re-
served]. For further guidance, see 
§1.482-6(c)(2)(ii)(B)(2) through (C). 

(c)(2)(ii)(D) Other factors affeCTing 

reliability. Like the methods described 
in §§ 1.482-3, 1.482-4, 1.482-5 and 
1.482-9T, the comparable profit split re
lies exclusively on external market bench
marks. As indicated in §1.482-1(c)(2)(i), 
as the degree of comparability between the 
controlled and uncontrolled transactions 
increases, the relative weight accorded the 
analysis under this method will increase. 
In addition, the reliability of the analysis 
under this method may be enhanced by the 
fact that all parties to the controlled trans
action are evaluated under the comparable 
profit split. However, the reliability of the 
results of an analysis based on information 
from all parties to a transaction is affected 
by the reliability of the data and the as
sumptions pertaining to each party to the 
controlled transaction. Thus, if the data 
and assumptions are significantly more 
reliable with respect to one of the parties 
than with respect to the others, a different 
method, focusing solely on the results of 
that party, may yield more reliable results. 

(c)(3)(i) [Reserved]. For further guid
ance, see §1.482-6(c)(3)(i). 

(c)(3)(i)(A) Allocate income to routine 

contributions. The first step allocates op
erating income to each party to the con
trolled transactions to provide a market re
turn for its routine contributions to the rel
evant business activity. Routine contribu
tions are contributions of the same or a 
similar kind to those made by uncontrolled 
taxpayers involved in similar business ac
tivities for which it is possible to identify 
market returns. Routine contributions or
dinarily include contributions of tangible 
property, services and intangibles that are 
generally owned by uncontrolled taxpay
ers engaged in similar activities. A func-

tional analysis is required to identify these 
contributions according to the functions 
performed, risks assumed, and resources 
employed by each of the controlled tax
payers. Market returns for the routine con
tributions should be determined by refer
ence to the returns achieved by uncon
trolled taxpayers engaged in similar ac
tivities, consistent with the methods de
scribed in §§ 1.482-3, 1.482-4, 1.482-5 
and 1.482-9T. 

(B) Allocate residual profit-( I) Non
routine contributions gene ra lly. The 
allocation of income to the controlled 
taxpayer's routine contributions will not 
reflect profits attributable to each con
trolled taxpayer's contributions to the rel
evant business activity that are not routine 
(nonroutine contributions). A nonroutine 
contribution is a contribution that is not 
accounted for as a routine contribution. 
Thus, in cases where such nonroutine 
contributions are present there normally 
will be an unallocated residual profit af
ter the allocation of income described in 
paragraph (c)(3)(i)(A) of this section. Un
der this second step, the residual profit 
generally should be divided among the 
controlled taxpayers based upon the rela
tive value of their nonroutine contributions 
to the relevant business activity. The rela
tive value of the nonroutine contributions 
of each taxpayer should be measured in 
a manner that most reliably reflects each 
nonroutine contribution made to the con
trolled transaction and each controlled 
taxpayer's role in the nonroutine contri
butions. If the nonroutine contribution by 
one of the controlled taxpayers is also used 
in other business activities (such as trans
actions with other controlled taxpayers), 
an appropriate allocation of the value of 
the nonroutine contribution must be made 
among all the business activities in which 
it is used. 

(2) Nonroutine contributions of intan

gible property. In many cases, nonrou
tine contributions of a taxpayer to the rel
evant business activity may be contribu
tions of intangible property. For purposes 
of paragraph (c)(3)(i)(B)( I) of this section, 
the relative value of nonroutine intangible 
property contributed by taxpayers may be 
measured by external market benchmarks 
that reflect the fair market value of such 
intangible property. Alternatively, the rel
ative value of nonroutine intangible prop
erty contributions may be estimated by the 

capitalized cost of developing the intangi
ble property and all related improvements 
and updates, less an appropriate amount 
of amortization based on the useful life 
of each intangible. Finally, if the intangi
ble development expenditures of the par
ties are relatively constant over time and 
the useful life of the intangible property 
contributed by all parties is approximately 
the same, the amount of actual expendi
tures in recent years may be used to esti
mate the relative value of nonroutine intan
gible property contributions. 

(c)(3)(ii)(A) through (e) [Re-
served]. For further guidance, see 
§ 1.482-6(c )(3 )(ii)(A) through (e). 

(c)(3)(ii)(D) Other factors affecting 

reliability. Like the methods described 
in §§ 1.482-3, 1.482-4, 1.482-5 and 
1.482-9T, the first step of the residual 
profit split relies exclusively on exter
nal market benchmarks. As indicated in 
§1.482-1(c)(2)(i), as the degree of com
parability between the controlled and 
uncontrolled transactions increases, the 
relative weight accorded the analysis un
der this method will increase. In addition, 
to the extent the allocation of profits in 
the second step is not based on external 
market benchmarks, the reliability of the 
analysis will be decreased in relation to 
an analysis under a method that relies on 
market benchmarks. Finally, the reliabil
ity of the analysis under this method may 
be enhanced by the fact that all parties to 
the controlled transaction are evaluated 
under the residual profit split. However, 
the reliability of the results of an analysis 
based on information from all parties to 
a transaction is affected by the reliability 
of the data and the assumptions pertaining 
to each party to the controlled transaction. 
Thus, if the data and assumptions are sig
nificantly more reliable with respect to 
one of the parties than with respect to the 
others, a different method, focusing solely 
on the results of that party, may yield more 
reliable results. 

(c)(3)(iii) [Reserved]. For further guid
ance, see §1.482-6(c)(3)(iii). 

(d) Effective date-( 1) In Kefleral. The 
provisions of paragraphs (c)(2)(ii)(B)(l) 
and (D), (c)(3)(i)(A) and (B), and 
(c)(3)(ii)(D) of this section are gener
ally applicable for taxable years beginning 
after December 31, 2006. 

(2) Election to apply regulation to ear

lier taxa hie vears. A person may elect 

2006-2 C.B. 279 



to apply the prm)s)om of paragraphs 
(c)(2)(ii)(B)( I) and (0)' (c)U)(iI(A) and 
(B). and (c)(3)(ii)(0) of this section to 

earlier taxable vears in accordance with 
the rules set forth In ~ l-J.~2-l)T(n)(2) 

(3) Expiration £lute. The applicabilit) 
of ~ 1"+~2-6T expires on or before July 31. 
2()09. 

Par. 12. Section I"+X2-X IS amended as 
follows: 

I. Designating the undesignated intro
ductory text as paragraph (a) and adding a 
paragraph heading. 

') Adding paragraph (b) designation, 
heading and EX(//I/ples !O through 12. 

The additions read as follows: 

.~1..J82-8 E.wlIlpll's of Till' best IIll'thod 
1'//11'. 

(a) Introiluction. * " * 
(b) E.wlllple.l. * * * 
E.wmples 10 through 12. [Reserved]. 

For further guidance, see I A82-8T(b) Ex
l/mples 10 through 12. 

Par. 13. Section 1 A82-8T is added to 
read as follows: 

.~ 1..J82-8T E.wlllples o{ the beST meThod 
rule (tellljlorary). 

(al [Reserved]. For further guidance, 
see ~ 1.482-8(a). 

(b) [Reserved]. For further guidance, 
see ~ 1.482-8(h). Ewmples 1 through 9. 

E\{/ml)Ic /(J. COST (If sC/Tiel'S pillS mCThod Pl't

lilTed To oT/,,·,. m<'lhods. (i) FP de~ign~ and man
ufactures consumer eiedronic deYlces Ihal incorpo
rJle alh anl'ed teduHllogy. In year I. FP introduce~ 
ProdJl't X. an entertainment device targeted primar
il) al the youth markel. FP's wholly-o",ned. exdu
\lYe U.S. distrihutor. USSuh. sells Product X in the 
L.S. market. USSuh hires an independent murketing 
firm. Ag~ncy A. to promolc Product X in the U.S. 
ll1ar~et. Agency A ha, ,uc(e~srully promoku othel 
l'icctronic prooucts on ochalf of llther unCllntmlleu 
parllc,. lISSuo C\eL'ut~, a one-y~ar. renewahle l'on
Irad with Agenl'~ A that requires It to develop the 
lllar~ct fe)r Prllduct X. II ithin an annual nuuget <;et hy 
lISSun. In years I through 3. Agency A devclllps ad
I ertl'In~. nUl s media. and sponsors elents katuring 
Pre\dUd X Agenc) A recei", a rnar~up of 25';' on all 
l'\[lense, of prollloting PrI\(LIl't X. \I ith the exception 
of media bUI '. II hich arc rellllhursl'lJ at cml. During 
I car 3. s,ilcs of Pre)duct X decred'" sharply. as Prod
Ud X is dlsplaL'eu hy competitors' producl>. At the 
end of lear.\. "ill'S "f ProJuct X Me UIsCtlntlnued 

\Ii) Prior te) the stlft Ilf year -l. FP dewillps a 
Il(l' cnlnt"inrncnI oel icc. Proouci Y. LIke ProOUl·t 
X. Pre\duct Y i, intended for sale to the) outh rnar
lsL'i. hut t\ 1\ 1ll.lriseted under a new trademark dis
tln,'1 IrL\1ll th,lt used lor Product X lISSuh decide, 
tIl pafnnn ,III L·.S marKL't rrnll1ntion fllr ProJuct Y. 
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llSSuh hires key .-\gency A staff members who han

dled the successful Product X campaign. To pro

mote Pwduct y, USSub intends to use methods sim
ilar to those used successfully hy Ag.:nc) A 10 pro

mote Prl)duct X (print alhertlSing. media. cl'ent spon
'llfship, ete. I. FP ,md USSub ~nter into a one-year. 
renewabk agreement conccrl1lng promotion of Prod

uct Y in the U.S. market. Under the agreement. FP 
(oll1pen,ates llSSun (or promoting Product Y. based 
e\n a Cllst pi serviL'es plus markup of AS,. Third-pJrty 

media hu), by [lSSuh in ,'onnecti\ln with Product Y 

arc rcimhur,cd al l'lhl. 
(iii) A"ume that under Ihl' contractual arrange

ments het\leen FP and USSuh. the ann's length con

,idnatJl)1l lor Prouuct Y and the trademark or other 

Intan)!ihks Illa) be determined reliahly under one or 

more tran~fer pricing methods. At issue in this exam
ple i, the ,epa rate evaluation of the arm', length com

pensation for the year -i promotional activities per

formed hy USSub pursuant to its contract with FP. 

(i\) USSub's <lccllunling records contain reliahle 
data that separately ,t"te the c,Hs incurred to pro

mote Product Y. A functtonal analysis indicates that 
USSub', aeti\ ities to promote Product Y in year 4 <Ire 
similar to activities performed by Agency A during 

years I through J under the contract with FP. In other 
respccts. no material differences exist in the market 
conditions or the promotional activities performed in 

year 4. as compared 10 those years I through 3. 
(vi It is possihle to identify uncontrolled uistribu· 

tOfS or licensees of electronic products that perform. 

as one component of their bUSiness activities. pro
motional activitle, similar to those performed by 
USSuh. However. it is unlikely that publicly avail
able accounting data from these companies would 
allow computation of the comparahle transactional 
costs or total services costs associated with the mar
keting or promlotional activilies that these entities 
perform. as onc component of busines, activities. If 

that "'ere po"ihle, the Cl1mparanle profits method 
fL)r service~ might provide a reliabk measure of an 
arm's length result. The functional analysis of the 
tllarketing acrivities performed hy USSub in year 4 
lIldicates that they are similar to the activities per
formed hy Agency A in years I through 3 for Product 
X. Bc,au~e reliahle information i, availahle concern
Ing the markup on ensts charged in a comparanle 
uncontrolled transaction, the most relIable measure 
of an arm's length price is the cost of services plus 
method in ~ IAH2-9T(e I. 

Exulllple II. CPMjilr se/'l'icl'.l I'rejen'fll to olita 

meth"ds. (i I FP manufactures furniture and acces
sories for residential use. FP sells its products to re
tailers in Europe under the trademark, "Moda." FP 
holds all worldwiue rights to the trademark. includ
ing in the Uniled States. USSun is FP's wholly
owned suhsidiary in the U.S. market and the exclu
~i\e U.S. dlstrihutor of FP'~ merchandise. Histori
cally. USSuo dealt only with 'peclaliLed uesigners in 
the liS market and advertised in trade publications 
wrgeted III this market. Although Items sold in the 
U.S. and Europe arc physically identical. USSub's 
U.S. custumer, generally resell the merchandise as 
nOll-hrunded merchandise. 

(ii) FP retain, an Independent firm to evaluate the 
kasibility of ~elling foP's trademarked merchandise 
in the general wholesale and retail market in the 
United States. The study concludes that this seg
ment of the U.S. market. '" hich i~ not exploited by 

lISSun. ma\ generate substantial pn1j'its. Based on 
this "ud\' , FP' enters inw .1 separatL' ,Igreement with 

USSuh, ~\ hieh prL" Ides tllat USSun 1\ III de\elop this. 
market III the L'nited StatL's for the henefit of FP. 
LISSub scpardtd) a,'ClHlnt' fl)r per,onnd e\penses, 

overhead. and Clut'L)f-p"cket costs attrihutahk to the 

mitlal sta~l' nf thc markettng campaign (Phase n. 
USSuh rereil L'S a, ,'ompellsation its costs. plus a 
markup of X';, fllr aeli\ Itles in Phase I. At the end 
of Phase I. FP II ill el aluate the progr,lIll. If sucee" 
appears likely. llSSub Will hegin full-scale di~trihu

tton of trademarked merrhandise in the new Illarket 
segment. pursuant to agreements negl\tiated with FP 
at that time. 

(iii) Assume that under the contractual arrange
menls in effect ht:tween FP and USSuh, the aml's 
length consi(kration for the merchandise and the 
trademark or other intanglhles may he determined 

reliably under one or more transfer pricing methods. 
At issue in this example is the ~eparate evaluation 

of the ann' s length compensation for the marketing 
activities conducted by USSub in years I and fullow· 

ing. 
(Iv) A functional analysis reveals that USSuh's 

activities consist primarily of modifying the promo
tional materials created by FP. negotiating media 
buys. and arranging promotional events. FP sepa
rately compensates USSub for all Phase I activities. 
and detailed <lCcolinting information IS available 
regarding the cosls of these activities. The Phase I 
actiVities of USSuh are similar to those of uncon
trolled companies that perform, as their primary 

business activity. a range of advertising and media 
relations activities on a contract hasis for uncon
trolled partIes. 

(v) No information is available concerning the 
comparable uncontrolled prices for services in trans
actions similar to those engaged in by FP and USSub. 
Nor is any informution avuilable concerning uncon
trolled transactions that would allow application of 
the cost of services plus method. It is pOSSible to iden
tify uncontrolled distributors or licensees of home 
(urnishings that perform. as one component ot' their 
business activities. promotional activitie, similar to 
those performed hy USSun. However. it is unlikely 
that publicly available accounting data from these 
companies would allow computation of the compa
rable transactional costs Of total services costs as
sociated with the marketing or promotional activi
ties that these entities performed, as one component 
of their business activities. On the other hand, it is 
possible to identify uncontrolled advertising and me
dia relations companies, the principal business activ

ities of which are similar to the Phase I activities of 
USSub. Under these circumstances, the most reliable 
measure of an arm's length pnce is the comparable 
profils method or § 1.4E2-9T(f). The uncontrolled ad
vertising comparaoles' treatment of material items, 
such as classification of items as cost of goods sold 
or selling. general. and administrative expenses, may 
differ from that of USSub. Such inconsistencies in 
accounting treatment between the uncontrolled com
parables and the tested party. or among the compara
bles, are Ie" important when using the ratio of operat
ing profit to total services costs under the comparable 
profits method for services in ~ 1.4R2-9T(f). Under 
this method, the operating profit of USSub from the 
Phase I activities is compared to the operating profit 
of uncontrolled parties that perfonll general advertis-



ing and media relations as their primary business ac

tivity. 
Example 12. Residual proJit split preJerred to 

other methods. (i) LJSP is a manufacturer of athletic 
apparel sold under the AA trademark. to which FP 
owns the worldwide rights. LJSP sells AA trademark 
apparel in countries throughout the world. but prior to 
year I. USP did not sell its merchandise in Country 
X. In year I. LJSP acquires an uncontrolled Country 
X company which becomes its wholly-owned sub
sidiary. XSub. USP enters mto an exclusive distri
bution arrangement with XSub in Country X. Before 
being acquired by LJSP in year I. XSub distributed 
athletic apparel pu:-chased from uncontrolled suppli
ers and resold that merchandise to retailers. After be
ing acquired hy LJSP in year I. XSub continues to dis
tribute merchandise from uncontrolled suppliers ami 
also begins to distnbute AA trademark apparel. LJn
der a separate agreement with USP. XSub uses its best 
efforts to promote the AA trademark in Country X. 
with the goal of maximizing saks volume and rev
enues from AA merchandise. 

(ii) Prior to year I. LJSP executed long-term en
dorsement contracts with several prominent profes
sional athletes. These contracts give LJSP the right 
to use the names and likenesses of the athletes in any 
country In which AA merchandise is sold during the 
term of the contract. These contracts remain in ef
fect for five years. starting in year I. Before being 
acquired by USP. XSub renewed a long-term agree
ment with Sport Mart. an uncontrolled company that 
owns a nationwide chain of sporting goods relailers 
in Country X. XSub has been SportMart's primary 
supplier from the time that SportMart began opera
tions, Under the agreement. SportMnrt will provide 
AA merchandise preferred shelf-space and will fea
ture AA merchandise at no charge in its print ads and 
seasonal pt·omotions. In consideration for these com
mitments. USP and XSub gmnt SportMart advance 
access to new products and the right to use the profes
sional athletes under contract wtth LJSP in Sport:Y1art 
advertisements featuring AA merchandise (>ubject to 
approval of content by USP). 

(iii) Assume that it is possible to segregate all 
transactions by XSub that involve distribution of 
merchandise acquired from uncontrolled distributors 
(non-controlled transactions). In addition. assume 
that. apart from the activities undertaken by LJSP and 
XSub to promote AA apparel in Country X. the arm' s 
length compensation for other functions performed 
by USP and XSub in the Country X market in years 
I and following can be reliably determined. At issue 
in this E.w/Ilple 12 is the application of the residual 
profit split analysis to determine the appropriate 
division between USP and XSub of the balance of 
the operating profits from the Country X market. that 
is the portion attributable to nonroutine contributions 
to the marketing and promotional activities. 

(iv) A functional analysis of the marketing and 
promotional activities conducted in the Country X 
market. as described in this example. indicates that 
hoth USP and XSuh made non routine contribu
!tons to the business acttvity, USP contributed the 
long-term endorsement cuntracts with profe"ional 
athletes. XSub contributed its long-term contractual 
rights with SportMart. which were made more valu
able by its successful. long-term relationshIp with 
SportMart. 

(v) Because both USP and XSub made valuable. 
nonroutinc contributions to the marketmg and pro
motional activities in Country X. neither the com
parable uncontrolled services pnce method. the cost 
of services plus method. nor the comparable profits 
method for services will provide a reliable measure 
of an arm's length result. On account of the valu
able. nonroutine contribution, made by both parties. 
the most reliable measure of an arm' s length result 
is the residual profit split method in ~ I.4X2-tJT(g). 
The residual profit split analysis would take into ac
count both routine and nonroutine contributions by 
LJSP and XSub. in order to determine an appropri
ate allocation 01 the combined operating profits in the 
Country X market from the sale of AA merchandise 
and from related promotional and marketing activi
ties. 

(c) Effective date-(\) In f!.eneral. The 
provisions of § 1.482-8T Example 10, Ex
ample I I, and Example 12 are generally 
applicable for taxable years beginning af
ter December 31, 2006. 

(2) Election to apply regulation to ear

lier taxable years. A person may elect to 
apply the provisions of § 1.482-8T Exam
ple 10, Example II. and Example 12 to ear
lier taxable years in accordance with the 
rules set forth in § 1.482-9T(n)(2). 

(3) Expiration date. The applicability 
of § 1.482-8T expires on or before July 31, 
2009. 

Par. 14. Section 1.482-9T is added to 
read as follows: 

§I.482-9T Methods to determine taxable 

income in cOllnectioll with a controlled 

sen'ices transaction (temporary). 

(a) In general. The arm's length 
amount charged in a controlled services 
transaction must be determined under 
one of the methods provided for in this 
section. Each method must be applied 
in accordance with the provisions of 
§1.482-1, including the best method rule 
of § 1.482-1 (c), the comparability analysis 
of § 1.482-1 (d), and the arm's length range 
of § 1.482-1 (e). except as those provisions 
are modified in this section. The methods 
are-

( 1 ) The services cost method, described 
in paragraph (b) of this section; 

(2) The comparable uncontrolled ser
vices price method, described in paragraph 
(c) of this section; 

(3) The gross services margin method, 
described in paragraph (d) of this section: 

(4) The cost of services plus method. 
described in paragraph (e) of this section; 

(5) The comparable profits method. de
scribed in § 1.482-5 and in paragraph (f) of 
this section; 

(6) The profit split method. described 
in § 1.482-6 and in paragraph (g) of this 
section; and 

(7) Unspecified methods, described in 
paragraph (h) of this section. 

(b) Services cost method-( I) In gen

eral. The services cost method evaluates 
whether the amount charged for covered 
services meeting the requirements of para
graphs (b )(2) and (b )(3) of this section is 
arm's length by reference to the total ser
vices costs (as defined in paragraph (j) of 
this section) with no markup. If covered 
services meet the conditions of this para
graph (b), then the services cost method 
will be considered the best method for pur
poses of § 1.482-1 (c), and the Commis
sioner's allocations will be limited to ad
justing the amount charged for such ser
vices to the properly determined amount of 
such total services costs. 

(2) Not services that contribute signif

icantly to fundamental risks of business 

success or failure. Services are not cov
ered services unless the taxpayer reason
ably concludes in its business judgment 
that the covered services do not contribute 
significantly to key competitive advan
tages, core capabilities. or fundamental 
risks of success or failure in one or more 
trades or businesses of the renderer. the 
recipient, or both. In evaluating the rea
sonableness of the conclusion required by 
this paragraph (b )(2), consideration will 
be given to all the facts and circumstances. 

(3) Other conditions on application of 

services cost method. The arm's length 
amount charged in a controlled services 
transaction may be evaluated under the ser
vices cost method if it meets the require
ments of paragraph (b)(3)(i) of this section 
and is not described in paragraph (b)(3)(ii) 
of this section. 

(i) Adequate books alld records. Per
manent books of account and records are 
maintained for as long as the costs with re
spect to the covered services are incurred 
by the renderer. Such books and records 
must include a statement evidencing the 
taxpayer's intention to apply the services 
cost method to evaluate the arm' s length 
charge for such services. Such books and 
records must be adequate to permit ver
ification by the Commissioner of the to
tal services costs incurred by the renderer. 
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ncluding a de~cription of the sen' ices in 
luestion, identification of the renderer and 
he recipient of such ser\ice~, and sutli
:ient documentation to allow \ erification 
Jf the ll1ethod~ used tu allocate and appor
tion ~uch co~t~ to the ~ef\ice~ in 4uestion 
in accordance with paragraph (k) of thi~ 
section. 

(ii) E.rdudrd TflllI.luuion.l. The follow
ing categories of transaL'tions. in whole or 

part, are not covered services: 
(A) :Ylanufacturing: 
(B) Production: 
(C) Extraction, exploration or process

ing of natural resources: 
(0) Construction: 
(E) Reselling, distribution, acting as a 

sales or purchasing agent, or acting under a 
commi~si()n or other similar arrangement: 

(F) Research, development, or experi-
mentation: 

(G) Engineering or scientific: 
(H) Financial tramactions, including 

guarantees: and 
(i) Insurance or reinsurance. 
(4) COI'ered services. For purposes 

of this paragraph (b), covered services 
consist of a controlled transaction or a 
group of controlled service transactions 
(see § 1.482-HfJ(2)(i) (aggregation of 
transactions)) that meets the definition of 
specified covered services or low margin 
covered services. 

(i) Spec({ied em'ered services. Speci
fied covered services are controlled ser
vices transactions that the Commissioner 
specifies by revenue procedure. Services 
will be included in such revenue pro
cedure based upon the Commissioner' s 
determination that the specified covered 
services are support services common 
among taxpayers across industry sectors 
and generally do not involve a signifi
cant median comparable markup on total 
services costs. For the definition of the 
median comparable markup on total ser
vices costs. see paragraph (b)(4)(ii) of 

this section. The Commissioner may add 
to. ~ubtract from. or otherwise revise the 
specified covered services described in the 
revenue procedure by ,;ubsequent revenue 
procedure. which amendments will ordi
narily be prospective only in effect. 

(ii) L()Ir 1Il(/1:~il1 cOl'l.'red sen'ices. Low 
margin covered sen' ices are controlled ser
vices transactions for which the median 
comparable markup on total services costs 
is less than or equal to seven percent. For 
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purposes of this paragraph (b). the median 
comparable markup on total services costs 
means the excess of the arm's length price 
of the controlled services transaction deter
mined under the general section 482 reo-e 
ulations without regard to this paragraph 
(b). using the interquartile range described 
in ~IA82-l(e)(2)(iii)(C) and as necessary 
adjusting to the median of such interquar
tile range. over total services costs, ex
pressed as a percentage of total services 
costs. 

(5) Shared services arrangement-til 
III Rcneral. If covered services are the sub
ject of a shared services arrangement. then 
the arm's length charge to each participant 
for such services will be the portion of the 
total costs of the services otherwise deter
mined under the services cost method of 
this paragraph (b) that is properly allocated 
to such participant pursuant to the arrange
ment. 

(ii) Reqllirl.'lllfllts for shared services 
arrangement. A shared services arrange
ment must meet the requirements de
scribed in this paragraph (b)(5). 

(A) Eligibility. To be eligible for treat
ment under this paragraph (b)(5), a shared 
services arrangement must-

(I) Include two or more participants; 
(2) Include as participants all controlled 

taxpayers that reasonably anticipate a ben
efit (as defined under paragraph (1)(3 lei) of 
this section) from one or more covered ser
vices specified in the shared services ar
rangement: and 

(3) Be structured such that each covered 
service (or each reasonable aggregation of 
services within the meaning of paragraph 
(b)( 5)(iii)(B) of this section) confers a ben
efit on at least one participant in the shared 
services arrangement. 

(B) Allocatioll. The costs for covered 
services must be allocated among the par
ticipants based on their respective shares 
of the reasonably anticipated benefits from 
those services, without regard to whether 
the anticipated benefits are in fact real
ized. Reasonably anticipated benefits are 
benefits as defined in paragraph (1)(3 lei) 
of this section. The allocation of costs 
must provide the most reliable measure of 
the participants' respective shares of the 
reasonably anticipated benefits under the 
principles of the best method rule. See 
~1.482-I(c). The allocation must be ap
plied on a consistent basis for all partici
pants and services. The allocation to each 

participant in each taxable year must rea
sonably renect that partiCIpant's respec
tive sh·ar~ of reasonably anticipated bene
fits for such taxable year. If the taxpayer 
reasonably concluded that the shared ser
vices .uTangement (including any aggre
gation pursuant to paragraph (b)(5)(iii)(B) 
of this section) allocated costs for covered 
services on a basis that most reliably re
flects the participants' respective shares of 
the reasonably anticipated benefits attrib
utable to such services, as provided for in 
this paragraph (b)(5), then the Commis
sioner may not adjust such allocation ba
SIS. 

(C) Documentatioll. The taxpayer must 
maintain sufficient documentation to es
tablish that the requirements of this para
graph (b )(5) are satisfied, and indude-

( I) A statement evidencing the tax
payer's intention to apply the services 
cost method to evaluate the arm's length 
charge for covered services pursuant to a 
shared services arrangement; 

(2) A list of the participants and the 
renderer or renderers of covered services 
under the shared services arrangement; 

(3) A description of the basis of allo
cation to all participants, consistent with 
the participants' respective shares of rea
sonably anticipated benefits; and 

(4) A description of any aggregation of 
covered services for purposes of the shared 
services arrangement, and an indication 
whether this aggregation (if any) differs 
from the aggregation used to evaluate the 
median comparable markup for any low 
margin covered services described in para
graph (b)( 4 )(ii) of this section. 

(iii) Definitions and special rules-(A) 
Participant. A participant is a controlled 
taxpayer that reasonably anticipates ben
efits from covered services subject to a 
shared services arrangement that substan
tially complies with the requirements de
scribed in this paragraph (b)(5). 

(B) Aggregation. Two or more covered 
services may be aggregated in a reasonable 
manner taking into account all the facts 
and circumstances, including whether the 
relative magnitude of reasonably antici
pated benefits of the participants sharing 
the costs of such aggregated services may 
be reasonably reflected by the allocation 
basis employed pursuant to paragraph 
(b )(5 )(ii)(8) of thiS section. 

The aggregation of services under a 
shared services arrangement may differ 



from the aggregation used to evaluate 
the median comparable markup for any 
low margin covered services described in 
paragraph (b)(4)(ii) of this section, pro
vided that such altemati ve aggregation 
can be implemented on a reasonable basis, 
including appropriately identifying and 
isolating relevant costs, as necessary. 

(C) Coordination with cost sharing ar
rangements. To the extent that an alloca
tion is made to a participant in a shared 
services arrangement that is also a partic
ipant in a cost sharing arrangement sub
ject to § 1.482-7, such amount with re
spect to covered services is first allocated 
pursuant to the shared services arrange
ment under this paragraph (b )(5). Costs 
allocated pursuant to a shared services ar
rangement may (if applicable) be further 
allocated between the intangible develop
ment activity under § 1.482-7 and other ac
tivities of the participant. 

(6) Examples. The application of this 
section is illustrated by the following ex
amples. No inference is intended whether 
the presence or absence of one or more 
facts is determinative of the conclusion 
in any example. For purposes of Exam
ples 1 through 14, assume that Company 
P and its subsidiaries, Company Q and 
Company R, are corporations and mem
bers of the same group of controlled en
tities (PQR Controlled Group). For pur
poses of Examples 15 through 17, assume 
that Company P and its subsidiary, Com
pany S, are corporations and members of 
the same group of controlled entities CPS 
Controlled Group). For purposes of Ex
amples 18 through 26, assume that Com
pany P and its subsidiaries, Company X, 
Company Y, and Company Z, are corpo
rations and members of the same group 
of controlled entities (PXYZ Group) and 
that Company P and its subsidiaries sat
isfy all of the requirements for a shared ser
vices arrangement specified in paragraphs 
(b)(5)(ii) and (iii) of this section. 

Example I. Data entry services. (i) Company P, 
Company Q and Company R own and operate hospi
tals. Company P also owns and operates a computer 
system for maintaining medical information gathered 
by doctors and nurses during interviews and treat
ment of patients. Company P uses a scanning device 
to convert medical information from various paper 
records into a digital format. Company Q and Com
pany R do not have a computer system that allows 
them to input or maintain this infonnation, but they 
have access to this infonnation through their com
puter systems, Since Company Q and Company R do 
not have the requisite computer infrastructure, Com-

pany P maintains this medical information for itself 
as well as for Company Q and Company R. 

(ii) Assume that these services relating to data en
try are specified covered services within the mean
mg of paragraph (b)(41Ii) of this section. Under the 
facts and circumstances of the business of the PQR 
Controlled Group. the taxpayer could reasonably con
clude that these services do not contribute signifi
cantly to the controlled group's key competitive ad
~ antages, core capabilities, or fundamental risks of 
success or failure in the group's business. If these 
services meet the other requirements of paragraph (bl 
of this section. Company P will be eligible to charge 
these services to Company Q and Company R in ac
cordance with the services cost method. 

Example 2. Data entry services. (i) Company P 
owns and operates several gambling establishments. 
Company Q and Company R own and operate travel 
agencies. Company P provides it, customers with a 
"player's card," which i, a ,mart card device used 
in Company p's gambling establishments to track a 
player's bets, winnings, losses. hotel accommoda
tions. and food and drink purchases. Using their cus
tomer lists, Company Q and Company R request mar
keting infonnation about their customers that Com
pany P has gathered from these player's cards. Com
pany Q and Company R use the smart card data to 
sell customized vacation packages to their customers, 
taking into account their individual preferences and 
spending patterns. Annual reports for the PQR Con
trolled Group state that these smart card data CDn
stitute an important element of the group's overall 
strategic business planning. including advertising and 
accommodations. 

(ii) Assume that these services relating to data en
try are specified covered services within the meaning 
of paragraph (b)(4)(i) of this section. Under the facts 
and circumstances, the taxpayer is unable to reason
ably conclude that these services do not contribute 
significantly to the controlled group's key compet
itive advantages. core capabilities, or fundamental 
risks of success or failure in the group' s business. 
Company P is not eligible to charge these service; to 
Company Q and Company R in accordance with the 
services cost method. 

Example 3, Recruiling services. (i) Company P, 
Company Q and Company R are manufacturing com
panies that sell their products to unrelated retail es
tablishments. Company P's human resources depart
ment recruits mid-level managers and engineers for 
itself as well as for Company Q and Company R by 
attending job fairs and other recruitment events. For 
recruiting higher-level managers and engineers. each 
of these companies uses recruiters from unrelated ex
ecutive search finns. 

(ii) Assume that these services relating to recruit
ing are specified covered services within the mean
ing of paragraph (b)( 4 lei) of this section. Under the 
facts and circumstances of the business of the PQR 
Controlled Group, the taxpayer could reasonably con
clude that these services do not contribute signifi
cantly to the controlled group's kty competitive ad
vantages. core capabilities, or fundamental risks of 
success or failure in the group's business. If these 
services meet the other requirements of paragraph (b) 
of this section, Company P will be eligible to charge 
these services to Company Q and Company R in ac
cordance with the services cost method. 

Example 4. RC'Cruitilig sen·ices. (i) Company P. 
Company Q and Company R are agencies that repre
.. ent celebrities in the entertainment industry. Among 
the most important resources of these companies are 
the highly compensated agents who have c1me per
sonal relationships with celebrities in the cntertain
ment industry. Company P implements a recruit
ing plan to hire highly compensated agents for it
sell', and other highly compensated agents for each 
of its wholly-owned subsidiaries in foreign countries. 
Company Q and Company R. 

(ii) Assume that these services relating to recruit
Ing are specified covered services wilhin the meaning 
of paragraph (b)(4)(i) of this section. Under the facl, 
and circumstances, the taxpayer is unable to reason
ably conclude that these services do not contribute 
significantly to the controlled group's key compet
itive advantages, core capabilities, or fundamental 
risks of Sllccess or failure in the group's busmess. 
Company P is not eligible to charge these services to 
Company Q and Company R in accordance with the 
services cost method. 

Example 5. Credit analysis services. (il Com
pany P is a manufacturer and distrihutor of clothing 
for retail stores. Company Q and Company R are dis
tributors of clothing for retail stores. As part of its 
operations. personnel in Company P perfonn credit 
analysis on its customers. Most of the customers have 
a history of purchases from Company P, and the credit 
analysis involves a review of the recent payment his
tory of the customer's acwunt. For llew customers, 
the personnel in Company P perform a basic credit 
check of the customer, using reports from a business 
credit reporting agency. On behalf of Company Q and 
Company R, Company P performs credit analysis on 
customers who order clothing from Company Q and 
Company R, using the same method as Company P 
uses for itself. 

(ii) Assume that these services relating to credit 
analysis are specified covered services within the 
meaning of paragraph (b )(4)(i) of this section. Under 
the facts and circumstances of the business of the 
PQR Controlled Group, the taxpayer could reason
ably conclude that these services do not contribute 
Significantly to the controlled group's key compet
itive advantages, core capabilities, or fundamental 
risks of success or failure in the group's business. 
If these services meet the other requirements of this 
paragraph (h), Company P will be elIgible to charge 
these services to Company Q and Company R in 
accordance with the services cost method. 

Example 6, Credit analysis services. (i) Com
pany P, Company Q and Company R lease furniture 
to retail customers who present a significant credit 
risk and are generally unable to lease furniture from 
other providers. As part of its leasing operations. 
personnel in Company P perfonn credit analysis on 
each of the potential lessees. The personnel have de
veloped special expertise in determining whether a 
particular customer who presents a significant credit 
risk (as indicated by credit reporting agencies) will 
be likely to make the requisite lease payments on a 
timely basis. In order to compensate for the special
ized analysis of a customer's default risk, as well as 
the default risk itself. Company P charges more than 
the market lease rate charged to customers with av
erage credit ratings. Also. as part of its operations, 
Company P perfonns similar credit analysis services 
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for Company Q and Company R, which charge cor
respondingly high monthly lease payments. 

Iii) Assume that these services relating to credit 
analysIs are specified covered ,ervices within the 
meaning of paragraph (b)i ~)( i) of this ,ection. Under 
the facts and circumstances. the taxpayer is unable 
to reasonably conclude that these services do not 
contribute significantly to the controlled group's 
key c()mpetitIve advantages, core capabilnies. or 
fundamental risks of success llf failure in the group's 
busmcs>. Company Pi, not eligible to charge these 
services to Company Q and Company R In accor
dance with the services cost method. 

E.\(/mple 7. ('r",/il //1///11Ii.\ .H'rrice.l. (i I Com
pany P i, a large full-service hank. which prOVides 
product> and sef\xes to conporate and consumer mar
kets. im:luding unsecured loans, secured loans, lines 
of nedit. letters of credit. conversion of foreign cur
rency, consumer loans, trust servICes. and sales of cer
tificates of deposIt. Company Q makes routine con
sumer loans to individuals. such as auto loans and 
home equity loans. Company R makes only business 
loans to small businesses. 

(ill Company P performs credit analysis and pre
pare, credit reports for itself. as well as for Com
pany Q and Company R. Company p, Company Q and 
Company R regularly employ these credit reports in 
the ordinary course of business in making decisions 
regarding extensions of credit to potential customers 
(including whether to lend, rate of interest. and loan 
terms). 

(iii) Assume that these services relating to credit 
analysis are specified covered services within the 
meaning of paragraph (b)(4)(i) of this section. Un
der the facts and circumstances. the credit analysis 
services constitute part of a "financial transaction" 
described in paragraph (b}(3)(ii)(H) of this section. 
Company P is not eligible to charge these services to 
Company Q and Company R in accordance with the 
services cost method. 

Example 8. Data verification sen-ices. (i) Com
pany p, Company Q and Company R are manufac
turers of industrial supplies. Company p's account
ing department performs periodic reviews of the ac
counts payable information of Company p, Company 
Q and Company R. and identifies any inaccuracies 
in the records, such as double-payments and dou
hie-charges. 

(Ii) Assume that these services relating to verifi
cation of data are specified covered services within 
the meaning of paragraph (b)(4Hi) of this section. 
Under the facts and circumstances of the husiness of 
the PQR Controlled Group. the taxpayer could rea
sonably conclude that these services do not contribute 
significantly to the controlled group's key compet
itive advantages. core capahilities. or fundamental 
risks Df sucress or failure in the group's business. 
If these services meet the other requirements of this 
paragraph (bl. Company P Will be eligible to charge 
these sef\'ICCS to Company Q and Company R in ac
cordance \\ith the services cost method. 

EXlllI/ple Y. DalU I'erijicatioll sen'ices. (i) Com
pany P gathers from unrelated customers information 
regarding ,Kcounts payable and accounts receivable 
and utihzes its own computer system to analyze that 
information for purposes of identifying errors in pay
ment and receipts (data mining!. Company P is com
pensated for these services hased on a fee that renects 
a percentage of amounts collected hy customers as 
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a result of the data mining services. These activi
ties constitute a significant portion of Company P's 
husiness. Company P perfonms similar activities for 
Company Q and Company R by analyzing their ac
counts payable and accounts receivable records. 

(ii) Assume that these services relating to data 
mining are specified covered services within the 
meaning of paragraph (b)(4j(i) of this section. Under 
the facts and circumstances, the taxpayer is unable 
to reasonably conclude that these services do not 
contribute significantly to the controlled group's 
key competitive advantages, core capabilities, or 
fundamental risks of success or failure in the group's 
business. Company P is not eligible to charge these 
services to Company Q and Company R in accor
dance with the services cost method. 

Example 10. Legal services. (i) Company P is 
a domestic corporation with two wholly-owned for
eign subsidiaries, Company Q and Company R, Com
pany P and its subsidiaries manufacture and distribute 
equipment used by industrial customers. Company 
P maintains an in-house legal department consisting 
of attorneys experienced in a wide range of business 
and commercial matters. Company Q and Company 
R maintain small legal departments, consisting of at
torneys experienced in matters that most frequently 
arise in the normal course of business of Company Q 
and Company R in their respective Jurisdictions. 

(ii) Company P seeks to maintain in-house legal 
staff with the ability to address the majority of legal 
matters that arise in the UnIted States with respect to 
the operations of Company P, as well as any U.S. re
porting or compliance ohligations of Company Q or 
Company R. The in-house legal staffs of Company Q 
and Company R are much more limited. It is neces
sary for Company P to retain several local law firms 
to handle litigation and business disputes arising from 
the activities of Company Q and Company R. Al
though Company Q and Company R pay the fees of 
these law firms, the hiring authority and general over
sight of the finms' representation is in the legal depart
ment of Company P. 

(iii) In determining what portion of the legal ex
penses of Company P may be allocated to Company 
Q and Company R. Company P first excludes any ex
penses relating to legal services that constitute share
holder activities and other items that are not prop
erly analyzed as controlled services. Assume that 
the remaining services relating to general legal func
tions performed by in-house legal counsel are spec
Ified covered services within the meaning of para
graph (b)(4)(i) of this section. Under the facts and 
circumstances of the business of the PQR Controlled 
Group. the taxpayer could reasonably conclude that 
these latter services do not contnbute significantly to 
the controlled group's key competitive advantages, 
core capabtlities, or fundamental risks of success or 
failure in the group's business. If these services meet 
the other requirements of this paragraph (b), Com
pany P will be eligible to charge these services to 
Company Q and Company R in accordance with the 
services cost method. 

Example J J. Legal services. (i) Company P is a 
domestic holding company whose operating compa
nies generate electric power for consumers by operat
ing nuclear plants. Company P has several domestic 
operating companies. including Companies Q and R. 
Assume that, although Company P owns 100% of the 
stock of Companies Q and R. the companies do not 

elect to tile a consolidated Federal income tax return 

with Company P. 
(ii) Company P maintains an in-house legal de

panmcnt consisting of experienced attorneys in the 
areas of Federal utilities regulation, Federal labor 
and environmental law, securities law, and general 
commercial law. Companies Q and R maintain their 
own, smaller in-house legal staffs comprised of ex
perienced attorneys in the areas of state and local 
utilities regulation. state labor and employment law, 
and general commercial law. The legal department 
of Company P perfonms general oversight of the 
legal affairs of the company and detenmines whether 
a particular matter would be more efficiently handled 
by the Company P legal department, by the legal 
,taffs in the operating companies, or in rare cases, 
by retained outside counsel. In general. Company P 
has succeeded in minimizing duplication and overlap 
of functions between the legal staffs of the various 
companies or by retained outside counsel. 

(iii) The domestic nuclear power plant operations 
of Companies Q and R are subject to extensive reg
ulation by the U.S. Nuclear Regulatory Commission 
(NRC). Operators are required to obtain pre-construc
tion approval, operating licenses, and, at the end of 
the operational life of the nuclear reactor, nuclear de
commissioning certificates. Company P files consol
idated financial statements on behalf of itself. as well 
as Companies Q and R, with the United States Securi
ties and Exchange Commission (SEC). In these SEC 
filings, Company P discloses that failure to obtain any 
of these licenses (and the related periodic renewals) 
or agreeing to licenses on terms less favorable than 
those granted to competitors would have a material 
adverse impact on the operations of Company Q or 
Company R. Company P maintains a group of experi
enced attorneys that exclusively represents Company 
Q and Company R before the NRC. Although Com
pany P occasionally hires an outside law firm or in
dustry ex:pen to assist on particular NRC matters, the 
majority of the work is performed by the specialized 
legal staff of Company P. 

(iv) Certain of the legal services performed by 
Company P constitute duplicative or shareholder ac
tivities that do not confer a benefit on the other com
panies and therefore do not need to be allocated to the 
other companies, while certain other legal services 
are eligible to be charged to Company Q and Com
pany R in accordance with the services cost method. 

(v) Assume that the specialized legal services re
lating to nuclear licenses performed by in-house le
gal counsel of Company P are specified covered ser
vices within the meaning of paragraph (b)( 4 )(i) of this 
section. Under the facts and circumstances, the tax
payer is unable to reasonably conclude that these ser
vices do not contribute significantly to the controlled 
group's key competitive advantages, core capabili
ties, or fundamental risks of success or failure in the 
group's business. Company P is not eligible to charge 
these services to Company Q and Company R in ac
cordance with the services cost method. 

Example J 2. Group of services. (i) Company p, 
Company Q and Company R are manufacturing com
panies that sell their products to unrelated retail es
tablishments. Company P has an enterprise resource 
planning (ERP) system that maintains data relating 
to accounts payable and accounts receivable infonna
tion for all three companies. Company p's personnel 
perform the daily operations on this ERP system such 



as inputting data relating to accounh payable and ac
counls receivable into the system and extracting data 
relating to accounts receivable and accounts payable 
in the form of reports or electronic media and provid
ing those data to all three companies. Periodically. 
Company P's computer specialists also modify the 
ERP system to adapt to changing business functions 
in all three companie,. Company P' > ,omputer spe
cialists make these changes by either modifying the 
underlying software program or by purchasing addi
tional software or hardware from unrelated third party 

vendors. 
(ii) Assume that these services relating to ac

counts payable and accounts receivable arc specified 
covered services within the meaning of paragraph 
(b)(4)(i) of this section. Under the facts and cir

cumstances of the busine" of the PQR Controlled 
Group. the taxpayer could rea,onably conclude that 
these services do not contribute significantly to the 
comrolled group's key competitive advantages. core 
capabilities, or fundamental risks of ,ucces, or fail
ure in the group's busines,. If these services meet the 

other requirements of this paragraph I b). Company P 
will be eligible to charge these service, to Company 
Q and Company R in accordance with the services 
cost method. 

(iii) A,sume that the services performed by Com
pany p's computer specialists that relate to modify
ing the ERP system are specifically excluded from 
the services described in a revenue procedure refer
enced in paragraph (b)(4) of this section a, develop
ing hardware or software solutions (such as systems 
integration, website design, writing computer pro
grams. modifying general applications software. or 
recommending the purchase of commercially avail
able hardware or software). Company P is not eligi
ble to charge these services to Company Q and Com
pany R in accordance with the services cost method. 

Example 13. Group of services. (i) Company P 
manufactures and sells widgets under an exclusive 
contract to Customer I. Company Q and Company 
R sell widgets under exclusive contracts to Customer 
2 and Customer 3. respectively_ At least one year 
in advance, each of these customers can accurately 
forecast its need for widgets. Using these forecasts. 
each customer over the course of the year places or
ders for widgets with the appropnate company. Com
pany P. Company Q or Company R. A customer's ac
tual need for widgets seldom deviates from thaI cus
tomer's forecasted need. 

Iii) It is most efficient for the PQR Controlled 
Group companies to manufacture and store an inven
tory of WIdgets in advance of delIvery. Although all 
three companies sell widgets. only Company P main
tains a centralized warehouse for widgets. Pursuant 
to a contract. Company P provides storage of these 
widgets to Company Q and Company R at an arm" 
length price. 

(iii) Company P's personnel also obtain onlers 
from all three companies customers to draw up pur
chase orders for widgets as well as make payment to 
suppliers for widget replacemenl parts In addition. 
Company P's personnel use data entry to input infor
mation regardIng orders and sales of widgets and re
placement parts for all three companies into a central
ized computer system. Company p's personnel also 
maintain the centralized computer system and extract 
data for all three companIes when neces<;ary. 

(iv) Assume that these ,eT\ICel relating tll track
ing purchases and sales of invenlllry are specified 
covered services within the meaning of paragraph 
(b)(4)(i) of this section. Under the facts and circum
qances of the bu,iness of the PQR Controll~d Grollp. 

the taxpayer could reasonably conclude that the,e ser
vice, do not cOn!ribute significantly to the controlled 
group's key competitive advamages. core capabili
ties. or fundamental ri,ks of success or failure in the 
group's business. If these services meet the other 
requiremenh of thi, paragraph I h). Company P will 

be eligIble to charge these servIces to Company Q 
and Company R in accordance with the sen'iL'es co,t 
method. 

Example 14. Group of len'icel. (i) Company P. 
Company Q and Company R assemhle and sell gad
gets to unrelated customers. Each of these companies 
purchases tht clJmpOnenh ncce"al) fllr a"clllblj of 
the gadgets from unrelated suppliers. A, a service 
to its subsidiaries. Company p's personnel ohtain or
ders for components from all three companies. pre
pare purchase orders. and make payment to unrelated 
suppliers for the components. In addilion, Company 
p's personnel u,e data entry to input information re
garding orders and sales of gadgel.s I'm all three com
panies into a centralIzed computeT. Company p', per
,onnel also maintain the centralized computer sys
tem and extract data for all three companic, on an 
a,-needed basis. The service, pn)\idcd by Company 
P personneL in conjunction with the centraliled com
puter 'ystem. constitute a state-of-the-art Inventory 
management system that alluws Company P to order 
components neccs,ary for assembly of the gadgets on 
a "just-in-time" basis. 

(ii) Unrelated '"ppliers deilver the componenh 
directly to Company p, Company Q and Company 
R. Each Df the companies stores the components in 
it> own facilities for use in filling specific customer 
orders. The companies do not maintain any inven
tory that i;, not identified in specific customer order, 
Becau;,e of the efficiencie, a'oSoclated with seTVlces 
provided by personnel of Company P. all three com
panies are able to significantly reduce their inven
tory-related costs. Company p's Chief Executive Of
ficer makes a statement in one of its pres<; conferences 
with industry analyst, that it, inventory management 

system is critIcal to the company's success. 
(iii) Assume that the'>e services that relate to 

tracking purchase and sales of inventory arc "pec
ified covered service, within the meaning of para
graph (h)(4)(i) of this section. Cnder the facts and 
circumstances. the taxpayer IS unable to rea,(lOahly 
conclude that these services do not contribute ,ig
nificantly to the controlled group', key competitive 
advantages. core capabIiities_ or fundamental ri.lks of 
success or failure in the group's business. Company 
Pi, not eligIble to charge the\e ,en'ices to Company 
Q and Company R in accordan,e with the ,emces 

cost method. 
E.wmpl~ 15. Low margin cO"ered ICrrices. Com

pany P renders certain accounting sen'ice, to Com
pany S Company P use\ the services cost methoJ for 
the accounting services. and determInes the amoullt 
charged as Company p's total co\! of rendering the 
services. with no markup. Based on an application 
of the section 482 regulatiom without regard to this 
paragraph (b1- the Interljuartrle range of arm's length 
markups on total services cmt, is hetween y,o, and 
6c;,. and the median is 4C7<·. Becau,e the median COlll-

parable markup on total ,en ices cosh is 4'k. V\ hich is 
less than Fir. the accounting scn ices constitute Iii" 
margin covered ,en ice, V\ ithin the llleaning of para
graph {b1141(iil of thIS ,ectim. 

From,,/,' 16. LOll lIIargin colere,} ,en'Ja, COlll
pany P performs IO,l!i\lICs-coordination sen Ices for 
ib subsidiaries. inciudiOg Company S. Company P 
uses the services cost method for the logistics ser
vices, and determines the amount chari!ed as Com
pany p's total cost of rendering the sen ice,. II, ith no 

markup. Based on an application of the section 482 
regulation, without regard to thl' paragraph (bl. the 
interljuartile range Ill' arm', length markups on total 
services co,ts i, oetwccn 6c;, and 13c;, _ and the me
dian is ~0(. Because the median comparable markup 
on total servICes costs is 9CIr. which exceed, 7'7r. the 
logistlc,-coordrnatlon sen ice, do not constitute low 
margin c()\ered ,en ices within the meaning of para
graph (b){4){ii) of tIm section. With respect to the de
termination and application of the interquartilc range. 
see ~14R2-11C)(2){iii)(CI. 

EWlI1ple 17. LOI\' lIIargill COINed sen'ices. 
Company P performs certain cu,todial and mainte
nance services for certain office properties owned 
by Company S. Company P uses the ,enice, cost 
method for the ,enxes. and determilles the amount 
charged as Company P', total cost of providing 
the ser,ices plus nu markup. Uncontrolled com
parables perform a similar range of custodial and 
maintenance sen, ices for uncontrolled partIes and 
charge those parties an annual fee based on the total 
sLjuare footage of the property. These transactions 
meet the criteria for application of the comparable 
uncontrolled serviccs price method of paragraph (c) 
of thi s ,ection. The arm' s length price for the cu s
todial and maintenance services is determined under 
the general .section 4g2 regulations without regard 
10 this paragmph Ih). u,ing the interquartile range 
dc,cribed in ~1."82-I(el(2)(iii)(CI and as necessary 
adjusting tn the median of such interquartile range. 
Based on reltable accounting infurmation, the total 
,ervices costs (a, defined in paragraph <.i I of this 
seellon) attributable to the cu,todial and maintenance 
services are ,ubtracted from ,uch price. The re,ult
ing excess of 'ouch price of the controlled services 
transaction over total service, costs. as expressed as 
a percentage of total sen ices cost,. is determined to 
be .. c;,. Becaule Ihe median comparable markup on 
total ,en'ice, co,ts a.s determined by an application 
of the section 4X2 regulations without regard to this 
paragraph (b) i, 4'k. which IS Ie.,., than 7'1(. the custo
dial and maintenance sen ices constitute low margin 
covered services within the meaning of paragraph 
{bl1411iil of this '.ection. 

EXiJmple Iii. 'ilwred sen'i, PI armllgnnl'III lind 

reliahle measure of real(JJwhll' alliicil'aled hnlefit 

(allocutioll key). (I) Company P operates a central
iled data processing facility Ihat performs automated 
invoice p[(Ke'oSing and order generation for all of its 
sub,iLiiarie,. CompanIes X. Y. Z. pursuant to a shared 
servIces arrangement. 

(iii In evaluating the shares of reaSllllably antic
ipated benefits from the centraliLed data processIng 
service,. the total \' alue of the merchandise on the in
voice, and orders mal not provide Ihe most reliable 
mea,ure of reasonably anticipated henefit\ ,hare,. he

cau,.: \alue of merchandise sold doe, not hear a rcla
tion,hip to the anticipaled benefit'> from the underl)
ing co\crcd '-len ICC ... , 
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(Ill) The tOlal volume of orders and inloices pro
ce"ed may pn)\'\de a more reliable ba,i, for eval
uating the shares of reasonably antiupated benefits 
from t~.e data proce,,>ing sen ices. Alternatively. de
pendIng on the fact, and circunNances. towl central 
procc"ing umltlme attributahle to the transaction> of 
each suh,iuiar) may prm ide a more reltaole oasis on 
which 10 evaluate the shares of rea,>onahly antIcIpated 

hcnelih. 
E.\llmr)I~ Ir;. Sh£lr~d .1~ITice.1 (/rral1g~l/Ienl al/d 

re[i(//JI~ mel/Illre (If' reu.wIla/J/r willeipaled bellejil 

(al/oc<lli"" kn). (il Company P operates a ccntral
iLed cenler that performs human resources funclions. 
such as aumllllstralion of pen,ion. retirement. and 
health IIlsuran,'C plans that arc made availahle to 
elllpitl)TCS 01 ih suh,idiarics. Companies X. Y. Z. 
pursuant to a ,hared service, arrangement. 

Company 

X 

Y 

Z 

(ii) In el'aluating the shares of reasonably antici
pated benefits from these centralized services. the to
tal revenues of each subsidiary may not provide the 
most reIJahk measure of reasonably anticipated ben
efit shares. oecau,e total revenues do not bear a rela
tionship to the shares of reasonahly anticipated bene
fits lrom th~ underlying semcts. 

(iii) Employee headcount or total compensation 
paid to employees may provide a more reliable ba
SIS for evaluatlllg the shares of reasonably anlicipateu 
henefits from the covered services. 

Example 20. Shared sen' ices arrangement and 

reliaNe measllre of I'easonilbh' IIl1ticipared be"fjil 

((1[/o1'(//iO/I kn). (i) Company P performs human 
resource services (service A) on behalf of the PXYZ 
Group that qualify for the services cost method. 
Under that method. Company P determines the 

Service A 
Total Cost 300 

ISO 

75 
75 

(iii) The total number of employees (employee headcount) in each company is as follows: 

CLHllpany X - 600 employees 

Company Y - 250 employees 
Company Z - 250 employees 

amount charged for these services pursuant to a 
shared services arrangement hased on an applica
tion of paragraph (b)('5) uf this section. Service A 
constitutes a specified covered service described in 
a revenue procedure pursuant to paragraph (b)(4)(i) 
of this section. The IOtal services costs for service A 
otherwise determined under the services cost method 
is 300, 

(ii) Companies X. Y and Z reasonably anticipate 
benefits from service A. Company P does not reason· 
ably anticipate benefits from service A. Assume that 
if relative reasonably anticipated benefits were pre
cisely known. the appropriate allocatiDn of charges 
pursuant to § 1.482-9T(k) to Company X. Y and Z 
for service A is as follows: 

(i\') Company P allocates the 300 total services costs of service A hased on employee headcount as follows: 

Company 

x 
Y 

Z 

(I') Based on these facts. Company P may reason
ahly conclude that the employee headcount allocation 
haSis most reliahly retlects the participants' respec
tive ,hares of the reasonably anticipated henefits at· 
trihutahle to sClvice A. 

E Hllllple 2/. Shared sal'ices arrallgemenl alld 
Idiahl~ meawre of reas(Jl1uhlr Wllicipated hellejir 
(1i//oUl/i"" len). (i) Company P performs accounts 
payanle sen ices (service B) on hehalf of the PXYZ 
Group and determine, the amount charged for the 

C\l!npany 

x 
Y 

Z 

Service A 
Total Cost 300 
Allocation Key: 
(Headcount) 

600 

250 

250 

services under such method pursuant to a shared 
services arrangement based on an applIcation of 
paragraph (b )(51 of this section. Service B is a 
specitied covered service described in a revenue 
procedure pursuant to paragraph (b)(4)(i) of this sec
tion. The total services costs for service B otherwise 
determined under the services cost method is 500 

(ii) Companies X. Y and Z reasonably anticipate 
henefits from service B. Company P does not reason
ably anticipate benefits from sen ice B. Assume that 

Service B 
Total Co,t 500 

125 
205 
170 

(iii) The total numher of employees (employee headcount) in each company IS as follows: 
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Company X - flOO 

C\l!npany Y - 200 

Com pan) Z - 200 

2006-2 C.B. 

Amount 

164 

68 

68 

if relati ve reasonably anticipated benefits were pre
cisely known. the appropriate allocation of charges 
pursuant to § 1.482-9T(k) to Companies X. Y and Z 
for service B is as follows: 



(iv) The total number of transactions (transaction volume) with uncontrolled customers by each company is as follows: 

Company X - 2,000 

Company Y - 4,000 

Company Z - 3,500 

(v) If Company P allocated the 500 total services costs of service B based on employee headcount, the resultmg allocation would be as follov. s 

Service B 
Total Cost 500 
Allocation Key: 

Company (Headcount) Amount 

X 600 300 
Y 200 100 
Z 200 100 

(vi) In contrast, if Company P used volume of transactions with uncontrolled customers as the allocation basis under the shared services arrangement, 
the allocation would be as follows: 

Company 

X 
Y 
Z 

(vi) Based on these facts. Company P may rea
sonably conclude that the transaction volume, but not 
the employee headcount, allocation basis most reli
ably reflects the participants' respective shares of the 
reasonably anticipated benefits attributable to service 
B. 

Example 22. Shared service) arrangement and 
aggregation. 0) Company P performs human re
SOUTce serviees (service A) and accounts payable 
services (service B) on behalf of the PXYZ Group 

Company 

X 
y 

Z 

Service B 
Total Cost SOO 
Allocation Key 
(Transaction Volume) 

2,000 

4,000 

3,500 

that qualify for the services cost method. Company 
P determines the amount charged for these servicc~ 
under such method pursuant to a shared service, 
arrangement based on an application of paragraph 
(b)(S) of this section. ServIce A and ,emee Bare 
specified covered services described in a revenue 
procedure pursuant to paragraph (b)(4)(i) of this sec
tion. The total services costs otherwise determined 
under the services cost method for service A i, JOO 
and for service R is SOO: total services costs for 

Sen ices A and B 
Total Cost 800 

350 

100 

350 

(iii) The total volume of transactions with uncontrolled customers 111 each company is as follows: 

Company X - 2,000 

Company Y - 4,000 

Company Z - 4,000 

(iv) The total number of employees in each company is as follows: 

Company X - 600 

Company Y - 200 

Company Z - 200 

Amount 

lOS 
211 

184 

services A and Bare 800. Company P determines 
that aggregation of services A and B for purposes of 
the arrangement is appropriate. 

(ii) Companies X, Y and Z reasonably anticipate 
benefib from services A and B. Company P does not 
reasonably anticipate benefit.s from ,erviccs A and B. 
Assume that if relative reasonably anticipated bene
fits were precise I y known, the appropriate allocation 
of total charges pursuant to * 1.482-9T(k) to Compa
nies X, Y and Z for services A and B is as follows: 
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(\ I If CumpJIlY P allocaled Ihe KOO IOwl 'en ICC' co,l, of ,ervice' A and B based on Iransaction volume or employee headcounl. Ihe resulting allocalion 
would he as loll,,,, ,: 

Aggr~ga(cd Sen icc~ AB 

TOlal C(hl XOO 

Alloc,1I101l Key: Allocalion Key' 
Comp,\Il1 I Transaclion Volume) Amouill ( Headcounli Amounl 

X 2.0()() 160 600 480 

Y 4.0[)() 320 200 160 

Z 4.0[)O J20 200 160 

I I II In L·<lnlr:hl. II a~grcgalcd ,en ICC' AB were allocaled oy reference 10 Ihe lolaILJ.S. dollar value of sales to uncontrolled parties (Irade sales) by e:Kh 

uHnp.IIl). Ihe full 0\\ illt: rcsulh \llluld uhlain: 

Aggregaled SenlLes AB 
Tolal Cu,1 ROO 

Allocalion Key: 
('OlllpJll\ 

X 

Y 
I 

(Trade Sales) 

S4()O million 

'!>120 million 

$SO() million 

(I il) Rased on these tach. Company P may rea
sonahly conclude thai Ihe Irade sales. hUI nol Ihe 
Iran'aL'lion I ulume or Ihe employee headcllunt. al
IOCali(ln nasis most relianly renee!, the participants' 
rcsprc'tilc shares ()f the reasonably antiCipated hene
fih Clltributahlc to services AB. 

E\(/IIJ/'/e 23. Shared selTieo arrangemefll awi 

uggregariol1. Iii Company P performs ,ervices A 
Ihrough P on hehalf of Ihe PXYZ Group that qual
i fy for the services cust method. Company P deter
mines Ihe ,1Inount charged for these services under 

Amount 

314 

94 

392 

such method pursuant tu a shared services arrange
ment based on an appltcation of paragraph (h)(S) of 
this section. All of the,e services A through Z con
stitute either specilied covered service, or low mar

gin covered servtces de,cribed in paragraph (b)(4) of 
this ,eetion. The lOtal services costs for services A 
thrO\lgh Z otherwise determined under the services 
cost method is 500. Company P determines that ag
gregation of services A through Z for purposes of the 
arrangement is appropriate. 

(ii) Companies X and Y reasonably anticipate 
benefits from services A through Z and Company 
Z reasonably anticipates benefits from services A 

through X but not from services Y or Z (Company 
Z performs services similar to services Y and Z on 
its own behalO. Company P does not reasonably an
ticipate benefits from services A through Z. Assume 
thai if relative reasonably anticipated henefits were 
precisely known, the appropriate allocation of total 
charges pursuant to § \ .482-9T(k) to Company X. Y 

and Z for services A through Z is as follows: 

Service.s A - M Services N - P Services A - P 

Company Cost 490 Cost 10 Total Cost 500 

X 90 5 95 
Y 240 5 245 
Z 160 160 

(iii) The totJI Illiumc of Iran,actions with uncontrolled customers in each company is as follows: 

Company X - 2.00() 

Company Y - ".son 
Company Z - 3.5()() 

I II) Company P alillcates the SilO lOla I ,,'rvices costs of sen' ices /\ through Z based on transaction volume as follows: 

ClIlllpany 

X 

Y 

I 

I I I R'h,·d <'11 the,,: facI,. Compan) Pilla) reason
.thls c(lllcluue thai the transaction IOIUIllC alloL'ation 
tu,,, 111<"t rclidhls retk,'h the partic'ipants' rc,pcc-
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Aggregated services A - Z 
Teltal Co,ts .'iO() 

Allocation Key: 
iTramaction Volume) 

2.000 

4.500 

:<.500 

live shares of the reasonably anticipated benefits at
tnnutable to sen' ices A through Z. 

EX<lllll'le 2,/. Renderer reasonablv anricipaTes 

b~lIef;«. (i) Company P renders services on behalf 

Amount 

100 

225 

175 

of the PXYZ Group that qualify for Ihe services cost 
method. Company P determines the amount charged 
for these services under ,uch method. Company p's 
share of reasonably anticipated benefits from ser-



vices A, B, C, and D is 20% of the total reasonably 
anticipated benefits of all participants. Company 
P's total services cost for services A, B, C, and D 
charged within the Group is 100. 

(ii) Based on an application of paragraph (b )(5) of 
this section, Company P charges 80 which is allocated 
among Companies X, Y and Z. No charge is made 
to Company P under the shared services arrangement 
for activities that it performs on its own behalf. 

Example 25. Coordination with cost sharing ar

rangement. (i) Company P performs human resource 
services (service A) on behalf of the PXYZ Group 
that qualify for the services cost method. Company 
P determines the amount charged for these services 
under such method pursuant to a shared services 
arrangement based on an application of paragraph 
(b)(5) of this section. Service A constitutes a speci
fied covered service described in a revenue procedure 
pursuant to paragraph (b)(4)(i) of this section. The 
total services costs for service A otherwise deter
mined under the services cost method is 300. 

(ii) Company X, y, Z and P reasonably anticipate 
benefits from service A. Using a basis of allocation 
that is consistent with the controlled participants' re
spective shares of the reasonably anticipated benefits 
from the shared services, the total charge of 300 is al
located as follows: 

X - 100 

Y - 50 

Z - 25 

P - 125 

(iii) In addition to performing services, P un
dertakes 500 of R&D and incurs manufacturing and 
other costs of 1,000. 

(iv) Companies P and X enter into a cost shar
ing arrangement in accordance with § 1.482-7. Un
der the arrangement, Company P will undertake all 
intangible development activities. All of Company 
P's research and development (R&D) activity is de
voted to the intangible development activity under the 
cost sharing arrangement. Company P will manufac
ture, market, and otherwise exploit the product in its 
defined territory. Companies P and X will share in
tangible development costs in accordance with their 
reasonably anticipated benefits from the intangibles. 
and Company X will make payments to Company P 
as required under § 1.482-7. Company X will manu
facture, market, and otherwise exploit the product in 
the rest of the world. 

(v) A portion of the charge under the shared ser
vices arrangement is in turn allocable to the intangi
ble development activity undertaken by Company P. 
The most reliable estimate of the proportion alloca
ble to the intangible development activity is deter
mined to be 500 (Company P's R&D expenses) di
vided hy 1,500 (Company p's total non-covered ser
vices costs), or one-third. Accordingly, one-third of 
Company P's charge of 125, or 42. is allocated to the 
intangible development activity. Companies P and X 
must share the intangible development costs of the 
cost shared intangibles (including the charge of 42 
that is allocated under the shared services arrange
ment) in proportion to their respective shares of rea
sonably anticipated benefits under the cost sharing ar
rangement. That is, the reasonably anticipated benefit 
shares under the cost sharing arrangement are deter-

mined separately from reasonably anticipated benefit 
shares under the shared services arrangement. 

Example 26. Coordination with cost sharing ar

rangement. (i) The facts and analysis are the same 
as in Example 25. except that Company X also per
forms intangible development actiVities related to the 
cost sharing arrangement. Using a basis of allocation 
that is consistent with the controlled participants' re
spective shares of the reasonably antiCipated benefits 
from the shared services. the 300 of service costs is 
allocated as follows: 

X - 100 

Y - 50 

Z - 25 

P - 125 

(ii) In addition to performing services, Company 
P undertakes 500 of R&D and incurs manufacturing 
and other costs of 1,000. Company X undertakes 400 
of R&D and incurs manufacturing and other costs of 
600. 

(iii) Companies P and X enler into a cost sharing 
arrangement in accordance with § 1.482-7. Under the 
arrangement, both Companies P and X will undertake 
intangible development activities. All of the research 
and development activity conducted by Companies P 
and X is devoted to the intangible development activ
ity under the cost sharing arrangement. Both Com
panies P and X will manufacture, market, and other
wise exploit the product in their respective territories 
and will share intangible development costs in accor
dance with their reasonably anticipated benefits from 
the intangibles, and both will make payments as re
quired under § 1.482-7. 

(iv) A portion oflhe charge under the shared ser
vices arrangement is in turn allocable to the intangi
ble development activities undertaken by Companies 
P and X. The most reliable estimate of the portion al
locable to Company p's intangible development ac
tivity is determined to be 500 Wompany p's R&D ex
penses) divided by 1.500 (P's total non-covered ser
vices costs), or one-third. Accordingly, one-third of 
Company P's allocated services cost method charge 
of 125, or 42, is allocated to its intangible develop
ment acti vity. 

(v) In addition. it is necessary to determine the 
ponion of the charge under the shared services ar
rangement to Company X that should be further al
located to Company X's intangible development ac
tivities under the cost sharing arrangement. The most 
reliable estimate of the portion allocable to Company 
X's intangible development activity is 400 (Company 
X's R&D expenses) t.livided by 1,000 (Company X's 
costs), or 4091:. Accordingly, 40% of the 100 that 
was allocated to Company X, or 40, is allocated in 
turn to Company X's intangible development activ
ities. Company X makes a payment to Company P 
of 100 under the shared services arrangement and in
cludes 40 of services cost method charges in the pool 
of intangible development costs. 

(vi) The parties' respective contributions to in
tangible development costs under the cost sharing ar
rangement are as follows: 

P: 500 + (0.333 * 125) = 542 
X: 400 + (0.40 * 100) = 440 

(c) Comparable uncontrolled services 
price method-( I) In general. The compa
rable uncontrolled services price method 
evaluates whether the amount charged in 
a controlled services transaction is ann's 
length by reference to the amount charged 
in a comparable uncontrolled services 
transaction, The comparable uncontrolled 
services price method is ordinarily used 
where the controlled services either are 
identical to or have a high degree of sim
ilarity to the services in the uncontrolled 
transaction, 

(2) Comparability and reliability con
siderations-(i) In general, Whether 
results derived from application of this 
method are the most reliable measure of 
the arm's length result must be determined 
using the factors described under the best 
method rule in ~ 1.482-1 (c), The applica
tion of these factors under the comparable 
uncontrolled services price method is dis
cussed in paragraphs (c)(2)(ii) and (iii) of 
this section. 

(ii) Comparability-(A) In general. 
The degree of comparability between con
trolled and uncontrolled transactions is 
detennined by applying the provisions of 
§1.482-I(d), Although all of the factors 
described in §1,482-I(d)(3) must be con
sidered, similarity of the services rendered, 
and of the intangibles (if any) used in per
forming the services, generally will have 
the greatest effects on comparability under 
this method. In addition, because even 
minor differences in contractual tenns 
or economic conditions could materially 
affect the amount charged in an uncon
trolled transaction, comparability under 
this method depends on close similarity 
with respect to these factors, or adjust
ments to account for any differences. The 
results derived from applying the compa
rable uncontrolled services price method 
generally will be the most direct and re
liable measure of an ann's length price 
for the controlled transaction if an un
controlled transaction has no differences 
from the controlled transaction that would 
affect the price, or if there are only minor 
differences that have a definite and reason
ably ascertainable effect on price and for 
which appropriate adjustments are made. 
If such adjustments cannot be made, or 
if there are more than minor differences 
between the controlled and uncontrolled 
transactions, the comparable uncontrolled 
services price method may be used. hut 
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the reliability of the results as a measure 
of the arm's length price will be reduced. 
Further. if there are material differences 
for which reliable adjustments cannot be 
made. thi~ method ordinarily will not pro
vide a reliable measure of an arm' s length 
result. 

(B) A djll.I{1IIen !.Ij()/' differences befll'een 
c(}ntrol/eeI and IUlcuntrol/ed transactions. 
If there are differences between the con
trolled and uncontrolled transactions that 
would affect price. adjustments should be 
made to the price of the uncontrolled trans
action according to the comparability pro
visions of ~1.482-I(d)(2). Specific ex
amples of factors that may be particularly 
relevant to application of this method in
clude-

( I ) Quality of the services rendered; 
(2) Contractual terms (for example. 

scope and tenns of warranties or guaran
tees regarding the services. volume. credit 
and payment temlS. allocation of risks, 
including any contingent-payment terms 
and whether costs were incurred without a 
provision for current reimbursement); 

(3) Intangibles (if any) used in render
ing the services; 

(4) Geographic market in which the ser
vices are rendered or received; 

(5) Risks borne (for example, costs in
curred to render the services, without pro
vision for current reimbursement); 

(6) Duration or quantitative measure of 
services rendered; 

(7) Collateral transactions or ongo
ing business relationships hetween the 
renderer and the recipient. including ar
rangement for the provision of tangible 
property in connection with the services: 
and 

(8) Alternatives realistically available 
to the renderer and the recipient. 

(iii) Dutu und asslimptions. The re
liability of the results derived from the 
comparable uncontrolled services price 
method is affected by the completeness 
and accuracy of the data used and the re-

CdtegLlr) 

PruJect managcr~ 

T,xhniL'al ,tall 

Iliil Thu,. for exampk. d project invohing IOU 
hour, of the time of project manager, and 40() hour, 
of technic'al ,tal"! time \\[)uld re,ult in the follow
mg rrn)ect fee, I II Ithollt regard III any out·or·pocket 

290 2006-2 C.B. 

liability of the assumptions made to apply 
the method. See § 1.482-I(c) (hest method 
rule). 

(3) Arm's length range. See 
§ 1,482-l{ e )(2) for the determination of an 
arm's length range. 

(4) Exwnples. The principles of this 
paragraph (c) are illustrated by the follow
ing examples: 

E\u!I1ple I. Imemal CUlIlpurobie IIIlCOIltrol/ed 
serl'icl'S price. Company A, a United States corpo

ration, performs shipping. stevedoring. and related 

,en' ices for controlled and uncontrolled parties on a 

short-term or as-needed basis. Company A charges 

uncontrolled parties in Country X a uniform fee of 

$60 per container to place loaded cargo containers 
in Country X on oceangoing vessels for marine 

transportation. Company A also perfonns identical 

services in Country X for its wholly-owned sub
sidiary. Company B. and there are no substantial 

differences between the controlled and uncontrolled 

transactions. In evaluating the appropriate measure 
of the ann's length price for the container-load

ing services perfonned for Company B. because 
Company A renders substantially identical services 

in Country X to both controlled and uncontrolled 
parties. it is determined that the comparable uncon
trolled services price constitutes the best method for 
detennining the arm's length price for the controlled 

services transaction. Based on the reliable data pro
vided by Company A concerning the price charged 

for services in comparable uncontrolled transactions. 
a loading charge of 560 per cargo container will be 
considered the most reliable measure of the arm' s 

length price for the services rendered to Company B. 
See paragraph (c)(2)(ii)(A) of this section, 

Example 2. External comparable uncontrolled 
services price. (i) The facts are the same as in Ex
ample I, except that Company A performs services 
for Company B. but not for uncontrolled parties. 
Based on infurmation obtained from unrelated par
ties (which is detennined to be reliable under the 
comparability standards set forth in paragraph (c)(2) 
of this section), it is determined that uncontrolled 
parties in Country X perform services comparable to 
those rendered by Company A to Company B. and 
that such parties charge $60 per cargo container. 

(ii) In evaluating the appropriate measure of an 
arm's length price for the loading services that Com
pany A renders to Company B, the 560 per cargo 
contaIner charge is considered evidence of a com
parable uncontrolled services price. See paragraph 
(c)(~)(ii)(A) of this section. 

Example 3. EXTernal comparable uncolltrolled 
sen'ices price. The facts are the same as in Exam
ple 2, except that uncontrolled parties in Country X 

Rate 

$-1-00 per hour 

5300 per hour 

cxpeme>l: ([ 100 hrs. x $400/hr.J + [400 hrs. x 
S300/hL]1 = 540,000 + $120,000 = $160,000. 

(IV) Company B. a Country X subsidiary of Com
pany A, cuntracts to perform consulting services for a 
Country X client in the banking industry. In undertak-

render sinlliar loading and ste:wdoring services, but 

only under contracts that have a minimum ternl of one 
year. If the difkrcilce 111 the duration of the services 
ha, a m,llerial effect on prices. adjustments to account 

for these difference:, must be: made to the results of the 

uncontrolled transaction, according to the proVisions 
of § 1.48~-I(d)(2), and ,uch adjusted results may be 

used as a measure of the: arm's length result. 
E.HlIIlp/f.f. Use oI I'(1I//al>ll' intangibles. (i) 

Company A, a United States corporation in the 

biotechnology sector. renders research and develop
ment service, exclusively to its atliliates. Company 
B is Company A's wholly-owned subsidiary in Coun· 

try X. Company A renders research and development 

services to Company B. 
(ii) In performing its research and development 

services function. Company A uses proprietary 
software that it developed internally. Company A 
uses the software to evaluate certain genetically 

engineered compounLls developed by Company B. 

Company A owns the copyright on this software and 
does not license it to uncontrolled parties. 

(iii) No uncontrolled parties can be identified that 
perform services identical or with a high degree of 

similarity to those perfonned by Company A. Be
cause there are material differences for which reliable 
adjustments cannot be made, the comparable uncon

trolled services price method is unlikely to provide a 
reliable measure of the arm's length price. See para
graph (c)(2)(ii)(A) of this section. 

Example 5. Internal comparable, (i) Company 
A, a United States corporation, and its subsidiaries 
render computer consulting services relating to sys· 
terns integration and networking to business clients 
in various countries. Company A and its subsidiaries 
render only consulting services, and do not manu
facture computer hardware or software nor distribute 
such products. The controlled group is organized ac
cording to industry specialization, with key industry 
specialists working for Company A. These personnel 
typically form the core consulting group that teams 
with consultants from the local-country subsidiaries 
to serve clients in the subsidiaries' respective coun· 

tries. 
(ii) Company A and its subsidiaries sometimes 

undertake engagements directly for clients, and 
sometimes work as subcontractors to unrelated 
parties on more extensive supply-chain consulting 
engagements for clients. In undertaking the latter 
engagements with third party consultants, Company 
A typically prices its services based on consulting 
hours worked multiplied by a rate detennined for 

each category of employee. The company also 
charges, at no markup, for out-of· pocket expenses 
such as travel, lodging, and data acquisition charges. 
The Company has established the following schedule 

of hourly rates: 

ing this engagement. Company B uses its own consul
tants and also uses Company A project managers and 
technical staff that specialize in the banking industry 
for 7S hours and 380 hours, respectively. In detennin
ing an ann's length charge, the price that Company A 



charges for consulting services as a subcontractor in 
comparable uncontrolled transactions will be consid
ered evidence of a comparable unwntrolled services 
price. Thus. in this case, a payment of $144,000, 
(or [75 hrs. x $400fhr.1 + 13HO hrs. x $3()Ofhr.J = 
$30,000 + $114,000) may be used as a measure of the 
arm's length price for the work performed by Com
pany A project mangers and technical staff. In ad
dition, if the comparable uncontrolled services price 
method is used. then, consistent with the practices 
employed by the comparables with respect to similar 
types of expenses, Company B must reimburse Com
pany A for appropriate out-ot-pocket expenses. See 
paragraph (c)(2)(ii)(A) of this section. 

Example 6. Adjustments for differences. (i) The 
facts are the same as in Example 5. except that the en
gagement is undenaken with the client on a fixed fee 
basis. That is, prior to undertaking the engagement 
Company B and Company A estimate the resources 
required to undertake the engagement. and, based on 
hourly fee rates. charge the client a ,ingle fee for com
pletion of the project. Company A's portion of the 
engagement re,ults in fees of $144,000. 

(ii) The engagement, once undertaken, requires 
20% more hours by each of Companies A and B 
than originally estimated. Nevertheless, the unrelated 
client pays the fixed fee that was agreed upon at the 
start of the engagement. Company B pays Company 
A $144,000, in accordance with the fixed fee arrange
ment. 

(iii) Company A often enters Into similar fixed fee 
engagements with clients. In addition, Company A's 
records for similar engagements show that when it ex
periences cost overruns, it does not collect additional 
fees from the client for the difference between pro
jected and actual hours. Accordingly, in evaluating 
whether the fees paid by Company B to Company A 
are arm's length, it is deterrnined that no adjustments 
to the intercompany service charge are warranted. 
See §1.482-I(d)(3)(ii) and paragraph (c)(2)(ii)(A) of 
this section. 

(5) Indirect evidence of the price of a 
comparable uncontrolled services transac
tion-(i) In general. The price of a com
parable uncontrolled services transaction 
may be derived based on indirect measures 
of the price charged in comparable uncon
trolled services transactions, but only if-

(A) The data are widely and routinely 
used in the ordinary course of business in 
the particular industry or market segment 
for purposes of determining prices actually 
charged in comparable uncontrolled ser
vices transactions; 

(B) The data are uscd to set prices in 
the controlled services transaction in the 
same way they are used to set prices in 
uncontrolled services transactions of the 
controlled taxpayer, or in the same way 
they are used by uncontrolled taxpayers to 
set prices in uncontrolled services transac
tions; and 

(C) The amount charged in the con
trolled services transaction may be re-

liably adjusted to reflect differences in 
quality of the services, contractual terms, 
market conditions, risks borne (including 
contingent-payment terms), duration or 
quantitative measure of services rendered, 
and other factors that may affect the price 
to which uncontrolled taxpayers would 
agree, 

(ii) Example, The following example 
illustrates this paragraph (c)(5): 

Example. Indirect evidence of comparahle un

('()//frolled serVices price. 

(i) Company A is a United States insurance com
pany. Company A's wholly-owned Country X sub
sidiary, Company B, performs specialized risk anal
ysis for Company A as well as for uncontrolled par
ties. In determining the price actually charged to un
controlled entities for performing such risk analysis, 
Company B uses a proprietary. multi-factor computer 
program. which relies on the gro5S value of the poli
cies in the customer's ponfolio, the relative compo
sition of those policies, their location, and the esti
mated number of personnel hours necessary to com
plete the projeu. l ncontrol led companies that per
form comparable risk analysis in the same industry 
or market-segment use similar propnetary computer 
programs to price transactions with uncontrolled cus
tomers (the competItors' programs may incorporate 
different inputs, or may assign different weights or 
values to individual inputs. in arriving at the price!. 

(iii During the taxable year subject to ~udit, 

Company B performed risk analysis for uncontrolled 
parties as well as for Company A. Because prices 
charged to uncontrolled customers reflected the com
position of each customer's portfoliO together with 
other factors, the prices charged in Company B' s un
controlled transactions do not provide a reliable basis 
for determining the comparable uncontrolled services 
price for the similar services rendered to Company 
A. However, in evaluating an arm's length price for 
the studies performed by Company B for Company 
A, Company B's proprietary computer program may 
be considered as indirect evidence of the comparable 
uncontrolled services price that would be charged to 
perform the services for Company A. The reliability 
of the results obtained hy application of this internal 
computer program as a measure of an arm's length 
price for the services will be increased to the extent 
that Company A used the internal computer program 
to generate actual transaction prices for risk-analysis 
studies performed for uncontrolled parties during the 
same taxable year under audit; Company A used data 
that are widely and routinely used in the ordinary 
course of business in the inwrance industry to de
termine the price charged; and Company A reliably 
adjusted the price charged in the controlled services 
transaction to reflect differences that may affect the 
pnce to which uncontrolled taxpayers would agree. 

(d) Gross services margin method-(l) 

In general. The gross services margin 
method evaluates whether the amount 
charged in a controlled services trans
action is arm's length by reference to 
the gross profit margin realized in com
parable uncontrolled transactions, This 
method ordinarily is used in cases where 

a controlled taxpayer pcrforms services 
or functions in connection with an uncon
trolled transaction between a member of 
the controlled group and an uncontrolled 
taxpayer. This method may be used where 
a controlled taxpayer renders services 
(agent services) to another member of 
the controlled group in connection with 
a transaction between that other mem
ber and an uncontrolled taxpayer. This 
method also may be used in cases where 
a controlled taxpayer contracts to provide 
services to an uncontrolled taxpayer (in
termediary function) and another member 
of the controlled group actually performs 
a portion of the services provided. 

(2) Determination of arm's length 
price-(i) In general. The gross services 
margin method evaluates whether the 
price charged or amount retained by a 
controlled taxpayer in the controlled ser
vices transaction in connection with the 
relevant uncontrolled transaction is arm's 
length by determining the appropriate 
gross profit of the controlled taxpayer. 

(ii) Relevant uncontrolled transaction. 
The relevant uncontrolled transaction is a 
transaction between a member of the con
trolled group and an uncontrolled taxpayer 
as to which the controlled taxpayer per
forms agent services or an intermediary 
function, 

(iii) Applicable uncontrolled price, The 
applicable uncontrolled price is the price 
paid or received by the uncontrolled tax
payer in the relevant uncontrolled transac
tion, 

(iv) Appropriate gross services profit, 
The appropriate gross services profit is 
computed by multiplying the applicable 
uncontrolled price by the gross services 
profit margin in comparable uncontrolled 
transactions. The determination of the ap
propriate gross services profit will take 
into account any functions performed by 
other members of the controlled group, as 
well as any other relevant factors described 
in § 1.482-1 (d)(3). The comparable gross 
services profit margin may be determined 
by reference to the commission in an un
controlled transaction, where that commis
sion is stated as a percentage of the price 
charged in the uncontrolled transaction. 

(v) Arm's length range. See 
§ 1.482-I(e)(2) for determination of the 
arm's length range. 

(3) Comparability and reliability con-
sideratiolls-(i) In general. Whether 
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re~ults deri\ed from application of this 
method are the most reliable measure of 
the arm' ~ length result must be determined 
using the factors described under the best 
method rule In ~ 1.482-I(c). The appli
cation of the~e factors under the gross 
,en'ice, margin method is discussed in 
paragraphs Id)(3){ii) and (iii) of this sec
tion. 

(ii) COlllpa mhili ty-( A) FlIllctional 

COIII/J(lruiJilitv. The degree of compara
bility between an uncontrolled transaction 
and a controlled transaction is determined 
by applying the comparability provisions 
of ~1.482-I(d). A gross services profit 
provides compensation for services or 
functions that bear a relationship to the 
relevant uncontrolled transaction. includ
ing an operating profit in return for the 
investment of capital and the assump
tion of risks by the controlled taxpayer 
performing the services or functions un
der review. Therefore. although all of 
the factors described in § 1.482-I(d)(3) 
must be considered. comparability under 
this method is particularly dependent on 
similarity of services or functions per
formed. risks borne. intangibles (if any) 
used in providing the services or functions, 
and contractual terms, or adjustments to 
account for the effects of any such differ
ences. If possible. the appropriate gross 
services profit margin should be derived 
from comparable uncontrolled transac
tions by the controlled taxpayer under 
revie\v, because similar characteristics are 
more likely found among different trans
actions by the same controlled taxpayer 
than among transactions by other parties. 
In the absence of comparable uncontrolled 
transactions invol ving the same controlled 
taxpayer, an appropriate gross services 
profit margin may be derived from trans
actions of uncontrolled taxpayers involv
ing comparable services or functions with 
respect to similarly related transactions. 

(B) Other cOlllfJ(/rability fC/clon. Com
parability under this method is not depen
dent on close similarity of the relevant un
L'Ontrolled transaction to the related trans
~lctions imolved in the uncontrolled com
parable,. However. substantial differences 
in the nature of the relevant uncontrolled 
tran"lctilln and the relevant transactions 
imol\ed in the uncontrolled comparables, 
,uch a, differences in the type of prop
erty tran,ferred or service provided in the 
n:ln ant uncontrolled transaction. may in-
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dicate significant differences in the ser
vices or functions performed by the con
trolled and uncontrolled taxpayers with re
spect to their respective relevant transac
tions. Thus, it ordinarily would be ex
pected that the services or functions per
formed in the controlled and uncontrolled 
transactions would be with respect to rel
evant transactions involving the transfer 
of property within the same product cate
gories or the provision of services of the 
same general type (for example, informa
tion-technology systems design). Further
more, significant differences in the intan
gibles (if any) used by the controlled tax
payer in the controlled services transac
tion as distinct from the uncontrolled com
parables may also atfect the reliability of 
the comparison. Finally, the reliability of 
profit measures based on gross services 
profit may be adversely affected by fac
tors that have less effect on prices. For 
example, gross services profit may be af
fected by a variety of other factors, includ
ing cost structures or efficiency (for exam
ple, differences in the level of experience 
of the employees performing the service 
in the controlled and uncontrolled transac
tions). Accordingly, if material differences 
in these factors are identified based on ob
jective evidence, the reliability of the anal
ysis may be affected. 

(C) Adjustments for differences between 

controlled alld uncontrolled transactions. 
If there are material differences between 
the controlled and uncontrolled transac
tions that would affect the gross services 
profit margin, adjustments should be made 
to the gross services profit margin, ac
cording to the comparability provisions of 
§ 1.482-1 (d)(2). For this purpose, consid
eration of the total services costs associ
ated with functions performed and risks 
assumed may be necessary because dif
ferences in functions performed are of
ten reflected in these costs. If there are 
differences in functions performed, how
ever, the effect on gross services profit of 
such differences is not necessarily equal 
to the differences in the amount of related 
costs. Specific examples of factors that 
may be particularly relevant to this method 
include-

(I) Contractual terms (for example, 
scope and terms of warranties or guaran
tees regarding the services or function, 
volume, credit and payment terms, and 

allocation of risks, including any contin
gent-payment terms): 

(2) Intangibles (if any) used in perform
ing the services or function: 

(3) Geographic market in which the ser
vices or function are performed or in which 
the relevant uncontrolled transaction takes 
place: and 

(4) Risks borne, including, if applica
ble, inventory-type risk. 

(D) Buy-sell distributor. If a controlled 
taxpayer that performs an agent service or 
intermediary function is comparable to a 
distributor that takes title to goods and re
sells them, the gross profit margin earned 
by such distributor on uncontrolled sales, 
stated as a percentage of the price for the 
goods, may be used as the comparable 
gross services profit margin, 

(iii) Data and assumptions-(A) In 

general. The reliability of the results 
derived from the gross services margin 
method is affected by the completeness 
and accuracy of the data used and the 
reliability of the assumptions made to ap
ply this method. See § I .482-1 (c) (best 
method rule), 

(B) Consistency in accounting, The de
gree of consistency in accounting practices 
between the controlled transaction and the 
uncontrolled comparables that materially 
affect the gross services profit margin af
fects the reliability of the results under this 
method. 

(4) Examples. The principles of this 
paragraph (d) are illustrated by the follow
ing examples: 

Example 1. Agent services. Company A and 

Company B are members of a controlled group. 

Company A is a foreign manufacturer of industrial 

equipment. Company B is a U.S. company that 

acts as a commission agent for Company A by ar

ranging for Company A to make direct sales of the 

equipment it manufactures to unrelated purchasers in 

the U.S. market. Company B does not take title to 

the equipment but instead receives from Company 

A commissions that are determined as a specified 

percentage of the sales price for the equipment that 

is charged by Company A to the unrelated purchaser. 

Company B also arranges for direct sales of similar 

equipment by unrelated foreign manufacturers to 

unrelated purchasers in the U.S. market. Company 

B charges these unrelated foreign manufacturers a 

commission fee of 5 % of the sales price charged by 
the unrelated foreign manufacturers to the unrelated 

U.S. purchasers for the equipment. Information 

regarding the comparable agent services provided 
by Company B to unrelated foreign manufacturers is 

sufficiently complete to conclude that it is likely that 
all material differences between the controlled and 

uncontrolled transactions have been identified and 
adjustments for such differences have been made. 



If the comparable gross services profit margin is 
5% of the price charged in the relevant transactions 
involved in the uncontrolled comparahles, then the 
appropriate gro,s services profit that Company B 
may earn and the arm', length price that it may 
charge Company A for its agent services is equal to 
5% of the applicable uncontrolled price charged by 
Company A in sales of equipment in the relevant 
uncontrolled transactions. 

Example 2. Agent services. The facts are the 
same as in Example i, except that Company B docs 
not act as a commission agent for unrelated parties 
and it is not possible to ohtain reliahle information 
concerning commission rates charged by uncon
trolled commission agents that engage in comparable 
transactions with respect to relevant ,ales of property. 
It is possible, however, to obtain reliable information 
regarding the gross profit margins earned by unre
lated parties that briefly take title to and then resell 
similar property in uncontrolled transactions, in 
which they purchase the propeny from foreign man
ufacturers and resell the property to purchasers in the 
U.S. market. Analysis of the facts and circumstances 
indicates that, aside from certain minor differences 
for which adjustments can be made, the uncontrolled 
parties that resell property perform similar functions 
and assume similar risks as Company B performs 
and assumes when it acts as a commission agent 
for Company A's sales of property. Under these 
circumstances, the gross profit margin earned by the 
unrelated distributors on the purchase and resale of 
property may be used, subject to any adjustments for 
any material differences between the controlled and 
uncontrolled transactions, as a comparable gross ser
vices profit margIn. The appropriate gross serHces 
profit that Company B may earn and the arm's length 
price that it may charge Company A for its agent 
services is therefore equal to this comparable gross 
services margin, multiplied by the applicable uncon
trolled price charged by Company A in its sales of 
equipment in the relevant uncontrolled transactions. 

Example 3. Agent services. (i) Company A and 
Company B are members of a controlled group. 
Company A is a U.S. corporation that renders 
computer consulting services, IOcluding systems 
integration and networking, to business clients. 

(ii) In undertaking engagements with clients, 
Company A in some cases pays a commission of 
3% of its total fees to unrelated parties that assist 
Company A in ohtaining consultIng engagements. 
Typically, such fees are paid to non-computer con
sulting firms that provide strategic management 
services for their clients. When Company A ob
tains a consulting engagement with a client of a 
non-computer consulting firm, Company A does not 
subcontract with the other consulting firm, nor does 
the other con~ulting firm play any IOle in Company 
A's consulting engagement. 

(iii) Company B, a Country X subsidiary of Com
pany A, assists Company A in obtaining an engage
ment to perform computer consulting services for a 
Company B banking industry client in Country X. 
Although Company B has an established relationship 
with its Country X client and was instrumental in ar
ranging for Company A's engagement with the client, 
Company A's particular expertise was the primary 
consideration in motivating the client to engage Com
pany A. Based on the relative contributions of Com
panies A and B in obtaining and undertaking the en-

gagement, Company B' s role was primarily to facili· 
tate the consulting engagement between Company A 
and the Country X client. InformatIOn regarding the 
commissions paid by Company A to unrelated par
ties for providing similar services to facilitate COIIl
pany I\'s consulting engagements is sufficiently com
plete to conclude that it is likely that all material dif
ferences between these uncontrolled transactions and 
the controlled transacllon between Company Band 
Company A have been identified and Ihat appropriate 
adjustments have been made for any such differcm:es. 
If the comparable gross services margin earned by un
related parties in providing sueh agent services is 3o/r 
of total fees charged in the relevant transactions in
volved in the uncontrolled com parables. then the ap
propriate gross services profit that Company B may 
earn and the arm's :ength price that it may charge 
Company A for its agent services is equal to this com
parable gross services margin nCk). multiplied by the 
applicable uncontrolled price charged by Company 
A in its relevant uncontrolled com,ulting engagement 
with Company B's client. 

Example 4. intermediary junclion. (i) The facts 
are the same as in Example 3, except that Company 
B contracts directly with its Country X client to pro
vide computer consulting services and Company A 
performs the consulting services on behalf of Com
pany B. Company A does not enter into a consulting 
engagement with Company B's Country X client. In
stead, Company B charges its Country X client an un
controlled price for the consulting services. and Com
pany B pays a portion of the uncontrolled price to 
Company A for performing the consulting services 
on behalf of Company B. 

(ii) Analysis of the relative contributions of Com
panies A and B in obtaining and undertaking the con
sulting contract indicates that Company B functioned 
primarily as an mtennediary contracting party, and 
the gross services margin method is the mmt reli
able method for determining the amount that Com
pany B may retain as compematioll for its intermedi
ary function with respect to Company 1\' s consulting 
services. In this case, therefore, because Company 
B entered into the relevant uncontrolled transaction 
to provide services, Company B receives the applica
ble uncontrolled price that is paid by the Country X 
client for the consulting services. Company A techni
cally performs services for Company B when it per
forms, on behalf of Company S, the consulting SEr
vices Company B contracted to provide to the Coun
try X client. The arm's length amount that Company 
A may charge Company B for performing the consult
ing services on Company B' s behalf is equal to the 
applicable uncontrolled price received by Company 
B in rhe relevant uncontrolled transaction, less Com
pany B's appropriate gro\> services profit, which is 
the amount that Company B may retain as compen
sation for performing the intermediary function 

(iii) Reliable datil concerning the comml'>lions 
that Company A paid to uncontrolled parties for as
sisting it in obtaining engagement; to provide con
sulting services similar to those It has provided on 
behalf of Company B provide useful mformation in 
applying the gross services margin method. How
ever, consideration should be given to whether the 
third party commission data may need to be adjusted 
to account for any additional risk that Company B 
may have assumed as a result of its function as an in
termediary contracting party. compared with the risk 

it would have ""umed if it had pro,ided agent ser
vices to a"ist Company A in entering into an en
gagement to proVIde Its consulting semce directly. In 
this case, the information regarding the commi;sions 
paid by COlllpany A to unrelated panies for provid
ing agent services to facilitate its pert'ormancc of con
sulting services for unrelated parties is sufficiently 
complete to conclude that all material dIfferences be
tween these uncontrolled transactions and the con
trolled performance of an intermediary function, in
cluding possible differences in the amount of risk as
sumed in connection with performing that function. 
have been identified and that appropriate adjustment, 
have been made. If the comparable gross services 
margin earned hy unrelated parties in providing such 
agent services is 37r of total fees charged in Com
pany B 's relevant uncontrolled transactions, then the 
appropnate gross services profit that Company B may 
retain as compensation for pert'orming an intermedi
ary function (and the amount. therefore, that is de
ducted from the applicable uncontrolled price to ar
rive at the arm's length price that Company A may 
charge Company B for performing consulting ser
vices on Company B' s behalf) is equal to this com
parable gross services margin (3'lr), multiplied by the 
applicable uncontrolled price charged by Company B 
in its contract to provide services to the uncontrolled 
party. 

Example 5. EXfernal comparahle (i) The facts 
are the same as in Example 4, except that neither 
Company A nor Company B engages in transactions 
with third panies that facilitate similar consulting en
gagements. 

(ii) Analysis of the relative contributions of Com
panies A and B in obtaining and undertaking the con
tract indicates that Company B's role was primarily to 
facilitate tbe consulting arrangement between Com
pany A and the Country X client. Although no reli
able Internal data are available regardIng comparable 
transactions with uncontrolled entities, reliable data 
exist regarding commission rates for similar facilitat
ing services between uncontrolJed parties. These data 
indicate that a 3% commission (3% of total engage
ment fee) is charged in such transactions. Informa
tion regarding the uncontrolJed comparables is suffi
ciently complete to conclude that it is likcly that all 
material differences between the controlled and un
controlJed transactions have been identified and ad
justed for. Ifthe appropriate gross services profit mar
gin is 3% of total fees, then an arm's length result of 
the controlled services transaction is for Company B 
to retain an amount equal to 3o/c of total fees paid to 
it. 

(e) Cost ofserl'ices plus method-(1) In 
general, The cost of services plus method 
evaluates whether the amount charged in 
a controlled services transaction is arm's 
length by reference to the gross services 
profit markup realized in comparable 
uncontrolled transactions. The cost of 
services plus method is ordinarily used in 
cases where the controlled service renderer 
provides the same or similar services to 
hoth controlled and uncontrolled parties. 
This method is ordinarily not used in cases 
where the controlled services transaction 
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invol ves a contingent-payment arrange
ment, as described in paragraph (i)(2) of 
this section. 

(2) DeterminaTio/l of orm's length 

price-(i) III gelleml. The cost of services 
plus method measures an arm's length 
price by adding the appropriate gross ser
vices profit to the controlled taxpayer's 
comparable transactional costs. 

(ii) Apl"D/JI'iofl' grol.1 serl'ices profit. 

The appropriate gross services profit is 
computed by multiplying the controlled 
taxpayer's comparable transactional costs 
by the gross services profit markup, ex
pre;.sed as a percentage of the compara
ble transactional costs earned in compara
ble uncontrolled transactions. 

(ii i) Comparable transactional costs. 

Comparable transactional costs consist of 
the costs of providing the services under 
review that are taken into account as the 
basis for determining the gross services 
profit markup in comparable uncontrolled 
transactions. Depending on the facts and 
circumstances, such costs typically in
clude all compensation attributable to 
employees directly involved in the per
formance of such services, materials and 
supplies consumed or made available in 
rendering such services, and may include 
as well other costs of rendering the ser
vIces. Comparable transactional costs 
must be determined on a basis that will 
facilitate comparison with the comparable 
uncontrolled transactions. For that reason, 
comparable transactional costs may not 
necessarily equal total services costs, as 
defined in paragraph (j) of this section, 
and in appropriate cases may be a subset 
of total services costs. Generally accepted 
accounting principles or Federal incomc 
tax accounting rules (where Federal in
come tax data for comparable transactions 
or business activities are available) may 
provide useful guidance but will not con
clusively establish the appropriate compa
rable transactional costs for purposes of 
this method. 

(iv) Arm '.I' length range. See 
* 1..f82-I(e)(2) for determination of an 
arm's length range. 

(j) COllljl(/w/JififY al/d reliability COII

sicicl'£lriolls-(i) III gel/eraf. Whether re
sulh derived from the application of this 
method are the most reliable measure of 
the arm's length result must be determined 
using the factors described under the best 
method rule in ~1..f82-I(c). 
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(ii) COlllparability-(A) FUllctional 

comparability. The degree of comparabil
ity between controlled and uncontrolled 
transactions is determined by applying the 
comparability provisions of § 1.482-1 (d). 
A service renderer's gross services profit 
provides compensation for performing 
services related to the controlled services 
transaction under review, including an 
operating profit for the service renderer's 
investment of capital and assumptions 
of risks. Therefore, although all of the 
factors described in § 1.482-1 (d)(3) must 
be considered, comparability under this 
method is particularly dependent on simi
larity of services or functions performed, 
risks borne, intangibles (if any) used in 
providing the services or functions, and 
contractual terms, or adjustments to ac
count for the effects of any such differ
ences. If possible, the appropriate gross 
services profit markup should be derived 
from comparable uncontrolled transac
tions of the same taxpayer participating in 
the controlled services transaction because 
similar characteristics are more likely to 
be found among services provided by the 
same service provider than among ser
vices provided by other service providers. 
In the absence of such services transac
tions, an appropriate gross services profit 
markup may be derived from compara
ble uncontrolled services transactions of 
other service providers. If the appropriate 
gross services profit markup is derived 
from comparable uncontrolled services 
transactions of other service providers, in 
evaluating comparability the controlled 
taxpayer must consider the results under 
this method expressed as a markup on 
total services costs of the controlled tax
payer, because differences in functions 
performed may be reflected in differences 
in service costs other than those includcd 
in comparable transactional costs. 

(B) Other comparability factors. Com
parability under this method is less de
pendent on close similarity between the 
services provided than under the compa
rable uncontrolled services price method. 
Substantial differences in the services may, 
however, indicate significant functional 
differences between the controlled and 
uncontrolled taxpayers. Thus, it ordinar
ily would be expected that the controlled 
and uncontrolled transactions would in
volve services of the same general type 
(for example, information-technology 

systems design). Furthermore, if a signif
icant amount of the controlled taxpayer's 
comparable transactional costs consists of 
service costs incurred in a tax account
ing period other than the tax accounting 
period under review, the reliability of the 
analysis would be reduced. In addition, 
significant differences in the value of the 
services rendered, due for example to 
the use of valuable intangibles, may also 
affect the reliability of the comparison. 
Finally, the reliability of profit measures 
based on gross services profit may be ad
versely affected by factors that have less 
effect on prices. For example, gross ser
vices profit may be affected by a variety 
of other factors, including cost structures 
or efficiency-related factors (for example, 
differences in the level of experience of the 
employees performing the service in the 
controlled and uncontrolled transactions). 
Accordingly, if material differences in 
these factors are identified based on objec
tive evidence, the reliability of the analysis 
may be affected. 

(C) Adjustments for differences be

tween the controlled and uncontrolled 

transactions. If there are material dif
ferences between the controlled and un
controlled transactions that would affect 
the gross services profit markup, adjust
ments should be made to the gross services 
profit markup earned in the comparable 
uncontrolled transaction according to the 
provisions of § 1.482-1 (d)(2). For this 
purpose, consideration of the compara
ble transactional costs associated with the 
functions performed and risks assumed 
may be necessary, because differences in 
the functions performed are often reflected 
in these costs. If there are differences in 
functions performed, however, the effect 
on gross services profit of such differences 
is not neccssarily equal to the differences 
in the amount of related comparable trans
actional costs. Specific examples of the 
factors that may be particularly relevant to 
this method include-

(I) The complexity of the services; 
(2) The duration or quantitative mea

sure of services; 
(3) Contractual terms (for example, 

scope and terms of warranties or guaran
tees provided, volume, credit and payment 
terms, allocation of risks, including any 
contingent -payment terms); 

(4) Economic circumstances; and 
(5) Risks borne. 



(iii) Data and assumptions-(A) In 
general. The reliability of the results de
rived from the cost of services plus method 
is affected by the completeness and accu
racy of the data used and the reliability 
of the assumptions made to apply this 
method. See § 1.482-1 (c) (Best method 
rule). 

(B) Consistency in accounting. The 
degree of consistency in accounting prac
tices between the controlled transaction 
and the uncontrolled comparables that 
materially affect the gross services profit 
markup affects the reliability of the results 
under this method. Thus, for example, if 
differences in cost accounting practices 
would materially affect the gross services 
profit markup, the ability to make reliable 
adjustments for such differences would 
affect the reliability of the results obtained 
under this method. Further, reliability 
under this method depends on the extent 
to which the controlled and uncontrolled 
transactions reflect consistent reporting 
of comparable transactional costs. For 
purposes of this paragraph (e)( 3)( iii)( B), 
the term comparable transactional costs 
includes the cost of acquiring tangible 
property that is transferred (or used) with 
the services, to the extent that the arm's 
length price of the tangible property is 
not separately evaluated as a controlled 
transaction under another provision. 

(4) Examples. The principles of this 
paragraph (e) are illustrated by the follow
ing examples: 

Example I. Internal comparable. (i) Company A 
designs and assembles information-technology net
works and systems. When Company A renders ser
vices for uncontrolled parties, it recei ves compensa
tion hased on time and materials as well as certain 
other related costs necessary to complete the project. 
This fee includes the cost of hardware and software 
purchased from uncontrolled vendors and incorpo
rated in the final network or system, plus a reason
able allocation of certain specified overhead costs in
curred by Company A in providing these services. 
Reliable accounting records maintained by Company 

Category 

Project managers 

Technical staff 

(iii) In uncontrolled transactions, Company 
A also charges the customer, at no markup, for 
out-of-pocket expenses such as travel, lodging. and 
data acquisition charges. Thus, for example, a project 
involving 100 hours of time from project managers, 
and 400 hours of technical staff time would result 
in total compensation costs to Company A of (100 
hrs. x $100fhr.) + (400 hrs. x $75/hr.) = $10,000 + 

A indicate that Company A earned a gross services 
profit markup of 10% on its time, materials and spec
ified overhead in providing design services during the 
year under examination on information technology 
projects for uncontrolled entities. 

(ii) Company A designed an information-technol
ogy network for its Country X subsidiary, Company 
B. The services rendered to Company B are similar 
in scope and complexity to services that Company 
A rendered to uncontrolled parties during the year 
under examination. Using Company A's accounting 
records (which are determined to he reliahle under 
paragraph (e)(3) of this section). it is possible to iden
tify the comparable transactional costs involved in 
the controlled services transaction with reference to 
the costs incurred by Company A in rendering simi
lar design services to uncontrolled parties. Company 
A's records indicate that it does not incur any addi
tional types of costs in rendering similar services to 
uncontrolled customers. The data available are suffi
ciently complete to conclude that it is likely that all 
material differences hetween the controlled and un
controlled transactions have been identified and ad
justed for. Based on the gross services profit markup 
data derived from Company A's uncontrolled trans
actions involving similar design services, an arm's 
length result for the controlled services transaction is 
equal to the price that will allow Company A to earn 
a 10% gross services profit markup on its comparable 
transactional costs. 

Example 2. Inability to adjust for dijferenres in 

comparable transactional costs. The facts are the 
same as in Example I. except that Company A's stalT 
that rendered the services to Company B consisted 
primarily of engineers in training status or on tem
porary rotation from other Company A subsidiaries. 
In addition, the Company B network incorporated in
novative features, including specially designed soft
ware suited to Company B 's requirements. The use of 
less-experienced personnel and staff on temporary ro
tation, together with the special features of the Com
pany B network, significantly increased the time and 
costs associated with the project as compared to time 
and costs associated with similar projects completed 
for uncontrolled customers. These factors constitute 
material differences between the controlled and the 
uncontrolled transactions that affect the determina
tion of Company A's comparable transactional costs 
associated with the controlled services transaction, 
as well as the gross services profit markup. More
over, it is not possible to perform reliable adjustments 
for these differences on the basis of the available ac
counting data. Under these circumstances, the relia
bility of the cost of services plus method as a measure 
of an arm's length price is substantially reduced. 

Rates 

$100 per hour 

$ 75 per hour 

$30,000 = $40,000. Applying the markup of 300GIe. 
the total fee charged would thus be (4 x $40,000), or 
$J 60,000, plus out-of-pocket expenses. 

(iv) Company B, a Country X subsidiary of Com
pany A, contracts to render consulting services to a 
Country X client in the banking industry. In undertak
ing this engagement, Company B uses its own consul
tants and also uses the services of Company A project 

Example 3. Operating loss by reference 10 10-

lal senices COSlS. The facts and analysis are the 
same as in Ewmple I, cxcept that an unrelated 
Company C. instead of Company A. renders similar 
services to uncontrolled parties and puhlicly avall
ahle information indicates that Company C earned 
a gross services profit markup of 100/( on its time, 
materials and certain specified overhead in provid
ing those services. As in Example I, Company A 
still provides services for its Country X suhsidiary, 
Company B. In accordance with the requirements 
in paragraph (e)(3)(ii) of this section, the taxpayer 
performs additional analYSIS and restates the results 
of Company A's controlled services transaction with 
its Country X subsidiary, Company B. in the form 
of a markup on Company A's total services costs. 
This analysis by reference to total services costs 
shows that Company A generated an operating loss 
on the controlled services transaction, which indi
cates that functional differences likely exist between 
the controlled services transaction performed hy 
Company A and uncontrolled services transactions 
performed by Company C. and that these differences 
may not be reflected in the comparable transactional 
costs. Upon further scrutiny, the presence of such 
functional differences between the controlled and 
uncontrolled transactions may indlcate that the cost 
of services plus method does not provide the most 
reliable measure of an arm's length result under the 
facts and circumstances. 

Example 4. Internal comparable. (i) Company 
A, a U.S. corporation. and its subsidiaries perform 
computer consulting services relating to systems in
tegration and networking for business clients in vari
ous countries. Company A and its subsidiaries render 
only consulting services and do not manufacture or 
distribute computer hardware or software to clients. 
The controlled group is organized according to indus
try specialization, with key industry specialists work
ing for Company A. These personnel typically form 
the core consulting group that teams with consultants 
from the local-country subsidiaries to serve clients in 
the subsidiaries' respecti ve countries. 

(ii) On some occasions, Company A and its sub
sidiaries undertake engagements directly for clients. 
On other occasions. they work as subcontractors for 
uncontrolled parties on more extensive consulting en
gagements for clients. In undertaking the latter en
gagements with third-party consultants, Company A 
typically prices its services at four times the compen
sation costs of its consultants, defined as the consul
tants" base salary plus estimated fringe benefits, as 
defined in this table: 

managers and technical staff that specialize in the 
banking industry for 75 hours and 380 hours, respec
tively. The data available arc sufficiently complete 
to conclude that it is likely that all material differ
ences between the controlkd and uncontrolled trans
actIOns have been identIfied and adjusted for. Based 
on reliable data concerning the compensatIon costs 
to Company A. an arm', length result for the con-
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trolled ,en Ice, tramaction i, equal to S I~·U)O(). Thi, 

i, calculated a, follo\\,: ] ~ x 175 hr,. x .;, IOO/hLII + 
I~)( (3HO hr,. )( S75/hr.)] = SJO.OOO + SII-+.O()O = 
S I~.OO(). reflecting a ~x markup cm Ihe IOlal (pm

pen,ation Cll,t, tor Compan~ A project manager> anu 

technical ,tall In auultion. UlI]'I\lent II ith CPIll
pany X, pricing of unulIltrolkd tran,a(tllln,. Cpm

pan) B mu,t rClmhur'c COll1pan) A lor appropriate 
out-of-pocket npcll'c, IlKurrcu in pcrfllrllling [he 

..,en ict"" 

(f) Compumhie profits method-( I ) In 

general. The comparahle profits method 
evaluate\ whether the amount charged in 
a controlled tran saction is arm's length, 
hased on objective measures of profitahil
ity (profit level indicators) derived from 
uncontrolled taxpayers that engage in sim
ilar husiness activities under similar cir
cumstances. The rules in § 1...1-82-5 relat
ing to the comparable profits method apply 
to controlled services transactions, except 
as modified in this paragraph (f) 

(2) Determinatioll of" arm's length re

slIlt-(i) ·klted pllrty. This paragraph (f) 
applies where the relevant business activ
ity of the tested party as determined un
der § 1...1-82-5(bJ(2) is the rendering of ser
vices in a controlled services transaction. 
Where the tested party determined under 
§ 1.482-5(b)(2) is instead the recipient of 
the controlled services, the rules under this 
paragraph (f) are not applicable to deter
mine the arm' s length result. 

(ii) Profit level indicators. In addition 
to the profit level indicators provided in 
§ 1...1-82-5(b)(4), a profit level indicatorthat 
may provide a reliable basis for compar
ing operating profits of the tested party in
volved in a controlled services transaction 
and uncontrolled comparables is the ratio 
of operating profit to total services costs 
(as defined in paragraph (j) of this section). 

(iii) COlllparability und relia/Jii-

itr considerations-Duw und USSIlIIIP

lions-Consistency ill lICCOlllllillK. Con
sistency in accounting practices between 
the relevant business activity of the 
tested party and the uncontrolled ser
vice pnwiders is particularly important in 
determining the reliability of the results 
under this method. hut less than in ap
plying the cost of services plus method. 

year I 

Rnelluc, 1,2()(),()()() 

c",[ nl (;"c1u, S"IJ IOO,()()O 

()pL'r,,[in~ E\pen,e, I.IO(),()()() 

()per;I[ln~ Prntlt () 
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Adjustments may be appropriate if ma
terially ditlerent treatment is applied to 
particular cost items related to the relevant 
business acti\ ity of the tested party and 
the uncontrolled service providers. For 
example, adjustments may be appropriate 
where the tested party and the uncontrolled 
comparables use inconsistent approaches 
to classify similar expenses as "cost of 
goods sold" and "selling, generaL and 
administrative expenses." Although dis
tinguishing between these two categories 
may be difficult, the distinction is less 
important to the extent that the ratio of 
operating profit to total services costs is 
used as the appropriate profit level indi
cator. Determining whether adjustments 
are necessary under these or similar cir
cumstances requires thorough analysis of 
the functions performed and consideration 
of the cost accounting practices of the 
tested party and the uncontrolled compa
rabies, Other adjustments as provided in 
§1,482-S(c)(2)(iv) may also be necessary 
to increase the reliahi lity of the results 
under this method. 

(3) Examples. The principles of this 
paragraph (f) are illustrated by the follow
ing examples: 

Exam!,le I Ratio of operating profit to total ser
vice, cosh a, [he appropriate profillevel indicaloL (i I 
A Country T parent firm. Company A, and ib Coun
try Y ,ut"iuiary, Company B, hoth engage in man
ufacturing a, their prmcipal business activity. Com
pany A aho perfollm certain au,erti.,ing services for 
ibelf and ih affiliate,. In year I. Company A renucr, 
auvertising services to Company B. 

(ii) Ba,eu on the fach and circum,tances, i[ i, de
termined that the comparahle profih methou will pro
viue [he JlIl"[ rdiable measure of an ann's length re
,ult. Company A i, ,elec[ed ~, the te,teu p~rty. No 
ua[a are available tor comparable indepenuent man
ufacturing firm, that renuer auverti,ing service, to 
thiru partie,. Financial data arc availahk. however. 
tor ten indercndent firms [hat renuer similar adver
ti'ing ,en ices as their principal hu,iness activity in 
Country X. The ten firm, are uetennmeu to be com
parable unuer ~ I AX:::-51c J. Neither Compan) A nor 
the comparahle companie, use \·aluahle intangihles in 
rendering [he serviccs. 

(iiil Ba'ed on the availahle financial data of 
the comparable compallle,. it cannot he determined 
II hether the,c l'D1nparable L'ol11panie, reporl costs for 
financial accounting purposes 10 [he same manner a' 
[he testeu party. The publicly available financial uata 

year 2 
1,100,000 

100.000 

I.OOO.OOD 

0 

of the Clllllparahk companies segregate total sen ires 
costs into Cllst of goo<" "lid and ,aies. general and 
aumllll,tratl\ C (O,[S, II ith no further ,egmentatilltl of 
cosh rrm iutd. Due to the iinl1[ed inf"rmation avail
ahle regaruing the \"O';t accounting practices used 

by the comparable companies. the ratin of operating 
profits [0 towl ,ervice, costs is uctcrmineu to be the 
most appropriate profit Ic\'cl indicator. This ratio 
incluues IOtal ,en ices costs lllllllllimi/e Ihe effect of 
any inconsistcnL'y in accounting praL,tices hctl\ccn 

Company A and the cOlllparahle companies. 
EXllmple 2. Application of the operating profit 

to total services costs profit !evelilluicator, (i) Com
pany A is a foreign subsidiary of Company B, a U.s, 

corporation. Company B i, under examination for 
its year I taxahle year. Company B rcnuers manage

ment consulting services to Company A. Company 
B's consulting function incluues analyzing Company 
X s operations, benchmarking Company A's financial 
performance against companies III the sallle indu.s
try. anu to the extent necessary. ueveloping a strategy 
to improve Company A' s operational performance, 

The accounting records of Company B allow reliable 
identification of the total services costs of [he consult
ing staff associated with the management consulting 
servICes rendered to Company A. Company A relm
hurses Company B for its cost, a>sociated with ren
dering the consulting service,. with no markup. 

(ii) Based on all the facts and circumstances. it is 
uetermincd that the comparahle profits method will 
provide the most reliahle measure of an arm's length 
result. COlllpany B is selected as the testeu party. and 
its renuering of management consulting services is 
identified as the relevant husiness activity. Data are 
available from ten uomestic companies that operate 
in the industry segment involving management COll

suiting anu that perform activities comparable to the 
relevant husllless activity of Company B. These com
parable, include entitie, that prImarily perform man
agement consulting service, for uncontrolled parties. 
The comparahles incur similar risks as Company B 
Incurs in performing the consulting services and do 
not make use of valuable intangihles or special pro
ccS\es. 

(iIi) Based on the available financial uata of the 
comparables. it cannot be determined whether the 
comparahles report [heir costs for financial account
ing purposes in the same manner as Company B re
ports its costs in the relevant business activity, The 
available tlnancial data for the com parables report 
Dnly an aggregate figure for costs of goods sold and 
operating expenses. and UO not segment the underly
ing services costs. Due to this limitation, the ratio of 
operating profits to total services costs is determined 
to be the most appropriate profit levelmdicator, 

(iv) For the taxable year, I through 3, Company 
B shows the following results for the services per
formed for Company A: 

year J Average 

1.300.000 1.200.000 

rs:IA 00.667 

I JOO.OOO 1.133,333 

0 0 



(v) After adjustments have been made to ac
count for identified material differences between the 
relevant business activity of Company B and the 
com parables, the average ratio for the taxable years 

Uncontrolled Service Provider 

Company I 

Company 2 

Company 3 
Company 4 

Company 5 
Company 6 

Company 7 

Company 8 

Company 9 

Company 10 

(vi) The available data are not sufficiently com
plete to conclude that it is likely that all material 
differences between the relevant business activity of 
Company B and the comparables have been identi
fied. Therefore, an arm's length range can be estab
lished only pursuant to §1.482-\(e)(2)(iii)(B). The 
arm's length range is established by reference to the 
interquartile range of the results as calculated under 

Uncontrolled Service Provider 

Company I 
Company 2 

Company 3 

Company 4 

Company 5 
Company 6 

Company 7 
Company 8 

Company 9 

Company 10 

(viii) Based on these results, the median of the 
comparable operating profits for year 3 is $151,775. 
Therefore, Company B's income for year 3 is in
creased by $151,775, the difference between Com
pany B's reported operating profit for year 3 of zero 
and the median of the comparable operating profits 
for year 3. 

Example 3. Material difference in accounting for 

stock-based compensation. (i) Taxpayer, a U.S. cor
poration the stock of which is publicly traded, per
forms controlled services for its wholly-owned sub
sidiaries. The arm's length price of these controlled 
services is evaluated under the comparable profits 
method for services in this paragraph, by reference 
to the net cost plus profit level indicator (PU). Tax
payer is the tested party under paragraph (f)(2)(i) of 
this section. The Commissioner identifies the most 
narrowly identifiable business activity of the tested 
party for which data are available that incorporate the 
controlled transaction (the relevant business activity). 

1 through 3 of operating profit to total services costs 
is calculated for each of the uncontrolled service 
providers. Applying each ratio to Company B' s av
erage total services costs from the relevant business 

OP/Total 
Service Costs 

15.75% 

15.00% 
14.00% 
13.30% 

12.00% 

11.30% 

11.2S% 

11.18% 

11.11% 

10.75% 

§ 1.482-l( e )(2)( iii)(C), which consists of the results 
ranging from $168,000, to $134,160. Company B's 
reported average operating profit of zero ($0) falls 
outside this range. Therefore, an allocation may he 
appropriate. 

(vii) Because Company B reported income of 
zero, to determine the amount, if any. of the alloca
tion, Company B's reported operating profit for year 

OPlTotal 
Service Costs 
(For year 3) 

15.00% 
14.7S% 

14.00o/r 

13.S0% 
12.30% 

II.OS% 

11.03% 
11.00% 

10.50% 
10.25% 

The CommiSSIOner also identifies four uncontrolled 
domestic service providers, Companies A, B, C, amI 
D, each of which performs exclusively activities simi-
1ar to the relevant business activity of Taxpayer that is 
subjectto analysis under this paragraph (t). The stock 
of CompanIes A, B, C, and D is publicly traded on a 
U.S. stock exchange. Assume that Taxpayer makes 
an election to apply these regulations to earlier taK' 
able years. 

(ii) Stock options are granted to the employees of 
Taxpayer that engage in the relevant business activ
ity. Assume that, as determined under a method in 
accordance with U.S. generally accepted accounting 
principles, the fair value of such stock options attrib
utable to the employees' performance of the relevant 
business activily is 500 for the taxable year in ques
tion. In evaluatIng the controlled services, Taxpayer 
includes salaries, fringe benefits, and related compen
sation of these employees In "total services costs," as 
defined in paragraph UJ of this section. Taxpayer does 

activity for the taxable year, I through 3 would lead 
to the following comparable operatlflg profit I COP) 
for the serVices rendered hy Com pan) B: 

Company R 
COP 

$189,000 

$180,000 

$168,000 
$159,600 

$144,000 

$13S,600 
$13S,000 

$134,160 

$133,320 

$129,000 

3 is compared to the comparable operating profits 
derived from the comparables' results for year 3. 
The ratio of operating profit to total services emts in 
year 3 is calculated tor each of the comparahles and 
applied to Company B's year 3 total services costs to 

derive the following results: 

Company B 
COP 

$195.000 
$191.750 

$182.000 

$175.500 
$159,900 
$143,650 

$143,390 
$143,000 
$136,500 

$133,250 

not include any amount attributable to stock options 
in total services lOSh, nor does it deduct that ilmount 
in detcrmining "reported operating profit" within the 
meaning of § 1.482-Sld)(5), for the year under exam
ination. 

(iii) Stock options are granted to the employees 01 

Companies A, B, C, and D. Under a fair value method 
in accordance with U.S. generally accepted account
ing principles. the comparables include in total com
pensation the value of the stock options attributable to 
the employees' perlurmance or the rekvant business 
activity for the annual financial reporting period. and 
treat this amount as an expense in determining oper
ating profit for financial accounting purposes. The 
treatment of employee qock option.. i, summari/cu 
in the following table: 
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Salaries and other Stock 
NOll-Option Options 
Cnmpematlon Fair 

Taxpayer I.OO() 

Company A 7.0()() 

Company B ·UOO 

Company C IO.U()O 

Company D l:'i.noo 

I IV I A matenal dlt/erenee e:l.lsts 111 aeeount
Int! lor qOl'~-hased compensation. CiS defined in 
~UH2-7Id)(2)(i). Analysis indicates that this dif
krence would materially affect the measure of an 
arm's length result under tills parCigraph (t} In 
making an adjustment to imprm e comparahility 
under ~~I.-lH2-\(dIl2) and 1.-l~2-5(cI(2)(I\1. the 
Commi"illner includes in total services costs of the 
te>ted party the ll1tal compemation cosb of 1.500 
(including stock option fair value). In addition. the 
Commissillner calculates the net cost plus PLI hy 

Value 

500 

2.000 

250 

·-l,500 

2.000 

reference to the financial-accounting data of Com
panies A. B. C. and D. which take IIltLl aCCLlunt 
compensatory stock options. 

Exwllp/~ 4. Maferial differellce III lIfik.afio/l of 
s[ock-b(/.\ed ((1I1l{JelDUlioll. I i) The facts are the same 
as in paragraph (i) of Exomple 3. 

(ill No stock options are granted to the employees 
of Ta)(payer that engage in the relevant husiness ac
tivity. Thu,. no deduction for stock options is made 
In determining "reported operating profit" within the 

Salaries and other Stock 
Non-Option Options 
Compensation Fair 

Taxpayer 1,000 

Company A 7.000 
Company B 4JOO 
Company C 12,000 
Company D IS.OOO 

liv) A material difference in the utilization of 
stock-based compensation exists within the meaning 
of §1.-lX2-7Id)(21Ii). Analysis indicates that these 
differences would materially affect the measure of 
an arm's length result under thiS paragraph (t} In 
evaluating the comparahle operating prufits of the 
tested party. the Commissioner lises Taxpayer's total 
services Cllsrs. which include total compensation 
costs of 1.000. In (onsidering whether an adjust
ment is necessary to improve comparahility under 

PnJillullciu/.I/ii/ClIIellfS: 

Company A 

Company B 

Company C 

C()mpany 0 

AI (/djul/ed: 

Cllmpally .4. 

Company B 
Cllmp,my C 
Cl)mpam D 

Salaries and other 
Non-Option 
Compensation 

7.000 
-lJO() 

12.00() 

I~.OO() 

7.000 
-lJO() 

12.000 
I:; .()()(I 
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Value 

0 

2.000 

250 

4.500 
2.000 

~~1.-l82-I(d)l21 and 1.482-5(c)(2)(iv). the Com
missioner recognizes that the total compensation 
provided to employees of Taxpayer is comparable 
to the total (ompcnsatlon provided to employees of 
Companies A. B. C. and D. Because Companies A, 
B. C. and D do not expense stock-hased compensa
tion for financial accounting purposes. their reported 
operating profits must be adjusted in order to improve 
comparability with the tested party. The Commis
,ioner increases each comparable' s total services 

Stock 
Option 

Fair Value 

2.000 

250 
4.S00 
2.000 

2.000 

250 

4.500 
2.000 

Total 
Services 

Costs 
(A) 

25.000 

12.500 
36.000 

nono 

27.000 

12.750 

40.500 
29.000 

Stock 
Options 
E:l.pemed 

0 

2.()()O 

2S0 

-l.500 

2.000 

meaning of § 1.482-5(d)(5). for the tJ)(able year un
der e)(amination. 

I iii) Stock options are granted to the employees of 
Companies A. B. C. and D. but none of these compa
nies e)(pense stock options for financial accounting 
purposes. Under a method in accordance with U.S. 
generally accepted accounting principles. however. 
Companies A. B. C, and D disclose the fair value of 
the stock options for financial accounting purposes. 
The utilization and treatment of employee stock op
tions is summarized in the following table: 

Stock 
Options 
Expensed 

N/A 

0 

0 

0 

0 

costs. and also reduces its reported operating profit, 
by the fair value of the stock-based compensation 
incurred by the comparable company. 

(v) The adjuwnents to the data of Companies A. 
B. C. and D described in paragraph (iv) of this Exam

ple 4 are summarized in the followlIlg table: 

Operating Net Cost 
Profit Plus PLI 
(B) (B/A) 

6.000 24.00% 

2.500 20.00% 
11.000 30.56% 
7.000 25.93% 

4.000 14.80% 
2,250 17.65% 
6.500 1605% 
5.000 1724'k 



Example 5. Non-material difference in utilization 

a/stock-based compensation. The facts are the same 
as in paragraph (i) of Example 3. 

(ii) Stock options arc granted to the employees of 
Taxpayer that engage in the relevant business activity. 
Assume that, as detennined under a method in accor
dance with U.S. generally accepted accounting prin
ciples, the fair value of such stock options attributable 
to the employees' performance of the relevant busi
ness activity is 50 for the taxable year. Taxpayer in
cludes salaries, fringe benefits, and all other compen
sation of these employees (including the stock option 

fair value) in "total services costs," as detlned in para- The utilization and treatment of employee stock op-
graph U) of thIS section, and deducts the<;e amounts tions is summarized in the following table: 
in detennining "reponed operating protlC within the 
meaning of § 1.482-5(d)(5), for the taxable year un-
der examination 

(iii) Stock options are granted to the employees of 
Companies A, B, C. and D, but none of these compa
nies expense stock options for financial accounting 
purposes. Under a method in accordance with U.S. 
generall y accepted accounting principles, however, 
Companies A, B, C. and D disclose the fair value of 
the stoe k options for financial accounting purposes. 

Salaries and other Stock Stock 
Non-Option Options Options 
Compensation Fair Expensed 

Taxpayer 1,000 

Company A 7,000 

Company B 4,300 

Company C 10,000 

Company D 15,000 

(iv) Analysis of the data reponed by Companies 
A, B, C. and D indicates that an adjustment for dif-

Per financial statements: 

Company A 

Company B 

Company C 

Company D 

As adjusted. 

Company A 

Company B 

Company C 

Company D 

Salaries and other 
Non-Option 
Compensation 

7,000 

4,300 
12,000 

15,000 

7,000 

4,300 

12,000 

15,000 

(v) Under the CIrcumstances, the difference in utI
lization of stock-based compensation would not ma
terially affect the detennination of the arm's length 
result under this paragraph (f). Accordingly, in calcu
lating the net cost plus PLI, no comparability adjust
ment is made to the data of Companies A, B, C. or D 
pursuant to §§ 1.482-1 (d)(2) and 1.482-5(c)(2)(iv). 

Example 6. Material difference in comparables' 

accounting for stock-based compensation. (i) The 

facts are the same as in paragraph (i) of Example 3. 

(ii) Stock options are granted to the employees of 
Taxpayer that engage in the relevant business activity. 

Value 

50 50 

100 0 

40 0 

130 0 

75 0 

ferences in utilizatiun of stock-based compensation would nut have a material effect on the determination 
of an arm's length result. 

Stock 
Option 

Fair Value 

100 
40 

130 

75 

100 
40 

130 

75 

Total 
Services 

Costs 
(AJ 

25,000 

12,500 
36,000 
27,000 

25,100 

12,540 
36,130 

27,075 

Assume that, as determined under a method in accor
dance with U.S. generally accepted accounting prin
ciples, the fair value of such stock options attributable 
to employees' perfonnance of the relevant business 
activity is 500 for the taxable year. Taxpayer includes 
salaries, fringe benefits, and all other cumpemation 
of these employees (including the stock option fair 
value) in "total services costs," as detlned in para
graph U) of this section and deducts these amounts 
in detennining "reported operating profit" within the 
meaning of § 1.482-5(d)(5), for the taxable year un
der examination. 

Operating Net Cost 
Profit Plus PLI 

(BJ (BfA) 

6.000 24.00% 

2,500 20.00% 
11,000 30.560/c 
7,000 25.93% 

5,900 23.51% 
2,460 19.62% 

10,870 30.09o/c 

6,925 25.58% 

(iii) Stuck options are granted to the employees 
of Companies A, B, C, and D. Companies A and 
B expense the stock options for tlnancial account
ing purposes In accordance with U.S. generally ac
cepted accounting principles. Companies C and D do 
not expense the stock options for tlnancial account
ing purposes. Under a method in accordance with 
U.S. generally accepted accounting principles, how
ever, Companies C and D disclose the fair val ue of 
these options in their tlnancial statements. The uti
lization and accounting treatment of options are de
picted in the following table: 
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Salanes and other Stock 

Non-Optllln Options 

Compematioll Fair 

Taxpayer I.OOD 

Company A 7.000 

Company B ·UOO 

Company C 12.000 

Company 0 IS.OOO 

I i\ I A material difference in accounting for qock
n,,'d compematlon cxi,!'>. \\ ithin the meaning of 
~ I AK2-7(d II 2111) Analysis indicates that this dif
ference would materially affect the mea,ure of the 
arm', length result under paragraph (n of this sec
lion. In c\ aluating the comparable operating profits 
of the te\led party. the Commissioner IIlcludes in to
tal ,ervice, costs Taxpayer's total compensation costs 
of 1.5()0 (Illduding stock option fair value of 500 I. 
In L'\lIlsldcring whether an adjustment is necessary 

Pajil/<ll/cial.ltalell/fIIl.l: 

Company A 

Company B 

A.I adlll.lled: 

Company C 

Company 0 

Salaries and other 
Non-Option 
Compensation 

7,000 

4.300 

12,000 

15.000 

(g) Profit split method-( I) In general. 
The profit split method evaluates whether 

the allocation of the combined operating 
profit or loss attributable to one or more 

controlled transactions is arm's length 

by reference to the relative value of each 

controlled taxpayer's contribution to that 

combined operating profit or loss. The rel

ative value of each controlled taxpayer's 

contribution is determined in a manner 

that reflects the functions performed, risks 

assumed and resources employed by such 
controlled taxpayer in the relevant busi

ness activity. For application of the profit 

split method (both the comparable profit 
split and the residual profit split), see 

* 1"+82-6. The residual profit split method 
is ordinarily used in controlled services 

transactions involving a combination of 

nonroutine contributions by mUltiple con

trolled taxpayers. 

(:2) Examples. The principles of this 

paragraph (g \ are illustrated by the follow

ing examples: 

300 2006-2 C.B. 

Value 

500 

2.000 

250 

4.500 

2,000 

to improve comparahility under §* 1.482-1 (d)(2) and 
1.4S2-5(c)(2)(iv), the CommtSSlOner recognizes that 
the total employee compensation (including stock op
tions provided by Taxpayer and Companies A, B, C, 
and OJ provides a reliahle hasis for comparison. Be
cause Companies A and B expense stock-based com
pensation for financial accounting purposes, whereas 
Companies C and 0 do not, an adJustment to the com
parables' operating profit is necessary. In computing 
the net cost plus PLI. the Commissioner uses the fi-

Stock 
Option 

Fair Value 

2.000 

250 

4.500 
2,000 

Total 
Services 

Costs 
(A) 

27.000 

12.750 

40.500 
29.000 

Example I. Residual profil split. Ii) Company A, 
a corporation resident in Country X, auctions spare 
parts by means of an interactive database. Company 
A maintain; a database that lists all spare parts avail
ahle for auction. Company A developed the soft
ware m,ed to run the database. Company As data
base i, managed by Company A employees in a data 
center located in Country X. where storage and ma
nipulation of data also take place. Company A has 
a wholly-owned subsidiary, Company B, located in 
Country Y. Company B performs marketing and ad
vertising activities to promote Company As interac
tive datahase. Company B solicits unrelated compa
nie, to auction spare parts on Company A's database. 
and solicits customers interested in purchasing spare 
parts online. Company B owns and maintains a com
puter server in Country y, where it receives informa
tion on spare parts available for auction. Company B 
has also designed a specialized communications net
work that connects its data center to Company A's 
data center in Country X. The communications net
work allows Company B to enter data from uncon
trolled companies on Company As datahase located 
in Country X. Company B' s communications net
work also allows uncontrolled companies to access 
Company A's interactive database and purchase spare 
parts. Company B bore the risks and cost of develop
ing this specialized communications network. Com
pany B enters into contracts with uncontrolled com-

StlKk 
Options 
Expensed 

500 

2.000 

250 

0 

0 

nancial-accounting data of Companies A and B, as 
reported. The CommiSSIOner increases the total ser
vices costs of Companies C and 0 by amounts equal 
to the fair value of their respective stock options, and 
reduces the operating profits of Companies C and D 
accordingly. 

(v) The adjustments described in paragraph (iv) 
of this Example 6 are depicted in the following table. 
For purposes of illustration, the unadjusted data of 
Companies A and B are also included. 

Operating Net Cost 
Profit Plus PLI 
(8) (B/A) 

4.000 14.80% 

2,250 17.65% 

6,500 16.05% 

5,000 17.24% 

panies and provides the companies access to Com
pany A's database through the Company B network, 

(ii) Analysis of the facts and circumstances 
indicates that both Company A and Company B 
possess valuable intangibles that they use to conduct 
the spare parts auction business. Company A bore 
the economic risks of developing and maintaining 
software and the interactive database. Company B 
bore the economic risks of developing the necessary 
technology to transmit information from its server 
to Company A's data center. and to allow uncon
trolled companies to access Company A's database. 
Company B helped to enhance the value of Com
pany A's trademark and to establish a network of 
customers in Country Y. In addition, there are no 
market comparables for the transactions between 
Company A and Company B to reliably evaluate 
them separately. Given the facts and circumstances, 
the Commissioner determines that a residual profit 
split method will provide the most reliable measure 
of an arm's length result. 

(iii) Under the residual profit split method, profits 
are first allocated based on the routine contributions 
of each taxpayer. Routine contributions include gen
eral sales, marketing or administrative functions per
formed by Company B for Company A for which it 
is possible to identify market returns. Any residual 
profits will be allocated based on the nonroutine con
tributions of each taxpayer. Since both Company A 
and Company B provided nonroutine contributions, 



the residual profits are allocated based on these ~on
tributions. 

Example 2. Residual profit split. (i) Company 
A, a Country I corporation, provides specialized 
services pertaining to the processing and storage 
of Level I hazardous waste (for purposes of this 
example, the most dangerous type of waste). Un
der long-term contracts with private companies and 
govemmental entIties in Country I, Company A 
performs multIple services, includmg transportation 
of Level I waste, development of handling and 
storage protocols, recordkeeping. and supervision 
of waste-storage facilities owned and maintained by 
the contracting parties. Company A's research and 
development unit has also developed new and unique 
processes for transport and storage of Level I waste 
that minimize environmental and o~~upational ef
fects. In addition to this novel technology, Company 
A has substantial know-how and a long-term record 
of safe operations in Country I. 

(ii) Company A's subsidiary. Company B, has 
been in operation continuously for a number of years 
in Country 2. Company B has successfully com
pleted several projects in Country 2 involving Level 
2 and Level 3 waste, induding projects with govern
ment-owned entities. Company B has a license m 
Country 2 to handle Level 2 waste (Level 3 does not 
require a license). Company B has established a rep
utation for completing these projects in a responsible 
manner. Company B has culti vated contacts with pro
curement officers, regulatory and licensing officials, 
and other government personnel In Country 2. 

(iii) Country 2 government publishes invitations 
to bid on a project to handle the country's burgeon
ing volume of Level I waste, all of which is gener
ated in government-owned facilities. Biddmg is lim
ited to companies that are domiciled in Country 2 and 
that possess a license from the government to handle 
Level I or Level 2 waste. In an effort to submit a win
ning bid to secure the contract, Company B points to 
its Level 2 license and its record of successful com
pletion of projects, and also demonstrates to these of
ficials that it has a~~ess to substantial technical exper
tise pertaining to processing of Level I waste. 

(iv) Company A enters into a long-term techni
cal services agreement with Company B. Under this 
agreement, Company A agrees to supply to Com
pany B project managers and other technical staff 
who have detailed knowledge of Company A's pro
prietary Level I remediation techniques. Company 
A commits to perform under any long-term contracts 
entered into by Company B. Company B agrees to 

cumpensate Company A based on a markup on Cum
pany A's marginal costs (pro rata compensation and 
current expenses of Company A personnel). In the 
bid on the Country 2 contract for Level 1 waste re
mediation. Company B proposes to use a multi-dis
ciplinary team of specialists from Company A and 
Company B. Project managers from Company A will 
direct the team. which will also include employees 
of Company B and will make use of physical assets 
and facilities owned by Company R. Only Company 
A and Company B personnel will perform services 
under the contract. Country 2 grants Company B a 
license to handle Level I waste. 

(v) Country 2 grants Company B a five-year, ex
clusive contract to provide processing services for all 
Level I hazardous waste generated in County 2. Un
der the contract, Company B is to be paid a fixed price 

per ton of Level I waste that it proce>ses each year. 
Company B undertakes that all services provided will 
meet international ,tandards applicable to proce,sing 
of Level I waste. Company B begll1s performance 
under the contract. 

(vi) Analysis of the facts and cir~umstan~es in
dicates that both Company A and Company B make 
nonrolltine contributions to the Level I waste pro
,'essing activity in Country 2. In addillon. it is de
termined that reliahle comparahles are not available 
for the services that Company A provides under the 
long-term contract, in part because those services in
corporate specialized knowledge and process intan
gibles developed by Company A. It is abo deter
mined that reliable com parables are not available for 
the Level 2 license in Country 2, the successful track 
re~ord, the government contacts with Country 2 offi
cials, and other intangibles that Company B provided. 
In view of these facts, the Commissioner determines 
that the residual profit split method for services in 
paragraph (g) of this section prOVides the most rell· 
able means of evaluating the arm's length resulls fur 
the transaction. In evaluating the appropriate returns 
to Company A and Company B for their respective 
contributions, the Commissioner takes into account 
that the controlled parties incur different risks, be
cause the contract between the controlled parties pro
vides that Company A will be compensated on the ba
sis of marginal costs mcurred. plus a markup, whereas 
the contract between Company B and the government 
of Country 2 prOVides that Company B will be com
pensated on a fixed-price basis per ton of Level I 
waste processed. 

(vii) In the first stage of the residual profit split, 
an arm's length return is determined for routine ac· 
tivities performed by Company B in Country 2. such 
as transportation, recordkeeping, and administration. 
In addition, an arm's length return is determined for 
routine activities performed by Company A (admin
istrative. human resources. etc.) in connection with 
providing personnel to Company B. After the arm's 
length return for these functions is determined, resid
ual profits may be present. In the second stage of the 
residual profit split, any residual profit is allocated by 
reference to the relative value of the non routine con
tributions made by each taxpayer. Company A's non
routine contributions include its commitment to per
form under the contract and the specialized technical 
knowledge made available through the project man
agers under the services agreement with Company B. 
Company B's nonroutine contributions mclude its li· 
censes to handle Levell and Level 2 waste in Country 
2, its know ledge of and contacts with procurement, 
regulatory and licensing officials in the government 
of Country 2, nnd its record in Country 2 of sucees.l
fully handling non-Level I waste. 

(h) Unspecified methods, Methods 
not specified in paragraphs (b) through 
(g) of this section may be used to evaluate 
whether the amount charged in a controlled 
services transaction is ann's length. Any 
method used under this paragraph (hl must 
be applied in accordance with the provi
sions of § 1.482~1. Consistent with the 
specified methods, an unspecified method 
should take into account the general prin
ciple that uncontrolled taxpayers evaluate 

the terms of a transaction by considering 
the realistic alternatives to that transaction, 
including economically similar transac
tions structured as other than services 
transactions, and only enter into a particu
lar transaction if none of the alternatives is 
preferable to it. For example, the compa
rable uncontrolled services price method 
compares a controlled services transac
tion to similar uncontrolled transactions 
to provide a direct estimate of the price to 
which the parties would have agreed had 
they resorted directly to a market alterna
tive to the controlled services transaction. 
Therefore, in establishing whether a con
trolled services transaction achieved an 
arm's length result, an unspecified method 
should provide information on the prices 
or profits that the controlled taxpayer 
could have realized by choosing a realis
tic alternative to the controlled services 
transaction (for example, outsourcing a 
particular service function, rather than 
perfonning the function itself). As with 
any method, an unspecified method will 
not be applied unless it provides the most 
reliable measure of an arm's length result 
under the principles of the best method 
rule. See § 1.482~ I (c). Therefore, in 
accordance with §1.482~I(d) (compara
bility), to the extent that an unspecified 
method relies on internal data rather than 
uncontrolled comparables, its reliability 
will be reduced. Similarly, the reliability 
of a method will be affected by the relia
bility of the data and assumptions used to 
apply the method, including any projec
tions used. 

Example. (i) Company T, a U.S. corporution, 
develops computer software programs induding a 
real estate investment program that performs finan
cial analysis of commercial real properties. The 
pnmary busines, activity of Companies U, V and W 
is commercial real estate development. For business 
reasons, Company T does not sell the ~omputer 

program to its customers (on a compact disk or via 
download from Company T's server through the In
ternet). Instead. Company T maintains the software 
program on its own scrver and allows customers to 
access the program through the Internet by using 
a password. The tran"lctinns between Company T 
and Companies U. V and Ware structured as con
trolled servi~es transactions whereby Companies U. 
V and W obtain access via the Internet to Company 
T's software program for financial analysis. Each 
year. Company T provides a revised version of the 
computer program including the mo'>\ recent data on 
the commercial real estate market. rendering: the old 
version obsolete. 

(ii) In evaluating whether the consideration paid 
by Companies t. V and W to Company Twas arm's 
length, the Commi"ioner may consider, subject 
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to the be,t method rule of ~ 1482-1 (c L Company 

r" alternau\e of ,elling the computer program to 
Companie, U, V and W on a compact di,k or \ia 
dol'. nload through the Internet. The Commis,ioner 
determines that the cllntrnlleu sen ices tran,aclions 
hdl'.een Company T and Ctlmpanie' l', V and W 
are comparable to the transfer of a similar ,oftware 
program on a compact disk or \ ia dol'. nillad thmugh 
Ihe Internet IXl\\ecn UlKlHllrolled parties. Subject 
to adjustments heing made I'm material difkrences 
hetween the contrlllled sen ices transactions and the 
uHnparahlc llnclllltrlllkd transal'lions, the llnUlll
trolled transfers of tangible property may be used to 
C\ aluate the arm's length results for the controlled 
scn iccs tran,actillns hetween Company T and Com
panies l', V and W. 

(i) COlltingent-payment contractual 

terms .li!/' sCITices-( I) COlltillgent-pay

lIIelll cOlltroctull1 terms recoglli::ed in 

gellcml, In the case of a contingent-pay
ment arrangement. the arm' s length result 
for the controlled services transaction gen
erally would not require payment by the 
recipient to the renderer in the tax account
ing period in which the service is rendered 
if the specified contingency does not occur 
in that period, If the specified contingency 
occurs in a tax accounting period subse
quent to the period in which the service is 
rendered. the arm' s length result for the 
controlled services transaction generally 
would require payment by the recipient 
to the renderer on a basis that reflects the 
recipient's benefit from the services ren
dered and the risks borne by the renderer 
in performing the activities in the absence 
of a provision that unconditionally obli
gates the recipient to pay for the activities 
performed in the tax accounting period in 
which the service is rendered. 

(2) Contingent-payment armngcmellf, 
For purposes of this paragraph (i). an 
arrangement will be treated as a contin
gent-payment arrangement if it meets all 
of the requirements in paragraph (i)(2)(i) 
of this section and is consistent with the 
economic substance and conduct require
ment in paragraph (i)(2)(ii) of this section, 

(i) Geneml requirements-tAl Written 
contract. The anangement is set forth in 
a written contract entered into prior to, or 
contemporaneous with the start of the ac
tivity or group of activities constituting the 
controlled services transaction, 

(B) SpeCified contingellcy, The contract 
states that payment i~ contingent (in whole 
or in part) upon the happening of a fu
ture henefit (within the meaning of para
graph (1)(:1) of this section) for the recip-
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ient directly related to the controlled ser
vices transaction, 

(C) Basis for payment. The contract 
provides for payment on a basis that re
flects the recipient's benefit from the 
services rendered and the risks borne by 
the renderer. Whether the specified con
tingency bears a direct relationship to 
the controlled services transaction, and 
whether the basis for payment reflects the 
recipient's benefit and the renderer's risk. 
is evaluated based on all the facts and 
circumstances, 

(ii) Economic substance and COII

duct. The arrangement, including the 
contingency and the basis for payment. 
is consistent with the economic sub
stance of the controlled transaction and 
the conduct of the controlled parties, See 
* 1.482-1 (d)(3)(ii)(B). 

(3) Commissioner's authority to 
impute contingent-payment terms. 
Consistent with the authority in 
* 1.482-1 (d)(3)(ii)(B), the Commissioner 
may impute contingent-payment contrac
tual terms in a controlled services trans
action if the economic substance of the 
transaction is consistent with the existence 
of such terms, 

(4) Emlualion oj arm's length charge. 

Whether the amount charged in a contin
gent-payment arrangement is arm's length 
will be evaluated in accordance with this 
section and other applicable regulations 
under section 482, In evaluating whether 
the amount charged in a contingent-pay
ment anangement for the manufacture. 
construction, or development of tangible 
or intangible property owned by the recip
ient is arm's length, the charge determined 
under the rules of **1.482-3 and 1.482-4 
for the transfer of similar property may be 
considered, See §1.482-1(f)(2)(ii), 

(5) Examples, The principles of this 
paragraph (i) are illustrated by the follow
ing examples: 

Example J (i) Company X is a member of a con
trolled group that has operated in the pharmaceuti
cal ,ector for many years. In year I, Company X en
ters into a I'. rillen services agreement with Company 
Y. another member of the controlled group, whereby 
Company X will perform certain research and devel
opment acti\ illes for Company Y. The parties enter 
into the agreement before Company X undertakes any 
of the research and development activities covered by 
the agreement. At the time the agreement is entered 
into, the possihility that any new products will be de
veloped is highly uncertain and the possible market or 
markets for any products that may be developed are 
not known and cannot be estimated with any reliabil-

it)'. Under the agreement. Company Y will own any 
patent or other rights that re,ult from the activities 
of Company X under the agreement and Company 
Y will make payments to Company X only if such 
activities result in commercial sales of one or more 
derivative products. In that event. Company Y will 
pay Company X. for a specified period. x'k of Com
pany V's gross sales of each of such products. Pay
lllents are required wilh respect to each jurisdiction 
in which Company Y has sales of such a derivative 
product. beginning with the first year in which the 
sale of a product occurs in the jurisdiction and con
tinuing for six additional years with respect to sales 
of that product in that Jurisdiction. 

(ii) As a result of research and development ac
tivities performed by Company X for Company Y 
in years I through 4. a compound is developed that 
may be more effective than existing medications in 
the treatment of certain conditions. Company Y reg
isters the patent rights with respect to the compound 
in several jurisdictions in year 4. In year 6, Company 
Y begins commercial sales of the product in Jurisdic
tion A and, in that year. Company Y makes the pay
ment to Company X that is required under the agree
ment. Sales of the product continue in Jurisdiction A 
in years 7 through 9 and Company Y makes the pay
ments to Company X in years 7 through 9 that are 
required under the agreement. 

(iii) The years under examination are years 6 
through 9. In evaluating whether the contingent-pay
ment terms will be recognized. the Commissioner 
considers whether the conditions of paragraph (i)(2) 
of this section are met and whether the arrangement. 
including the specified contingency and basis of 
payment, is consistent with the economic substance 
of the controlled services transaction and with the 
conduct of the controlled parties. The Commissioner 
determines that the contingent-payment arrangement 
is reflected in the written agreement between Com
pany X and Company Y; that commercial sales Df 
products developed under the arrangement represent 
future benefits for Company Y directly related tD 
the controlled services transaction; and that the basis 
for the payment provided for in the event such sales 
occur reflects the recipient's benefit and the ren
derer's risk. Consistent with §1.482-I(d)(3)(ii)(B) 
and (iii)(B). the Commissioner determines that the 
parties' conduct over the term of the agreement has 
heen consistent with their contractual allocation of 
risk; that Company X has the financial capacity to 

bear the risk that its research and development ser
vices may be unsuccessful and that it may not receive 
compensation for such services: and that Company 
X exercises managerial and operational control over 
the research and development, such that it is rea
sonable for Company X to assume the risk of those 
activities. Based on all these facts, the Commissioner 
determines that the contingent-payment arrangement 
is consistent with economic substance. 

(iv) In determining whether the amount charged 
under the contingent-payment arrangement in each 
of years 6 through 9 is ann's length, the Commis
sioner evaluates under this section and other applica
ble rules under section 482 the compensation paid in 
each year for the research and development services. 
This analysis takes into account that under the contin
gent-payment tenns Company X bears the risk that 
it might not receive payment for its services in the 
event that those services do not result in marketable 



products and the rISk that the magnitude of its pay
ment depends on the magnitude 01 product sale,. it 
any. The COlllllli,siuner also considers the altema
tives reasonably available to the parties in connection 
with the controlled services transaction. One such al
temative. in view of Company X', willingness and 
ability to bear the risk and expenses of research and 
development activities, would be for Company X to 

undertake such activities on its own behalf and to li
cense the rights to products successfully developed 
as a result of such activities. Accordingly. in evalu
ating whether the compensation of x"k of gross sales 
that is paid to Company X during the first four years 
of commercial sales of derivative products is arm's 
length, the CommiSSioner may consider the royalties 
(or other consideration) charged for intangibles that 
are comparable to those incorporated in the deriva
tive products and that resulted from Company X's 
research and development activities under the contin
gent-payment arrangement. 

Example 2. (I) The facts are the same as in Ex
ample 1. except that no commercial sales ever mate
rialize with regard to the patented compound so that, 
consistent with the agreement. Company Y makes no 
payments to Company X in years 6 through 9. 

(ii) Based on all the facts and circumstances, the 
Commissioner determines that the contingent-pay
ment arrangement is consistent with economic 
substance, and the result (no payments in years 6 
through 9) is consistent with an arm' s length result. 

Example 3. (i) The facts are the .'>ame as in Ex

ample 1. except that. in the event that Company X's 
activities result in commercial sales 01 one or more 
derivative products by Company Y, Company Y will 
pay Company X a fee equal to the research and devel
opment costs borne by Company X plus an amount 
equal to x'k of such costs, with the payment to be 
made in the first year in which any such sales occur. 
The x% markup on costs is within the range, ascer
tainable in year I, of markups on cosb of indep~n
dent contract researchers that are compensated under 
terms that unconditionally obligate the recipient to 
pay for the activities performed III the tax account
ing period in which the service is rendered. [n year 6, 
Company Y makes the single payment to Company 
X that is required under the arrangement. 

(ii) The years under examination are years 6 
through 9. In evaluating whether the contingent-pay
ment terms will be recognized, the Commissioner 
considers whether the reyuireillents of paragraph 
(i)(2) of this section were met at the time the written 
agreement was entered into and whether the ar
rangement, including the specified contingency and 
basis for payment, is consistent with the economic 
substance of the controlled services transaction and 
with the conduct of the controlled parties, The Com
missioner determines that the contingent-payment 
terms are reflected in the written agreement between 
Company X and Company Y and that commercial 
sales of products developed under the arrangement 
represent future benefits for Company Y directly re
lated to the controlled services transaction. However. 
in this case, the Commissioner determines that the 
basis for payment provided for in the event such sales 
occur (costs of the services plus Il 'k, representing 
the markup for contract research III the absence of 
any nonpayment risk) does not renect the recipient's 
benefit and the renderer's risks in the controlled 
services transaction. Based on all the facts and cir-

cumstances. the CommiSSioner determines that the 
contingent-payment arrangement is not consi.stent 
with economic substance. 

(iii) Accordingly. the Commi""mcr determines 
to exercise its authority to impute contingent-pay
ment contractual terms that accord with economic 
substance, pUNlant III paragraph (i J(:\) of this section 
and §1.482-](dH3)(ii)IB). In this regard. the Com
mi'isioner takes into account that at the time the ar
rangement was entered into. the po"ibility that any 
new product, would he developed was highly uncer
tam and the possible market or markets for any prod
ucts that may be developed were not known and could 
not be e,tirnated with any reliahility. In such circulll
stances, it is reasonable to conclude that one po"ibk 
basis of payment. in order to reflect the recipi~nt's 
henellt and the renderer's rISks, would he a charge 
eyual to a percentage of commercial sales of one or 
more derivative products that result fr(lm the research 
and development activities. The Commissioner In 

this case may impute terms that require Company Y 
to pay Company X a percentage of sales of the prod
ucts developed under the agreement in each of years 
6 through 9, 

(iv) In determining an appropriate arm's length 
charge under such imputed contral'tual terms, the 
Commi,sioner conducts an analYSIS under this sec
tion and other applicable rules under section 482. 
and considers the alternatives rea,onably available 
to the parties in connection with the controlled ser
vices tramaction. One such alternative, in view of 
Company X's willingness and ability to bear the 
risks and expeme, of research and development 
activities. wDuld be for Company X to undertake 
<uch activllie< on its own behalf and to license lhe 
rights to product< succe"fully developed as a re<;ult 
of ,uch activities_ Accordingly. tor purposes of Its 
determmation. the Commi"ioner may consider the 
royalties (or other cOllsideration) charged for intan
gible, that are comparable to those incorporated in 
the derivative products that resulted from Company 
X's research and development activities under the 
contmgent-payment arrangement. 

(j) Total services costs. For purposes 
of this section, total services costs means 
all costs of rendering those services for 
which total services costs are being de
termined, Total services costs include all 
costs in cash or in kind (including stock
based compensation) that, based on anal
ysis of the facts and circumstances, are 
directly identified with, or reasonably al
located in accordance with the principles 
of paragraph (k)(2) of this section to, the 
services. In general, costs for this pur
pose should comprise provision for all re
sources expended, used, or made available 
to achieve the specific objective for which 
the service is rendered, Reference to gen
erally accepted accounting principles or 
Federal income tax accounting rules may 
provide a useful starting point but will not 
necessarily be conclusive regarding inclu
sion of costs in total services costs. Total 
services costs do not include interest ex-

pense, foreign income taxes (as defined in 
§ 1.90 1-2(a)), or domestic income taxes, 

(k) A!!OCilfioll oj'costs-( I) III gPlleral. 
In any case where the renderer's activity 
that results in a benefit (within the mean
ing of paragraph 0)(3) of this ,ection) for 
one recipient in acontrolled services trans
action also generates a benefit for one or 
more other members of a controlled group 
(including the benefit, if any. to the ren
derer), and the amount charged under this 
section in the controlled services transac
tion is determined under a method that 
makes reference to costs, costs must be al
located among the portions of the activity 
performed for the benefit of the first men
tioned recipient and such othcr members of 
the controlled group under this paragraph 
(k). The principles of this paragraph (k) 
must also be used whenever it is appropri
ate to allocate and apportion any class of 
costs (for example, overhead COqs) in or
der to determine the total services costs of 
rendering the services. In no event will an 
allocation of costs based on a generalized 
or non-specific benefit be appropriate, 

(2) Appropriate method of' alloca
tion and apportionment-Ii) Reasonable 
method standard, Any rea~onable method 
may be used to allocate and apportion 
costs under this section. In establishing 
the appropriate method of allocation and 
apportionment, consideration should be 
given to all bases and factors, including, 
for example, total services costs, total 
costs for a relcvant activity, assets, sales, 
compensation, space utilized, and time 
spent. The costs incurred by support
ing departments may be apportioned to 
other departments on the basis of rea
sonable overall estimates, or i,uch costs 
may be reflected in the other departments' 
costs by applying reasonable departmental 
overhead rates. Allocations and appor
tionments of costs must be made on the 
basis of the full cost, as opposed to the 
incremental cost. 

(ii) Use ofgelleml practice.l. The prac
tices used by the taxpayer to apportion 
costs in connection with preparation of 
statements and analyses for the use of man
agement, creditors, minority shareholders, 
joint venturers, clients, customers, poten
tial investors, or other parties or agencies 
in interest will be con~idered as poten
tial indicators of reliable allocation meth
ods, but need not be accorded conclusive 
weight by the Commissioner. In determin-
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ng the extent to \\ hich allocation~ are to he 
llade to or frum foreignmemher, of a COIl

rolled group, practice,. emplo~ cd hy the 
Jome,tic memher, in apportiullll1g c'o,h 
[mong them\eh e, II ill al,o he l'oll,idered 

If the relatioll,hlp' \\ Ith till' fon.'igll mem
her, are comparahle to the relation,hip, 
~lnl()ng the dome,tic memher, of the con
trolled group, For e\ampk, if for purpIl,e, 
or rC[lortlllg to puhlIc" ,todJwlder, or to 
a gm ernll1l' 11 tal agellc), a curporatioll ap
portion, thc co,t, attrihut~lhle to its necu
til e ullicer, <llllllllg the dome,tic mcmhers 
or a conlrulkd group Oil a reasonahle and 
l'onsistent ha,i" dnd ,ul'h officer, cxercisc 
cOlllpdrabk contml mer forcign member, 
pf thc controlled group, ,uch dome,tlc ap
purtlonment practice 11'i11 he considered in 

~()O 

determining the alltlL'ations to be made to 
the foreign memhers. 

I,'.) E\(//I/I)/c.,. The principles of this 
paragraph (I-.) are illustrated hy the follow
ing e.\ample,: 

I: \'/IIII'/C I. ('ompalll A pal' an clnnllal licclbC 

kl' III 5()(h III ,1Ilulllllnlrolkd 1,l\p,l)cr lor lInlill1i1l'd 

1I,e 1'1' ,I Jauh,l,e II i111l1l llie llll p"rale grllllp. Un

lle-lllle IL'rIll' "I' I Ill' lieen'L' II 1111 Ille unconlrolled I:J\

I'd) IT Compan) :\ I' Pl'f111lllL'd III U,C Ille dalaha,c 

(\)1. it.... u\\ n u\c ,lIld In rCl1liL'rillg rl"L'arch :-.('1'\ il'C:-' to 

II' 'lIh'iJI'II), CI\llIp'ln) I:l. Company B ohtain, hen

l'lll\ IILllll Ille ddlah,l'c Illdl ale '1IllI!.lr III IhLl',' Ihal 

II IIlluld II\1t'llI1 JIlt had IllLkpelldentl) Illell,ed tile 

lblah'I'" IILlm tile un,'Llnlllllled 1"\1"11 er. E\ ailialloll 

01 the aim', Ic'ngth ehar~e (undel a IllL,thml in II hich 

lLl,h Ml' il'le\ .lilt I tll CLlmp'lIl) B rlH the conlrolled 

,en Ill" Illat InClllpolatc u,e "Ithe dataha,c lllu,t tak.c 

Inlll alloullllhe 11I11 amounl Lli the Illen,e lee or 50(h 

["lid b) CLlllipan) A, a, IL'a,onably allocatcd and ap

portioncd III tllc lelelOlnt henerih, although the inere-

B C 

100 200 

ll1entalll,e Lllthe dat<lha,e fl)r the hcndlt of CI)mpany 

I:l did not rs"lIlt In 'Ill insTea,e In the lieens~ fee paid 

hy Company A. 
£\(/111/,/,. l. ti) CllIllP,lllY A I' a consumer prod

IlL'h L'Llmpan\ iLK'aled in the United States. Clllllpa

nil" Band C arc II h"III-I)\\ ned 'lIh.,idlanes of COIll

pany A and arc IIlL'ated in C(llilltrie, B "nd C. res[l(C

lively, Company A and its ,uh,idiaries manllfal'ture 

products tor sale In Iheir rc'pcctive m,ulets. Com
pany A hire, a u)llsultant who hu, l'\pcrtlsC rq:ard, 

ing a nwnufas'turing proce" llsed hy Company A and 

11\ ,uhsidlary, COlllpany B, Company C, the Country 

C ,uh'ldiary, u'cs a dilfcrent manufacturing PIllCl'SS, 

and accordingly will not receive any hL'nehl from the 

Illil'lde Cllnsultanl hired hy Company A, In allocating 

and apportioning Ihe cost of hiring the oUlside consul

lant (100). Company A dClerminL" that sales constl

lute the most appropriate allocation kev, 
(ii) Company A und its 'llh,idiarics hall' the fol

lowing ~ale~: 

Total 

70() 

illlllkl',lu,e COlllp'lny C dllL" 1101 ohtain any hen- apportioned ratahly to Company A and Company B propriatc allocution of the costs of the consultant IS as 

L'lit frl'lll Ill,' SOlhlllldllt. IlOIl,' ollhe e",ts are allo- as the entitie, that ohtuin u henefit from thceampaign, follow,: 

L,lil'd 11 I It. Iblhl'r, tile Clhh llf 10(1 are allocaiL:d and hu,ed on the tolal 'ai<', of tlH"c entitie, (5(10). An ap-

( 'olllpaill A 

.-\lloL'atlon -+110 

~()() 

AIlHlllllt X() 

(I) COlllro/led .\erl'ices ImIlS([clllJll-( I ) 
III <,;cllcrul, A controlled ~ervices trans
action include~ any activity (as defined in 
paragraph (1)(2) of thi~ section) hy one 
member of a group of controlled taxpay
er, (the renderer) that result~ in a benerit 
(a~ defined in paragraph 11)(:1) of thi~ ,ec
lion) to one or Illore other metllher~ of the 
controlled group (the recipient(s)l. 

(2) Ae/il'it\', An activity includes the 
performance of functions, as~umpti()ns of 
risl-. s, or w,e by a renderer of tangible or in
ungible propcrty or other re~OUITes, clpa
hLiitie" or blll\\blge, ,ul'h a, knowledge 
ur and ability to takc alhantage of partic
ularl) alh antagcllu, situations or l'ircum
~lances, An dcti, tt\ aho ItIclude, making 
d\ <tLiable tll the reciptent any property or 
(lther re,llurce, of the renderer. 

(.3) Bo/etil (t) III gelleml. An acti\ ity 
t, c'on,idl'rl'd tOI~nl\ide a beneftt to the re
c,tpil'n( If thl' acti\ It) directl) re,ulh in a 
re'a'(lnahh identifiahle increment of eco
ilillllll' ()r L'OmlllL'rL'lal \alul' that enhanL'e, 
I ill' r,'cipil'nt", ,'olllmerl'tal po,itil1n, or that 
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may reasonably be antici pated to do so. An 
activity is generally considered to confer a 
henefit if. taking into account the faets and 
circumstance~, an uncontrolled taxpayer in 
circumqances l'Olllpardble to those of the 
recipient would be willing: to pay an un
controlled party \0 perform the same or 
similar activitv on either a fixed or contin
gent-payment ha~is, or if the recipient oth
erwise would have performed for itself the 
sallie activity or a SImilar activity, A bene
fit may result to the owner of an intangible 
if the renderer engages in an activity that 
is reasonably anticipated to result in an in
crease in the value of that intangible, Para
graphs (1)(J)(ii) through (v) of this section 
prO\ide guidelines that indicate the pres
ence or ahsence of a benefit for the activi
ties in the controlled ~ervices transaction, 

(ii) II/dirccr or fl:'lIIml:' hl:'lIl:'/il, An ac
ti\ity i, not considered to provide a ben
efit to the recipient if. at the time the ac
ti\'ity i, performed, the prcsent or reason
abl) anticipated benefit from that activity 
i~ so indirect or remote that thc rccipient 

would not be willing to pay, on either a 
fixed or contingent-payment basis, an un
controlled party to perform a similar ac
tivity, and would not be willing to per
form such activity for itself for this pur
pose, The determination whether the ben
efit from an activity is indirect or remote is 
based on the nature of the activity and the 
situation of the recipient, taking into con
sideration all facts and circumstances, 

(iii) Dupliwtil'l:' activities, If an activity 
pcrformed by a controlled taxpayer dupli
cates an activity that is performed, or that 
reasonably may be anticipated to be per
formed, by another controlled taxpayer on 
or for its own account, the activity is gen
erally not considered to provide a benefit 
to the recipient, unless the duplicative ac
tivity itself provides an additional benefit 
to the recipient. 

(i V) Shareholder activities, An activity 
is not considered to provide a benefit if the 
sole effect of that activity is either to pro
tect the renderer's capital investment in the 
recipient or in other mcmbers of the con-



trolled group, or to facilitate compliance 
by the renderer with reporting, legal, or 
regulatory requirements applicable specif
ically to the renderer, or both. Activities in 
the nature of day-lo-day management gen
erally do not relate to protection of the ren
derer's capital investment. Based on anal
ysis of the facts and circumstances, activ
ities in connection with a corporate reor
ganization may be considered to provide a 
benefit to one or more controlled taxpay
ers. 

(v) Passive association. A controlled 
taxpayer generally will not be considered 
to obtain a benefit where that benefit re
sults from the controlled taxpayer's sta
tus as a member of a controlled group. A 
controlled taxpayer's status as a member 
of a controlled group may, however, be 
taken into account for purposes of evaluat
ing comparability between controlled and 
uncontrolled transactions. 

(4) Disaggregation of transactions. A 

controlled services transaction may be 
analyzed as two separate transactions for 
purposes of determining the arm's length 
consideration, if that analysis is the most 
reliable means of determining the arm's 
length consideration for the controlled 
services transaction. See the best method 
rule under §1.4S2-I(c). 

(5) Examples. The principles of this 
paragraph (I) are illustrated by the follow
ing examples. In each example, assume 
that Company X is a U.S. corporation and 
Company Y is a wholly-owned subsidiary 
of Company X in Country B. 

Example i. In general. In developing a world
wide advertising and promotional campaign for a 
consumer product, Company X pays for and obtains 
designation as an official sponsor of the Olympics. 
This designation allows Company X and all its 
subsidiaries. including Company Y. to identify them
selves as sponsors and to use the Olympic logo 
in advertising and promotional campaigns. The 
Olympic sponsorship campaign generates benefits to 
Company X, Company Y. and other subsidiaries of 
Company X. 

Example 2. indirect or remOle henefir. Based 
on recommendations contained in a study pelfonned 
by its internal staff. Company X implements certain 
changes in its management structure and the compen
sation of managers of divisions located in the United 
States. No changes were recommended or considered 
for Company Y in Country B. The internal study and 
the resultant changes in its management may increase 
the competitiveness and overall efficiency of Com
pany X. Any benefits to Company Y as a result of the 
study are, hO\\iever. indirect or remote. Consequently, 
Company Y is not considered to obtain a benefit from 

the study. 

Example 3. illlilrect or relllote hene/il. Baseu 
on recommendations contained in a study performed 
by its internal "all. Company X decides to make 
changes to the management structure and manage
ment compensation of its subsidiaries. in order to 
increase their profitahility As a result of the rec
ommendations in the study. Company X implements 
substantial changes in the management structure and 
management compensation scheme of Company Y. 
The study and the changes implemented as a result of 
the recommendations are anticipated to increase the 
profitability of Company X and It, subSidiaries. The 
increased management efficiency of Company Y that 
results from these (:hanges is wnsidered to be a spe
cific and identifiable benefit, rather than remote or 
speculative. 

F-xample 4. Dliplicalil,t {lclirilies. At its corpo

rate headquarters in the United States. Company X 
performs certain treasury functions for CompallY X 
and for its subsidial·ies. including Company Y. These 
treasury functions include raising capital. arranging 
medium and long-term financing for general corpo
rate needs. including cash management. Under these 
circumstances. the treasury functions performed by 
Company X do not duplicate the functIOns performed 
by Company Y's staff. Accordingly. Company Y is 
considered to obtain a henefit from the functions per
formed by Company X. 

Example 5. DlIplicllrirc lIUil iries. The facts are 
the same as in Example 4. except that Company Y's 
functions include ensuring that the financing require
ments of its own operatiolls are met. Analysis of 
the facts and circumstances indicates that Company 
Y independently administers all financing and cash
management functions necessary to support its op
erations. and does not utilize financing obtained hy 
Comp,my X Under the circull1"ances. the treasury 
functions performed by Company X me duplicative 
of similar functions performed by Company Y's stall. 
and the duplicative functions do not enhance Com
pany Y's position. Accordingly. Company Y is not 
considered to obtain a benefit from the duplicative ac
tivities performed by Company X. 

Exwl/ple 6. DupliC<lril'e ({(,Iil·iries. Company X' s 
in-house legal staff has specialized expertise in sev
eral areas. IIlcluding intellectual property law. Com
pany Y is involved in negotiations with an unrelated 
party to enter into a complex joint venture that in
cludes multiple licenses and cro.ss-hcenses or patents 
and copyrights. Company Y retams outside counsel 
that specializes in intellectual property law to review 
the transaction documents. Outside counsel adVises 
that the terms for the proposed transaction are advan
tageous to Company Y and that the contracts are valid 
and fully enforceable. Before Company Y executes 
the contracts. the legal staff of Company X alSll re
views the transactIOn documents and conCllrs III the 
opinion provided hy outside counsel. The actIVIties 
performed by Company X substantially duplicate the 
legal services obtained by Company Y. but they also 
reduce the commercial risk associated with the tran,
action in a way that confers an additional henefit on 
Company Y 

EX(lmple 7. Sliareliolder acril'iries. Company X 
is a publicly held corpOl'atioIl. U.S laws and regula
tions applicable to publicly held cor90rations such as 
Company X require the preparation and tiling of peri
odic reports that show. among other things. profit and 

loss statements, balance sheets. and other material fi-

nanciallllformatioll concerning the company's opera
tiom. Company X. Company Y and each of the other 
subsidiaries maintJll1 their ov.n separate aCCllunting 
departments that record individual tran"lctillns and 
prepare financial statements in accoroance with their 
local accounting practices. Company Y. and the other 
subsidiaries. forward the results of their financial per
formance to Company X. which analYLe, and com
piles these data into periodic report, In accordance 
with U.S. laws and regulations. Because Company 
X's preparation and filing of the rcporh relate solely 
to its role as an investor of capital or shareholder In 
Company Y or to its compliance with reporting. legal. 
or regulatory requirements. or both. these activitie, 
con;;titute shareholder activities and therefore Com
pany Y is not considered to obtain a henefit from the 
preparation and filing of the reports. 

EWl1Iele 1\. Shure/wider uctil'ilies. The facts are 
the same as in E.HIIIl{Jle 7. except that Company Y\ 
ae<:uunting dcpartment rnaintaim a general ledger 
recording individual tran;;actions. but does not pre
pare any financial statements (such as profit and loss 
statements and balance sheets). Instead. Company 
Y forwards the general ledger data to Company X. 
and Company X analyzes and compiles financial 
statements for Company Y. as well as for Company 
X's overall operations. for purposes of complying 
with U.S. reporting requirements. Company Y is 
subject to reporting requirements in Country B sim
ilar to those applicable to Company X in the United 
States. Much of the daw that Company X analYles 
and compiles regardlllg Company Y's operations for 
purposes of complying wilh the U.S. reporting re
quirements are made available tll Company Y for its 
use in preparing reports that must be filed in Country 
B. Company Y incorporates these data. after minor 
adjustments for differences III local accounting prac
tices. into the rcpoi'lS that it files in Country B. Under 
these circumstances. because Company X's analysis 
and compilation of Company Y's financial data does 
not relate solely to its role as an investor of capital 
or shareholder in Company Y. or to ilS compliance 
with reporting. legal. or regulatory requirements. or 
hoth. these activities do not constitute shareholder 
activities. 

F.xample Y. Shareholder acfil'ities. Members of 
Company X' s lOternal audit staff visit Company Y on 
a semiannual basis in order to review the subsidiary", 
adherence to inkrnal operating procedure.s i.ssued by 
Company X and its compliance with U.S. anti-bribery 
laws. which apply to Company Y on account of its 
ownership by a U.S. corporation. Because the sole 
effect of the reviews by Company X's audIt staff is 
to protect Company X's investment in Company Y. 
or to facilitate Company X's compliance with U.S. 
anti-bribery laws. or both. the visits are shareholder 
activitie, and therefore Company Y is not considered 
to obtain a benefit from the vi,its. 

Euunple 10. Shareholder acfil·itln. Country B 
recently enacted legislation that changed the foreign 
currency exchange control s applicable to foreign 
shareholders of Country R corpmations. Company X 
concludes that it lllay henefit from changlOg the cap
ital structure of Company Y. thu, taking advantage 
of the new foreign currency exchange control laws 
in Country B. Company X engage,; an investment 
banking firm and a law firm to review the Country 
B legj,;lation and to pr<lpose possihle changes to the 

capital mucture of Company Y. Because Company 
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X's retention of the firm, f~cilitJtes Company y's 

ability tu pay dividends ~nd other amounts and has 

the sole effect of protecting Company X' s investment 

in Company Y these activitl" conqitute shareholder 

activities and Company Y is not considered to obtain 

a benelit from the activities, 

EWlllpl~ II, Shllreholder Ilclil'ilil',\, The facts are 

the same as in Example lU. except that Company Y 
bears the full coq of retaining the firms to evaluate the 

ne'" foreign currenc'y control la\\" in Country Band 

to make appropnate changes to it-. stock ownership 

hy Company X, Company X i, wnsidered to obtain a 

henefit from the rendering by Company Y of these 

act\VltKs, which would be shareholder activities if 

conducted hy Company X (see EWIIlI!I£' 1(}), 

E\lI!!1I!I,. 1], Shurehold£'rllctil'iIlCS, The facts arc 

the same as in EI£II/l{Jle I (), except that the new laws 

relate soiely to L'orporate governance in Country B, 
and C(lmpany X retains the law firm and investment 

hanking firm in order to evaluate whether restructur
Ing w()uld increase Company y's profitability. reduce 

the number of legal entitles in Country B. and in
crease Company y's ability to introduce new prod

uCls Illore quickly In Country B, Because Company 
X retained the law firm and the invewnent hanking 

firm rril1larily to enhance Company Y's profitability 
and the cffiL'iency of its nperatiolls, and not solely to 
protect Company X', investment in Company Y or 

to facilitate Company X's compliance with Country 
B's corporate laws. or to hoth. these activities do not 
constitute shareholder activities, 

E.I£IIIII!II' 13, ShareiJolder acril'ilifS, Company 
X estahlishes detailed pers()nnel policies for its suh
sidlaries. lI1c1udll1g Company Y Company X also re
v iews and approves the performance appraisal!, of 
Company Y', executives. monitors levels of com

pensation paid to all Company Y personnel. and IS 
involved in hiring and firing decisions regarding the 
senior executives of Company Y Because this rer
\(lIlnel-rdated activity hy Company X involves day
to-day management of Company Y, this activity does 
not relate soiely to Company X', role a, an investor 
of capital or a shareholder of Company Y. and there
fore does not constitute a shareholder activity. 

E.<£11I1(1/e l,j, Shareh(!lder (/CI/l'I/WI, Each year. 
Company X conducts a two-day retreat for its ,cnior 
executive" The purpose of the retreat is to refine 
the long-term husiness strategy of Company X and 
its suh,idiaries, including Company Y. and to pro· 
dULT a confidential wategy qatcment The ,trategy 
statement identifies ,everal potential gmwth initia
tive, for Company X and its suhsidiaries and II"s 
general mean, uf increasing the profitahility of the 
cmnrany as a whole. The ,trategy statement i, made 
a\ailahle \\ithout charge to Company Y and the other 
suh,idiarics ()f Company X, Company Y indepen
dentl) evaluates whether to imrlement some, aiL or 

l1<lnc uf the initlati\cs contained in the strategy state
ment Recall'" the preparation ()f the strateg), state
ment docs not relate solely to Comrany X' s role as 
an 111\ ",tor ot' capital or J sharchulder of Compan) Y. 
the e'pense of preparing the document i, not a ,hare
Iwlder npen't'. 

r_',/ml/.le 15. Pllssil'(, oL\(Jcillliol1lhl'IU!fir. COTn

pam X i, the rarcnt corp<)ration of a large c(lntrolleJ 
group that has heen in operation in the mforma
tl<ln-techIHllog) sector I'm ten year"~ Company Y i, 
d 'l11all C"rp,)rJtlon that Wd' recently aCljuired h\ 
thl' C,'mp<iI1V X contmllcd group from loc'al Coun-
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try B owners. Several months after the acquislllOn 

Dt Company Y. Company Y obtained a contract to 

redesign and assemhle the information-technology 
networks and systems of a large financial institution 

in Country B, The project was significantly largc:r 

and morc complex than any other project undertaken 
to date by Company Y Company 'Y did not use 

Company X's marketing intangibles to solicit the 

contract. and Company X had no involvement in 
the ,olicltation, negotiation, or anticipated execution 

of the contract For purposes of this section, Com

pany Y is not considered to obtain a benefit from 
Company X or any other member of the controlled 

group hecause the ability of Company Y to obtain 

the contract. or to obtain the contract on more favor
ahle term, than would have been rossible prior to 

its acquisition by the Company X controlled group. 

was due to Company Y's status as a member of the 

Company X controlled group and not to any specific 

activity by Company X or any other member of the 

controlled group, 
Example 16, Passil'e association/benefit, The 

facts are the same as in Example 15. except that Com
pany X executes a performance guarantee with re
spect to the contract. agreeing to assist in the project 

if Company Y fails to meet certain mileposts, This 

performance guarantee allowed Company Y to obtain 
the contract on materially more favorable terms than 

otherWIse would have heen possible, Company Y is 
considered to obtain a benefit from Company X's ex
ecution of the performance guarantee. 

Exan/ple 17. PlIssil'e associarion/bene(ir. The 
facts are the same as in Example 15. except that Com
pany X hegan the proce" of negotiating the contract 
with the financial institution in Country B hefore ac
quiring Company Y Once Company Y was acquired 
by Company X, the contract with the financial insti
tution "'a, entered into by Company Y Company Y 
i, considered to obtain a benefit from Company X's 
negotiation of the contract. 

Exwl/ple I g Pas,lil'e (/s,\{)ciutioll//Jelle/ir. The 
facts are the same as in Fxample 15. except that Com
pany X sent a letter to the finanCIal II1stitution in 
Country B. which represented that Company X had 
a certain percentage ownership in Company Y and 
that Company X would maintain that same percent
age ownership interest in Company Y until the con
tract was completed, This letter allowed Company Y 

to obtall1 the contract on more favorable terms than 
otherwise would have heen possible, Since this letter 
from Company X to the financial institution simply 
affirmed Company Y' s status as a memher of the con
trolled group and represented that this status would be 
maintained until the contract was completed. Com
pany Y i, not considered to obtain a benefit from 
Company X' s furni,hing of the letter. 

Erulll,,/" 19, Pmsll'e (/\·,\"(!l'iatiol1//Jel1efir. (i) S is 
a company that supplies plastic containers to compa
nies in variou, Industries, S estahlishes the prices for 
ItS conl3iners through a price list that offers customers 
discounts hased solely on the volume of containers 
purchased, 

(II) Compan) X IS the parent corporation of a large 
controlled group in the information technology sec
tor. Company Y is a wholly-owned subsidiary of 
Company X located in Country B. Company X and 
Company Y hoth purchase plastic containers from 
unrelated supplier S, In year I, Company X purchases 
I million units and Company Y purchases 100.000 

units. S, haslnl! us pnces on purchases by the entire 
group, comple;es the order ror I I million units at a 
price of $().L)) per unit. and scpJratdy bills and shtps 

the orders to each company, Companies X and Y un
dertake no hargaining with supplier S with respect 

to the price charged, and purchase no otha products 

from supplier S. 
(iIi) R I and its wholly-owned subsidiary R2 are a 

controlled group of taxpayers (unrelated to Company 
X or Company Y) each of which carries out functions 

comparahle to those of Companies X and Y and un

dertakes purchase, of plastic containers from supplier 
S, identical to those purchased from S by Company 
X and Company y, respectively. S. basing its prices 

on purchases hy the entire grouP. charges R I and R~ 
$0,95 per unit for the Ll million units ordered, R I 

and R2 undertake no bargaining with supplier S with 

respect to the price charged. and purchase no other 
products from supplier S, 

(iv) U is an uncontrolled taxpayer that carries out 

comparable functions and undertakes purchases of 
plastic containers from supplier S identical to Com

pany Y U is not a member of a controlled group. un

dertakes no bargaining with supplier S with respect 
to the price charged. and purchases no other products 
from supplier S, U purchases 1 OO,O()() plastic contain

ers from S at the price of $1 ,00 per unit. 
(v) Company X charges Company Y a fee 

of $5,000, or $0,05 per unit of plastic containers 

purchased by Company y, retlecting the fact that 
Company Y receives the volume discount from sup

plier S, 
(vi) In evaluating the fee charged by Company X 

to Company Y. the Commissioner considers whether 
the transactions between R I. R2. and S or the trans
actions between U and S provide a more reliable 
measure of the transactions between Company X. 
Company Y and S, The Commissioner determines 
that Company V's status as a member of a controlled 
group should be taken into account for purposes of 
evaluating comparability of the transactions. and 
concludes that the transactions between R I, R2, 
and S are more reliably comparable to the transac
tion, between Company X, Company Y, and S, The 
comparable charge for the purchase was $(),95 per 
unit Therefore. obtaining the plastic containers at 
a favorable rate (and the resulting $5.000 savings) 
is entirely due to Company V's status as a member 
of the Company X controlled group and not to any 
specific activity by Company X or any other member 
of the controlled group, Consequently, Company Y 
is not considered to obtain a benefit from Company 
X or any other member of the controlled group. 

EXlImple 20, DislIKRreKatioll of transacrions, (i) 

X. a domestic corporation, is a pharmaceutical com
pany that develops and manufactures ethical phar
maceutical products, Y, a Country B corporation, is 
a distribution and marketing company that also per
forms clinical tnals for X in Country B, Because Y 
does not possess the capability to conduct the trials, 
it contracts with a third party to undertake the trials at 
a cost of $100, Y als() incurs $25 in expenses related 
to the third-party contract (for example, in hiring and 
working with the third party), 

(ii) Based on a detailed functional analysis, the 
Commissioner determines that Y performed func
tions beyond merely facilitating the clinical trials for 
X, such as audit controls of the third party performing 
those triah, In determining the arm's length price, 



the Commissioner may consider a number of alter
natives. For example. for purposes of determming 
the ann's length price, the Commissioner may deter
mine that the intercompany service is most reliably 
analyzed on a uisaggregateu basis as two separate 
transactions: in this case. the contract between Y 
and the third party could constitute an internal CUSP 
with a price of $100. Y would be further entitled 
to an arm's length remuneration for its facilitating 
services. If the most reliable method is one that 
provides a markup on Y', costs, then "total services 
cost" in this context would be $25. Alternatively, the 
Commissioner may determine that the intercompany 
service is most reliably analyzed as a single transac
tion, based on comparable uncontrolled transactions 
involving the facilitation of similar clinical trial ser
vices performed by third parties. If the most reliable 
method is one that provides a markup on all of Y's 
costs, and the base of the markup determined hy 
the comparable companies incluoes the third-pany 
clinical trial costs, then such a markup would be 
applied to Y's total services cost of $125. 

Example 2]. Disa&&regalioll ,,{lrol/soClin11\". (i) 

X perfonns a numher of administratIve functions for 
its subsidiaries, including Y, a distributor of widgets 
in Country B. These services include those relating 
to working capital (inventory and accounts receiv
able/payable) management. To facilitate provision of 
these services. X purcha,es an ERP system specifi
cally dedicated to optimizing working capital man
agement. The system, which entails significant third
pany costs and which includes substantial intellectual 
property relating to its software, costs $1000. 

(ii) Based on a detailed functional analysis, the 
Commissioner determines that III proviuing adminis
trative services for Y, X performed functi[)ns beyond 
merely operating the ERP system itself, since X was 
effectively using the ERP as an input to the adminis
trative services it was providing to Y. In determining 
arm's length price for the services, the Commissioner 
may cunsiuer a number of altematives. For example. 
if the most reliable uncontrolled data is derived irom 
companies that use similar ERP systems purchased 
from third parties to perform ,imilar administrative 
functions for uncontrolled parties, the Commissioner 
may determine that a CPM is the hest method for 
measuring the functions performed by X. and, in ad
dition, that a markup on total services costs. based 
on the markup from the comparable companies, is 
the most reliable PLL In thiS case. total services cos I. 
and the basis for the markup, would include appro
priate reflection of the ERP costs of $ 1000. Alter
natively, X's functions may be most reliably mea
sured based on comparable uncontrolled companies 
that perfonn similar administrative functions using 
their customers' own ERP systems. Under these cir
cumstances, thc total services cost would equal X' s 
costs of providing the administrative services exclud
ing the ERP cost of $1000. 

(m) Coordination with transfer pricing 

rules for other transactions~( 1) Services 

transactions that include other types of 

transactions, A transaction structured as 
a controlled services transaction may in
clude other elements for which a sepa
rate category or categories of methods are 
provided, such as a loan or advance, a 

rental. or a transfer of tangible or intan
gible property. See §§ 1 AS2-l (b)(2) and 
1.482-2(a), (c), and (d). Whether such 
an integrated transaction is evaluated as a 
controlled services transaction under this 
section or whether one or more elements 
should be evaluated separately under other 
sections of the section 482 regulations de
pends on which approach will provide the 
most reliable measure of an arm's length 
result. Ordinarily, an integrated transac
tion of this type may be evaluated under 
this section and its separate elements need 
not be evaluated separately, provided that 
each component of the transaction may be 
adequately accounted for in evaluating the 
comparability of the controlled transaction 
to the uncontrolled comparables and, ac
cordingly, in determining the arm's length 
result in the controlled transaction. See 
§ 1.482-1 (d)(3 J. 

(2) Services transactions that cfleet (, 

tran,~fer of intangible property. A trans
action structured as a controlled services 
transaction may in certain cases include an 
element that constitutes the transfer of in
tangible property or may result in a trans
fer, in whole or in part, of intangible prop
erty, Notwithstanding paragraph (m)( I) of 
this section, if such element relating to in
tangible property is material to the evalu
ation, the arm's length result for the ele
ment of the transaction that involves intan
gible property must be corroborated or de
termined by an analysis under § 1 .482-4. 

(3) Services suhject to a qualified COS! 

sharing arrangement. Services provided 
by a controlled participant under a quali
fied cost sharing arrangement are subject 
to §1.482-7. 

(4) Other types of transactions thal 

include contmlled services transactiolls. 
A transaction structured other than as a 
controlled services transaction may in
clude one or more clements for which 
separate pricing methods are provided in 
this section. Whether such an integrated 
transaction is eva] uated under another 
section of the section 482 regulations or 
whether one or more elements should be 
evaluated separately under this section de
pends on which approach will provide the 
most reliable measure of an arm's length 
result. Ordinarily, a single method may 
be applied to such an integrated transac
tion, and the separate services component 
of the transaction need not be separately 
analyzed under this section, provided that 

the controlled ~ervices may be adequately 
accounted for In evaluating the compara
bility of the controlled transaction to the 
uncontrolled comparables and, accord
ingly, in determining the arm' s length 
results in the controlled transaction. See 
§ 1 A82-I(d)(3). 

(5) Examples. The following examples 
illustrate paragraphs (m)( I) through (4) of 
this section: 

EW/Ilple I. (i) U.S. parent corporation Company 
X enters into an agreement to maintain equipment 
of Company Y, a foreign suhsidiary. The mainte
nance of the equipment requires the usc of spare parts. 
The cost of the spare parts necessary III maintain the 
equipment amounts to approXImately 25 percent of 
the total costs of mainta111ing the equipment. Com
pany Y pay' a fee that includes a charge for labor and 

parts. 
(ii) Whether this integrated transaction is evalu

ated as a controlled services transaction or is evalu
ated as a controlled services transaction and the trans
fer of tangihle profJerty depends on which approach 
will provide the most relIable measure of an arm's 
length result. If it is nut possible to find comparable 
uncontrolled services transactions that involve simi
lar services and tangible property transfers as the con
trolleu transaction between Company X and Com
pany y, it will be necessary to determine the arm's 
length charge for the controlled services, and then 
to naluatc separately the arm's length charge for 
the tangible propeny transfers under ~ 1.482-/ and 
~~ IAH2-3 through 1.482-6. Alternatively. it may he 
po"ihle to apply the comparable profits method of 
* IA82-5, to evaluate the arm's length prol"it of Com
pany X or Company Y from the integrated controlled 
transactIon. The comparable profits method may pro
vide the most reliable measure of an arm's length re
sult if uncontrolled parties arc identified that perform 
similar. combined functions of mainlJining and pro
viding spare parts for ,imilar cljuipment. 

Example 2. (i) U.S. parent corporation Company 
X ,ells inuustrial equipment to its foreIgn subsidIary. 
Company Y. In connection with thb sale, Company 
X renuers to Company Y services that consist uf 
demonstrating the usc of the equipment and assisting 
in the effective SWI1-Up of the equipment. Company 
X structures the inIegrated transaction as a sale of 
tangible property and determines the transfer price 
under the comparable uncontrolled price method of 
~ IAH2-3(b). 

Iii) Whether thi, integrated tran,action is evalu
ated as a transfer of tangible property or is evaluated 
as a controlled servICes transaction and a transfer of 
tangible property depends on which approach will 
provide the mmt reliable measure of an ar111's length 
result. In thi, case, the controlled services may be 
similar to services rendered in the transactions used 

to determine the comparable uncontrolled price, or 
they may appropriately he considered a difference 
between the controlled transaction and comparable 
transactions with a definite and reasonably ascertain
able effect on price for which apfJropriate adjustments 
C,1Il be made. See ~1.482-I(d)[31(ii)IA)(6). In either 

case, applicatH)fl of the comparable uncontrolled 
price method to evaluate the integrated transaction 
may provide a reliable measure of an arm's length 
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Illlan~ihlc rrnpen~ i, IllJteri31 10 Ihe arm's Ien~th 
c'IIrilllltlLliL Ihe ,ifill', Ien!,!lh re,ult for Ihal cklll~nt 
1ll1l'1 he cLlrrohllrall'u Ill' detefmined hy an anJI~ ,i, 
lIIldel ~ I,-+~~---l 

(n) Etli'ctil'(' dut('-( I) /11 gCllcrul. This 
,cL'lion is generally applicable for taxable 
yt'ars beginning after December J I. 2006, 
[n addition. a person may elect to apply the 
prmi,ion, of this section. ~ 1,482-9T. to 
ear[icr taxable years, See paragraph (n)(2) 
of thi, ,t'L'lion, 

(2) Election to Uflp/\' reglliutiolls to ('([1'

lier tu,wh/e \'c({rs-( i) Scopc olelecrioll, 
A taxpayer may elect to apply ~~ [,482-1 T. 
1,..j.82-2T. 1,--l82-4T. I A82-6T. I A82-8T. 
and 9T. \.861-ST. ~\.6038A-3T. 

~\.6662-6T and ~JUI21(s)-IT of this 
chapter to any taxable year beginning 
after September 10, 2003, Such elec
tion rcquires that all of the provisions 
of this section. ~~ 1A82-1 T. I A82-2T. 
I A82-4T. I A82-6T, I A82-8T. and 
I ,--l82-9T, as well as the related provisions, 
~~\.861-8T. \.6038A-3T. \.6662-6T and 
3 U 121 (s)-I T of this chapter be applied 
to such taxable year and all subsequent 
taxable years (earlier taxable years) of the 
taxpayer making the election, 

(ii) Effect oj'clcctioll. An election to ap
ply the regulations to earlier taxable years 
has no effect on the limitations on assess
ment and collection or on the limitations 
on credit or refund hee Chapter 66 of the 
Internal Revenue Code), 

(iii) Ji'mc IIlld mllnller of milking Piec
tiOIl, An election to apply the regula
tions to earlier taxable years must be made 
by attaching a statement to the taxpayer's 
timely filed US tax return (including ex
tensions) for its first taxable year after De
cember 31. 2006. 

(iv) Re\'(lCi/tioll of elcetiol!, An election 
to apply the regulations to earlier taxable 
years may not be revoked without the con
sent of the Commissioner. 

(3) /11 general. The applicability of 
~ I A82-9T expires on or before July 31, 
2009, 

Par. 15. Section I ,861-S is amended as 
follow~: 

I, Paragraph (a)(5)(ii) is redesignated 
as paragraph (a)(5)(iii), 

I A new paragraph (a)(5)(ii) is added. 
3, Paragraph (e)(4) is revised, 
4, Paragraph (f)( 4)( i) is revised, 
5, Paragraph (g). Exalllple 17, Example 

18, ~lI1d E\wllple 30 are revised, 

The addition and revisions read as fol

lows: 

~'i I. 86/-8 COlIllNltii tioll O(rllXlI hie i II COllie 
.limll sources ll'ithill the Ullited Stutes alld 

.limll other sourct'S ({lid ilctil'itics, 

(a) * * ,:~ 

(5) " * ", 
(ii) [Reserved[, For further guidance. 

see ~L861-8T(a)(5)(ii), 

* * * * *" 
(e) * * " 
(4) [Reserved], For further guidance. 

see ~L861-ST(e)(4), 

(t) * * * 
(4) * * * (i) [Reserved], For further 

guidance. see S L861-8T(t)( 4 )(i), 

* * * * * 
(g) * * * 
Example 17, [Reserved], For further 

guidance, see S \.S61-ST(g), Example /7. 
Example IS, [Reserved]. For further 

guidance, see § I ,86l-8T(g). Example 18, 

* * * * * 
Example 30, [Reserved], For further 

guidance, see § I ,S61-ST(g), Example 30. 

* * * * * 
Par, 16. Section I ,861-ST is amended 

as follows: 
L Paragraphs (a)(3) and (a)(4) are 

removed and reserved and paragraph 
(a)(5 )(ii) is revised, 

2, Paragraph (b)(3) is revised. 
3, Paragraph (e)(4) is added, 
4, Paragraph (t)(4)(i) is revised. 
5, Paragraph (g), Exumple 17, Example 

18, and Example 30 are added. 
6, Paragraph (h) is revised, 
The addition and revisions read as fol

lows: 

§I.S61-8T Computation of taxable 
income from sources within the United 
States alld from other sources alld 
activities (temporary). 

(a) * * * 
(5) * * * 
(ii) Paragraph (ej(4), the last sentence 

of paragraph (fJ(4)( i J, and paragraph (g), 
Example 17, Example 18, and Example 
30 of this section are generally applicable 
for taxable years beginning after Decem
ber 31, 2006. In addition, a person may 
elect to apply the provisions of paragraph 
(e)(4) of this section to earlier years, Such 



election shall be made in accordance with 
the rules set forth in ~ 1.482-9T(n)(2). 

(b) * * * 
(3) Supportive junctions. Deductions 

which are supportive in nature (slIch as 
overhead, general and administrative, and 
supervisory expenses) may relate to other 
deductions which can more readily be al
located to gross income. In such instance, 
such supportive deductions may be allo
cated and apportioned along with the de
ductions to which they relate. On the 
other hand. it would be equally accept
able to attribute supportive deductions on 
some reasonable basis directly to activi
ties or property which generate. have gen
erated or could reasonably he expected to 
generate gross income. This would ordi
narily be accomplished by allocating the 
supportive expenses to all gross income 
or to another broad class of gross income 
and apportioning the expenses in accor
dance with paragraph (c)( 1 ) of this section. 
For this purpose, reasonable departmental 
overhead rates may be utilized. For ex
amples of the application of the principlcs 
of this paragraph (b)(3) to expenses other 
than expenses attributable to stewardship 
activities, see Examples 19 through 2 J of 
paragraph (g) of this section. See para
graph (e)(4)(ii) of this section for the allo
cation and apportionment of deductions at
tributable to steward~hip expenses. How
ever, supportive deductions that are de
scribed in § 1.861-l4T(e)(3) shall be allo
cated and apportioned in accordance with 
the rules of § 1.861-14T and shall not be al
located and apportioned by reference only 
to the gross income of a single member of 
an affiliated group of corporations as de
fined in § 1.861-14T(d). 

* * * * * 
(eJ * * * 
(4) Stewardship and controlled ser

vices-(iJ Expenses attributable to CO/l

trolled services. If a corporation performs 
a controlled services transaction (as de
fined in § 1.482-9T(l)(3)), which includes 
any activity by one member of a group 
of controlled taxpayers that results in a 
benefit to a related corporation, and the 
rendering corporation charges the related 
corporation for such services, section 482 
and these regulations provide for an allo
cation where the charge is not consistent 
with an arm's length result as determined. 
The deductions for expenses of the cor-

poration attributable to the controlled 
services transaction are con~idered defi
nitely related to the amounh ,0 charged 
and are to be allocated to ~uch amounb. 

(ii) STewardship expe/l\es artrihut
able to dividends reeeil'ed. Stewardship 
expenses, which result from "oversee
ing" functions undertaken for a corpo
ration's own benefit a~ an inve~tor in 
a related corporation, shall be consid
ered definitely related and allocable to 
dividends received. or to he received. 
from the related corporation. For pur
poses of this section, ~tewardship ex
penses of a corporation are those expenses 
resulting from '"dupl icati ve acti vities" 
(as defined in § 1.482-9T(IJ(3 )(iii)) or 
'"shareholder activities" (as defined in 
§1.482-9T(I)(3)(iv)) of the corporation 
with respect to the related corporation. 
Thus, for example, stewardship expenses 
include expenses of an activity the sole 
effect of which is either to protect the 
corporation's capital investment in the 
related corporation or to facilitate com
pliance by the corporation with reporting, 
legal, or regulatory requirements appli
cable specifically to the corporation, or 
both. If a corporation has a foreign or 
international department which exercises 
overseeing function~ with respect to re
lated foreign corporations and. in addition, 
the department performs other functions 
that generate other foreign-source income 
(such as fee~ for services rendered outside 
of the United States for the benefit of for
eign related corporations, foreign-source 
royalties, and gros~ income of foreign 
branches), some part of the deductions 
with respect to that department arc con
sidered definitely related to the other 
foreign-source income. In some instances, 
the operations of a foreign or international 
department will also generate United 
States source income (such as fees for ser
vices performcd in the United States). Per
missible methods of apportionment with 
respect to stewardship expenses include 
comparisons of time spent by employees 
weighted to take into account differences 
in compensation, or comparisons of each 
related corporation's gross receipts, gross 
income, or unit sales volume, assuming 
that stewardship activities are not sub
stantially disproportionate to such factors. 
See paragraph ([)(5) of this section for the 
type of verification that may be required 
in this respect. See § 1.482-9T(lJ(5) for 

examples that illustrate the principle., of 
* 14S2-9T(I)L~). See Erwllpfe J7 and 
Exulllple 18 of paragraph (g) of this sec
tion for the allocation and apportionment 
of ~tewardship expenses. See paragraph 
(h)( 3) of this section for the allocation anJ 
apportionment of deductions attributable 
to supportive functions other than stew
ardship expemes, such as expense~ in the 
nature of Jay-to-day management. and 
paragraph (e)(5) of thi~ section generally 
for the allocation and apportionment of 
deductions attrihutahle to legal and ac
counting fees anJ expenses. 

(f) '" " " 
(4) Adillstlllent.1 Illude IIl1der other pro

I'isions of the Coc/e-(i) 1/1 f!,cneml. If an 
adjustment which affects the taxpayer is 
made under section 482 or any other pro
vision of the Code, it may be necessary 
to recomputed the allocations and appor
tionments required by this section in or
der to reflect changes resulting from the 
adjustment. The recomputation made by 
the Commi~sioner shall he made using the 
same method of allocation and apportion
ment as was originally used by the tax
payer, provided such method as originally 
used conformed with paragraph (a)(5) of 
this section and, in light of the adjustment 
such method does not result in a mate
rial distortion. In addition to adjustments 
which would be made aside from this sec
tion, adjustments to the taxpayer's income 
and deductions which would not otherwise 
be made may be required before applying 
this section in order to prevent a distortion 
in determining taxable income from a par
ticular source of activity. For example, if 
an item included as a part of the cost of 
goods sold has been improperly attributed 
to specific sales, and, as a result, gross in
come under one of the operative sectiom 
referred to in paragraph (f)( I) of this sec
tion is improperly determined. it may be 
necessary for the Commissioner to make 
an adjustment to the cost of goods sold, 
consistent with the principles of this sec
tion, before applying this section. Sim
ilarly, if a domestic corporation transfers 
the stock in its foreign subsidiaries to a do
mestic subsidiary and the parent corpora
tion continues to incur expenses in con
nection with protecting its capital invest
ment in the foreign subsidiaries (see para
graph (e)(4) of this section), it may be nec
essary for the Commissioner to make an al
location under ~ection 482 with re~pect to 
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such expenses before making allocations 
and apportionments required by this sec
tion, even though the section -l82 alloca
tion might not othcrwise be made. 

(g) * * "' 

Corp[)raIlOl1s: 

X 

1\1 

\ 

0 

Total 

I B) Of the S:'\O.()()() uf deduction, incurred by 
X. ~15.()()O relates to X\ ownership of M: $10.000 
rclates tn X's [)wncrshlp of N; $,'i.O()O relates to X', 
(l\\ ncrship of 0: and the sole effect of the entire 
~J().()O() of deductions is to protect X' s capital in· 
I estment in M. N. and O. X properly categorizes 
Ihe 'ii.IO.OO() of deductions as steward,hip expenses. 
Thc rcmainder uf X's deductions ($20.000) relates to 
production of United States source income from its 
planl in the United States. 

Eli/Illpi/' 17. STe\\ardship Expenses (Consoli. 

ilL/Tion). (i) (A) Facts. X. a domestic corporation, 
II holly owns \1. N. and O. also domestic corpora. 
tions. X. M. N. and 0 file: a consolidated income tax 
return. All the income of X and 0 is from sources 
Illthin the United States. all of M's income is gen· 
eral lllllitation income from sources within South 

Gro" 
income Deductions 

S 100.000 $50.000 

250.000 100.000 

150.000 200,000 

50.000 20.000 

550,000 370,000 

(ii) (A) AllocaTion. X's deductions of $50,000 are 
definitely related and thus allocable to the types of 
gross income to which they give rise, namely $25,000 
wholly to general limitation income from sources out
side the United States ($15,000 for stewardship of /vi 
and $10.000 for stewardship of N) and the remain
der ($25,000) wholly to gross income from sources 
within the United States. Expenses incurred by /vi 
and N arc entirely related and thus wholly allocable to 
general limitation income earned from sources with
out the United States. and expenses incurred by 0 are 

America. and all of N's income is general limitation 
income from sources within Africa. X receives 
no dividends frol11 M. N. or O. During: the taxable 
year. the consul idated group of corporations earned 
consolidated gross income of $550,000 and incurred 
total deductions of $,~70,OOO as follows: 

entirely related and thus wholly allocable to income 
earned within the United States. Hence. no appor· 
tionment of expenses of X, /vi, N, or 0 IS necessary. 
For purposes of applying the foreign tax credit limita· 
tion, the statutory grouping is general limitation gross 
income from sources without the United States and 
the residual grouping is gross income from sources 
within the United States. As a result of the allocation 
of deductions. the X consolidated group has taxable 
income from sources without the United States in the 
amount of $75.000, computed as follows: 

Foreign source general limitation gross income 

1$2S0.000 from /vi + $150.000 from N) .. $400,000 

Less: Deductions allocable to foreign source general limitation gross income ($25.000 from X. 
S I 00.000 from M. and $200.000 from N) 325.000 

Total lorelgn·sourcc taxable income, 75,000 

IB) Thus. in the combined computation of the 
general limitation. the numerator of the limiting frac
tit'n (t:Ixahle income I'rom source, outside the United 
States) is $75.0()O, 

Donll'stic sales income 

Example 18, STewardship and SlIpporTive Ex· 
pense.I·. (I) (A) Facts. X. a domestic corporation, 
manufactures and sells pharmaceuticals in the United 
States. X's domestic suhsidiary S. and X's foreign 
subsidiaries T, U. and V perform similar functions 

DII idcnJs from S fhetore dividends received deduction) ..... 
DII idends from T 

$32.000.000 
3.000.000 

2,000.000 

1,000.000 Dividends from U 

Dilidends from V 

Royalties from T and U . 

Fees from U for services perfllrmed hy X 

Total gross income. 

(B) In audition. X incurs expense, of its supervi· 
sion department of S I,SOO.OOO 

Ie) X's supernslon department (the Depart· 
menl) is responsihle for the supcnision of its four 
suhslularies and for rendering certain services to 
Ihs' suhsidianes. and this Department proVides all 
Ihe sU!'portlle functions necessary for X', foreign 
ac'lilities. Thc Department performs three principal 
t) pcs pI' aL·ti, ities. The fiN t) pe consists of ser
IICCs tor Ihe direct hendit of U for which a fee is 
!"Iid hI LI tll X The cost llf the sen ices for U is 
SlJ()O.O()O III hich results in a total charge to U of 
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o 
1.000.000 

1.000.000 

40.000.000 

$1.000.(00). The second type consists of activities 
described in §1.482-9(1)(3)(iii) that are in the nature 
of shareholder overSight that duplicate functions 
perfonned by the subsidiaries' own employees and 
that do not provide an additional benefit to the sub
sidiaries. For example. a team of auditors from 
X's accounting depanment periodically audits the 
suhsidlaries' books and prepares internal reports for 
U'l' by X's management. Similarly, X's treasurer 
periodically reviews for the board of directors of X 
the subsidiaries' financial policies. These activities 
do not provide an additional benefit to the related 

in the United States and foreign countries T. U, and 
V. respectively. Each corporation derives substantial 
net income during the taxable year that is general 
limitation income described in section 904(d)(I). 
X' s gross income for the taxable year consists of: 

corporations. The cost of the duplicative services 
and related supportive expenses is $540,000. The 
third type of activity consists of providing services 
which are ancillary to the license agreements which 
X maintains with subsidiaries T and U. The cost of 
the ancillary services is $60,000. 

(ii) Allocation. The Depanment's outlay of 
$900,000 for services rendered for the benefit of U 
is allocated to the $1,000.000 in fees paid by U, The 
remaining $600.000 in the Department's deductions 
are definitely related to the types of gross income to 
which they give rise, namely dividends from sub· 



sidiaries S, T U, and V and royalties from T and 
U. However. $60,000 of the $600.000 In deductions 
are found to be attributable to the ancillary ,ervices 
and are definitely related (and therefore allocable) 
solely to royalties received from T and U, while the 
remaining $540.000 in deductions are definitely re
lated (and therefore allocahle) to dividends received 
from all the subsidiaries. 

(iii) (A) Apportionmellt. For purposes of applying 
the foreign tax credit limitation, the ,tatutory group
ing is general limitation gross income from sources 
outside the Cnited States and the residual grouping is 

S ,. . 
T ., 

U. 
V. 

Total ....... . 

(e) Thus, the expenses of the Department are ap
portioned for purposes of the fomgn tax credit limi
tation as follows: 

gross income from sources within the United States. 
X's deduction of $540.000 for the Department'.s ex
penses and related supportive expenses which are al
locable to dividends received from the ,ubsidiaries 
mU';t be apportioned hetween the statutory unci resid
ual groupings before the foreign tax credlt llmita
tion may be applied. In determining an appropriate 
method for apportiol;ing the $S40,000, a basis other 
than X', gross income muq be used since the divi
dend payment policies of the subsidiaries bear no re
lationship either to the activities of the [)erartment or 
to the amount of income earned by each subsidiary. 

54,000,000 

3,000,000 

SOO.OOO 

1,500.000 

9.000,000 

Apportionment of stewardship expenses to the statutory grouping of 
gross income: $540,000 x [($3,000,000 + $500,000 + $1 ,SOO.000)/$9,000,0001 $300,000 

Apportionment of supervisory expenses to the residual grouping of 
gross income: $540,000 x [$4,000,000/9,000,000] 240,000 

Total: Apportioned stewardship expense .. 

* * * * * 
Example 30. Income Taxe,l. (i) (A) Facts. k., in 

E.wmple 17 of this paragraph, X is a domestic corpo
ration that wholly owns M, N, and 0, also domestic 
corporations. X, M, N, and 0 file a consolidated In
come tax return. All the Income of X and 0 is from 
sources within the United Stales, all ofM's income is 
general limitation income from sources within South 
America, and all of N's income is general limita
tion income from sources within Africa. X receives 
no dividends from M, N, or O. During the taxable 
year. the consolidated group of corporations earned 
consolidated gross income of $550,000 and incurred 
total deductions of $370.000. X has gross income 
of $100,000 and deductions of $50.000, without re
gard to its deduction for state income tax. Of the 
$SO,OOO of deductions incurred by X, $15,000 re
lates to X's ownership of M: $10,000 relates to X's 
ownership of N: $5,000 relates to X's ownership of 
0: and the entire $30,000 constitutes stewardship ex
penses. The remainder of X's $20,000 of deductions 
(which is assumed not to include state income tax) 
relates to production of U. S. source income from its 
plant in the United States. M has gross income of 
$2S0,000 and deductions of $100.000, which yield 
foreign-source general limitation taxable income of 
$150,000. N has gross income of $150,000 and de
duuions of $200.000, which yield a foreign-source 
general limitation loss of $50,000. 0 has gross in
come of $50,000 and deductions of $20,000, which 
yield U.S. source taxable income of $30.000. 

(B) Unlike Example 17 of this paragraph (g), 
however, X also has a deduclion of $1,800 for state 
A income taxes, X's state A taxable income is 
computed by first making adjustments to the Federal 
taxable income of X to derive apportionable taxable 

$540,000 

income for state A tax purposes. An analysis of 
state A law indicates that state A law also includes 
in its definition of the taxable business income of 
X which is apportionable to X's state A activities. 
the taxable income of M, N, and 0, which is related 
to X', business. As in Example 25, the amount of 
apportionablc taxable income attributable to business 
activities conducted 10 state A is determined hy mul
tiplying apportionable taxable lOcome by a fraction 
(the "state apportionment fraClion") that compares 
the relative amounts of payroll, property, and sales 
within state A with worldwide payroll, property, 
and sales. Assuming that X's apportionable taxahle 
income equals $180.0()O, $100,000 of which is from 
sources without the United States, and $80,000 is 
from sources within the United States. and that the 
state apportionment fraction is equal to 1 (J percent. X 
has state A taxable income of $18,000. The state A 
income tax of $1.SOO is then derived hy applying the 
state A income tax rate of 10 percent ID the $1 ~,O(JO 
of state A taxable income. 

(ii) Allocatiun and apportionment. Assume that 
under Example 29, it is determined that X's deduction 
for state A income tax is definitely related to a clasl 
of gross income cOnStstlOg of income from sources 
both within and without the United States, amI that 
the stale A tax is apportioned $1,000 to <,ourccs wllh
out the United States, and $800 to sources within the 
United States. Under Example 17. without regard to 
the deduction for X'I state A income tax. X has a 
separate loss of ($25,000) from sources without the 
United States After taking into account the deduc
tion for state A income tax, X's separate loss from 
sources without the United States is increased by the 
$1,000 state A tax apportioned to sources without the 
United States, and equals a loss of (S26,000), for pur-

This is evidenced by the fact that V paid no divi
dends dunng the year, whereas S, T. and U paid div
idends of $1 million or more each. In the absence 
of facts that would indicate;] material dlqortion re
sulting from the use of such method. the ,tcv.ardship 
expenses (SS40.000) may be apportioned on the basis 
of the gross receipts of each subsidiary. 

(B) The gross receipts of the subsidiaries were as 

follows: 

poses of computing the numerator of the consolidated 
general limitation foreign tax credit limitation. 

(h) Effective dates-( I) In general. In 
general, the rules of this section. as well 
as the rules of §§ 1.861-9T, 1.861-IOT, 
1.861-1 IT, 1.861-12T and 1.861-14T 
apply for taxable years beginning after 
December 31, 1986, except for para
graphs (a)(5)(ii), (b)(3), (e)(4), (f)(4)(i), 
and paragraph (g) Example 17, Exam
ple 18, and Example 30 of this section, 
which are generally applicable for tax
able years beginning after December 31, 
2006. Also, see §1.861-8(e)(/2)(iv) and 
§1.861-14(e)(6J for rules concerning the 
allocation and apportionment of deduc
tions for charitable contributions. In the 
case of corporate taxpayers, transition 
rules set forth in § 1.861-13T provide for 
the gradual phase-in of certain provisions 
of this and the foregoing sections. How
ever, the following rules are effective for 
taxable years commencing after December 
31. 1988: 

(i) Section 1.861-9T(b)(2) (concerning 
the treatment of certain foreign currency). 

(ii) Section 1.861-9T( d)(2) (concern
ing the treatment of interest incurred by 
nonresident aliens). 
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liil) SectIon I.Xfll-IOTlb)())(II) Ipro
viding an operating lw;t\ te\( for purpo,e\ 
of the nonreCllUN? indebtedne" excep
tion ). 

(i\) SeLl ion 18fll-IOTlbl(o) (concern
ing exce\,- collateril/ation of 11l1nrecourse 
bOrf()\\'ing\ I. 

(21 In auuition. ~1.8fll-I()T(e) (l'llll

ccrning the treatment of rebted controlled 
foreign corporation llllkhtedne,,) i, appli
cable for taxabk years commellL'ing after 
December .' I. 1987. For rules for taxable 
ye~lr, beglllning before January I. 1987. 
and fIll' later year, to the extent permitted 
hy ~IXhl-ln. ,ee ~IXhl-X (rnised as 
of April I. 1986). 

(3) /:.1/,ir({lioll tilll£'. The applicability 
pI the paragraphs (a)(51(iil. (b)(3). (e)(.tl. 
(f)(.t)( i l. and paragraph (g) f::.wlllple 17. 

/:.\(1/1/11/1' 18. and !:.\11l11p/C 30 of this sec
tion. expire, on or hefore July 31. 2009. 

Par. 17. Section 1.60.~XA--'( a)1 -,) is 
amended by revising paragraph (a)( -,). £x
(//11/1/1' -I to read: 

. ~ /.(i()3/'1A-3 Record IIwilltell({Il(,£'. 

la) ':' * * 
(3) * * j 

£\(//I/II/e -I. I Reserved j. For further 
guidance, see ~ 1.6038A-3T, Example 4. 

Par. 1 X. Section 1.6038A-3T is added 
to read as follows: 

.~ I .6038A-3T Record maintenallce 

(Ielllfl0/'([ n'J. 

(a)( I) through (3) ExulI/ple.1 I through 
3 IReservcuj. Fur further guiuance, see 
~ 1.603XA-3(a)( I) through (3) EWlllples 1 
through 3. 

E\"'"I,I" -1. S. a U.S. rep(lrting c\lrporatilln. pro
I ide, l'(lll1plltcr l'on,ulting 'cn'ice, for Ih foreign par

enl. X, B'N'd 'lll th~ applicati()n ()f ,eL'lion .:IX~ and 
the' regulalion" it i, ueterlllJllcd that the co,t of ,cr

\ ICC' plu, method. 'h dc,crlhed in ~ I..:IS2-YT(r). will 
pnl\ ide lh~ 11]("t reliahk mea,urc of an arm', lenglh 

re'L1II. h,l,cd un the tach and l'ircum,lanl'C" of thc 
,'ontrolkd tr<llhaction het\) cen Sand X. S i, required 

Itl lllalllLlIll rL~l'ord ... (0 permit \C'rifiL'alion upon auuit 

"I Ihe l'omrarahlc tran"lL'llonal ("h (a, de,crihed 
In ~1.-1X~ !)Tie)[~)liiill Ihed to c,liculale the arm', 

kn~th rl'Jl'l' !la'ed pn the lact' :Ind cirl·Ul1htancc,. if 
III' liclnnllncJ th,11 X', lel'prd, ar~ relelant to deter
mine Ih,' corrl',·t l' .S, tax trcalment l,f thl' controlled 

Ir.ln",ctillil hel\\Cen S and X. the rel'ord maintenance 

rl''lLlII'l'llll'nh undcr 'CL'llon !iO.'XAla) and thi, 'cctlon 
II III he' ,Ippllcahk t" thl' rccnrLl, of X, 
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(b)(I) through Ih) [Reservedl. For 
further guidance, see ~ 1.6038A-3T(b)( I) 
through (h I. 

(i) I:ffcctil'(, date-( I) In general. This 
prmision is generally applicable for tax
able years beginning after December 3i. 
2006. 

(2) Election to applY rcgu/atiolJ to ear

lier t(/.wble ycors. A person may eiect to 
apply the provisions of this section to ear
lier taxable years in accordance with the 
rules set forth in ~ I A82-9T(n)(2). 

(3) E\pimtioll dat£'. The applicability 
of this section expires on or before July 31, 
2009. 

Par. 19. Section 1.6662-6 is amended 
as follows: 

I. Paragraphs (d)(2)(ii)(A) 
through (u)(2)(ii)(G) are redesig-
nated as paragraphs (d)(2)(ii)(A)( I) 
through (d)(2)(ii)(A)(7) and paragraph 
(d)(2)(ii) introductory text as paragraph 
(u}(2)(ii)(A). respectively. 

2. A new paragraph (d)(2)(ii)(B) is 
added . 

3. Paragraphs (d)(2)(iii)(B)(4) and 
(dj(2)(iii)(B)(6) are revised. 

4. Paragraph (g) is revised. 
The additions and revisions read as fol

lows: 

. 9/.6662-6 Transactions between persons 

described ill sectio/l 482 and net scction 

482 transfer price adjustments. 

* * * * * 
(d) * * * 
(2) * " * 
(ii) " * .~ 

(8) [Reservedj. For fUl1her guiuance, 
see * 1.6662-6T1u)(2)(ii)(B). 

:I:: * * * * 
(iii) * * * 
(B) * * * 
(4) [Reservedj. For further guidance. 

see ~ 1.666~-6T(d)(2)(iii)(B)(4). 

* * * * * 
(6) [Reserved]. For further guidance, 

~ee ~ 1.6662-6T(d)(2)(iii)(B)(6). 

* * * * * 
(g) [Reserved J. Fur further guidance, 

see § I.6662-6T1g). 
Par. 20. Section I .6662-6T is added to 

read as follows: 

.9 f .6662-6T Transactions between 

flurries described in section 482 and net 

sectiOll -182 t/'(lllst!',- ,nice mOl/stll/ems 

( te/llpo/wI·). 

(a) through (d)(2)(ii)(A) [Reserved). 
For further guiuance. see ~ 1.6662-6(a) 
through (u)(2)(ii)(A). 

(d)(2)(iil(B) Sen'ices cost lIIethod. A 
taxpayer's selection of the services cost 
method for certain services. described in 
~ U82-9T(b). and its application of that 
method to a controlled services transaction 
will be cllnsidereu reasonable for purposes 
of the specified method requirement only 
if the taxpayer reasonably allocateu and 
apportioned costs in accordance with 
§ I AX2-9T(k), reasonably concluued that 
the controlled services transaction meets 
the conditions of § IA82-9T(b)(3), and 
reasonably concluded that the controlled 
services transaction is not describeu in 
§ IA82-9T(b )(2). Whether the taxpayer's 
conclusion was reasonable must be de
termined from all the facts and circum
stances. The factors relevant to this de
termination include those described in 
paragraph (d)(2)(ii)(A) of this section, to 
the extent applicable. 

(d)(2)(iii)(A) through (d)(2)(iii)(B)(3) 
[Reserveu j. For further guidance, 
see § I.6662-6(d)(2)(iii)(A) through 
(d)(2)(iii)(B)(3 ) . 

(d)(2)(iii)(B)(4) A description of the 
method selected and an explanation of 
why that method was selected, including 
an evaluation of whether the regulatory 
conditions and requirements for applica
tion of that method, if any, were met; 

(d)(2)(iii)(B)(5) [Reserved]. For 
further guidance, see § 1.6662-6(d) 
(2)(iii)(B)(5). 

(d)(2)(iii)(B)(6) A description of the 
controlled transactions (including the 
terms of sale) and any internal data used 
to analyze those transactions. For exam
ple, if a profit split method is applied, the 
documentation must include a schedule 
providing the total income, costs, and 
assets (with adjustments for uifferent ac
counting practices anu currencies) for 
each controlled taxpayer participating in 
the relevant business activity and detailing 
the allocations of such items to that activ
ity. Similarly, if a cost-based method (such 
as the cost plus method, the services cost 
method for certain services, or a compara
ble profits method with a cost-based profit 
level indicator) is applied, the documen
tation must include a description of the 



manner in which relevant costs are deter
mined and are allocated and apportioned 
to the relevant controlled transaction; 

(d)(2)(iii)(B)(7) through (f) [Re-
servedl. For further guidance, see 
§ 1.6662-6(d)(2)(iii )(B)(7) through (f). 

(g) Effective date-( I) This section 
is generally effective February 9. 1996. 
However, taxpayers may elect to apply 
this section to all open taxable years be
ginning after December 31. 1993. 

(2)(i) The provisions of paragraphs 
(d)(2)(ii)(B). (d)(2)(iii)(B)(4) and 
(d)(2)(iii)(B)(6) of this section are ap
plicable for taxable years beginning after 
December 31. 2006. 

(ii) Election to apply regulation to ear
lier taxable years. A person may elect to 
apply the provisions of this section to ear
lier taxable years in accordance with the 
rules set forth in § 1.482-9T(n)(2) of this 
chapter. 

(iii) Expiration d(l[e. The applicability 
of § 1.6662-6T expires on or before July 
31.2009. 

PART 3 [-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME TAX 
AT THE SOURCE 

Par. 21. The authority citation for part 
31 continues to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 22. Section 31.3121(s)-1 IS 

amended by revising paragraphs (c)(2)(iii) 
and (d) to read as follows: 

§31.3121(s)-J COIlClIrrent employment 

by related corporations with commoll 
paymasta 

* * * * * 
(c) * * * 
(2) * * * 
(iii) [Reserved]. For further guidance. 

see §31.3121(s)-IT(c)(2)(iii). 
(d) [Reserved]. For further guidance. 

see §31.3121(s)-IT(d). 

* * * * * 
Par. 23. Section 31.3121(s)-1T is 

added to read as follows: 

§3J.312/(s)-lT COl1current employmellT 
by related corporations with common 
paymaster (temporary). 

(a) through (c)(2)(ii) [Reserved]. For 
further guidance. see §31.3121(s)-I(a) 
through (c)(2)(ii). 

(c)(2)(iii) Group-wide al/ocarioll rules. 
Under the group-wide method of allo
cation. the district director may allocate 
the taxes imposed by sections 3102 and 
3111 in an appropriate manner to a related 
corporation that remunerates an employee 
through a common paymaster if the com
mon paymaster fails to remit the taxes to 
the Internal Revenue Service. Allocation 
in an appropriate manner varies according 
to the circurmtances. It may he ba~ed on 
sales. property. corporate payroll. or any 
other basis that renects the diqribution of 
the services performed by the employee. or 
a combination of the foregoing ba~es. To 
the extent practicable. the Commissioner 
may use the principles or ~ 1.41'l2-2(b) 
of this chapter in making the allocation, 
with respect to wages paid after Decem
ber 31. 1978. and on or before December 
31. 2006. To the extent practicable. the 
Commissioner may use the principles of 
~ 1.482-9T of thi, chapter in making the 
allocations with respect to wages paid af
ter December 31. 2006. 

(d) tfjectil'c date-( I) 111 gel/eml. 
This section is applicable with respect 
to wages paid after December 31. 1978. 
[*31J121(s)-lj. The fourth sentence of 
paragraph (c)(2)(iii) of this section is ap
plicable with respect to wages paid after 
December 31. 1978. and on or before 
December 31. 2006. The fifth sentence 
of paragraph (c)(2)(iii) of this section is 
applicable with respect to wages paid after 
December 31. 2006. 

(2) Electioll TO uJlply regulation to ear
lier taxahle rears. A person may elect 
to apply the fifth sentence of paragraph 
(cj(2)(iii) of this section to earlier taxable 
years in accordance with the rules set forth 
in * 1.482-9T(n)(2). 

(3) Expiratioll date. The applicability 
of ~31.3121(s)-1T expires on or before 
July 31. 2009. 

Mark E. Matthews. 
Depwy COII/Illissioller FJr 
Services and EnjiJrCi' 111 Cil t. 

Approved July II. 2006. 

Eric Solomon. 
Actillg Deplity Assistilllt 

Secretary oj the TreaSliry. 

I Filed by the Office of the Fedc,"1 Reg"lcr on Jul) .11. ellOh. 

-1:.Ji) p.m.. and puhlj,hcd in the j"ue "Ith,' Federal Re~r,rer 
fur Augu,t of. 2()06. 71 F.R. -1+1651 

Section 6103.-Confi
dentiality and Disclosure 
of Returns and Return 
Information 
:!(j Crt<W11J!U3rjJ(!J-!: J)/.Ie/ol/ln·1 (1/ r('/III"II ill' 

/;mIlUfi()1l rc/il'CI('(/ (III refllml fo ol/hen (1111/ elllj'/u,·

C('J or 'he Dq}OrIIIiOIl or Comlllcl'( ('.lor ccrluill ~'111-

li.\/ico/ {nO"flO","", (I/Jd reluted (Jefil'lfln. 

T.D.9267 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Disclosure of Return 
Information to the Bureau 
of Economic Analysis 

AGENCY: Internal Revenue Service 
(IRS J. Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations regarding addi
tional items of return information disclos
able to the Bureau of Economic Analysis 
(Bureau) of the Department of Commerce. 
The text of these temporary regulations 
serves as the text of the proposed reg
ulations (REG-I 48864-03) set forth in 
the notice of proposed rulcmaking on this 
subject in this issue of the Bulletin. 

DATES: Effective Dute: These temporary 
regulations are effective July 6. 2006. 

AjJplicaliiliry Dute: For dates of appli
cability. see ~301.6103(j)( I )-IT(O. 

FOR FURTHER INFORMATION 
CONTACT: Joel D. McMahan. (202) 
622-4580 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

Under section 6103(j)( I )(B) of the In
ternal Revenue Code (Code), upon written 
request from the Secretary of Commerce. 
the Secretary of the Treasury shall furnish 
to the Bureau return information that is 
prescribed by Trea,ury regulations for the 
purpose of. but only to the extent neces
sary in. structuring of national economic 
accuunt'; and conducting related statis
tical activitIes authofllcd by law. This 
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document adopts temporary regulatinns 
that authoriLe the IRS to di~clllse the ad
ditional items of return information that 
have been requested by the Depal1ment of 

COIIlmerce for purpose~ related to I1l(\Nlr
ing economic change in tht' 1..1 S, national 
economic accounts, 

Temporary rq!uiatiolb 1Il this I"ue 
of the Bulletin amend the Pmcedure and 
Adlllinistrati(1n RegulatiilllS (26 CFR part 
301) under Code sl'L'tion 6J(J.'(j)II)IB), 
The temporary regulations contain rules 
relating to the disclosure of return infor
mation renected on returns to officers and 
employees of the Dt'partl11t'nt of Com
merce for structuring national economic 
accounts and conducting related statistical 
activities <luthoriLeo hy law, 

Explanation of Provisions 

By letter dated December I X, 20m, the 
Department of Commerce requested that 
additional items of return information be 
disclosed to the Bureau for purposes re
lated to mea~uring economic change in the 
US Ilatiullal economic accounts. Specif
ically, the Department of Commerce re
quested acce\~ to return information, ob
tained from all corporate returns, not just 
those proccssed by the IRS' s Statistics of 
Income Division for its corporate sample 
file. Under this temporary regulation, the 
IRS v.;ill disclose to the Bureau', officers 
and employees designated items of return 
information from returns filed hy all cor
poratiom .. 

Special Analyses 

It has been determined that these tem
porary regulations are not a significant reg
ulatory action as defined in Executiye Or
der 12S()6, Therefore, a regulatory assess
ment is not required, It alsu has been de
termined that section 55)( b) of the Admin
istrative Procedure Act (5 U.s.c. chapter 
5) does not apply to thc,e reguialiuns. For 
applicahility of the Regulatory Flexibility 
Act (5 U ,S.c. chapter 6). plcase referto the 
cross-referenced notice of proposed rule
making puhlished elsewhere in this issue 
of the Bulletin. Pursuant to seL'tion 7X05(f) 
of the Code, these temporary regulations 
\\ill he ,ubmitted to the Chief Counsel for 
:\dYOCaL'\ of the Small Business Admin
istralilln fur Clll11ment on their impact on 
,mall hu,ine", 
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Draft Information 

The principal author of these temporary 
regulations is Joel D. McMahan, Office 
of thc Associate Chief Counsel (Procedure 
& Adminislration), Disclusure and Privacy 
LI\" Di\ ision, 

***~~:* 

Amendments to the Regulations 

AcconJingly. 26 CFR part 301 IS 
amended as follows: 

PART 30]-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 

part 30 I is amended by adding an entry in 
numerical order to read, in part, as fol lows: 

Authority: 26 U.S.c. 7805 * * * 
Section 301.61031j)(1)-IT also issued 

under 26 USc. 6 I 03(j)( I). * ;, * 
Par, 2, Section 301.61 03(j)( I )- I is 

amended by revising paragraphs (c) intro
ductory text to read as follows: 

~30J.6lU3(j)( 1)-1 Disclosllres of retul'll 
injiml1(/fioll re/7ected Oil retllrns to officers 
(1/1(1 emplorees of' the Dcpartmcnt (If 
COlI/l7lereefor certain statistical pllrposes 
(//Ill related (letivities, 

* * %:: * ;1> 

(c) * * * (I) [Reserved]. For further 
guidance, see ~301'() I03(j)( I)-I T(c). 

:!~**** 

Par. 3, Section 301.61 03(j)( I )- I T is 
revised to read as follows: 

.~3UI.61U3(j)( 1 )-IT Disclosures of'retlll'll 
il(/'rmllutio/l r('fll'ct('d (ill rellll'lls to (Ifticers 
lIlld employees (If Ihe Dl'l'arlinem of' 
Commcrce fi)r ce rIa ill stati,lliClil pllrpO,IC\' 

lIlId related aelil'ilies (temjJorurr), 

la) ami (b) [Reserved], For further 
guidance. see ~301.6Im(j)II)-!(a) and 
(h). 

(c) Di,\closllre o{rellll'll in/lmIlClt/oll re
flected Oil rl'llll'llS of corporatiolls to offi
cers ({lid t'llip/orccs of Ill(' Burcall of Eco
Ilomic Allolrsis, 

I I ) The Internal Rnenue Service will 
disclose to officers and employees of the 
Bureau of Economic Analy~is for purposes 
oL hut only to the extent necessary in. con
ducting and preparing statistical analyses. 

as authorized bv Ia\\, all return information 
from the S(ati;tic~ of Income sample. in
cluding ediled information and regardless 
of forn~at or medium, of designated classes 
or categories of corp<'ll'atinns with respect 
to the tax illlpllsed hy chapter I of the In
ternal Revenue Code. 

(2) [Ren1<.l\ cd a I1d Reserved, 1 
(3) The Internal Revenue Service will 

disclose the following return information 
reflected 011 returns filed by corporations 
to officers and employees of the Bureau of 
Economic Analysis: 

(i) From the business master files of the 
Internal Revenue Service-

(A) Taxpayer identity information (as 
defined in section 6103(b)(6) of the Inter
nal Revenue Code) with respect to corpo
rate taxpayers; 

(B) Business or industry activity codes; 
(Cl Filing requirement code; and 
(D) Physical location. 
(ii) From Form SS--4 filed by an entity 

identifying itself on the form as a corpora
tion or a pri vate services corporation

(A) Taxpayer identity information (as 
defined in section 61 03(b)( 6). including le
gal, trade, and business name); 

(B) Physical location: 
(C) State or Country of incorporation; 
(D) Entity Type (Corporate only); 
(E) Estimated highest number of em-

ployees expected in the next 12 months; 
(F) Principal activity of the business; 
(0) Principal line of merchandise; 
(H) Posting cycle date relative to filing; 

and 
(I) Document code. 
(iii) From an employment tax return 

filed by a corporation-
(A) Taxpayer identity information (as 

defined in section 6103(b)(6»; 
(B) Total compensation reported; 
(C) Taxable wages paid for purposes of 

Chapter 2 I to each employee; 
(D) Master file tax account code 

(MFT): 
(E) Total number of individuals em

ployed in the taxable period covered by the 
return: 

(F) Poqing cycle date relative to filing: 
(G) Accounting period covered; and 
(H) Document code. 
(i v) From returns of corporate taxpayer, 

including Forms I 120. 8S I, and other busi
ness returns, schedules and forms that the 
Internal Revenue Service may issue-



(A) Taxpayer identity information (as 
defined in section 6103(b)(6», including 
that of parent corporation, affiliate or sub
sidiary, and shareholder; 

(B) Gross sales and receipts; 
(C) Returns and allowances; 
(D) Cost of labor, salaries, and wages; 
(E) Total assets; 
(F) Posting cycle date relative to filing; 
(G) Accounting period covered; 
(H) Master file tax account code 

(MFT); 
(I) Document code; and 

(1) Principal industrial activity code. 
(d) [Reserved]. For further guidance, 

see §301.6103(j)(l)-I(d). 
(e) [Reserved]. For further guidance, 

see §301.6103(j)(\)-I(e). 
(f) Effective date. This section is appli

cable to disclosures to the Bureau of Eco
nomic Analysis on or after July 6, 2006. 

Mark E. Matthews, 
Deputy Commissioner jiJr 
Services alld Ellforcemellt. 

Approved June 5, 2006. 

Eric Solomon, 
Acrillg Deputv Assislllilt Secretwl' 

I!/ the Trea.wrr (Tax Po/in'), 

I Filed hy the Office of the Federal Reg;>!er 011 July 5. 21)06. 
X:45 a.Ill., and publl ... hcl1 H! the i.\\uc 01 the F~d('rJ) Rl'gi\[fl 
I"r July h. 21106. 71 F R lX26c t 
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Part III. Administrative, Procedural, and Miscellaneous 
Modification of Notice 
2006-53 

Notice 2006-71 

On Fehruary 22, 2()()o, the Sl'r\ il't' i,
,ued Notice 20()o-26. 2()()o-11 I.R.B. 622. 

pnl\1liing gUidance regarding the neLiit for 
nOll hu, i ne" L'llerg:- property u nlier ,ectioll 
2:'1(' of the Internal Revenue Code. III par
tiL"Lllar. section -+ of Notice 2006-20 pro
vided rule, and procedure, relating to Eli
gihle Building El1\elope Compollents. 

On June 2, the Sen ice issued ~otil'e 

20()6-:'13, 2006-26 I.R.B. II SO, which 
amended section -+.ll-l of Notice 2006-20 
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to clarif:- that ex.terior siding does not 
qualify as an Eligihle Building Envelope 
C(lmponent. l\()tice 2()06-:'13 applied to 
Siding purchased after June 26. 2006, 

and to certification, that a manufacturer 
provided after that date to purchasers of 
Siding. 

This notice modifies Notice 2000-:'1.", 

hy re\isillg its effectl\e date. In generaL 
Notice 20()0-5J remains effective with re
spect to Siding purchased and certifica
tions provided after June 26, 2006 In 
addition, in the case of siding installed 
hefore Decemher I, 20()6. taxpayers, in
cluding manufacturers, distrihutors, con
tractors, and homeowners, may rely on 

the prO\isions of section -l.04 of Notice 
2000-26. as in effect hefore the issuance 
of Notice 2006-53, in providing certifica
tions and claiming credits. 

DRAFTING INFORMATION 

The principal author of this notice 
IS Jennifer Bernardini of the Office of 
Associate Chief Counsel (Passthroughs 
& Special Industries) For further in
formation regarding this notice, contact 
Jennifer Bernardini at (202) 622-.1120 
(not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations, 
Notice of Proposed 
Rulemaking, and Notice 
of Public Hearing 

Treatment of Services Under 
Section 482; Allocation of 
Income and Deductions 
From Intangibles; and 
Apportionment of Stewardship 
Expense 

REG-146893-02; 
REG-l 15037-00; 
REG-138603-03 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions, notice of proposed rulemaking, and 
notice of public hearing. 

SUMMARY: In a separate part to this 
issue of the Bulletin, the IRS is issuing 
temporary regulation~ (T.D. 9278) relat
ing to the treatment of controlled services 
transactions under section 482. These 
temporary regulations abo provide guid
ance regarding the allocation of income 
from intangibles. in particular with respect 
to contribution by a controlled party to the 
value of an intangible owned by another 
controlled party as it relates to controlled 
services transactiuns and modify the reg
ulations under section R61 concerning 
stewardship expenses to be consistent 
with the changes made to the regulations 
under section 482. The text of those reg
ulations also ~erves as the text of these 
proposed regulations. These proposed 
regulations also contain a coordination 
rule with global dealing operations. The 
Treasury Department and the IRS are 
presently working on new global dealing 
regulations and intend that when final 
regulations are issued, those regulations, 
not § l.4g2-9T, will govern the evaluation 
of the activities performed by a global 

dealing operation within (he ~cope of 
those regulations. Pending finalization of 
the global dealing regulation" (;\xpayer, 
may rely on the proposed global dealing 
regulutions, not the temporary ,en'ices 
regulutions, to govern financial transac
tions entered into in connection with a 
global dealing operation as defined in 
proposed ~ I.4R2-8. Therefore, proposed 
regulations under ~ 1.482-9(111)()) clarify 
that a controlled services tran,action doc, 
not include a financial transaction entered 
into in connection with a glohal dealing 
operation. These proposed regulations 
potentially affect controlled taxpayers 
within the meaning of ~ection 482. This 
document also provides notice of a public 
hearing on these proposed regulation,. 

DATES: Written or electronic comments 
must be received by November 2, 200n. 

ADDRESSES: Send submis,ions to: 
CC:PA:LPD:PR (REG-l 46g93-02, 
REG-l 15037-00, and REG-138603-03), 
Internal Revenue Service, PO Box 7604. 
Ben Franklin Station, Washington, DC 
20044. Submissions may be sent elec
tronically, via the IRS internet site a( 
\\'\\'w.irs.gm/regs or via Federal eRule
making Portal at fj·\\·IVJcgu/at;olls.gm· 

(IRS REG-146893-02, REG-l 15037-00, 
and REG-I 38603-03). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Thomas A. Vidano, (202) 
435-5265, or Carol B. Tan, (202) 
435-5265 for matters relating to section 
482, or David Bergkuist (202) 622-3850 
for matters relating to stewardship ex
penses: concerning submission of com
ments, the hearing. andlor, to be placed 
on the building access list to attend the 
hearing. Kelly Banks, (202) 622-0392 
(not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Reg
ulations (26 CFR parts I and 31) relating 
to section 482. The temporary regulations 

set forth guidance Oil the trcatmcnt of COIl

trolled ,crviccs tral1~ac(ions, the allocation 
from intangible~ Linder seLliotl 482, and 
stewardship expenses under ~ection g61. 
The text of tho.'l' regulations also ~er\"C~ a~ 
(he text of the~e proposed regulation,. The 
preamhle to the temporary regulations ex
plains the temporary reglilali[)n~ and (he~e 
proposed regulatIOn,. These proposed reg
ulations potentially affect controlled tax
payers within the meaning of section 482. 

Special Analyses 

It has been deternllned that this notice 
of proposed rulcmaking is not a signifi
cant regulatory action as defined in Exec
uti ve Order 12866. Thcrefore, a regula
tory assessment is not reLJuired. It also has 
been determined thar section 553(b) of the 
Administrative Procedure Act (5 USc. 
chapter )) does not apply to these regu
lations, and because the regulation does 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) does not apply. 
Pursu~lI1t to section n05(f) of the Internal 
Revenue Coele (Code), this regulation has 
been submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. The IRS and Treasury 
Department specifically request comment-. 
on the clarity of the proposed rule and how 
it may be made easier to understand. All 
comments will be available for public in
spection and copying. 

A public hearing will be scheduled if 
requested in writing by any person that 
timely submih written comments. If a 
public hearing i~ scheduled. notice of the 
date, time, and place for the public hearing 
will be puhlished in the Federal Register. 

Drafting Information 

The principal authors of these reg
ulation~ are ThLJma~ A. Vidano and 
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Carol B. Tan. Office of -'\\\llL'iate Chief 
Coun\el (Inll'mat)()nal). 

Proposed Amendments to the 

Regulations 

Acu)rliJn~I:. 2h CER rarh I ~\I](j _~ I arc 
rroro\l'd tll he ~lInended ~l' foll(\\\, 

PART 1-- II\CO\IE'L\XES 

Pal'a~raph I The authority citation for 
part I 1\ ~\lnended hy addll1g an entry in 
nUllleric,li order tIl read in part a, follows: 

Authorit\: 2h USc. 7S05 " .'. * 
Section 1.--lS2-LJ also Issued under 26 

Par. 2. Sediol1 1.--lS2-0 IS amended as 
follO\\ '': 

I. The sectilln heading is re\ised. 
2. The entries for ~ 1."\'S2-2(h) are re

\i,ed. 

:1. The entries for ~ I.--lS2--J.(f)(:1), (O(--l) 
and I fl( 5) arc rev i ,cd and nell entries Cor 
* 1 . ..\.S2--J.(f)((I) arc added. 

--l New entries for ** 1.--l82-oT(c)(:1) 
li)( B)( I ) and (2) and 1.--l82-9T are added. 

The revisions and additions read as fol
lows: 

,~J.-I/,\,]·-O Ollililll' of reg II 10 lil!1I.1 IIllder 
sccTion -18]. 

IThe tt.'\t of the proposed amendment 
I() * 1.--lS2-0 is the same as the text of 
~ 1.--lS2-0T publi,hed elsnvhere ill this is
sue of the Bulletin I 

Par. 3. Section 1 . ..\.S2-1 I, amended as 
follows: 

I. Para~raphs (al( II, (bIl2)(i), 
(d)(3I(iiIlC) Example 3. (d)(:1)(v)' 
If)(2)(il)(AI. (f)(2)(iii)(B). (g)(--l)(i), 
(g)(--l)(iiil and paragraph (i) are rni,ed. 

2. Paragrarhs (d)(3)(ii)(C). Example--l. 
E\,llllple 5. and E\ample fl. and U)(6) are 
'ldded. 

The additions and revisions read as foi
I Ll\YS. 

s\/.-ISl-/ .\11(1((/1/(111 ot /1/((}/I1(' dl/d 

dcdlll/ionl ill/lOl/g (d.l/hl\,cr.l. 

(ali I) I Thl' text lIt the proposed amend
Illent tIl ~ I.-PC - I I a li I ) is the same a, the 
text Ill' ~ 1.--l82-1 TI a)( I) puhlished else
\1 here in [hi, i"ue llf the Bulletinl. 
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'. :;~ :: ',' 

(b) '" ,', '" ( I ) '" . 

(b)(2)(i) [The text of the proposed 
amendment to ~1-IS2-I(b)(2)(i) is the 
~all1e a~ the text of ~ 1.--l82-1T(b}(2)(i) 
publi~hed d~e\\here in thi~ issue of the 

Bulletinl· 

(d) '" " ',

(3) ", *' " 
(ii) * * 
(e) ", *' '" 
£.wlIIple 3. [The text of the proposed 

amendment to ~ I AS2-I(d)(3)(ii)(CI. 
£.Wlllp/C 3 is the same as the text of 
~1.482-IT(d)(3)(ii)(C) £.wl/lple 3 pub
li,hed elsewhere in this issue of the Bul
letin] 

t'xallljJle 4. [The text of the proposed 
amendment to ~IA82-I(d)(3)(ii)(C) 

£.wlllp/e 4 is the same as the text of 
~ 1.482-IT(d)(3)(ii)(C) balllp/e 4 pub
lished elsewhere in this issue of the Bul
letinl. 

£.wlllple 5. [The text of the proposed 
amendment to * 1...\.82-l(d)(3)(ii)(C) 
Example 5 is the same as the text of 
~ 1.482-1T(d)())(ii)(C) £.wlIlp/e 5 pub
lished elsewhere in this issue of the Bul
letin I. 

Example 6. [The text of thc proposcd 
amendment to ~ 1.482-Hd)(3)(ii)(C) 
Example 6 is the same as the tcxt of 
* 1.482-IT(d)())(ii)(C) Examplc 6 pub
lished elsewhere in this issue of the Bul
letinl· 

(v) Property or serl'iccs. [The 
text of the proposed amendment to 
~ 1.--l82-l(d)(3)(v) is the same as the text of 
*1--l82-IT(d)(3)(v) published elsewhere 
in this issue of the Bulletin I. 

(f) ,', ", '" 

(2/ ", '" ,~ 

(ii)(A) [The text of the proposed 
amend men t to * I .482-1 (f)( 2)( i i)( A) is the 
same as the text of * I A82-IT(f)12){ii)(A) 
puhlished elsewhere in this issue of the 
Bulletin]. 

(iii / ·f *' -
(B) [The text of the proposed amend

ment to ~1.--l82-l(fI(3)(iii)(B) is the same 
as the text of ~1.482-IT(f)(:1)(iii)(B) pub
lished elsewhere in this issue of the Bul
letin]. 

Ig);~~** 

(4) *' * * (i) * * "' [The text of the pro
posed amendment to ~ I.--lS2-I(g)(4)(i) is 
the same as the text of * 1.482-1 T(g)(4)(i) 
published dsewhere in this issue of the 
Bulletin]. 

(iii) " * * 
£.\(/I/II,lc I. [The text of the pro-

posed amendment to * 1.482-I(g)(4)(iii) 
£.\(//lIpl(' J is the same as the text of 
*1.--l82-IT(g)(4)(iii) £.r(//I/[llc 1 published 
elsewhere in this issue of the Bulletin]. 

:~ * * * * 
(i) [The text of the proposed amend

ment to *1482-I(i) is the same as the 
text of *1482-IT(i) published elsewhere 
in this issue of the Bulletin]. 

* * * * 'f' 

(j) [The text of the proposed amend
ment to *1.482-1(j)(6) is the same as the 
text of ~ 1.482-1 T(j)(6) published else
\,,ihere in this is~ue of the Bulletin]. 

Par. --l. Section 1.482-2 is amended as 
follows: 

I. Paragraph (b) is revised. 
2. Paragraph (e) is added. 
The revision and addition reads as fol

lows: 

~ 1.482-2 Determinatio/l of taxable 
illCOllle in specific situations. 

(h) [The text of the proposed amend
ment to ~ 1.482-2(b) is the same as the 
text of ~ I 482-2T(b) published elsewhere 
in this issue of the Bulletinl. 

**~!~** 

(e) [The text of the proposed amend
ment to § 1.482-2(e) is the same as the text 
of * I.4S2-2T(e)( I) and (2) published else
where in this issue of the Bulletin]. 

Par. 5. Section 1.482-4 is amended as 
follows: 

I. Paragraph (f)(3) is revised. 
2. Paragraphs (0(4) and (0(5) are re

designated as paragraphs (0(5) and (0(6), 
respectively. 

3. New paragraphs (0(4) and (f)(7) are 
added. 

The revision and addition read as fol
lows: 

§1.4?!2--4 MeThods to determine taxable 
income in connection with {/ transfer of 
intangible property. 

* * * * * 
(0 * * * 



(3) [The text of the proposed amend
ment to § 1.482-4(f)(3) is the same as the 
text of § 1.482-4T(f)(3) published else
where in this issue of the Bulletin]. 

* * * * * 
(4) [The text of the proposed amend

ment to ~1.482-4(f)(4) is the same as the 
text of § 1.4R2-4T(f)( 4) published else
where in this issue of the Bulletin]. 

* * * * * 
(7) [The text of the proposed amend

ment to § 1.482-4(0(7) is the same as 
the text of § 1.482-4T(f)(7)(i) and (ii) 
published elsewhere in this issue of the 
Bulletin]. 

* * * * * 
Par. 6. Section 1.482-6 is amended 

by revising paragraphs (c)(2)(ii)(B)( I), 
(e)(2)(ii)(D), (e)(3)(i)(A), (e)(3)(i)(B), and 
(e)(3)(ii)(D), and adding paragraph (d) to 
read as follows: 

§1.482-6 Profit split method. 

* * * * * 
(e) * * * 
(2) * * * 
(ii) * * * 
(B) * * * (I) * * * [The lext 

of the proposed amendment to 
§1.482-6(e)(2)(ii)(B)(1) is the ~ame 

as the text of §1.482-6T(c)(2)(iij(B)(I) 
published elsewhere in this issue of the 
Bulletin ]. 

* * * * * 
(D) [The text of the proposed amend

ment to ~1.482-6(c)(2)(ii)(O) is the same 
as the text of § 1.482-6T(e)(2)(ii)(O) pub
lished elsewhere in this issue of the Bul
letin]. 

* * * * * 
(3) * * * 
(i) * * * (A) [The text of the proposed 

amendment to §1.482-6(e)(3)(i)(A) is the 
same as the text of § 1.482-6T(c)(3)!i)(A) 
published elsewhere in this issue of the 
Bulletin]. 

(B) [The text of the proposed amend
ment to §1.482-6(e)(3)(i)(B) is the same 
as the text of §1.482-6T(c)(3)(i)(B) pub
lished elsewhere in this issue of the Bul
letin]. 

* * * * * 
(ii) * * * 
(D) (The text of the proposed amend

ment to §lo482-6(c)(3J(ii)(D) is the same 

as the text of § 1.482-6T(c)(3)(ii)(O) pub
lished elsewhere in this issue of the Bul
letin]. 

';' , * :): ',' 
(d) [The text of the proposed amend

ment to § Io4B2-6( dJ is the '>nme as the text 
of § I 482-6T(d)( I) and (2) publi~hed else
where in lhi~ issue of the Bulletin]. 

Par. 7. Section I o4l-S2-l-S i~ amended by 
adding Examples I () through 12 to read as 
follows: 

§ l.4fl2-R Ex(/mples of the hest method 
rule. 

(b) ""' E.wmple 10. CoSI of ser-
l'ices pili I' II1l:'tlu)(/ prefrrred to other lI1etll
ods. [The text of the proposed amendment 
to § 1.482··S( a) Exwnple lOis the snme as 
the text of § I o4l-S2-8Ti a) Exalllple 10 pub
li,hed elsewhere in this issue of the Bul
letin]. 

Ex({mple 11. CPM for sen'ices pre
ferred to OIlier methods. [The text of 
the proposed amendment to § 1.482-8(a) 
Example II is the same as the text of 
~ 1.482-8Tia) E.w/llple II published ebe
where in this issue of the Bulletin]. 

Example 12. Residual protit split pre
(erred to other methods. [The text of 
the proposed amendment to § 14S2-S(a) 
E."(aillple 12 is the same as the text of 
§ 1.482-8T( a) ExulI/ple 12 published else
where in this issue of the Bulletinl. 

Par. 8 A new § 1.482-9 is added to read 
as follows: 

§I.4R2-9 Methods to determine taxable 
incolllc in collnection with £J controlled 
.lcnicc,1 transaction. 

(a) through (m)( 5) 1 The text or the pro
posed § 14S2-9(a) through (m)(5) is the 
same as the text of § 1.482-9T( a) through 
(m)(5) published elsewhere in this issue of 
the Bulletin I. 

(m)(6) Globed dealing operuliolls. A 
controlled service, transaction does not in
clude a financial transaction entered into 
in connection with a global dealing oper
ation as defined in the current proposed 
§ 10482-8. 

(n) [The text of the proposed 
§ 1.482-9(n) is the same as the text of 
§1.482-9Tin)(l) and (n)(2) published 
elsewhere in this issue of the Bulletin]. 

Par. 9. Section 1.861-X is amended 
by revi~ing paragraphs (a)( 5). the fi fth and 
~ixth ,entence.' 111 paragraph (b)13). (e)(-l). 
(fJ(-l)(i). (g) EWlllfllcs 17. 18. and 3{). and 
the first ,entence in paragraph (h) intro
ductory text to read as follow,,: 

§ I. 1561-8 C oll/IJ/I tutioll ot W.w hI c i /I C(l1II C 

FOIll sources wit/lIll the United SWles ({/ld 

jimn other sourees and (ll"lil·ities. 

(a) "' "' "' 

(5) [The text of the proposed amend
ment to ~1.861-S(a)(5) i\ the same a, the 
text of § 1.861-ST( aJ( 5) published ebe
where in this issue of the Bulletin]. 

(b) * * "' 
(3) * "' "' [The text of the proposed 

amendment to § I.X6l-S( b)( 3) is the same 
as the text in §1.861-ST(b)(3) published 
ebewhere in this issue of the Bulletin [. 
:(. * ;(. 

(e) "' * "' 
(4) [The text of the proposed amend

ment to §1.861-8(e)(4) is the ,ame a, the 
text of ~1.861-8T(e)(4) published else
where in this issue of the Bulletin]. 

(f) * '" * 
(4)* '" '" (i) [The text of the proposed 

amendment 10 ~ I.S61-X( f)( 4)( i) is the 
same as the text of § 1.861-ST(f)(4)(iJ 
published elsewhere in this issue of the 
Bulletin]. 

(g) * * " 
EX(lmple 17. [The text of the proposed 

amendment to §I.X61-S(gJ Examplc 17 is 
the same as the text of ~ 1.861-ST( g) Ex 
wl/ple 17. published elsewhere in this is
,ue of the Bulletin]. 

Exoillple J 8. [The text of the proposed 
amendment to ~ I.S61-8(g) Example 18 is 
the same as the text of ~ 1.861-ST( g) Ex
(//l/ple IR, published elsewhere in this is
sue of the Bulletin]. 

* * ;(. * :.:< 

Example 30. [The text of the propmed 
amendment to §I.X61-X(g) Ewmple 3() i, 
the same as the text of ~ I.X6l-ST( g) Ex
ample 30, published elsewhere in this is
sue of the Bulletin]. 

(h) [The text of the proposed amend
ment to § I.S61-8(h) i~ the same as the 
text of §I.S61-1\T(h) publi,hed elsewhere 
in thi.s issue of the Bulletin].' '" * 
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Par. 10, Section lo038A-3(a)(3) is 
amended by re\ ising paragraph (a)( 3) Ex
wI/pie -I and (i) to read: 

~ l.fJIJ38:\-3 Record IIwill/ellullce, 

lal •. 

(.\) ." 

flulII!llc -I, [Thc tcxt 01 thc proposcd 
amclldml'nt til * 1.6038A-3. E\(/IIIIII(' -I is 
the ,amc a, the tc,t 01 * 1.6(I.~SA-3T. fl
Ulllfi/c -f puhlished ebe\\ here in thi, issuc 
\)1 the BulletinJ. 

(i) [The text of the proposed amend
lllL'nt to * 1.6038A-3( i) is the same as the 
text of ~1603SA-H(i)(l) and (2) pub
lished e"ewhere in this issue of the Bul
letin I 

Par. II. Section 1.6662-6 is amended 
b) re\]slI1g paragraphs (d)(2)(ii)(B)' 
(L1)(2I1iii)(BII.f). (L11(2)(iii)(B)(6) and (g) 
to read a, follows: 

~ I. 0002 -0 Tmll.\(/ctiolls hettl'cell persolls 

dl'scri/Jcd in section 4/,\2 (/nd lIet section 

.+82 /rullstl'f price mljl/stlllellts. 

(d) " .'. * 
(2) '" .'. * 
Iii) '" * * 
(8) [The text of the proposed amend

ment to ~ I ,6662-o(d)(2)(ii)(B) is the same 
as the text of ~ 1.6662-6T(d)(2)(ii J(B) pub
lislll'd elsewhere in this issue of the Bul
letin] 

(iii)' .,. 

(B) * [The text of 
the proposed amendment to 
* 1.6h62-6(d)(2)(iii)(B)(.f) is the same as 
the text of ~1.6662-6T(d)(2)(iii)(B)(.f) 

puhli,hed ebewhere in this issue of thc 
Bulletin]. 

16) I The text of the proposed amend-
ment tll *1.6662-6(d)(2)(iii)(B)(6) 
I" the same as the tex t of 
*1.6662-6T(d)(2)(iiiIlB)(6) puhlished 
l'hcwhere 111 this i"uc of the Bulletin]. 

1 g) I The text of the proposed amend
me II t tll * I .6fl62-6( g) is the ,ame as the 
tnt of ~ 1.6662-6 T( g)( I ) and 12) published 
chell hal' in this issue of the Bulletin]. 
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PART 3-EMPLOYMENT TAXES AND 
COLLECTION OF INCOME TAX AT 
THE SOURCE 

Par. 12, The authority citation for part 
.~ I continues to read as follows: 

Authority: 26 USc. nos ., " * 
Par. 13. Section 3UI21(S)-1 tS 

amended by revising paragraphs (c)(2)(iii) 
and (d) to read as follow s: 

~31,3121(.\)-1 lOI/Cllffen/ CI/lfllorlllell/ 

/n related corporatio/ls tvitli C0/l11110/l 

JiuHI/Uste I: 

* :(. * ;(. * 
(e) ':' * '" 
(2) * ,', '" 
(iii) [The text of the proposed 

amendment to *31.3121(sj-l(c)(2)(iiij 
is the same as the text of 
~31.312l( s)-lT(c )(l)(iii) published 
elsewhere in this issue of the Bulletin]. 

* * * * * 
(d) [The text of the proposed amend

ment to ~31.3l21(s)-l(d) is the same as 
the text of ~31.3l21(s)-IT(d)(I) and (2) 

published elsewhere in this issue of the 
Bulletin ]. 

* * * * * 

Mark E. Matthews. 
Deputy COII/missioller fc)/' 
Sen'ices and Enforccment. 

I hbl h) the Office of thc' Federal Re~i,ter on July .11. 2006. 
-l:-l() p.I11 .. ano puhll .... hl'u III lhl' i .... "u(' ot the FL'Jt.'rJI Regl\tcr 
lor Augu'!'+. 2(J06. 71 FR . .+.+2.+71 

Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Disclosure of Return 
Information to the Bureau 
of Economic Analysis 

REG-l 48864-03 

AGEI\"CY: Internal Revenue Service 
(IRS J. Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tion~. 

SUMMARY: In this issue of the Bulletin. 
the IRS is issuing temporary regulations 
iT.D. 92(7) regarding additional items of 
return information disclosable to the Bu
reau of Economic Analysis (Bureau) of the 
Department of Commerce for purposes re
lated to measuring economic change in the 
U,S. national economic accounts, These 
temporary regulations provide guidance to 
IRS personnel responsible for disclosing 
the information. The text of these tempo
rary regulations publ ished in this issue of 
the Bulletin serves as the text of the pro
posed regulations, 

DATES: Written and electronic comments 
and requests for a public hearing mllst be 
received by October 4, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-148864-03). 
room 5203. Internal Revenue Service, 
P.O. Box 7604. Ben Franklin Sta
tion. Washington, DC 20044, Sub
missions may be hand-delivered be
tween the hours of 8 a,m. and 4 p,m. 
to CC:PA:LPD:PR (REG-I 48864-03), 
Courier's Desk. Internal Revenue Service, 
IIII Constitution Avenue. NW. Wash
ington. DC. or sent electronically, via the 
IRS Internet site at www.irs.govlreRs, 

or via the Federal eRulemaking Por
tal at 1\'1\'11', regulations.Rov (IRS and 
REG-148864-03), 

FOR FURTHER INFORMATION 
CONTACT: Concerning submission 
of comments, Richard A. Hurst at 
Ricllo rd.A. HlIrst@irscounsel.treas,gov 

and (202) 622-7180; concerning the tem
porary regulations, Joel D. McMahan at 
(202) 622-4580 (not toll-free numbers), 

SUPPLEMENTARY INFORMATION: 

Background 

Under section 61 03(j)(I), upon written 
request from the Secretary of Commerce, 
the Secretary of the Treasury must fur
nish to the Bureau return information that 
is prescribed by Treasury regulations for 
purposes related to measuring economic 
change in the U.S. national economic ac
count~. Section 301.6103(j)(i)-I(c) of the 
regulations provides an itemized descrip
tion of the return information authorized to 
be disclosed for this purpose. Periodically, 



the disclosure regulations are amended to 
reflect the changing needs of the Bureau 
for data for its statutorily authorized statis
tical activities. 

This document contains proposed reg
ulations authorizing IRS personnel to dis
close additional items of return informa
tion that have been requested by the Sec
retary of Commerce. 

Temporary regulations in this issue 
of the Bulletin amend the Procedure and 
Administration Regulations (26 CFR Part 
301) relating to Internal Revenue Code 
(Code) section 6103U). The temporary 
regulations contain rules relating to the 
disclosure of return information renected 
on returns to officers and employees of the 
Department of Commerce for structuring 
censuses and national economic accounts 
and conducting related statistical activities 
authorized by law. 

The text of the temporary regulations 
also serves as the text of these proposed 
regulations. The preamble to the tempo
rary regulations explains the proposed reg
ulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these reg
ulations, and because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.C. chapter 6) does not apply. 
Pursuant to section 780S(f) of the Code, 
these proposed regulations will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on their impact on small busi
ness. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any electronic and writ
ten comments (a signed original and eight 
(8) copies) that are submitted timely to the 
IRS. The IRS and Treasury Department 
specifically request comments on the c1ar-

ity of the proposed regulations and how 
they can be made easier to understand. All 
comments will be available for public in
spection and copying. A public hearing 
may be scheduled if requested in writing 
by a person who timely submits comments. 
If a public hearing is scheduled, notice of 
the date, time, and place for the hearing 
will be published in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Joel D. McMahan, Office of the 
Associate Chief Counsel (Procedure & 
Administration), Disclosure and Privacy 
Law Division. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 30 I is pro
posed to be amended as follows: 

PART 30 I-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 301 is amended in part, by adding an 
entry in numerical order to read as follows: 

Authority: 26 U.S.c. 780S * * * 
Section 301.61 03U)( I )-1 also issued 

under 26 U.S.c. 6103U)(I); * * * 
Par. 2. In §lOUi103(j)(1 )-1 para

graphs (c) and (f) are revised to read as fol
lows: 

§301.6103(j)( 1 )-1 Disclosure of return 
information to officers and employees of 
the Department of Commerce for certain 
statistical purposes and related activities. 

* * * * * 
(c) [The text of thi s proposed 

paragraph is the same as the text of 
§301.6103Ul(l)-lT(c) published else
where in this issue of the Bulletin]. 

* * * * * 
(f) [The text of this proposed para

graph is the same as the text of 
§30 1.61 03UlO )-1 T(f) published else
where in this issue of the Bulletin]. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

I Filed by the Office of the Federal Regi,!er on July 5. 2006. 
8:45 ".IlL "nd publi.,hed ;n the ;"ue of the Fedeml Reg;,lcr 
for July 6. 2006. 71 F R lXJ21 J 

Announcement That Identifies 
Specified Covered Services 
Eligible for Services Cost 
Method Under Section 482 
Regulations 

Announcement 2006-50 

BACKGROUND 

In 2003, the Treasury Department is
sued proposed section 482 regulations that 
set forth a simplified cost based method 
(SCBM). Prop. § 1.482-9(0. That method 
was intended to preserve the salutary as
pects of the cost safe harbor in current 
§ 1.482-2(b) while at the same time elimi
nating problematic features of those rules. 
In light of public comments, however, the 
Treasury Department has issued temporary 
and proposed regulations, concurrently 
with this announcement, that eliminate 
the SCBM and replace it with thc services 
cost method (SCM). According to these 
temporary and proposed regulations, two 
categories of covered services. "specified 
covered services" and "low margin cov
ered services," are eligible for the SCM. 
This announcement relates to "specified 
covered services," which are support ser
vices identified in a revenue procedure 
published hy the IRS. 

Included with this announcement is the 
proposed revenue procedure identifying 
specified covered services. The Service 
invites comments from interested mem
bers of the public prior to publishing the 
revenue procedure. The temporary regula
tions have a delayed effective date for tax 
years beginning after December 31, 2006. 
It is contemplated that a final revenue 
procedure will be issued after taking into 
account comments on this announcement 
and that this final revenue procedure will 
be effective concurrent with the effective 
date of the temporary regulations. 

Comments (eight copies) should be 
sent to Associate Chief Counsel (Inter
national) CC:INTLFO, Internal Revenue 
Service, 1111 Constitution Avenue, NW, 
Room 4554, Washington, DC 20224, mak
ing reference in the comments to Control 
Number NOT-l 27827-06. To ensurc that 
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commenh are given full consideration. 
they should be submitted by Octoher 6. 
2006. 

Despite substantial changes mer the 
pa<'( 30 years in the nature of senices per
formed by controlled parties. the existing 
cost safe harhor for senices in current 
~ I..l.X2-2(b) has not been modified since 
its original adoption in 1968. The Trea
sury Department in 2003 issued proposed 
regulations that set forth a simplified 
cost based method (SCBM) intended to 
preser\'e some benefits of the current 
~ I..l.X2-:2( b) cost safe harbor. such as 
appropriately reduced administrative and 
compliance burdens for low margin ser
\ices. At the same time. the SCBM was 
intended to bring existing rules more in 
line with the arm' s length standard and to 
eliminate some of the problematic features 
of those rules. 

A number of commentators suggested 
that the SCB M was counterproductive to 
its stated goals. Namely. commentators 
cOlllended that to apply the SCRM. tax
payers would potentially need to expend 
substantial sums to prepare comparabil
ity studies. perhaps separately for each 
of numerous back uffice services. They 
contended that. although taxpayers have 
in-depth knowledge concerning their bu~i
nesses and the relative value added by their 
back offices. the SCBM called for quan
titative judgments that business people 
are not qualified to make by themselves. 
especially in the prevailing compliance 
ellYironment. As a matter of proper ac
l'Olllltability. taxpayers would be required 
as a practical matter to devote significant 
compliance resources to enlist outside 
consultants or otherwise to develop sup
port for those judgments. 

In light of the extensive public com
mellls concerning the SCBM. the Treasury 
Department and the IRS have substalllially 
redesigned the relevant provisions. Rec
ognizing that the section -lX:2 services reg
ulations potentially Llffect a lLlrge volume 
of intragroup back office services that are 
common <.lcmss many industries. it is in 
the interest of sound tax administr<.ltion to 
minimize the cllmpliance burdens applica
hIe tIl such sen ices, which would typically 
hear 10\\ arm' s length markups. 

AL'ct1fdingl~. the temporary and pro
posed reguLnions eliminate the SCBM and 
replace it \\ ith the sen ices coq method 
I S C \ 11. a" set (0 II h III ~ I. -l X:2 - Y T ( b ). Th e 
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SCM evaluates whether the priee for cov
ered services. as defined. is arm' s length 
by reference to the total services costs with 
no markup. \Vhere the conditions on ap
plication 01 the method are met. the SCM 
will be considered the best method for pur
poses of * 1.482-I(c). 

Section 1.482-9T( b)( 4) provides for 
t\VO categories of covered services eligible 
for the SCM. if the other conditions on 
application of the method are met. The 
first category consists of specified covered 
services identified in a revenue procedure 
published by the IRS. These specified 
covered services are so identified because 
they constitute support services of a type 
common across industry sectors that gen
erally do not involve a significant arm's 
length markup on total services costs. A 
second category of services. low margin 
covered services. constitutes services that 
have a median comparable arm' s length 
markup on total services costs of less than 
or equal to 7 percent. 

The identification of specific activities 
that qualify for the SCM as a threshold 
matter should assist in maintaining appro
priately reduced administrative burdens 
for low margin services. Since the Gov
ernment has made the initial determination 
that these specified covered services are 
eligible to be priced under the SCM. tax
payers may rely upon this listing and need 
not perform their own independent analy
sis of comparable service providers. 

Although specified covered services 
cover a wide range of support acti vities. 
the Treasury Department and the IRS rec
ognize that the listing may not include thc 
entire universe of low margin services. 
In the case of other low margin services. 
taxpayers may seek to demonstrate that 
the services qualify under the alternative 
mechanism in § 1.48:2-9T(b)( 4 )(ii). as 
services with a median comparable arm' s 
length markup on total services costs of 
less than or equal to 7 percent. Both spec
ified covered services and low margin 
covered ser\ice~ must also meet the re
quirements of § 1.482-9T( b)(2) (services 
that the taxpayer reasonably concludes in 
its busincss judgment do not contribute 
significantly to the fundamental risks of 
suc:cess or failure) and must not be iden
tified in § 1.482-9T(b)(3)(ii) (excluded 
transactions) . 

As explained ahme. thi, announcement 
contains an initial listing of specified cov-

ered services. The Treasury and the IRS 
solicit public input hoth on whether the 
list of services sufficiently co\ers the fulI 
ranue of back office services typical within eo 
multinational groups, as well as on the de-
scriptions providcd for these covered ser
vices. It is contemplated that a final rev
enuc procedure. reflecting revisions based 
on comments received. will be issued to 
coincide with the effective date of the tem
porary and proposed regulations for tax
able years beginning after Dccember 31. 
2006. 

DRAFTING INFORMATION 

Thc principal author of this announce
ment is Thomas A. Vidano of the Office of 
Associate Chief Counsel (International). 
For further information regarding this an
nouncement, contact Thomas A. Vidano at 
(202) 435-5265 (not a toll-free call). 

Proposed Revenue Procedure 

[26 CFR 1.482-9TJ: Methods to determine 
taxable income in connection with a con
trolled services transaction. 
(Also: ) 

Rev. Proc. [2006-XXl 

SECTION I. PURPOSE 

This revenue procedure identifies spec
ified covered services within the meaning 
of Section 1.482-9T(b)(4)(i). The activi
ties identified in this revenue procedure are 
support services common among taxpay
ers in a variety of industry sectors. and gen
erally do not involve a significant arm's 
length markup on total services costs. Ser
vices identified in this revenue procedure 
must meet the other conditions set forth in 
Section 1.482-9T(b) to be evaluated under 
the services cost method. 

SECTION 2. BACKGROUND 

The section 482 regulations provide 
pricing methods for transactions between 
controlled parties. inc\ uding transactions 
involving services. The existing regula
tions for transactions involving services 
were issued in 1968. Section 1.482-2(b) 
of the existing regulations provides a "cost 
safc harbor" that pennits certain "non-in
tegral" services to be priced at cost. In 
2003. the Treasury Department and IRS 
issued proposed regulations that sct forth 



a simplified cost based method (SCBM) 
intended to preserve some benefits of the 
current § 1.482-2(b) cost safe harbor. 
A number of commentators noted that 
SCBM called for quantitative judgments 
that business people are not qualified to 
make by themselves. As a practical mat
ter, taxpayers would be required to devote 
significant compliance resources to enlist 
outside consultants or otherwise to de
velop support for those judgments. 

In 2006, the Treasury Department and 
the IRS issued temporary regulations that 
eliminated the SCBM and replaced it with 
the services cost method (SCM), as set 
forth in § 1.482-9T(b). The Treasury De-

the section 482 services regulations poten
tially affect a large volume of intragroup 
back office services that are common 
across many industries, it is in the interest 
of sound tax administration to minimize 
the compliance burden of such services, 
which would typically bear low arm's 
length markups. 

The SCM evaluates whether the price 
for covered services, as defined, is arm's 
length by reference to the total ser
vices costs with no markup. Section 
1.482-9T(b)( 4) provides for two cate
gories of covered services eligible for the 
SCM. The first category consists of speci
fied covered services that will be identified 

partment and IRS recognized that because in this revenue procedure. These specified 

Payroll: 

covered services are so identified because 
they constitute support services of a type 
common across industry sectors that gen
erally do not involve a significant arm's 
length markup on total services costs. A 
second category of services, low margin 
covered services, not addressed in this rev
enuc procedure have a median comparable 
arm's length markup on total services 
costs of less than or equal to 7 percent. 

SECTION 3. SCOPE 

The following categories of services 
are eligible for treatment under section 
1.482-9T(b)(4)(i): 

1. Compiling and posting employee time and other information needed to calculate periodic compensation to employees. 
Computing employees' time worked, production, and commissions. Computing and posting wages and deductions to 
appropriate accounting records, Preparing paychecks, travel reimbursement and expense reimbursement. 

2. Preparing payroll tax forms (such as the preparation of Forms 940, 941 and W-2 in order to comply with U.S. requirements 
or similar requirements under another country's laws). 

Premiums for Unemplowllellt, Disability and Workers Compensation: 

3. Processing employees' unemployment insurance premiums, disability premiums and workers compensation premiums. 

Accounts Receivable: 

4. Compiling, analyzing and recording current credit data and other financial information regarding individuals or firms 
(including preparing reports with this information for use in decisionmaking). 

5. Compiling and recording billing, accounting and other numerical data for billing purposes. Preparing billing invoices for 
services rendered or for delivery or shipment of goods. 

6. Locating and notifying customers of delinquent accounts by mail (either electronic or otherwise) or telephone to solicit 
payment. Receiving payment from customers and posting payment to customer's account. If customer fails to respond, 
preparing statements to credit department, initiating repossession proceedings or service disconnection. Keeping records of 
collection activities and status of accounts. 

Accounts Pm'able: 

7. Compiling information and records to draw up purchase orders for procurement of materials and services. 

8. Making payment to vendors and posting payment to status of accounts. 

General Administratil'e: 

9. Performing clerical and administrative functions such as drafting correspondence, scheduling appointments, and organizing 
and maintaining paper and electronic files. 

10. Performing data entry through use of a keyboard or scanning device, including verifying data and preparing materials 
for printing. 

II. Using a word processor/computer or typewriter to generate (without substantial modification) letters, reports, forms, or other 
material from another person's rough draft, corrected copy, or voice recording. 

12. Performing duties relating to office management systems and procedures, such as answering telephones, bookkceping, 
typing, word processing, office machine operation, and filing. 

13, Operating any of the following office machines: photocopying, scanning and facsimile machines. 
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Public Relations: 

14. Preparation and distribution of internal and external corporate communications. 

Meetin!; Coordination: 

15. Coordinating activities of staff and convention personnel to make arrangements for group meetings and conventions. 

Accounting ([11£1 Al/(Jitillg: 

1 fl. Gathering and reviewing information in accounting records for use in preparing financial statements. 

17. Computing. classifying. and recording numerical data to maintain accurate and complete financial records. performing any 
combination of calculating. posting. and verifying duties to obtain primary financial data for use in maintaining accounting 
records. checking the accuracy of figures. calculations, and po stings pertaining 10 business transactions recorded by other 

workers. 

Tux: 

1 X. Processing tax payments according to prescribed laws and regulations. 

lY. Gathering information from accounting records and including that information in the preparation of income, property, 
sales/use. VAT. excise and other tax returns. 

CrIJllplirlll('e: 

20. Gathering information and preparing documentation relating to eligibility for or compliance with laws and regulations 
governing contracts. licenses and permits. 

21. Gathering information. verifying data and preparing documentation relating to compliance with laws and regulations 
governing financial and securities institutions and financial and real estate transactions. Examining and verifying correctness 
of. or establishing authenticity of records. 

Blldgerillg: 

ii Compiling data for use by cost estimators in determining cost projections and in preparing budget estimates, including 
verifying information for completeness, accuracy, and conformance with internal procedures and regulations. 

23. Compiling data to prepare budget and accounting reports for management. 

Trcaslln Acti\'iries: 

24. Establishing bank accounts and lockboxes for use by controlled parties, including overdraft facilities and lines of credit. 

Srutisrica/ Assistance: 

25. Compiling data for use in statistical studies. 

Stuffillg. Recl"llitill/i alld Reluted Senices: 

26. Providing staffing support that includes creating job announcements, determining eligibility, evaluating qualifications of 
candidates. conducting background checks on final candidates, verifying references, developing performance evaluation 
procedures and forms. and conducting exit interviews for departed employees. 

27. Coordinating with temporary employment agencies. applicants. and management throughout the recruiting process. 

2X. Providing information to applicants regarding open positions. the application and recruiting process, and employment 
policies. 

2Y. Providing administrative support that includes sourcing and processing resumes, arranging interview schedules for open 
positions. preparing offer letters. and entering new employee information into the human resource system. 

3D. Establishing and maintaining employee files relating to payroll, performance and other personnel issues. 

31. Assisting with new employee orientations and paperwork. 

32. Implementing recruiting plan and locating potential candidates by working with professional search firms, colleges, 
unin:-rsities and professional associations. Organizing and attending job fairs and other recruitment events . 

.1l De\ eloping recruiting and marketing materials and assisting in developing and maintaining content for recruiting website. 

J-I. :\nalyzing recruiting data and review all job analysis. promotion and placement products. 

3.\ Po,ting job opening au\"ertisemenb in appropriate markets through publications, journals and other media. 
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36. Managing company-wide job postings and employee referral program. 

Truilliflf( Services: 

37. Assisting in training of personnel including assessing development and training needs. creating and conducting internal 
development imd training program~ and communicating training opportunities to personnel. 

38. Arranging for management training on employment law compliance, employer liability avoidance, interviewing, hiring, 
terminations, promotions, performance reviews, safety, and sexual harassment. 

Benefit Services: 

39. Implementing employee compensation and benefits including healthcare, life insurance, 40 I (k), pension, worker's 
compensation, unemployment. dental, profit sharing, employee incentive compensation. and employee assi~tance programs. 

40. Providing guidance and direction to employees regarding elections for benefits, applications for benefits and receipt of 
benefits (including providing assistance to employees in completing all necessary forms). 

41. Arranging annual benefit enrollment meetings and employee henefit seminars. 

42. Processing employee benefits inquiries and complaints, and reconciling billing issues. 

43. Coordinating with hospitals, physicians, insurers, employees, and beneficiaries to facilitate proper and complete utilization 
of benefits for all employees. 

Computer Support: 

44. Providing technical assistance to users of computer systems and other information technology devices. Answering questions 
or resolving technical problems relating to computer systems and other information technology devices in person, via 
telephone or from remote location. Providing assistance concerning the use of computer hardware and software, including 
printing, installation. word processing, electronic mail, and operating systems. 

Database Administration: 

45. Maintaining and testing existing computer databases (including implementing security measures to safeguard computer 
databases), but not to include analyzing user needs or developing hardware or software solutions (such as systems 
integration, website design. writing computer programs, modifying general applications software, or recommending the 
purchase of commercially available hardware or software). 

Network alld Computer System Administration: 

46. Supporting an organization's existing local area network (LAN). wide area network (WAN), and Internet system or a 
segment of a network system, regular maintenance of network hardware and softw(tre, monitoring network to ensure 
network availability to all system users and performing necessary maintenance to support network availability, supervising 
other network support and client server specialists (including implementing network security measures). but not to include 
analyzing user needs or developing hardware or software solutions (such as systems integration, website design, writing 
computer programs, modifying general applications software, or recommending commercially available software). 

Legal Services: 

47. General legal services performed on behalf of the taxpayer by in-house legal counsel. including but not limited to, drafting 
and review of contracts. legal documents, and opinions, representation and advocacy before courts, administrative agencies, 
arbitrators, legislatures, or other bodies. Support and administrative functions associated with the above activities (legal 
research, secretarial, filing and document retrieval, etc.). 

insurance Claims Management: 

48. Coordination with third party insurers, including preparing claims for submission to such third party insurers. 

SECTION 4. APPLICATION 

The services cost method (SCM) as set 
forth in § 1.482-9T(b) evaluates whether 
the price for covered services, as defined, 
is arm's length by reference to the total 
services costs with no markup. Two cat
egories of covered services are eligible 
for the SCM. The first category, spec
ified covered services, is described in 

§ 1.482-9T(b)(i) and is limited to services 
that are described in this rcvcnue proce
dure. The second category, low margin 
covered services, is not described in this 
revenue procedure. 

SECTION 5. EFFECTIVE DATE 

This revenue procedure is generally 
effective for taxable years beginning after 

December 31, 2006. Taxpayers may elect 
to apply retroactively the provisions of 
§ 1.482-9T to certain taxable years. See 
§ 1.482-9T(n)(I). In the case of a valid 
election, this revenue procedure would 
also apply to the taxable years subject to 
,uch an election. 

2006-2 C.B. 325 



SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Thomas A. Villano of the 
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Office of Associate Chief Counsel (In
ternational). For further information re
garding this revenue procedure, contact 
Thomas A. Vidano at (202) 435-5265 (not 
a toll-free call). 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 410.-Minimum 
Participation Standards 
26 CFR 1.410(b)-6. Excludable employees. 

T.D.9275 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Exclusion of Employees of 
501(c)(3) Organizations in 
401(k) and 401(m) Plans 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations under section 41 O(b) of the 
Internal Revenue Code. The final regu
lations permit, in certain circumstances, 
employees of a tax-exempt organization 
described in section 501(c)(3) to be ex
cluded for the purpose of testing whether 
a section 40 I (k) plan (or a section 40 I (m) 
plan that is provided under the same gen
eral arrangement as the section 40 I (k) 
plan of the employer) meets the require
ments for minimum coverage specified in 
section 41 O(b). These regulations affect 
tax-exempt employers described in section 
501(c)(3), retirement plans sponsored by 
these employers, and participants in these 
plans. 

DATES: Effective Date: July 21, 2006. 
Applicability Date: These regulations 

apply to plan years beginning after Decem
ber 31, 1996. 

FOR FURTHER INFORMATION 
CONTACT: Linda L. Conway, 
202-622-6060, or Michael P. Brewer, 
202-622-6090 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains final amend
ments to the Income Tax Regulations 

(26 CFR Part I) under section 41O(b) of 
the Internal Revenue Code of 1986 (Code). 
On March 16, 2004, a notice of proposed 
rulemaking (REG-149752-03, 2004-1 
c.B. 707) was published in the Federal 
Register (69 FR 12291) under section 
41O(b). The regulations implement a di
rective by Congress, contained in section 
664 of the Economic Growth and Tax 
Relief Reconciliation Act of 200 I (Public 
Law 107-16, 115 Stat. 38) (EGTRRA),to 
amend § 1.41 O(b )-6(g) of the regulations. 

Prior to the enactment of the Small 
Business Job Protection Act of 1996 
(Public Law 104-188, 110 Stat. 1755) 
(SBJPA), both governmental and tax-ex
empt entities generally were subject to the 
section 4 I O(b) coverage requirements and 
precluded from maintaining section 401 (k) 
plans pursuant to section 40 I (k)( 4 )(B). To 
prevent the section 40 l(k)( 4 )(B) prohi
bition from causing a plan to fail section 
410(b), the existing regulations provide 
that employees of either governmental 
or tax-exempt entities who are precluded 
from being eligible employees under a 
section 401 (k) plan by reason of section 
401(k)(4)(B) may be treated as exclud
able in applying the minimum coverage 
rules to a section 401 (k) plan or a section 
401(m) plan that is provided under the 
same general arrangement as the section 
401(k) plan, if more than 95 percent of 
the employees of the employer who are 
not precluded from being eligible em
ployees by section 40I(k)(4)(B) benefit 
under the plan for the plan year. Although 
tax-exempt organizations described in sec
tion 501 (c )(3) were precluded by section 
40 I (k)( 4 )(B) from maintaining a section 
40 I (k) plan, they were permitted to allow 
their employees to make salary reduction 
contributions to a plan or contract that 
satisfies section 403(b) (a section 403(b) 
plan). 

Section l426(a) of SBJPA amended 
section 401 (k)(4)(B), effective for plan 
years beginning after December 3 I, 1996, 
to allow nongovernmental tax-exempt 
organizations (including organizations 
exempt under section 501(c)(3») to main
tain section 401(k) plans. Thus, a section 
501(c)(3) tax-exempt organization can 
now maintain a section 401 (k) plan, a sec-

tion 403(b) plan, or both. Prior to the en
actment of SBJPA, many eligible tax-ex
empt organizations maintained section 
403(b) plans. In light of this provision of 
SBJPA, section 664 of EGTRRA directed 
the Secretary of the Treasury to modify 
the regulations under section 41 O(b) to 
provide that employees of an organization 
described in section 403(b)(I )(A)(i) (a 
section 50l(c)(3) organization) who are 
eligible to make contributions under sec
tion 403(b) pursuant to a salary reduction 
agreement may be treated as excludable 
with respect to a plan under section 40 I (k) 
or a plan under section 401(m) that is pro
vided under the same general arrangement 
as a plan under section 401(k), if (1) no 
employee of an organization described 
in section 403(b)(1 )(A)(i) is eligible to 
participate in such section 401(k) plan or 
section 40 I (m) plan and (2) 95 percent 
of the employees who are not employees 
of an organization described in section 
403(b)(1 )(A)(i) are eligible to participate 
in such plan under such section 40l(k) or 
(m). 

The amendment to § 1.41 O(b )-6(g) of 
the regulations pursuant to section 664 
of EGTRRA allows the continued main
tenance of section 403(b) plans by these 
organizations without requiring the same 
employees to be covered under a section 
40 I (k) plan and the section 403(b) plan. 
In certain circumstances, the amendments 
will help an employer that maintains both 
a section 401(k) plan and a section 403(b) 
plan that provides for contributions un
der a salary reduction agreement (within 
the meaning of section 402(g») to satisfy 
the section 41 O(b) coverage requirements 
with respect to the section 40 I (k) plan 
without the employer having to provide 
dual coverage for employees. 

Only a few comments were received on 
the proposed regulations. No public hear
ing was requested or held. After consid
eration of the comments received, the fi
nal regulations adopt the provisions of the 
proposed regulations with certain modifi
cations described below. 
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Explanation of Provisions 

These final regulations retain the rule 
that provides that employees of govern
mental entities who are precluded from 
being eligible employees under a sec
tion 40 It k) plan by reason of section 
401(k)(4)(B)(ii) lnay be treated as exclud
able employees if more than 95 percent of 
the employees of the employer who are 
not precluded from being eligible employ
ees by reason of section 401 (k)(4)(8)(ii) 
benefit under the plan for the year. 

As directed by section 664 of 
EGTRRA. these final regulations alsu pro
\ide that employees of a section 501(c)(3) 
organization who are eligible to make con
tributions under section 403(b) pursuant 
to a salary reduction agreement (within 
the meaning of section 402(gl) may be 
treated as excludable with respect to a sec
tion 401(k) plan. or a sec tion 401(m) plan 
that is provided under the same general 
aITangement as a section 401(k) plan. if 
( I) no employee of a section 50 I (c)( 3) or
ganization is eligible to participate in such 
section 40 i( k) plan or section 40 I (m) 
plan: and (2) at least 95 percent of the 
employees who are neither employees of 
a section 50!(c)(3) organization nor em
ployees of a governmental entity who are 
precluded from heing eligihle employees 
under a section 401(k) plan hy reason 
of section 40I(k)(4)(B)(ii) are eligible to 
paJ1icipate in such section 40 I (k) plan or 
section 401(m) plan. 

The proposed regulations. in an at
tempt to si mplify the language in section 
6M of EGTRRA, would have provided 
that. for purposes of testing either a sec
tion 401 (k) plan. or a section 401(m) 
plan that is provided under the same gen
eral aITangement. employees of a section 
50 I (c)( 3) organization who are eligible 
to make salary reduction contributions 
(within the meaning of section 402(g)) 
under a section 4tn(h) plan may be treated 
as excludible employees if no employee of 
the organization (rather than no employee 
of any organization described in secti on 
403(h)( I )(A)( ii) (as in the language in 
~ectioll 664 of EGTRRA») is eligible to 
participate in the ~eclion 401(k) plan or 
4011111} plan. and 95o/r of the employees of 
the employer who are not employees of the 
or1,!~lI1izatilln (rather than an organization 
descrihed in section .. W3 (b)( I )(A)(ii) (as in 
the iJn1,!uage in section 664 of EGTRRA)) 
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are eligible to paJ1lelpate in the section 
401 (k) plan or section 401(m) plan. After 
further consideration. the IRS and Trea
sury Department have concluded that this 
simplification of the statutory language 
might not in all cases result in the same 
employees being excludible as would be 
excludible by applying the statutory lan
guage. which was not the intent. Thus, the 
final regulations more close ly track the 
language in section 664 of EGTRRA than 
the proposed regulations . 

The few comments received on the pro
posed regulations generally did not ask for 
changes to the basic rule but rather asked 
for further explanation as to the proper in
terpretation of the rule, including the scope 
of the exclusion and the interaction of the 
rule with other rules in the regulations un
der section 41 O(b). As explained further 
below, the IRS and Treasury Department 
believe that the answers to the questions 
rai sed in the comments is reasonably clear 
under the existing language, and have de
cided not to expand guidance in the regula~ 
tion beyond the specific direction of Con
gress. 

Commentators requested clarification 
as to when a section 40 I (m) plan is pro
vided under the same general aITangement 
as a section 40 I (k) plan for purposes of 
these regulations. Generally, a section 
401(m) plan is provided under the same 
general aITangement as a section 40 I (k) 
plan only to the extent that the matching 
contributions are contingent upon elective 
defeITals in the section 40 I (k) plan . 

Commentators asked for clarification of 
the relationship between the proposed reg
ulations and *1.41O(b)-7(f) and whether 
matching contributions made under a 
401(a) tax-qualified plan may be taken 
into account when applying the coverage 
requirements of section 41 O(b) to match
ing contributions provided as part of a 
section 403(b) plan. Treasury regulation 
§ 1.41O(b)-7(f) permits a plan subject to 
section 403(b)( 12)(A)(i ), which requires 
the universal availability of the right to 
defer, to satisfy section 41 O(b) by taking 
IIlto account plans that are not subject to 
section 403(b)( 12)(A)( i). Accordingly, a 
section 403(b) plan is permitted to satisfy 
the sect ion 41O(b) coverage requirements 
for matching contributions by taking into 
account matching contributions that are 
provided under a plan that is not subject 
to section 403(b)( 12)(A)(i) (e.g., a section 

401(a) tax-qualified plan). However, be
cause Treasury regulation § 1.-l1 Orb )-7(0 

does not permit a section 4-01 (a) tax-quali
fied plan to satisfy the requirements of sec
tion 410(b) by taking into account a plan 
subject to section 403(b )(l2)(A)(i), a sec
tion 401(a) tax-qualified plan must satisfy 
the section 41 ()~b) coverage requirements 
by disregard ing. coverage under a section 
403(b) plan. These regulations provide 
the rules for disregarding employees of 
a governmental or tax-exempt entity for 
purposes of applying the coverage require
ments of section 41 O(b) to a section 40 I (k) 
plan or a section 40 I (m) plan that is pro
vided under the same general arrangement 
as the section 40 I (k) plan. 

Commentators asked whether employ
ees of a tax-exempt organization described 
in section 50 I (c)(3) who would be eligible 
to make salary reduction contributions un
der a section 403(b) plan but for the exclu
sions permitted under section 403(b)( 12), 
such as nonresident aliens and employees 
who normally work less than 20 hours per 
week. are taken into account as employees 
who are eligible to make salary reduction 
contributions for purposes of these reg
ulations. These regulations provide that 
such employees are not taken into account 
unless they are actually eligible to make 
salary reduction contributions to the sec
tion 403(h) plan. 

Effective Date 

As directed by Congress in section 
664 of EGTRRA, these final regulations 
apply to plan years beginning after De
cember 31, 1996. However. the preamble 
to the proposed regulations provided that 
taxpayers were permitted to rely on the 
proposed regulations, and if and to the 
extent that the final regulations were more 
restrictive, the final regulations would be 
prospective. As described above, the final 
regulations make certain modifications to 

the proposed regulations. These may be 
more restrictive than the proposed regula
tions under certain limited circumstances. 
Consequently, for plan years beginning 
after December 31. 199h, but before Jan
uary I, 2007, an employer is permitted to 
determine the excludible employees under 
a sec tion 401(k) plan or section 401(m) 
plan using either §IAIO(b)-6(g) in the 
proposed regulations or these final regula
tions. 



Special Analyses 

It has been determined that this is not 
a significant regulatory action as defined 
in Executive Order 12866. Therefore, 
a regulatory assessment is not required. 
It also has been determined that section 
553(b) of the Administrative Procedure 
Act (5 U.S.c. chapter 5) does not apply 
to these regulations, and, because these 
regulations do not impose a collection of 
information on small entities, the Regula
tory Flexibility Act (5 U.S.c. chapter 6) 
does not apply. 

Drafting Information 

The principal authors of these reg
ulations are Linda L. Conway and 
Michael P. Brewer of the Office of the Di
vision Counsell Associate Chief Counsel 
(Tax Exempt and Government Entities). 
However, other personnel from the IRS 
and Treasury participated in the develop
ment of these regulations. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by removing the entry 
for §§ 1.41 O(b )-2 through 1.41 Orb )-10 and 
adding entries in numerical order to read, 
in part, as follows: 

Authority: 26 usc. 7805. * * * 
§ 1041 Orb )-2 also issued under 26 

U.S.c. 41O(b)(6). 
§ IAIO(b)-3 also issued under 26 

U.S.C.41O(b)(6). 
§ 1041 O(b)--4 also issued under 26 

U.S.c. 41O(b)(6). 
§ 1041 Orb )-5 also issued under 26 

U.S.c. 41O(b){6). 
§ 1.41 Orb )-6 also issued under 26 

u.s.c. 41O(b)(6) and section 664 of the 
Economic Growth and Tax Relief Recon
ciliationActof2001 (Public Law 107-16, 
liS Stat. 38). 

§ 1.41 Orb )-7 also issued under 26 
U.S.C.410(b)(6). 

§ 1041 Orb )-8 also issued under 26 
U.S.c. 41O(b)(6). 

§ 1041 Orb )-9 also issued under 26 
U.S.c. 41O(b)(6l. 

§ 1041 orb )-10 also issued under 26 
U.S.c. 41O(b)(6).* * * 

Par. 2. Section 1.410(b)-O, table 
of contents, the entry for 1041 Orb )-6 is 
amended by: 

I. Revising the entry for 1041 orb )-6( g). 
2. Adding entries for 1.41 orb )-6(g)(1). 

(g)(2), and (g)(3) 
The revision and additions read as fol

lows: 

.1$ 1.4 JO( b )-0 Table of contents. 

* * * * * 

§ 1.41 O( b )-6 Excludable emp/o\'ees. 

* * * * * 
(g) Employees of certain governmental 

or tax-exempt entities. 
( I ) Plans covered. 
(2) Employees of governmental enti

ties. 
(3) Employees of tax-exempt entities. 

* * * * * 
Par. 3. In §1.410(b)-6, paragraph (g) is 

revised to read as follows: 

§1.410(b)-6 Excludable emplovees. 

* * * * * 
(g) Employees of certain governmen

lUI or tax-exempt entities-( I) Plalls C()\

ered. For purposes of testing either a sec
tion 401(k) plan, or a section 401(m) plan 
that is provided under the same general ar
rangement as a section 40 I (k) plan, an em
ployer may treat as excludable those em
ployees described in paragraphs (g)(2) and 
(3) of this section. 

(2) Employees of governmental enti

ties. Employees of governmental entities 
who are precluded from being eligible 
employees under a section 40 I (k) plan by 
reason of section 401(k)(4)(B)(ii) may be 
treated as excludable employees if more 
than Y5 percent of the employees of the 
employer who are not precluded from 
being eligible employees by reason of 
section 401(k)(4)(B)(ii) benefit under the 
plan for the year. 

(3) Employees of tax-exempt entilies. 
Employees of an organization desnibed in 
section 403(b)(1 )(A)(i) who are eligible to 
make salary reduction contributions under 
section 403(b) may be treated as exclud
able with respect to a section 401(k) plan, 

or a section 401(m) plan that IS provided 
under the same general arrangement as a 
section 401 (k) plan, if-

(il No employee of an organization de
scribed in section 403(b)( I )(A)(i) is eligi
ble to participate in such section 401(k) 
plan or section 40 I (m) plan: and 

(ii) At least 95 percent of the employees 
who are neither employee, of an organi
zation described in section 403(b)( I )(AJ( i) 
nor employees of a governmental entity 
who are precluded from being eligible em
ployees under a section 40 I (k) plan by rea
son of section 40 I (k)( 4)(8){ ii) are eligible 
to participate in such section 40 I (k) plan 
or section 401 (m) plan. 

* * * :I: * 
Par. 4. In §1.410(bl-IO. paragraph (e) 

is added to read as follows: 

.91.410(b)-lO Effecrive dares and 
transition rules. 

* * ::(. :+: * 
(e) Effective date jor provisions relm

inK to exclusion of employees of certain 

to.t-ex.empt entities. The provisions in 
§1.41O(b)-6(g) apply to plan years be
ginning after December 31, 1996. For 
plan years to which § 1.41 Orb )-6 ap
plies that begin before January I, 1997, 
~ I AIO(b)-6(g) (as it appeared in the April 
I, 2005 edition of 26 CFR part I) applies. 

Mark E. Matthews, 
Deputy Commissioner for 
Se nices and Ell/(Jrcement. 

Approved June 30, 2006. 

Eric Solomon. 
Acting Deputy Assistant Secretary 

of the Treasllr\' (Tax Policy). 

(Filed by the Office of the Federal Reg"ter on July 211. 2006. 
KA5 a.m .. and puhli'hcd in the i"ue ul the Federal Rq,i,ter 
Illr July 21. 20116. 71 FR 41357) 

Section 414.-Definitions 
and Special Rules 
(A/.IO ~ 7805.) 

Government pick-up plans; em-
ployer contributions; income tax; 
prospective application. This ruling 
describes the actions required for a state or 
its political subdivi,ions, etc., to "pick-up" 
or treat certain contributions as employer 
contributions to a plan 4ualified under 
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section 401(a) of the Code. If certain cri
teria are met. thi~ ruling will be applied 
prospectively. Re\. Rub. 81-35, 81-36, 
and 87-10 amplified and modified. 

Rev. Rul. 2006-43 

ISSUES 

What actions are required in order for 
a State or political subdi\i~ion thereof. or 
an agency or inqrumentality of any of the 
foregoing, to "pick up" employee contri
butions to a plan qual i fied under * .f0 I( a) 
of the Internal Revenue Code so that the 
contributions are treated as employer con
tributions pursuant to * -l1-l(h)(2),J 

FACTS 

Employer M is a political subdivision of 
State N. Employer M participates in Plan 
A, a defined benefit pension plan qualified 
under * .f0 I (a) and established by State N 
to provide retirement benefits to eligible 
employees of State N and any political 
subdivision of State N. Plan A requires 
each participating employee to make em
ployee contributions to Plan A equal to a 
specified percentage of the participant's 
salary. These amounts, designated as em
ployee contributions under * 414(h)( I)' 
are deducted from the participant's salary. 
State N statutes governing Plan A permit 
any political subdivision to provide that 
the employee contributions will be paid by 
the employer in order to be picked up and 
treated as employer contributions under 
* -l1-l(h)(2). On March 1,2006, Employcr 
M amends its governing laws to provide 
that the amounts designated as employee 
contributions under Plan A will be paid 
by Employer M for all of Employer M's 
employees in order to be treated as em
ployer contributions under * -l14(h)(2). 
as permitted under the statutes governing 
Plan A. The amendment is in writing, was 
adopted by persons authorized to amend 
Employer M's governing laws, and is 
effecti\e for periods on or after April I, 
2006. Employer M. thereafter. treats the 
amounts as employer contributions. in
stead of as being employee contributions, 
for federal income tax purposes ,md does 
not 1I1clude the,e amounts in the partici
pating employees' gross income. 
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LAW AND ANALYSIS 

Section -l 14(h)( I) provides that any 
amount contributed to a qualified plan 
is not treated as having been made by the 
employer if it is designated as an employee 
contribution. 

Section -l1-l(h)(2) provides a special 
rule for qualified plans established by a 
State government or political subdivision 
thereof. or by any agency or instrumen
tality of the foregoing. Under this rule, 
contributions, although designated as em
ployee contributions, arc nevertheless 
treated as employer contributions if the 
contributions are picked up by the em
ploying unit. 

Section 401(k) provides the rules relat
ing to cash or deferred elections. Section 
1.40 I (k)-I (a)( I) of the Income Tax Reg
ulations provides that a plan, other than 
a profit-sharing, stock bonus, pre-ERISA 
money purchase pension or rural coopera
tive plan, does not satisfy the requirements 
of * 40 I (a) if the plan includes a cash or 
deferred arrangement. Thus, a qualified 
defined benefit plan is not permitted to in
clude a cash or deferred arrangement. 

Section 1.40I(k)-I(a)(3) generally de
fines a cash or deferred election as any di
rect or indirect election (or modification of 
an earlier election) by an employee to have 
the employer (i) provide an amount that is 
not currently available to the employee in 
the form of cash or some other taxable ben
efit, or (ii) contribute an amount to a trust 
or provide an accrual for a plan deferring 
the receipt of compensation. 

Rev. Rul. 77-462, 1977-2 CB. 358, 
addresses the income tax treatment of 
contributions picked up by the employer 
within the meaning of S 414(h)(2). In Rev. 
Rul. 77-462, the employer school district 
agreed to "pick up" and pay the required 
contributions of the eligible employees 
under the plan. The revenue ruling holds 
that the contributions picked up by the 
school district are excluded from the gross 
income of employees until such time as 
they are distributed to the employees. 

Rev. Rul. 81-35, 1981-1 CB. 255, 
and Rev. Rul. 81-36, 1981-1 CB. 255, 
address certain requirements for contri
butions to be picked up by an employer 
within the meaning of § 414(h)(2). These 
revenue rulings establish that the follow
ing criteria must be satisfied: (i) the em
ployer must specify that the contributions, 

although designated as employee eontri
bution~, are h;ing paid by the employer in 
lieu of contrihutions by the employee; and 
(ii) the employee mllst not be given the op
tion of choosing to receive the contributed 
amounts directly instead of having them 
paid by the employer to the plan. Rev. 
Rul. 81-35 and Rev. Rul. 81-36 apply 
even if the employer picks up the contribu
tions through either a reduction in salary 
or an offset against future salary increases. 

Rev. Rul. 87-10, 1987-1 CB. 136, 
addresses when contributions designated 
as employee contributions (designated em
ployee contributions) under § 414(h)( I) to 
a qualified plan established by a State gov
ernment (including a political subdivision 
thereof, or any agency or instrumentality 
of the foregoing) are excludable from the 
gross income of the employee. The rul
ing concludes that, to satisfy the criteria 
set forth in Rev. Rul. 81-35 and Rev. 
Rul. 81-36, the governmental action nec
essary to effectuate the "pick-up" must be 
completed before the period to which such 
contributions relate. Thus, designated em
ployee contributions to a qualified plan es
tablished by a State government are ex
cluded from gross income as "pick-up" 
contributions that are treated as employer 
contributions only to the extent the contri
butions relate to compensation for services 
rendered after the date of the last govern
mental action necessary to effectuate the 
"pick-up." 

Based on the foregoing, a contribution 
to a qualified plan established by a State 
government will not be treated as picked 
up by the employing unit under * 414(h)(2) 
unless the employing unit: 

(I) Specifies that the contributions, al
though designated as employee contribu
tions, arc being paid by the employer. For 
this purpose, the employing unit must take 
formal action to provide that the contribu
tions on behalf of a specific class of em
ployees of the employing unit, although 
designated as employee contributions, will 
be paid by the employing unit in lieu of 
employee contributions. A person duly au
thorized to take such action with respect to 
the employing unit must take such action. 
The action must apply only prospectively 
and be evidenced by a contemporaneous 
written document (ex, minutes of a meet
ing, a resolution, or an ordinance). 

(2) Does not permit a participating 
employee from and after the date of the 



"pick-up" to have a cash or deferred 
election right (within the meaning of 
§ 1.401(k)-I(a)(3» with respect to des
ignated cmployee contributions. Thus, 
for example, participating employees 
must not be permitted to opt out of the 
"pick-up", or to receive the contributed 
amounts directly instead of having them 
paid by the employing unit to the plan. 

Employer M has taken formal action 
which was memorialized in a contempo
raneous writing that provides that it will 
"pick up" all prospective contributions for 
the Employer M employees who are re
quired to contribute to Plan A. Further, em
ployees are required to participate in Plan 
A. do not have the option of choosing to re
ceive the contributed amounts directly, and 
may not make a cash or deferred election 
with respect to such amounts. Employer M 
has met the requirements to have the des
ignated employee contributions under Plan 
A picked up and treated as employer con
tributions pursuant to § 414(h)(2). Thus, 
contributions made to Plan A are not in
cludible in a participant's gross income un
til distributed under § 402. 

This revenue ruling applies only 
for federal income tax purposes. See 
§§ 3121(a)(5)(A) and 3121(v)(1)(B) of 
the Federal Insurance Contributions Act 
(FICA) for the treatment of amounts 
treated as an employer contributions under 
§ 4l4(h)(2). 

HOLDING 

Because an authorized person has taken 
formal action in writing prospectively to 
have the employing unit pay previously 
designated employee contributions to a 
§ 401(a) qualified plan, appropriate ac
tions have been taken for the contributions 
to be picked up by the employing unit and 
treated as employer contributions pursuant 
to § 414(h)(2). 

TRANSITION RELIEF FOR 
PRE· EXISTING "PICK·UPS" 

Under the authority of § 7805(b )(8), the 
Service will not treat any plan that on or 

before August 28, 2006. includes desig
nated employee contributions that were in
tended to be picked up as employer con
tributions pursuant to § 414(h)(2) as fail
ing to meet the requirements of such sec
tion prior to January 1.2009, solely on ac
count of the failure to satisfy the require
ment that the "pick-up" be pursuant to a 
formal action, by a person duly authorized 
to take such action with respect to the em
ploying unit, that is evidenced by contem
poraneous writing, but only if the follow
ing conditions are satisfied: (I) the em
ploying unit has taken contemporaneous 
action evidencing an intent to establish a 
"pick-up" (e.R .. provided information to 
employees relating to the establishment of 
the "pick-up") and has operated the plan 
accordingly; and (2) the employing unit 
takes formal action in writing prior to Jan
uary I. 2009, with respcct to future contri
butions to meet the requirements set f0l1h 
above in paragraph (I) of Law and Analy

sis in this revenue ruling. 
The relief provided above for 

"pick-ups" implemented prior to Au
gust 28, 2006, applies only if the actions 
taken otherwise complied with Rev. Rul. 
81-35, Rev. Rul. 81-36, and Rev. Rul. 
87-10, and only if the employing unit has 
not reported the contributions as wages 
subject to federal income tax withholding 
from and after the date of implementation 
of the intended "pick-up". 

In addition, under the authority of 
§ 7805(b)(8). this revenue ruling does not 
modify or revoke any private letter ruling 
issued to any taxpayer prior to August 28, 
2006. See § 601.201(1)(4). 

EFFECT ON OTHER GUIDANCE 

Rev. Rul. 81-35, Rev. Rul. 81-36, 
and Rev. Rul. 87-10 are amplified and 
modified. 

DRAFTING INFORMATION 

The principal drafter of this revenue rul
ing is Kathleen Herrmann of the Employee 
Plans. Tax Exempt and Government Enti
ties Division. For further information re-

garding this revenue ruling. please contact 
the Employee Plans' taxpayer assistance 
telephone service at 1-877-829-5500 (a 
toll-frce number) between the hours of 
8:30 a.m. and 4:30 p.m. Eastern Time. 
Monday through Friday. Ms. Herrmann 
may be reached at (202) 283-9888 (not a 
toll-free number). 

Section 472.-Last-in, 
First-out Inventories 
215 CFR 1...f72-1: IAls[·in./ir.If.il!il il1l'l'llIori('.l. 

LIFO; price indexes; department 
stores. The June 2006 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first-out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, June 30, 2006. 

Rev. Rul. 2006-41 

The following Department Store In
ventory Price Indexes for June 2006 were 
issued by the Bureau of Labor Statistics. 
The indexes are accepted by the Inter
nal Rcvcnue Service, under § 1.472-1 (k) 
of the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739. for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in. first-out inventory 
methods for tax years ended on, or with 
reference to, June 30. 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
~tore total, which covers all departmenb. 
including some not listed separately, ex
cept for the following: candy, food. liquor. 
tobacco, and contract departments. 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
[NVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

1. 
') 

3. 
4. 
5. 
fl. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
IS. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Groups 

Piece Goods ............................................ . 
Domestics and Draperies ................................. . 
Women's and Children's Shoes ........................... . 
Men's Shoes ............................................ . 
Infants' Wear ........................................... . 
Women's Underwear ..................................... . 
Women's Hosiery ....................................... . 
Women's and Girls' Accessories .......................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing ......................................... . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry ................................................. . 
Notions ................................................ . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding ................................... . 
floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ............... , ..................... . 
Recreation and Education2 ................................ . 

~ 

Home Improvements- .................................... . 
Automotive Accessories2 ................................. . 

Groups 1-15: Soft Goods ...................................... . 
Groups \6-20: Durable Goods .................................. . 
Groups 21-23: Mise. Goods2 ................................... . 

Store Total 3 
............................................. . 

June 2005 

504.8 
5[9.1 
650.4 
878.2 
559.9 
541.4 
340.0 
588.9 
347.5 
536.9 
562.8 
413.6 
872.3 
810.4 
997.0 
598.7 
604.6 
711.9 
204.3 

39.0 
78.5 

137.8 
114.6 

552.0 
379.8 
93.4 

490.8 

Percent Change 
from June 2005 

June 2006 to June 2006 1 

456.6 -9.5 
490.1 -5.6 
686.5 5.6 
892.0 1.6 
556.3 -0.6 
549.9 1.6 
349.4 2.8 
564.4 -4.2 
354.4 2.0 
523.2 -2.6 
560.2 -0.5 
388.3 -6.1 
885.9 1.6 
815.1 0.6 
996.4 -0.1 
604.1 0.9 
610.4 1.0 
695.7 -2.3 
203.1 -0.6 

36.1 -7.4 
76.8 -2.2 

139.3 1.1 
120.1 4.8 

552.2 0.0 
372.9 -1.8 
93.6 0.2 

489.4 -0.3 

1 Absence of a minus sign before the percentage change in this column signifies a price increase. , 
-Indexes on a January 1986 = 100 base. 

'The store total index covers all departments. including some not listed separately. except for the following: candy, food, liquor, 
tobacco, and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of As~ociate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling. contact 
Mr. Burkom at (202) 622-7924 (not a 
toll-free caill. 
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Section 860G.-Other 
Definitions and Special 
Rules 
26 CFR I.860G-3: Treallnellt o//oreigll persollS. 

T.D.9272 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

REMIC Residual 
Interests-Accounting for 
REMIC Net Income (Including 

Any Excess Inclusions) 
(Foreign Holders) 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains tem
porary regulations relating to income that 
is associated with a residual interest in a 
Real Estate Mortgage Investment Conduit 
(REMIC) and that is allocated through 
certain entities to foreign persons who 
have invested in those entities. The regu
lations accelerate the time when income is 



recognized for withholding tax purposes 
to conform to the timing of income recog
nition for general income tax purposes. 
The foreign persons covered by these 
regulations include partners in domestic 
partnerships, shareholders of real estate 
investment trusts, shareholders of regu
lated investment companies. participants 
in common trust funds, and patrons of sub
chapter T cooperatives. These regulations 
are necessary to prevent inappropriate 
avoidance of current income tax liability 
by foreign persons to whom income from 
REMIC residual interests is allocated. 
The regulations clarify the timing of in
come under section 860G for purposes 
of determining a domestic partnership's 
responsibility under sections 1441 and 
1442 for withholding tax with respect to 
a foreign partner's share of REMIC net 
income as a result of indirectly holding 
a residual interest. The regulations also 
provide that an excess inclusion is treated 
as income from sources within the United 
States. The text of the temporary regula
tions also serves as the text of the proposed 
regulations (REG-I 59929-02 ) set forth in 
the notice of proposed rulcmaking on this 
subject in this issue of the Bulletin. 

DATES: Effective Date: These regulations 
are effective August I, 2006. 

Applicability Dates: For dates of 
applicability, see §§ 1.860A-1 T(b )(5), 
1.863-1T(f) and I. 1441-2T(f). 

FOR FURTHER INFORMATION 
CONTACT: Dale Collinson, (202) 
622-3900 (not a toll-free number). 

Background and Explanation of 
Provisions 

This document contains amendments 
to 26 CFR part I under sections 860A, 
860G(b), 863, 1441, and 1442 of the 
Internal Revenue Code (Code). Under 
section 860C( a)( 1), in general, a holder 
of a REMIC residual interest must take 
into account the holder's daily portion 
of the taxable income or net loss of the 
REMIC for each day of the taxable year 
on which the holder held the interest. 
Thus, a residual interest holder generally 
is taxable currently on the taxable income 
or net loss of the REMIC without regard 
to whether or when the REMIC makes 
distributions. Section 860G(b) provides 
an exception to this general rule in section 

860C for the timing of income attributable 
to the ownership of a REMIC residual in
terest. Under this exception, for purposes 
of sections 871(a), 881. 1441. and 1442, 
if amounts are includible in the income 
of a holder of a REMIC residual intere~t 
that is a nonresident alien individual or a 
foreign corporation, the amounts are taken 
into account only when paid or distributed 
to the foreign holder. or when the interest 
is disposed of. 

In its earlier years, a REMIC may ac
crue and recognize more taxable interest 
income from the mortgages that it holds 
than it accrues and deducts as interest on 
the regular interests that it has issued. This 
produces nel income for the REMIC and 
thus for the holder of the REMIC s resid
ual interest. Many REMICs are structured 
so that the REMIC uses all, or substan
tially all, of its cash flow to pay expenses 
and to pay principal and interest on regu
lar interests (effectively using a portion of 
intere~t receipts to pay principal or other 
nondeductible items). Such a REMIC will 
make little or no distributions to the hold
ers of the residual interest in the REMIC, 
and each holder will incur tax liabilities 
with respect to its share of the REMICs 
net income in an amount that exceeds the 
holder's economic return. 

In addition, all or substantially all of 
the income attributable to holding the 
residual interest will be subject to special 
rules relating to excess inclusions. To en
sure that the income will be taxable in all 
events, these rules, among other things, 
prevent the use of net operating losses to 
offset the excess inclusions, see section 
860E, and preclude any exemption from. 
or reduction in, applicable withholding 
taxes. see section 860G(b )(2). Residual 
interests that entitle the holder to little or 
no distributions are commonly referred 
to as noneconomic REMIC residual inter
ests, and persons acquiring those interests 
receive an inducement fee for becoming 
the holder and undertaking the associated 
tax payment responsibilities. Taxable in
come that must be recognized in excess 
of the economic income for a period is 
often called phantom income. In the case 
of a REMIC, the early phantom income is 
generally offset by matching deductions 
(generally called phantom losses) in later 
periods. 

Consistent with the Congressional pur
pose of ensuring that excess inclusions of 

REMICs be subject to tax, §1.860E-I(c) 
of the Income Tax Regulations provide~ 
for disregarding transfers of noneconomic 
REMIC residual interests if a significant 
purpose of the transfer is avoiding assess
ment or collection of tax. In addition, 
~ I. 860G-3( a)( I) provides, "A transfer of 
a residual interest that has tax avoidance 
potential is disregarded for all Federal in
come tax purposes if the transferee is a for
eign person." Section 1.860G-3(a)(2) pro
vides, "A residual interest has tax avoid
ance potential. . . unless, at the time of 
the transfer, the transferor reasonably ex
pects that, for each excess inclusion, the 
REMIC will distribute to the transferee 
residual interest holder an amount that will 
equal at least 30 percent of the excess in
clusion, and that each such amount will 
be distributed at or after the time at which 
the excess inclusion accrues and not later 
than the close of the calendar year follow
ing the calendar year of accrual." Accord
ingly, foreign persons are generally pre
cluded from becoming the direct holders of 
noneconomic residual interest-;. 

"Where necessary or appropriate to 
prevent the avoidance of tax imposed by 
[chapter I of the Code ]," section 860G(b) 
authorizes the adoption of regulations 
requiring REMIC net income inclusions 
of foreign holders of REMIC residual 
interests to be taken into account for pur
poses of sections 871 (a), 881, 1441, and 
1442 earlier than is provided in section 
860G(b)( I). The legislative history of the 
Tax Reform Act of 1986 indicates that 
Congress intended that this regulatory 
authority may be exercised with respect 
to noneconomic residual interests. See 2 
H.R. Rep. No. 841, 99th Cong., 2d Sess. 
11-236 (1986) (referring to residual inter
ests that do "not have significant value"). 

The IRS and Treasury Department have 
become aware that noneconomic REMIC 
residual interests are being transferred to 
domestic partnerships that subsequently 
allocate the phantom income to foreign 
persons. If a partnership has no foreign 
partners at the time the partner~hip ac
quires a noneconomic REMIC residual 
interest. the person transferring the resid
ual interest to the partnership may take 
the position that neither ~ 1.860E-\ (c) nor 
§ 1.860G-3 is applicable. In turn, the part
nership may take the position, by applying 
the aggregate approach to the relation be
tween a partnership and its partners. that 
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foreign per~om who later hecome partners 
hold the RE~IIC re~iLlual interest that had 
pre\iou,ly heen aU.juireLi hy the partner
,hip. Ba,eLl on the conclu~ion that the 
foreign partners are holLiers of the residual 
interest. the pClrtnership may take the fur
ther position that. under sel'lion S60G(h). 
a \\ ithholding tax ohligation on the part
nership', allocation to the foreign partner 
of incomc from the residual interest arises 
no S()(lner than the time when distribu
tiOlh on the re~idual interest are made hy 
the RE~11C (distributions that will almost 
ne\ er (ll'cur with a noneconomic residual) 
or when the interest is disposed of. Under 
tIm \ie\\, the foreign holder's tax Iiahility 
\\ ith respect to net income of the REMIC 
I including excess inclusions) would be 
deferred until disposition of the holder's 
IIltere,t in the REMIC residual interest. in
l'luding a disposition through termination 
llfthe REMIC, a dispmition of the REMIC 
residual interest by the partnership, or a 
disposition of the partnership interest by 
the foreign partner. 

The IRS and Treasury Department 
have concluded thaI, in order to achieve 
et'fective assessment and collection of 
u.s. tax on REMIC net income, including 
excess inclusion income, in furtherance 
of the congressional purpose referenced 
abme and section S60E(a)( I), (b), and 
(c) and section H60G(b) of the Code, the 
time when foreign partners are reyuired 
to account for REMIC net income should 
be accelerated. That is, for purposes of 
sections S71(a), HHI, 1441, and 1442, the 
temporary regulations eliminate the defcr
ral (relative to section S60C) that section 
S60G( b)( I ) might otherwise prescribe. To 
pre\ ent the adoption of similar schemes 
using real estate inve,tment trusts, reg
ulated investment companies, common 
trust fund" or subchapter T cooperative 
organilClIions, foreign persons to whom 
e\cess inclusion income is allocated by 
an) of these other entities must account for 
RE~IIC exce~s inclusions on a similarly 
acl'(: !crated basis. 

Se\ eral pro\ isions of regulations under 
sel'tiuns 14-11 and 1442 are releyant tll the 
t~l \atillil of RE~IIC net income inclusions 
I and particular!) net income inclusions 
\\ lill re'pl'l't to noneconomic REMIC 
rl"ldu~tI interest,) that arc allocated to 
lureit'll pl'rSlllls. Linder *1.1441-2ieJ. 
till' pLIrposes llf sel'lion 1-141 and 1442, 
J pet\ lllel1l t'enerall) is considered made 
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to a person if that person realizes in
come, whether or not the income results 
from an actual transfer of cash or other 
property. Under * 1.I441-2( d)(l), how
eWL If a withholding agent is not related 
to the recipient or beneficial owner, the 
withholding agent has an obligation to 
withhold only to the extent that, at any 
time hetween the date that the obligation 
to withhold would arise but for the pro
\'isions of * 1.I441-2(d) and the due date 
for the filing of a return on Form 1042, 
"Annllal V/ithholding Tax Refilm fii!' u.s. 
SOllrce incol11(, (!l Foreign Persons." (in
cluding extensions) for the year in which 
the payment occurs, the withholding agent 
has control over, or custody of money or 
property owned by the recipient or ben
eficial owner from which to withhold an 
amount and has knowledge of the facts 
that give rise to the payment. For this pur
pose, a withholding agent is related to the 
recipient or beneficial owner if it is related 
within the meaning of section 482, Sec
tion Ll441-2(d)( I) further provides that 
the foregoing exception does not apply 
"to distributions with respect to stock or 
if the lack of control or custody of money 
or property owned by the recipient or ben
eficial owner from which to withhold is 
part of a prearranged plan known to the 
withholding agent to avoid withholding 
under sections 1441, 1442, or 1443." 

Under * 1.1441-S(b)(2), a U,S, part
nership is reyuired to withhold under 
*1.1441-1 as a withholding agent on an 
amount subject to withholding (as de
fined in *1.1441-2Ia)) that is includible 
in the gross income of a partner that is 
a foreign person, Except as provided in 
* 1.1441-5(b)(2)(v) (which prevents a sec
ond withholding obligation from arising 
with respect to the actual distribution of 
income previously withheld upon as a dis
tribution from a U.S. partnership or trust), 
a u.s. partnership is required to withhold 
when making any distributions that in
clude amounts subject to withholding. To 
the extent a foreign partner's distributive 
share of income subject to withholding 
has not actually been distributed to the 
foreign partner, the U.S, partnership must 
withhold on thc foreign partner's distribu
tive share of the income on the earlier of 
the date that the statement on Form 1065, 
"US. Retllm oj' Purtnership income," 
i, mailed (or otherwise provided) to the 

partner or the due date for furnishing that 
statement. 

Pursuant to the authority granted under 
section H60G( b), for purposes of sections 
S7l( a), HS I, 1441, and 1442, these tem
porary regulations generally require a for
eign partner in a partnership holding one or 
more REMIC residual interests to take into 
account REMIC net income inclusions at 
the end of its taxable year (or on the last 
date of the taxable year of a partnership 
that allocates REMIC net income to the 
foreign partner). The temporary regula
tions require a foreign shareholder in a real 
estate investment trust or regulated invest
ment company, a foreign participant in a 
common trust fund, or a foreign patron of 
a subchapter T cooperative organization to 
take into account excess inclusion income 
at the same time as other income from the 
entity. 

The temporary regulations also pro
vide that an excess inclusion is treated as 
income from sources within the United 
States. The Treasury Department and the 
IRS believe this treatment is appropriate 
because the inclusions are largely phantom 
income arising from the special provisions 
of the Code relating to REMICs and thus 
are unlikely to have tax significance out
side the United States. The temporary 
regulations provide that, to the extent ex
cess inclusions are taken into account with 
respect to a residual interest. net losses 
with respect to the residual interest are 
allocated and apportioned to the class and 
grouping(s) of gross income to which the 
excess inclusions were assigned. 

The temporary regulations also provide 
that the exemption available under cer
tain circumstances to certain withholding 
agents that do not have custody or control 
of money or property from which to satisfy 
a withholding obligation is not available in 
any case with respect to an excess inclu
sion subject to these rules. No inference 
is intended as to whether, for purposes of 
this exemption, any right, obligation, con
tract, or arrangement other than a REMIC 
residual interest constitutes property of a 
sort from which a withholding obligation 
may be satisfied. 

Effective Date 

The regulations regarding the timing 
of REMIC income inclusions apply to 
REMIC net income of a foreign person 



with respect to REMIC residual interests 
with respect to which the first REMIC net 
income allocation to the foreign person 
under section 860C occurs on or after Au
gust 1, 2006. The regulations regarding 
the source of excess inclusions are appli
cable for taxable years ending after August 
1,2006. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. These regulations are 
necessary to provide taxpayers with im
mediate guidance to discourage the overly 
aggressive interpretations being employed 
for the inappropriate avoidance of current 
income tax assessment or collection by 
foreign persons who are allocated income 
from REMIC residual interests. Accord
ingly, good cause is found for dispens
ing with notice and public comment pur
suant to 5 U .S.c. 553(b)(B), and with a de
layed effective date pursuant to 5 U.s.c. 
553(d). For the applicability of the Reg
ulatory Flexibility Act (5 U.S.c. chapter 
6) refer to the special analysis section of 
the preamble to the cross-referenced notice 
of proposed rulemaking published in this 
issue of the Bulletin. Pursuant to section 
7805(f) of Code, these temporary regula
tions will be submitted to the Chief Coun
sel for Advocacy of the Small Business 
Administration for comment on its impact 
on small busine~s. 

Drafting Information 

The principal author of these regula
tions is Dale Collinson, Office of the As
sociate Chief Counsel (Financial Institu
tions and Products). However, other per
sonnel from the IRS and Treasury Depart
ment participated in their development. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding entries in nu
merical order to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.860A-I also issued under 

26 U.S.c. 860G(b) and 860G(e). 
Section 1.860A-1 T also issued under 

26 U.S.c. 860G(b) and 860G(e). * * * 
Section 1.860G-3T also issued under 

26 U.S.c. 860G(b) and 860G(e). * * * 
Par. 2. Section 1.860A-0 is amended 

as follows: 
1. Section 1.860A-I, paragraph (b )(5) 

is added. 
2. Section 1.860A-JT is added. 
3. Section 1.860G-3, paragraph (b) is 

revised. 
4. Section 1.860G-3T is added. 
The additions and revisions read as fol

lows: 

§1.860A-O Outline of REMIC provisions. 

* * * * * 
§1.860A-I Effective dates and transition 

rules. 

* * * * * 
(b) * * * 
(5) [Reserved]. 

§1.860A-1T Effective dates and transition 

rules (temporary). 

(a) through (b)( 4) [Reserved]. 
(5) Accounting for REMIC net income 

of foreign persons. 

* * * * * 
§1.860G-3 Treatment offoreign persons. 

* * * * * 
(b) Accounting for REMIC net income. 

[Reserved]. 

§1.860G-3T Treatment ojjoreign persons 
(tempora ry). 

(a) [Reserved]. 
(b) Accounting for REMIC net income. 
(1) Allocation of partnership income to 

a foreign partner. 
(2) Excess inclusion income allocated 

by certain pass-through entities to a for
eign person. 

Par. 3. In § 1.860A-I paragraph (b )(5) 
is added to read as follows: 

§1.860A-l Effective dates alld transition 

rules. 

* * * * * 
(b) * .. * 
(5) [Reserved]. For further guidance, 

see §1.860A-IT(b)(5). 
Par. 4. Section 1.860A-l T is added to 

read as follows: 

§1.860A-IT Effective dates and transition 

rules (temporary). 

(a) through (b)(4) [Reserved]. For fur
ther guidance, see § 1.860A-I (a) through 
(b)(4). 

(5) Accounting for REMIC net income 
offoreign persons. Section L860G-3T(b) 
is applicable to REMIC net income (in
cluding excess inclusions) of a foreign per
son with respect to a REMIC residual in
terest if the first net income allocation un
der section 860C( a)( 1 ) to the foreign per
son with respect to that interest occurs on 
or after August I, 2006. This section will 
expire July 31, 2009. 

Par. 5. In § 1.860G-3, paragraph (b) is 
revised as follows: 

§1.860G-3 Treatment of foreign persons. 

* * * * * 
(b) Accounting for REMIC net income. 

[Reserved]. For further guidance, see 
§ 1.860G-3T(b). 

Par. 6. Section 1.860G-3T is added to 
read as follows: 

§1.860G-3T Treatment offoreign persons 
(temporary ). 

(a) [Reserved]. For further guidance, 
see §1.860G-3(a). 

(b) Accounting for REMIC net in
come-( 1) Allocation of partnership in
come to a foreign partner. A domestic 
partnership shall separately state its alloca
ble share of REMIC taxable income or net 
loss in accordance with § l.702-l(a)(8). 
If a domestic partnership allocates all 
or some portion of its allocable share of 
REMIC taxable income to a partner that 
is a foreign person, the amount allocated 
to the foreign partner shall be taken into 
account by the foreign partner for pur
poses of sections 871(a), 881. 1441, and 

1442 as if that amount were received on 
the last day of the partnership' s taxable 
year, except to the extent that some or all 
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of the amount i~ required to be taken into 
account by the foreign partner at an earlier 
time under section 860GI b) as a result of 
a distribution by the partnership to the for
eign partner or a disposition of the foreign 
partner's indirect interest in the REMIC 
residual interest. A disposition in whole 
or in part of the foreign partner's indirect 
interest in the REMIC residual interest 
may occur as a result of a termination of 
the REMIC. a disposition of the partner
ship's residual interest in the REMIC. a 
disposition of the foreign partner' s interest 
in the partnership, or any other reduction 
in the foreign partner's allocable share 
of the portion of the REMIC net income 
or deduction allocated to the partnership. 
See * 1.871-14(d)(2) for the treatment of 
interest received on a regular or residual 
interest in a REMIC. For a partnership's 
withholding obligations with respect to 
excess inclusion amounts described in this 
paragraph (b)(\). see §1.1441-2T(b)(5), 
§ 1.1441-2T(d)(4), § 1.1441-5(b)(2)(i)(A) 
and §§ 1.1446-1 through 1.1446-7. 

(2) Excess inclllsion income allocated 

hy certain pass-throllgh entities To a for

eign person. If an amount is allocated un
der section 860E(d)( I) to a foreign person 
that is a shareholder of a real estate invest
ment trust or a regulated investment com
pany, a participant in a common trust fund, 
or a patron of an organization to which 
pal1 I of subchapter T applies and if the 
amount so allocated is governed by sec
tion 860E(d)(2) (treating it "as an excess 
Inclusion with respect to a residual inter
est held by" the taxpayer). the amount shall 
be taken into account for purposes of sec
tions 871(a). 881,1441, and 1442 at the 
same time as the time prescribed for other 
income of the shareholder. participant, or 
patron from the trust, company. fund. or 
organization. 

Par. 7. Section 1.8ti3-0 table of con
tents is amended as follm'v's: 

I. The entries for § 1.863-1 (e) are re
vised. 

2. Entries for § 1.863-1 T are added. 
The reyisions and additions read as fol

lows: 

.~/.863-() Tuhfe ot"contellls. 
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.91.863-1 Allocation of gross income 
IInder sectioll 863( a). 

***;:;~* 

(e) Re~idual interest in a REMIC. 
( I ) REMIC inducement fees. 
(2) Excess inclusion income and net 

losses. 

* * * * * 

~1.863-1T Allocation of gross income 

TIllder section 863( a). 

(a) through (d) [Reserved]. 
(c) Residual interest in a REMIC. 
( I) RENnC inducement fees. 
(2) Excess inclusion income and net 

losses. 
(f) Effective date. 
Par. 8. Section 1.863-1 is amended as 

follo\\ls: 
I. The paragraph heading for paragraph 

(e) is revised. 
2. The text of paragraph (e) is redesig

nated as (e)(\). 
3. A new paragraph heading for para

graph (e)(1) is added. 
4. A new paragraph (e)(2) is added. 
5. The last sentence of paragraph (f) is 

revised and a new sentence is added to the 
end. 

The revisions and additions read as fol
lows: 

.9/.863-1 Allocation of gross income 
ullder section 863( a). 

* * * * * 
(e) Residual interest in a REMIC-(l) 

REMIC inducement fees. * * * 
(2) Excess inclusion income and net 

losses. [Reserved]. For further guidance, 
see § 1.863-IT(c)(2). 

(f) * * * Paragraph (e)(l) of this section 
is applicable for taxable years ending on or 
after May II. 2004. For further guidance, 
see §1.863-IT(f). 

Par. 9. Section 1.863-1T is added to 
read as follows: 

~1.863-1T Allocation of gross income 
under section 863(a) (temporary). 

(a) through (d) [Reserved]. For further 
guidance. see § 1.863-I(a) through (d). 

(e) Residual interest in a REMIC-(1) 
REMIC inducementfees. [Reserved]. For 
further guidance, see § 1.863-1 (e)(1). 

(2) Excess inclllsion income and net 

losses. An excess inclusion (as defined in 
section 860E( c)) shall be treated as income 
from sources within the United States. To 
the extent of excess inclusion income pre
viously taken into account with respect to 
a residual interest (reduced by net losses 
previously taken into account under this 
paragraph), a net loss (described in section 
860C(b)(2)) with respect to the residual in
terest shall be allocated to the class of gross 
income and apportioned to the statutory 
grouping(s) or residual grouping of gross 
income to which the excess inclusion in
come was assigned. 

(f) Effective date. Paragraph (e)(2) of 
this section applies for taxable years end
ing after August I, 2006. For further guid
ance, see § 1.863-1 (f). This section will 
expire July 31, 2009. 

Par. 10. Section 1.1441-0 is amended 
by adding entries for § § 1.1441-2(b )(5), 

1.1441-2( d)( 4), and 1.144l-2T to read as 
follows: 

§1.1441-0 Outline of regulation 

provisions for section 1441. 

* * * * * 

§ 1.1441-2 Amounts subject to 

lvithholding. 

* * * * * 
(b) * * * 
(5) REMIC residual interests. 

* * * * * 
(d) * * * 
(4) Withholding exemption inapplica

ble. 

* * * * * 

§ 1. 1441-2T Amounts subject to 

withholding. 

(a) through (b)( 4) [Reserved]. 
(5) REMIC residual interests. 
(c) through (d)(3) [Reserved]. 
(d)( 4) Withholding exemption inappli

cable. 
(e) [Reserved]. 
(f) Effective date. 

* * * * * 
Par. II. Section 1.1441-2 is amended 

by adding paragraphs (b)( 5) and (d)( 4), 
and a sentence to the end of paragraph (f), 
to read as follows: 



§1.1441-2 Amounts subjecr to 

withholding. 

* * * * * 
(b) * * * 
(5) REMIC residual interest. [Re-

served]. For further guidance, see 
§ 1.1441-2TCb )(5). 

* * * * * 
(d) * * * 
(4) Withholding exemption inap-

plicable. For further guidance, see 
§ 1.1441-2T(d)(4). 

* * * * * 
(f) * * * For further guidance, see 

§1.l441-2T(f). 
Par. 12. Section 1.1441-2T is added to 

read as follows: 

§1.1441-2T Amounts subject to 
withholding (temporary). 

(a) through (b)(4) [Reserved]. For fur
ther guidance, see § 1.l44l-2( a) through 
(b)( 4). 

(5) REMIC residual interests. Amounts 
subject to withholding include an excess 
inclusion described in § 1.860G-3T(b )(2) 
and the portion of an amount described in 
§ 1.860G-3T(b){ I ) that is an excess inclu
sIOn. 

(e) through (d)(3) [Reserved]. For fur
ther guidance, see §1.1441-2(c) through 
(d)(3). 

(4) Withholding exemption inapplica
ble. The exemption in § 1.144I-2(d) from 
the obligation to withhold shall not apply 
to amounts described in § 1.860G-3T(b)( I) 
(regarding certain partnership allocations 
of REMIC net income with respect to a 
REMIC residual interest). 

(e) [Reserved]. For further guidance, 
see § 1.1441-2(e). 

(f) Effective date. This section applies 
after August I, 2006. This section will 
expire July 31, 2009. 

Mark E. Matthews, 
Deputy Commissioner for 

Services and Enforcement. 

Approved July 14, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Fedeml Regi,ter on July .11. 2006. 
8:45 a.m .. and publi'hcd in the 'WlC of the F"d"rai Reg!.,ter 
for Augu,! I. 2(lOIl. 7t FR. 4'>:I(d) 

Section 6332.-Surrender 
of Property Subject to Levy 

Levy on bank account. This ruling 
explains that a superpriority lien argument 
is not a defense to a levy. If a bank has 
such an argument. it must file a wrongful 
levy suit within nine months of the levy. 
Otherwise, the statute of limitations bars 
such a suit. 

Rev. Rul. 2006-42 

ISSUE 

After receiving a levy, does either a 
bank's setoff of a taxpayer's deposit ac
count or a bank's claim of a security in
terest that has priority over the federal tax 
lien under section 6323(b)( 10) of the Inter
nal Revenue Code relieve the bank of its 
obligation to honor the levy? 

FACTS 

Situation 1. T, a construction company, 
has a busines~ deposit account with Bank 
A in Slale Z. Under the laws of State Z, 
Bank A owes a debt to T for the funds de
posited into the account. On January 5, 
2004, the Service filed a Notice of Fed
eral Tax Lien (NFTL), providing public 
notice of T's unpaid Federal tax liability 
and of the statutory lien arising under sec
tion 6321. On April I, 2004, Bank A 
loaned $50,000 to T As part of the trans
action, T gave Bank A a promissory note 
payable on demand. Prior to making the 
loan to T, Bank A did not have actual no
tice or knowledge of the existence of the 
federal tax lien. 

As security for the loan, on April I. 
2004, Bank A perfected a security interest 
in T's deposit account under the laws of 
State Z, which adopt revised Article 9 of 
the Uniform Commercial Code (U.c.c.). 
Revised Article 9 allows a hank to create 
a security interest in a deposit account as 
the original collateral for a business loan. 
U.c.c. 9-\09(a)(l) (1999). 

On June 1, 2004, after providing T 
with notice and an opportunity for hear
ing, the Service issued a notice of levy 
in the amount of $\00,000 to Bank A; 

at that time, T's deposit account in Bank 
A totaled $15.000. After recei ving the 
notice of levy. on June I. 2004, Bank A 
made demand for full payment of the loan 
($50.000) and, after not receiving pay
ment, set off all of T's account against 
T's liability for the loan. Under the laws 
of State Z, when two parties have mutual 
indebtedness, either of them may cancel or 
extinguish one debt with the other. Bank 
A did not send any funds to the Service 
in response to the notice of levy. On July 
I. 2004. Bank A contacted the Service 
and provided proof that it met all of the 
requirements for claiming a superpriority 
interest under section 6323(b)(I 0) and 
requested that the levy be released. 

Situation 2. The facts are the same 
as in Situation 1, except that Bank A did 
not prove its superpriority interest under 
section 6323( b)( 10) to the Service and, 
on May I, 2005, the government filed 
suit against Bank A pursuant to section 
6332( d) to enforce the levy. 

LAW AND ANALYSIS 

Section 6321 provides that if any person 
liable to pay any tax neglects or refuses 
to pay after demand, the amount shall be 
a lien in favor of the United States upon 
all property and rights to property, whether 
real or personal, belonging to such person. 

Section 6323( a) provides that the lien 
imposed by section 6321 generally shall 
not be valid against any purchaser, holder 
of a security interest, mechanic's lienor, 
or judgment lien creditor until the Service 
files its NFTL. Section 6323(b) affords 
protection for certain interests even if a 
NFTL has been filed. Section 6323(b)(1 0) 
provides that the federal tax lien shall not 
be valid with respect to a savings deposit, 
share. or other account, with an institution 
described in section 581 or 591 of the In
ternal Revenue Code, to the extent of any 
loan made by such institution without ac
tual notice or knowledge of the existence 
of such lien, as against such institution, if 
such loan is secured by such account. Sec
tions 581 and 591 describe the rollowing 
institutions: banks. trust companies, mu
tual savings banks. cooperative banks, do
mestic building and loan associations, and 
similar saving and loans associations. 

Subject to the notice and opportunity 
for hearing provisions of section 6330. sec
tion 6331( a) provides that if any person 
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liable to pay any tax neglect~ or refuses 
to pay within I 0 day~ aftcr notice and 
demand, the Service may levy upon all 
property and rights to property belong
ing to such peNll1 or on which there is 
a federal tax lien. The le\)' doe~ not de
termine whether the government's claim 
i~ superior to the claims of other parties. 
Rather, le\} authority IS designed to en
able the government "promptly to secure 
ih revenues" while competing claims are 
resolved. United States \'. National Bank 
otCommcrce,'+72 U.S. 713, 721 (1985). 

Section 6332(a) provides that any 
levied-upon person in possession of, or 
obligated with respect to, the taxpayer's 
propel1y or rights to property must sur
render such property or rights to property, 
or discharge such obligation, except such 
part of the property or rights to property 
subject to an attachment or execution un
der any judicial process. 

Section 6332(d) provides that any per
son who fails or refuses to surrender prop
erty or rights to property subject to levy 
upon demand shall be liable to the United 
States in a sum equal to the value of prop
erty or rights not surrendered and, absent 
reasonable cause, provides for a penalty 
equal to 50 percent of that sum. 

Section 7426(a)( I) provides that any 
person (other than the person against 
whom is assessed the tax out of which 
such levy arose) who claims an interest in 
or lien on the levied upon property may 
file a wrongful levy suit against the gov
ernment. An administrative request for 
return of property under section 63'+3(b) is 
not a prerequisite to filing suit for wrong
ful Icvy under section 7426. 

Section 6532(c)( I) states the general 
rule that no wrongful levy suit shall be be
gun after the expiration of 9 months from 
the date of the levy. Section 6532(c)(2) 
sets forth a limited exception to this gen
eral rule and provides that if an admin
istrative request is made for the return 
of property described in section 6343(b), 
the 9-month period prescribed in section 
6532(c)(l) shall be extended for a period 
of 12 months from the date of filing of 
such request or for a period of 6 months 
from the date of mailing by registered 
or certified mail by the Secretary to the 
person making such request of a notice 
of disallowance of the pal1 of the request 
to which the action relates, whichever is 
shorter. 
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There are only two defenses to an action 
brought by the United States to enforce a 
levy pursuant to section 6332(d). The first 
is that the levied-upon party is neither in 
possession of nor obligated with respect to 
the taxpayer's property or rights to prop
erty. The second is that the taxpayer's 
propel1y is subject to a prior judicial at
tachment or execution. National BUllk of 
COlllmerce,'+72 U,S. at 721-22. Lien pri
ority is not one of the two defenses to a 
levy recognized by National Balik of Com
lIIerce. E.g., Virgin Islands Bureau of In
ternal R('l'enlle l'. Chase Manhattan Bank, 
312 F3d 131, 139 (3rd Cir. 2002); United 
States l'. Citi~ells and SOllthern National 
Bank, 538 F2d 110 \, 1106 (5th Cir. 1976); 
United States \'. Sterling National Bank 
& Trust Co., 494 F2d 919, 921 (2d Cir. 
1974); United States v. AmSouth Bank, 
947 F Supp. 459,461 (M.D. FI. 1996). 

After receiving a levy, a bank's setoff 
of a taxpayer's account does not excuse 
the bank from honoring the levy; a bank's 
liability for honoring a levy is determined 
as of the time that it receives the notice of 
levy. E.g .. State Bank of Fraser v. United 
States, 861 F2d 954,961 (6th Cir. 1988). 

Situation I. Bank A's setoff does not 
relieve the bank of its obligation to honor 
the levy. When the IRS served the levy 
on June I, 2004, Bank A owed a debt 
of $15,000 to T, which the notice of levy 
seized. State Bank of Fraser, 861 F2d at 
961. At that point in time, Bank A was li
able to the IRS for the amount of the debt. 
IRC § 6332(d)( I). The subsequent setoff 
does not eliminate Bank A's liability to the 
Service. Additionally, Bank A's priority 
interest under section 6323(b)( 10) does not 
relieve the bank of its obligation to honor 
the levy. 

Bank A, however, prudently contacted 
the Service in a timely manner to resolve 
its dispute informally. In this situation, 
Bank A was able to prove its section 
6323(b)( I 0) priority claim to the Service. 
In the exercise of its administrative discre
tion, the Service may release a levy when a 
bank proves its superpriority interest under 
section 6323(b)(1 0). Since it would serve 
no purpose to require Bank A to surrender 
T's funds to the Service when Bank A and 
the Service agree that Bank A has a pri
ority interest under section 6323(b)(1 0), 
the Service will generally release the levy. 
If Bank A had not contacted the Service 
informally, it could have timely filed a 

wrongful levy suit in federal district court 
pursuant to section 7426(a)( I). 

Situation 2. Bank A has no defense to 
the notice of levy for the reasons discussed 
in Situation I. Here, Bank A did not con
tact the Service to pursue informal reso
lution of its section 6323(b)(1 0) priority 
claim, nor did Bank A timely file a wrong
fullevy suit pursuant to section 7426(a)( I) 
to challenge the levy. Bank A's failure to 
act in a timely manner has left it in a po
sition where it cannot assert its superpri
ority claim, as a court does not have juris
diction to hear an untimely wrongful levy 
suit. E.g., LaBonte v. United States, 233 
F3d 1049,1051 (7th Cir. 2000). 

HOLDING 

A bank's setoff of a taxpayer's deposit 
account after receiving a levy or a bank's 
claim of a priority security interest under 
section 6323(b)(lO) of the Internal Rev
enue Code does not relieve the bank of 
its obligation to honor the levy. In Situ
ation J, however, the Service exercised it 
administrative discretion and released the 
levy after Bank A timely established that 
it had a superpriority interest under section 
6323(b)(10). In contrast, in Situation 2, 
Bank A failed to take any action to protect 
its security interest, and it is barred from 
asserting superpriority as a defense against 
the government's suit to enforce the levy, 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Walter Ryan of the Office of 
Associate Chief Counsel (Procedure & 
Administration). For further informa
tion regarding this revenue ruling, contact 
Walter Ryan at (202) 622-3610 (not a 
toll-free calI). 

Section 7805.-Rules 
and Regulations 
26 CFR 301.7805-1: Rules and regulalions. 

Whether prospective relief wlll be given to a cer· 
tain government pick-up plans within the meaning 
of section 414(h)(2) of the Code. See Rev. Rul. 

2006-43, page 329. 



Part III. Administrative, Procedural, and Miscellaneous 
Revision of Forms 8898 and 
8840 

Notice 2006-73 

PURPOSE 

This notice effects interim revisions to 
Fonns 8898 and 8840. Taxpayers required 
to file these forms should disregard cer
tain line items. The Treasury Department 
(Treasury) and Internal Revenue Service 
(IRS) plan to revise Forms 8898 and 8840 
and the corresponding instructions in ac
COl'dance with this notice. Until revised 
forms are issued, taxpayers may rely on 
this notice when completing these forms. 

BACKGROUND 

Section 937(a) requires that, except as 
provided in regulations, to be a bona fide 
resident of American Samoa, Guam, the 
Northern Mariana Islands, Puerto Rico, or 
the United States Virgin Islands, an in
dividual must be present in the relevant 
U.S. possession for at least 183 days dur
ing the taxable year, must not have a tax 
home outside the possession during the 
taxable year, and must not have a closer 
connection to the United States or a for
eign country than to the possession. The 
principles of section 770 I (b)(3 )(B)(ii) and 
Treas. Reg. § 301.7701(b)-2(d) apply to 
determine whether an individual has such a 
closer connection. See § 937(a)(2); Treas. 
Reg. § 1.937-1 (e)(l lei). 

Section 937(c) generally requires indi
viduals who take the position for U.S. in
come tax reporting purposes that they be
came, or ceased to be, a bona fide resident 
of one of the specified possessions to file 
notice of such position. On April 18, 2006, 
the IRS released Form 8898, Statementfor 

Individuals Who Begin or End Bona Fide 
Residence in a U.S. Possession, on which 
the notice required by § 937(c) is to be 
made. Taxpayers who changed their res
idence to or from a U.S. possession dur
ing any of the tax years 2001, 2002, 2003, 
2004, or 2005 generally must file Form 
8898 by October 16,2006, for any such tax 
year. See Notice 2006-57, 2006-27I.R.B. 
13. 

Section 770 I (b) generally provides 
that an alien is treated as a resident of 

the United States for U.S income tax 
purposes if the individual (I) has entered 
the United States as a lawful permanent 
resident and is such a resident at any time 
during the calendar year; (2) is present in 
the United States for a substantial period 
of time (the "substantial presence test"); 
or (3) makes an election to be treated as 
a resident of the United States. An ex
ception to the substantial presence test 
under section 770 I (b )(3 )(B) provides that 
an alien may still be treated as a nonres
ident alien if the individual (I) is present 
in the United States for fewer than 183 
days during the current year; (2) has a 
tax home in a foreign country during the 
year; and (3) has a closer connection to 
that country than to the United States. 
Treas. Reg. § 30 1.7701 (b)-2(d) provides 
a facts-and-circumstances test to deter
mine whether an individual has such a 
closer connection. This facts-and-circum
stances test provides a non-exclusive list 
of factors to be taken into consideration 
when making this determination. See 
Treas. Reg. § 301.7701(b)-2(d)(l)(i) 
through (x). 

An alien individual who otherwise 
meets the substantial presence test must 
file a statement for each tax year for which 
the alien claims a closer connection to 
a foreign country to explain the basis of 
the individual's claim. See Treas. Reg. 
§ 301.7701 (b)-8(a)(l ). For this purpose, 
the Commissioner has prescribed the use 
of Form 8840, Closer Connection Excep-
lion Statement for Aliens. 

REVISION OF FORMS 

Part III of Form 8898 elicits informa
tion relevant to determining whether an 
individual has closer connections to the 
United States or a foreign country than to 
the relevant possession for purposes of the 
closer connection test of § 937(a). Part 
IV of Form 8840 elicits substantially the 
same information for determining whether 
an individual has a closer connection 
to a foreign country for purposes of the 
closer connection test of § 770I(bj. Much 
of the information elicited reflects the 
facts and circumstances specifically set 
forth in the regulations. See Treas. Reg. 
§§ 1.937-1 (e)(l)(i); 301.7701(b)-2(d). 

Since the release of Form 8898, Trea
sury and the IRS have received comments 
concerning the reporting burden with re
spect to some of the information that indi
viduals are required to provide on the form. 
In light of these comments, Treasury and 
the IRS intend to revise Forms 8898 and 
8840, and the corresponding instructions, 
to modify the information required on lines 
17 and 29 of Form 8898 and lines 20 and 
31 of Form 8840. Until such time, tax
payers required to file Form 8898 or Form 
8840 should disregard those line items. 

Because the closer connection tests of 
§§ 937(a) and 7701(h) are facts-and-cir
cumstances tests, all of the factors de
scribed in Forms 8898 and 8840 are ma
terial in the determination of whether an 
individual is considered, respectively, a 
bona fide resident of a U.S. possession or 
a resident of the United States. Therefore, 
filers are required to retain the information 
previously elicited on lines 17 and 29 of 
Form 8898 or on lines 20 and 31 of Form 
8840 in their books and records along with 
any other relevant information so that the 
information may be readily available for 
inspection in the event of an examination. 
See Treas. Reg. § 1.600 I-I. 

DRAFTING INFORMATION 

The principal author of this notice is 
J. David Varley of the Office of Associate 
Chief Counsel (International). For further 
information regarding this notice, contact 
Mr. Varley at (202) 435-5262 (not a toll
free call). 

Weighted Average Interest 
Rate Update 

Notice 2006-74 

Sections 412(b)(5)(B) and 412(1)(7) 
(C)(i) of the Internal Revenue Code gen
erally provide that the interest rates used 
to calculate currenl liability for purposes 
of determining the full funding limitation 
under § 412(c)(7) and the required con
tribution under § 412(1) must be within 
a permissible range around the weighted 
average of the rates of interest on 3D-year 
Treasury securities during the four-year 
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period ending on the last day before the 
beginning of the plan year. 

Notice 88-73. 1988-2 C.B. 383. pro
vides guidelines for determining the 
weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate CUITent liability for 
the purpose of the full funding limitation 
of ~ '+12(c)(7) of the Code. 

Section '+17(e)(3)(A)(ii)(II) defines 
the applicable interest rate. which must 
be used for purposes of determining the 

For Plan Years 
Beginning in: 

Month Year 

August 2006 

Drafting Information 

The principal authors of this notice 
are Paul Stern and Tony Montanaro of 
the Employee Plans. Tax Exempt and 
Government Entities Division. For fur-
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minimum present value of a participant's 
benefit under ~ 417(e)(l) and (2). as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section IAI7(el-l(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 

30-Year 

other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Trea
sury securities for July 2006 is 5.13 per
cent. The Sen'ice has determined this rate 
as the monthly a\'erage of the daily deter
mination of yield on the 30-year Treasury 
bond maturing in February 2036. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below. 

Treasury 90O/C to 105% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

4.84 4.35 to 5.08 4.35 to 5.32 

ther information regarding this notice, 
please contact the Employee Plans' tax
payer assistance telephone service at 
1-877-829-5500 (a toll-free number), 
between the hours of 8:30 a.m. and 
4:30 p.m. Eastern time. Monday through 

Friday. Mr. Stern may be reached at 
202-283-9703. Mr. Montanaro may be 
reached at 202-283-9714. The telephone 
numbers in the preceding sentences are 
not toll-free. 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

REMIC Residual Interests -
Accounting for REMIC Net 
Income (Including Any Excess 
Inclusions (Foreign Holders) 

REG-lS9929-02 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations, 
(T.D. 9272) relating to the income that 
is associated with a residual interest in a 
Real Estate Mortgage Investment Conduit 
(REMIC) and that is allocated through cer
tain entities to foreign persons who have 
invested in those entities. The regulations 
accelerate the time when income is recog
nized for withholding tax purposes to con
form to the timing of income recognition 
for general tax purposes. The foreign per
sons covered by these regulations include 
partners in domestic partnerships, share
holders of real estate investment trusts, 
shareholders of regulated investment com
panies, participants in common trust funds, 
and patrons of subchapter T cooperatives. 
These regulations are necessary to prevent 
inappropriate avoidance of current income 
tax liability by foreign persons to whom 
income from REMIC residual interests is 
allocated. The regulations clarify the tim
ing of income under section 860G for pur
poses of determining a domestic partner
ship's responsibility under sections 1441 
and 1442 for withholding tax with respect 
to a foreign partner's share of REMIC net 
income as a result of indirectly holding 
a residual interest. The regulations also 
provide that an excess inclusion is treated 
as income from sources within the United 
States. The text of those temporary regu
lations also serves as the text of these pro
posed regulations. 

DATES: Written or electronic comments 
and requests for a public hearing must he 
received by October 30, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 59929-02), 
room 5203, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Alternatively, tax
payers may submit electronic com
ments directly to the IRS Internet site 
at www.irs.gov/regs or the Federal eRule
making Portal at www.regulations.gov 
(lRS-REG-159929-02 ). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Dale Collinson, (202) 622-3900 
(not a toll-free number); concermng 
the submission of comments, or a re
quest for a public hearing, Kelly Banks 
(Kelly.D.Banks@irscounsel.treas.gov). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary regulations in the Rules and 
Regulations section of this issue of the 
Bulletin amend the Income Tax Regula
tions (26 CFR Part 1) relating to sections 
860A: 860G, 863, 1441. and 1442 of the 
Internal Revenue Code (Code). The tem
porary regulations provide rules relating 
to the recognition and sourcing of income 
and related withholding issues associated 
with a Real Estate Mortgage Investment 
Conduit (REMIC) residual interest that is 
allocated to a foreign person, including a 
foreign partner in a domestic partnership. 
The text of the temporary regulations also 
serves as the text of these proposed regula
tions. The preamble to the temporary reg
ulations explains the amendments. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Ex
ecutive Order 12866. Therefore, a reg
ulatory assessment is not required. It is 
hereby certified that these regulations will 
not have a significant economic impact 
on a substantial number of small entities. 
This certification is based upon the fact 

that the regulations do not impose any new 
or different requirements on small entities. 
Therefore, a Regulatory Flexibility Anal
ysis under the Regulatory Flexibility Act 
(5 U.S.c. chapter 6) is not required. Pur
suant to section 7805(f) of the Code, this 
notice of proposed rule making will be sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations. consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. The IRS and Treasury 
Department request comments on the clar
ity of the proposed rules and how they can 
be made easier to understand. All com
ments will be available for public inspec
tion and copying. A public hearing will be 
scheduled if requested in writing by any 
person that timely submits written com
ments. If a public hearing is scheduled, no
tice of the date, time and place for the pub
lic hearing will be published in the Federal 
Register. 

Drafting Information 

The principal author of these regula
tions is Dale Collinson, Office of the As
sociate Chief Counsel (Financial Institu
tions and Products). However, other per
sonnel from the IRS and Treasury Depart
ment participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding an entry in 
numerical order to read. in part. as follows: 

Authority: 26 U.S.c. 7805 x * * 
§ 1.860A-1 also issued under 26 U .S.c. 

860G(b) and g60G(e). * * * 

2006-2 C.B. 341 



Par. 2. In *1.860A-1. paragraph (b)(5) 
is added to read a~ follow~: 

~/.860A-1 Effecti\'e dales (lnd fmn.lirion 

rules. 

(b) " " ~, 

(5) [The text or the proposed amend
ment to * I.R60A-l( b)( 5) i~ the same as the 
text of *l.R60A-IT(b)(5) published else
where in this issue or the Bulletin]. 

Par. 3. In ~ I.R60G-3. paragraph (b) is 
added to read a~ follows: 

~/.800G-3 Treurmenf or.t(I/·eign persons. 

(b) [The text of the proposed amend
ment to ~ 1.860G-3(b) is the same as the 
text of * 1.860G-H(b) published else
where in this issue of the Bulletin]. 

Par. 4. Section 1.863-1 is amended as 
follows: 

I. The paragraph heading for paragraph 
(e) is revised. 

2. The text of paragraph (e) is redesig
nated as (el( I). 

3. A new paragraph heading for para
graph (e)( I) is added. 

4. A new paragraph (e)(2) is added. 
5. The last sentence of paragraph (f) is 

revised and a new sentence is added to the 
end. 

The revisions and additions read as fol
lows: 

~/.863-1 Allocation olgross income 
lillde r section 863( (l). 

* * * * * 
(e) Residual interest ill ({ REMIC-( I) 

REMIC indllccmcnlfees* " * 
(2) [The text of the proposed amend

ment to ~ I.R63-l(e)(2) is the same as the 
text of ~ 1.863-\T(e)(2) published else
where in this issue of the Bulletin]. 

(f) [The text of proposed amendment 
to ~ I.R63-1 (f) is the same as the text of 
~ 1.863-1 T(n published elsewhere in this 
issue of the Bulletin]. 

Par. 5. Section 1.1441-2isamendedhy 
adding paragraphs (b)!S) and (d)(4) and a 
sentence to the end of paragraph (f) to read 
as follows: 

.~l.j.j.f.j-2 Amollnts .Iuhject 10 

Irirhholdillg. 
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(b) * * * 
(5) [The text of the proposed amend

ment to * I.I-HI-2(b)(5) is the same as the 
text of ~ 1.1441-2T(b)(5) published else
where in this issue of the Bulletin]. 

***~~* 

(d) * * * 
(4) [The text of the proposed amend

ment to * 1.1441-2(d)(4) is the same as the 
text of ~ 1.1441-2T(d)(4) published else
where in this issue of the Bulletin.] 

* * * * * 
(f) [The text of the proposed amend

ment to * 1.144l-2T(f)( I) is the same as 
the text of * 1.l441-2T(f)( I) published 
elsewhere in this issue of the Bulletin. 

Mark E. Matthews, 
Deputy Commissioner for 
Services (lnd Enforcement. 

I Filed by the Office of the Federal Register on July 31. 2006. 
H:.:IS a.m .. and published in the Issue of the Federal Register 
for August I. 200ti. 71 FR. ·B39X) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-55 

The Internal Revenue Service has re
voked its determination that the organi
zations listed below qualify as organiza
tions described in sections 501 (c)(3) and 
170( c)( 2) of the Internal Revenue Code of 
1986. 

Generally. the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c )(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on rhe other hand a suit for declara
tory judgment has been timely filed. con
tributions from individuals and organiza
tions descrihed in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductihle. Protection under section 
7428(c) would begin on August 28. 2006. 
and would end on the date the court first 
determines that the organization is not de
scribed in section 170(c)(2) as more partic
ularly set forth in section 7428( c)(1). For 
individual contributors. the maximum de
duction protected is $1.000, with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual. in whole or in part. for the acts or 

omissions of the organization that were the 
basis for revocation. 

Aviation Safety Council, Inc. 
Pasadena, CA 

Budget and Credit Counseling 
Services, Inc. 
New York, NY 

Mason Credit Counseling. Inc. 
Hauppauge. NY 

Computer Software Under 
Section 199(c)(5)(8); 
Correction 

Announcement 2006-56 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendments. 

SUMMARY: This document contains a 
correction to temporary regulations (T.D. 
9262, 2006-24 I.R.B. 1040) that were 
published in the Federal Register on 
Thursday, June I, 2006 (71 FR 31074) 
concerning the application of section 199 
of the Internal Revenue Code, which 
provides a deduction for income attribut
able to domestic production activities, to 
certain transactions involving computer 
software. 

DATES: These corrections are effective 
June 1,2006. 

FOR FURTHER INFORMATION 
CONTACT: Paul Handleman or 
Lauren Ross Taylor, (202) 622-3040 (not 
a toll-free number). . 



SUPPLEMENTARY INFORMATION: 

Background 

The correction notice that is the subject 
of this document is under section 199 of 
the Internal Revenue Code. 

Need for Correction 

As published, the correction notice 
(T.D. 9262) contains errors that may prove 
to be misleading and arc in need of clarifi
cation. 

* * * * * 

Correction of Publication 

Accordingly. 26 CFR Part I is cor
rected by making the following correcting 
amendments: 

PART 1-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 U .S.c. 7805 * * * 

§ 1.199-3T [Corrected] 

Par. 2. Section 1.199-3T is amended 
by revising paragraphs (i)(6)(iii) introduc
tory text and Example 5 to read as follows: 

§ 1. 1 99-3T Domestic productioll Kross 

receipts (temporary). 

* * * * * 
(i) * * * 
(6) * * * 
(iii) Exceptions. Notwithstanding para

graph (i)(6)(ii) of this section, if a taxpayer 
derives gross receipts from providing to 
customers computer software MPGE in 
whole or in significant part by the taxpayer 
within the United States for the customers' 
direct use while connected to the Internet 
(online software), then such gross receipts 
will be treated as being derived from the 
lease. rental, license, sale. exchange, or 
other disposition of computer software 
only if-

* * * * * 
Example 5. The facts are the ,ame a, in Exam· 

pip 4. except that 0 does not ,ell the tax prepara
tion computer software to cuslomer, affixed to a com
pact dl'c or by download and 0', only method of 
providing the tax preparation computer ,oft ware to 
customer, is over the Internet. P. an unrelated rer· 
son. derives. nn a regular and ongoing basis in its 
business. gross receipts from the ,ale lu customer, of 

p's substantially identical tax preparation computer 
software that has been affixed to a compact di,c as 
well a, from the sale to customers of p's ,uhstan
tially identical tax rreparation computer software that 
customers have downloaded from the Internet. Un
der paragraph (i)(6)(iii)(B) of this section. O's gross 
receipts derived from providing its tax preparation 
computer ,oftware to customer, over the Internet will 

be treated as derived from the lease, rental. licen,e. 
sale, exchange. or other disposition 01 computer soft· 
ware and are DPGR (a"uming all the other require· 
ments of ~ 1.199-3 are met). 

§ 1.199-8T [Corrected] 

Par. 3. Section 1. 1 99-8T is amendcd 
by revising paragraph (i)(4) to read as fol
lows: 

§ 1. 1 99-8T Other rules (temporary). 

* * * * * 
(i) * * * 
(4) Computer software. Section 

1.199-3T(i)(6)(ii) through (v) are ap
plicable for taxable years beginning on or 
after June I, 2006. Taxpayers may apply 
these temporary regulations to taxable 
years beginning after December 31, 2004. 
and before June I, 2006. The applicability 
of § I.l99-3T(i)(6)(ii) through (v) expires 
on or before May 22, 2009. 

Guy R. Traynor. 
Chief Puhlications and 

RegulaTions Branch, 

Legal Processing Division. 

Associate Chief Counsel 

(Procedure and Administratioll) 

(Filed by the Onlee ot the rederal Regi,ter Oil July 5. 2006. 
8:45 a.m .. and puhli.'heJ in the i"ue of the Federal Register 
for July~. 20U6. 71 F.R . .182621 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-57 

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

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

To enable attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Director, Of

fice of Professional Responsibility, will 
announce in the Internal Revenue Bulletin 

their names, their city and state, their pro
fessional designation. the effective date 
of disciplinary action, and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 
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Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Codc of Federal Regu
latiun~, Part 10, an attorney, certified pub
lic accountant, enrolled agent, or enrolled 
<ll'tuary, in order to avoid the institution 
or conclu~ion of a proceeding for his or 
her di~barment or ~uspension from prac
tice before the Internal Revenue Service, 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion. may suspend an attorney, certified 
public accountant. enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Name Address Designation 

Crane. Stephen Palm Springs, CA Enrolled Agent 

Cohen. Ronald 1. Newburgh, NY Attorney 

Layson. David A. Corydon, IN Attorney 

Brough, Donald L. Salem, IN CPA 

Gulian, Yervant Great Neck, NY CPA 

Rivera-Smith, Dawn Brick, NJ CPA 

Eckstein. Matthew Woodbury, NY CPA 

Hecht. Jodee L. Clifton, VA CPA 

Finch, Phillip W. Yorktown, VA CPA 

Troe~e Jr" Henry A. Clarion, PA Enrolled Agent 

Robbin~, Ronald E. Pittsford, VT CPA 

Shapim Sidney C. We~t Palm Beach, FL CPA 
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The folltl\\ing individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
Vice: 

Date of Suspension 

May 4, 2006 
to 
August 3, 2007 

Indefinite 
from 
June 21, 2006 

April 7, 2006 
to 
October 6, 2007 

July 1,2006 
to 
June 30,2010 

April 17, 2006 
to 
December 16. 2007 

May 30, 2006 
to 
November 29, 2008 

June 15,2006 
to 
March 14, 2007 

Indefinite 
from 
June 19, 2006 

Indefinite 
from 
June 22. 2006 

Indefinite 
from 
June 22, 2006 

June 24, 2006 
to 
June 23, 2008 

Indefinite 
from 
July I. 2006 



Name Address Designation Date of Suspension 

Martini, Anthony Stamford, CT CPA June 18, 2006 
to 
December, 17,2007 

Cunningham, William Philadelphia, PA CPA July 1,2006 
to 
March 31, 2007 

Simontacchi, Joseph F. Morris Plains, NJ CPA Indefinite 
from 
July 1,2006 

Carroccio, Ronald P. Staten Island, NY CPA Indefinite 
from 
July 1,2006 

Miller, Walter P. Roanoke, VA CPA Indefinite 
from 
July 1,2006 

Aneji. Patrick Houston, TX CPA Indefinite 
from 
June 22, 2006 

Rosenhloom, Mark L. Chicago,IL Attorney August 15, 2006 
to 
August 14, 2007 

Viener, Ira S. Fort Lee, NJ CPA Indefinite 
from 
August I, 2006 

Ganz, Sheldon M. Great Neck, NJ CPA Indefinite 
from 
August I, 2006 

Tomasulo, Maria Wantagh. NY CPA Indefinite 
from 
August 7, 2006 

Galpern, Joel G. North Miami, FL CPA Indefinite 
from 
September 1, 2006 
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Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Codc of Federal Regu
Iation>" Part I D. the Director. Office of Pro
fe"ional Re-.pon,ibility, i ... <Iuthllri/ed to 
immedlatel) ,u-.pend from pral'lil'e bcfllre 
the Internal Revenue Senice any practi
tioner who, within fiw Year, from the date 

the expedited proceeding i, instituted (I) 
has had a license tll pral'lice as an attor
ney, certified public accountant. or actuary 
,uspended or revoked for cause or (2) has 
been cOll\icteu of certain crimes. 

Name Adure" Designation 

Dolan Jr" John L. Memphis, TN Attorney 

SI. Mary, Randall L. Snohomish, WA Attorney 

Theriault. Michael 1. Bel Air, MD Attorney 

Smith, Bernard P. Marblehead, MA Attorney 

Bradley, Phillip M. Weq Point, VA Attorney 

Haefele, Richard J. Wayzata, MN Attorney 

Decker, William E. Mandeville, LA Attorney 

Arbour, John 1. Monroe, LA Attorney 

Keller, John S. Martin Kenner, LA Attorney 

Fallon, Charle, D. Neptune, NJ Attorney 

Agresti, Thoma, 1. Centennial. CO Attorney 

Kirsch, Craig F. Pittsburgh, PA CPA 
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The following individuals have been 
placed under suspension from practice be
fore the Internal Rewnue Service by virtue 
of the npediteu proceeding provisions: 

Date of Suspension 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefi n i te 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 



Name Address Designation Date of Suspension 

Hall, Lenny G. McDowell. KY CPA Indefinite 
from 
April I L 2006 

Hultgren, Jerry R. Fresno. CA Attorney Indefinite 
from 
A pri I II, 2006 

Loutos. Peter A. Chicago,IL Attorney Indefinite 
from 
April J J, 2006 

Smith III, Frank L. Bushnell, FL Attorney Indefinite 
from 
April I J, 2006 

Morley, Michael J. Springfield, PA CPA Indefinite 
from 
April II, 2006 

Waters, Richard W. Smithfield, UT CPA Indefinite 
from 
April 11,2006 

Hartgraves, Travis M. Abilene, TX Attorney Indefinite 
from 
April 14,2006 

Dunn, George T. Lockhart, TX Attorney Indefinite 
from 
April 14, 2006 

Adkins, Thomas R. Houston, TX Attorney Indefinite 
from 
April 14, 2006 

Hairston, John W. Sugar Land, TX Attorney Indefinite 
from 
April 26, 2006 

Marcone, Frank J. Upper Providence, PA Attorney Indefinite 
from 
May 1,2006 

Fraley, Donald J. Minneapolis, MN Attorney Indefinite 
from 
May 3, 2006 

Tooke. S.Judd Shreveport, LA Attorney Indefinite 
from 
May 3, 2006 

Reilly, Michael G. Council Bluffs, IA Attorney Indefinite 
from 
May 3.2006 

Faneui\, Robert A Newton, MA Attorney Indefinite 
from 
May 3. 2006 
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Name Addre\\ Designation Date of Suspension 

Maignan, Peter R, Upper ~1arlt\()ru, 1\1D Attorney Indefinite 
from 
May],2006 

Son, D~l\id Phllcni\, AZ Attorney Indefinite 
from 
May),2006 

Smman, Warren I. New York, NY Attorney Indefinite 
from 
May 8, 2006 

Wur\l, ]crume Arlington, TX Attorney Indefinite 
from 
May 8, 2006 

O'Shea, Joseph G, Jacbon Heighh, NY Attorney Indefinite 
from 
May 8, 2006 

Biegel\on, Alan Brooklyn, NY Attorney Indefinite 
from 
May 8, 2006 

Leonard, Robert K. Winston-Salem, NC Attorney Indefinite 
from 
May 8, 2006 

Cl\sidy, Michael M. Madison, WI Attorney Indefinite 
from 
May 8,2006 

Dobkin, Daniel B. New Hyde Park, NY Attorney Indefinite 
from 
May 8, 2006 

Nealy, Joseph L. Sugarland, TX Attorney Indefinite 
from 
May 16,2006 

Conmey, Edwin W. Oconomowoc, WI Attorney Indefinite 
from 
May 16,2006 

Knott Jr., Robert T. Los Angeles, CA Altorney Indefinite 
from 
May 16,2006 

Diamond, Ho\\ ard S. Mendham, NJ Attorney Indefinite 
from 
May 16,2006 

Fitlgerald, Bill L. Lubbock, TX Attorney Indefinite 
from 
May 16,2006 

Brubaker. Gregmy A San Francisco, CA Attorney Indefinite 
from 
May 18,2006 

Dodcnbier. Robert F. Lehi, UT Attorney Indefinite 
from 
May 18,2006 
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Name Address Designation Date of Suspemion 

Young, Paul J. Taft, CA Attorney Indefinite 
from 
June 8, 2006 

Dahodwala, Faterna Andover, MA Attorney Indefinite 
from 
June 8, 2006 

Mendola, Joseph E. Monessen, PA CPA Indefinite 
from 
June 8, 2006 

Rooney, Edward F. Minneapolis, MN Attorney Indefinite 
from 
June 8, 2006 

Long, Rebecca L. Wichita, KS Attorney Indefinite 
from 
June 8, 2006 

West, Clifton C. Fayetteville, NC Attorney Indefinite 
from 
June 8, 2006 

Silva, Zoilo I. City Island, NY Attorney Indefinite 
from 
June 8, 2006 

Tyler Jr., Earle S. Bangor, ME Attorney Indefinite 
from 
June 12, 2006 

Horneber, Alice S. Sioux City, IA Attorney Indefinite 
from 
June 12, 2006 

Donnelly, Christine M. Blue Springs, MO Attorney Indefinite 
from 
June 12, 2006 

Driscoll Jr., Peter Columbia. MD Attorney Indefinite 
from 
June 12, 2006 

Souza, John C. Pocatello, ID Attorney Indefinite 
from 
June 12, 2006 

Crockett, Kevin J. Midvale, UT Attorney Indefinite 
from 
June 12, 2006 

White, Debra M. Wyatt Navasota, TX CPA Indefinite 
from 
June 12, 2006 

Wilkins, Daniel J. Chelmsford, MA Attorney Indefinite 
from 
June 12, 2006 

Merica, Chad L. Murray, UT CPA Indefinite 
from 
June 12. 2006 
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Name Address Designation Date of Suspension 

Wintroub, David S. Omaha, r-.;E Attorney Indefinite 
from 
June 12, 2006 

Smith, Roderick E. Kan~as City, MO Attorney Indefinite 
from 
June 12, 2006 

Guida, Joseph 1\1. Aberdeen, MD Attorney Indefinite 
from 
June 12, 2006 

Sonibare. Nash SI. Paul, MN CPA Indefinite 
from 
June 12, 2006 

Braun, Marc W. SI. Louis, MO Attorney Indefinite 
from 
June 12,2006 

Coffey, John J. Rye, NH Attorney Indefinite 
from 
June 12, 2006 

Whitehead, H. Allen New York, NY Attorney Indefinite 
from 
June 12,2006 

Lansky, Sidney Mattapoisett, MA Attorney Indefinite 
from 
June 12, 2006 

Pazniokas, Paul M. Norwood, MA Attorney Indefinite 
from 
June 12, 2006 

Bajgrowicz, James J. Santa Rosa, CA Attorney Indefinite 
from 
June 12, 2006 

Davis, Bret J. Los Angeles, CA Attorney Indefinite 
from 
June 12, 2006 

McAvoy, Timothy Chicago,IL Attorney Indefinite 
from 
June 12,2006 

Lotladelli, Thomas C. Studio City, CA Attorney Indefinite 
from 
June 12, 2006 

Emeziem, Kelechi C. Antioch, CA Attorney Indefinite 
from 
June 12, 2006 

Pugh. WillIam C. Wayzata. MN Attorney Indefinite 
from 
June 12, 2006 

Lamanna, Eugene C. Reading, PA Attorney Indefinite 
from 
June 12, 2006 
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Name Address 

Bartels, John R. St. PauL MN 

Shapiro, Kenneth S. Bala Cynwyd. PA 

Stone, JelTy W. Austin. TX 

Vanriper. Philip E. Binghamton. NY 

Simuro. Valerie T. Gardiner, NY 

Simms, William K. Brooklyn. NY 

Weaver. Terring M. Clarksburg. WV 

Norman, Clarence Brooklyn. NY 

Knight, John G. Winston-Salem. NC 

Kronegold, Sheldon H. Englewood, NJ 

Foushee, Wayne H. Winston-Salem, NC 

Designation 

Attorney 

CPA 

Attorney 

Attorney 

Attorney 

Attorney 

CPA 

Attorney 

Attorney 

Attorney 

Attorney 

Date of Suspension 

Indefinite 
from 
June J 2. 2006 

Indefinite 
from 
June 14.2006 

Indefinite 
from 
June 21. 2006 

Indefinite 
from 
June 21. 2006 

Indefinite 
from 
June 21. 2006 

Indefinite 
from 
June 21, 2006 

Indefinite 
from 
July I, 2006 

Indefinite 
from 
August 3, 2006 

Indefinite 
from 
August 3, 2006 

Indefinite 
from 
August 3. 2006 

Indefinite 
from 
August 3. 2006 

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

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

Name Address 

Kahn, Harold Hollis, NY 

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

Designation 

CPA 

from practice before the Internal Revenue 
Service: 

Effective Date 

June 26, 2006 
to 
June 25. 2010 
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Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title ~ I. Code of Federal Regu- tunity for a proceeding before an adminis- als have been disbarred from practice he-
lation~. Part 10. after notice and an oppur- tratiw law judge. the following individu- fore the Internal Revenue Service: 

Name Addres~ Designation 

G~li1ey. Jallle~ N. Huntersville. NC CPA 

Censure Issued by Consent 
II nder Title -"I I. Code or Federal Reg

uiation\. Part 10. in lieu of a proceeding 
neing instituted or continued. an attorney. 
ceni fied pun1 ic accountant. enrolled agent. 

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

Name Address Designation 

Williams. Daniel S. Carlsnad. CA Attorney 

Alan. Reinaldo L. Miami Beach. FL CPA 

(Jolun. Stephen B. Norwalk. CT CPA 
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Effective Date 

June 5. 2006 

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

Date of Censure 

March 29.2006 

July 24, 2006 

August 3, 2006 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the month 
of September 2006, See Rev. Rul. 2006-44, page 

361. 

Section l05.-Amounts 
Received Under Accident 
and Health Plans 

Health reimbursement arrange
ments. This ruling holds that amounts 
that may be paid as medical benefits to 
a designated beneficiary (other than an 
employee's spouse or an employee's de
pendent) are not excludable from the 
employee's gross income under section 
105(b) of the Code. Notice 2002-45 and 
Rev. Ruls. 2002-41 and 2005-24 ampli
fied. 

Rev. Rul. 2006-36 

ISSUE 

Are amounts paid to an employee under 
a reimbursement plan excludable from the 
employee's gross income under § 105(b) 
of the Internal Revenue Code (the Code) 
if the plan provides that amounts may be 
paid as § 213(d) medical benefits to a des
ignated beneficiary (other than the em
ployee's spouse or dependents or an em
ployee)? 

FACTS 

Employer sponsors a reimbursement 
plan (the Plan) that reimburses an em
ployee solely for substantiated medical 
care expenses (as defined in § 2l3(d». 
The Plan provides reimbursements up to 
an annual maximum dollar amount for 
the coverage period and reimburses med
ical expenses only to the extent that the 
expenses have not been reimbursed from 
any other plan. Under the Plan, each em
ployee's unused reimbursement amount 
available at the end of each plan year is 
carried forward for use in later plan years. 
The Plan reimburses the substantiated 
medical care expenses of both current and 

former employees (including retIred em
ployees), their spouses and dependents (as 
defined in § 152, determined without re
ganl to § I 52(b)( I), (b)(2), and (d)(I )(8»). 
The Plan also reimburses the substantiated 
medical care expenses of the surviving 
spouse ami dependents of a deceased em
ployee. Upon the death of the deceased 
employee's surviving spouse and last de
pendent, or upon the death of the employee 
if there is no surviving spouse or depen
dents, any unused reimbursement amount 
is paid as reimbursement of substantiated 
medical care expenses of a beneficiary 
designated by the employee. The Plan 
does not include the fair market value of 
the coverage for the designated benefi
ciary in the gross income of the employee. 
The Plan treats the reimbursement as tax
able to the designated beneficiary. 

The Plan is paid for solely by Employer 
and is not provided pursuant to a salary-re
duction election orotherwise under a § 125 
cafeteria plan. Neither the employee nor 
any other person has the right, currently or 
for any future year, to receive any benefit 
other than the reimbursement of substan
tiated medical care expenses incurred by 
the employee, his or her spouse and depen
dents or the employee's designated benefi
cIary. 

LAW AND ANALYSIS 

Section 6 I (a)(I) provides that, ex
cept as otherwise provided in Subtitle A, 
gross income includes compensation for 
services, including fees, commissions, 
fringe benefits, and similar items. Section 
1.61-21 (a)( 3) and (4) of the Income Tax 
Regulations states that a fringe benefit 
provided in connection with the perfor
mance of services shall he considered to 
have been provided as compensation to the 
person performing such services. Thus, a 
fringe benefit may be taxable to a person 
even though that person did not actually 
receive the fringe henefit. If a fringe ben
efit is furnished to someone other than the 
service provider, such benefit is consid
ered as furnished to the service provider 
and use by the other person is considered 
use by the service provider. 

Section 106 provides that the gross in
come of an employee does not include em
ployer-provided coverage under an acci
dent or health plan. Section 1.106-1 of 
the regulations provides that the gross in
come of an employee does not include con
tributions which the employee's employer 
makes to an accident or health plan for 
compensation (through insurance or other
wise) for personal injuries or sickness to 

the employee or the employee's spouse or 
dependents. 

Section 105(a) provides that, except as 
otherwise provided in § 105, amounts re
ceived by an employee through accident 
or health insurance for personal injuries 
or sickness shall be included in gross in
come to the extent such amounts (I) are at
tributable to contributions by the employer 
which were not includible in the gross in
come of the employee, or (2) are paid by 
the employer. 

Section 1 05(b) states that except in the 
case of amounts attributable to (and not in 
excess of) deductions allowed under § 213 
(relating to medical expenses) for any prior 
taxable year, gross income does not in
clude amounts referred to in § 105(a) if 
such amounts are paid, directly or indi
rectly, to the taxpayer to reimburse the tax
payer for expenses incurred by the tax
payer for the medical care (as defined in 
§ 213(d» of the taxpayer or the taxpayer's 
spouse or dependents (as defined in § 152, 
determined without regard to § 152(b)(1), 
(b)(2), and (d)(1)(8». 

Section 1.105-2 of the Income Tax 
Regulations provides that only amounts 
that are paid specifically to reimburse 
the taxpayer for expenses incurred by the 
taxpayer, spouse or dependents for the pre
scribed medical care are excludable from 
gross income. Section 1.105-2 further 
provides that payments to or on behalf 
of the taxpayer's spouse or dependents 
shall constitute indirect payment to the 
taxpayer. Section 1.105-2 also states that 
". . . section I 05(b) does not apply to 

amounts which the taxpayer would be en
titled to receive irrespective of whether or 
not he incurs expenses for medical care." 
Thus, if an employee has the opportunity to 
receive a payment irrespective of whether 
any medical expenses have been incurred 
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by the employee or the employee's spouse 
or dependenh, the payment i~ not e\clud
able from gro~.., income ul1lkr ~ 105( b) 
e\en if the employee (or hi, or her ,pou,e 
or dependenhl incuITed medical expenses 
duri ng the year. 

Notil'e 2002-l5, 2002-2 C.B. SH, de
"cribes the tax treatment of health reilll
bur,ement arrangements 1 HRAs) exclud
able under ~ I05(b). The notice explains 
that an HRA i.., an arrangement that is paid 
for ,oldy by the employer and not pur
suant to a ,alary reduction election or oth
erwise under a ~ 125 cafeteria plan. An 
HRA reimbup.;es the employee for medi
cal care expense, (as defined in ~ 213( d)) 
incurred by the employee or by the em
ployee's spouse or dependents, and pro
vide" reimbursements up to a maximum 
dollar amount with any unused portion of 
that amount at the end of the coverage pe
riod carried forward to subsequent cover
age periods. 

Notice 2002-lS also states that to qual
ify for the exclusion from gross income un
der ~ I 05( b), an HRA may only provide 
benefits that reimburse expenses for med
ical care as defined in ~ 213(d). An HRA 
does not qualify for the exclusion under 
~ I 05( b) if any person has the right to re
cei\'C cash or any other taxable or non-tax
able benefit under the arrangement other 
than the reimbursement of medical care 
expenses. If any per, on has such a right, 
l'LIrfently or for any future year, all pay
ments to all persons made from the ar
rangement in the current year are included 
in gross income, even amounts paid to re
imburse medical care expenses of the em
ployee, "'pou,e or uependents. 

Situation J of Rev. Rul. 2005-24. 
2005-1 CB. X92, describes a plan that. 
after the death of an employee and the 
employee', ,urviving spouse and depen
den"", pay, all or a portion of the unused 
reimbursement amount in cash to a bene
ficiary \If beneficiaries designated by the 
employee, and if no beneficiary is des
ignated. to the deceased employee's es
tate. Re\. Rul. 2005-24 holds that an 
~llllount lincluding an amount paid to re
imburse medical expense,) paid from a 
plan that prm ides for the payment of the 
unu,ed reimbursement amount in cash or 
lHIlL'!' benefih i, !lot excludable from the 
Cmphl\eC" gross Illcome under * 105Ib), 
Rn. Rul. 2005-24 dllC, !lot specifically 
,lddrc" rL'imbur,cment of ~ 213(d) med-
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ical expenses incurred by a non-spouse 
or non-dependent. Nevertheless. the rul
ing also states that it applies to any pur
ported employer-prO\ided medical reim
bursement arrangement that prO\ides for 
the receipt by the employee or any other 
person of cash or any other taxable or non
taxable benefit other than the reimburse
ment of medical care expenses of employ
ees and their spouses and dependents. This 
principle applies to amounts paid for re
imbursement of medical expenses to de,
ignated beneficiaries other than the em
ployee's spouse or dependents. 

The Plan described in this ruling does 
not meet the requirements of ~ I 05(b) and 
~ 1.105-2. Because a beneficiary who is 
not the employee's spouse or dependent 
may receive some or all of the medical 
reimbursements under the Plan. amounts 
paid under the Plan are not excludable un
der * I 05(b) even if those amounts are paid 
to reimburse the medical expenses of the 
employee or the employee's spouse or de
pendents. Because the benefit is provided 
in connection with the performance of ser
vices by the employee. the benefit is con
sidered provided to the employee and must 
be included in the employee's gross in
come. See ~ 1.61-21(a)(3) and (4). 

HOLDING 

Amounts paid to an employee under the 
reimbursement plan described in this rul
ing are not excludable from gross income 
under ~ I 05(b) if the plan permits amounts 
to be paid as ~ 213( d) medical benefits 
to a designated beneficiary (other than the 
employee's spouse or dependents of the 
employee). None of the payments made 
from the reimbursement plan during the 
plan year to any person, includi ng amounts 
paid to reimburse the medical expenses of 
an employee or the employee's spouse or 
dependents. is excludable from the gross 
Il1come. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 2005-24. 2005-1 CB. 892, 
Rev. Rul. 2002-l1. 2002-2 CB. 75, and 
Notice 2002-l5, 2002-2 C.B. 93 are am
plified. 

EFFECTIVE DATE 

For reimbursement plans containing a 
prmi\ion on or before August 14. 2006 

Slating that upon the death of a deceased 
employee's sun i\ ing spouse and last 
dependent. or upon the death of the em
ployee. if there is no suni\'ing spouse or 
dependents. any unused reimbursement 
amount will be paid as a reimbursement 
of substantiated medical care expenses of 
a beneficiary designated by the employee, 
this revenue ruling is effective with respect 
to that provision for plan years beginning 
after December 31, 2008. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Shoshanna Tanner of the Of
fice of Division Counsell Associate Chief 
Counsel (Tax Exempt and Government 
Entities). For further information re
garding this revenue ruling. contact 
Elizabeth Purcell at (202) 622-6080 (not 
a toll-free call). 

Section 280G.-Golden 
Parachute Payments 

federal short-term, mid·term. and long-term rates 

are set forth fur the month uf Seplemoer 2006. See 

RC\. Rul. 2006-4~. page 361. 

Section 382.-Limitation 
on Net Operating loss 
Carryforwards and Certain 
Built-In losses Following 
Ownership Change 

The adjusted applicahle federal long-Ierm rate is 

set forth for the month of September 2006. See Rev, 

Rul. 2()06-~~. p"ge 361 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal shoI1-term, mid

term. and long-term rates are set forth for the month 

of September 2006. See Rev. Rul. 2006-44, page 

361. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adju'oted applicahle federal short-term. mid· 

term. and long·term rates are set forth for the month 
of September 2(J06. See Rev. Rul. 2006-44. page 

361 



Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adju,ted applicable federal short-term, mid
term, and long-term rates are set forth for the month 
of September 2006. See Rev. Rul. 2006-44, page 

361. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term, mid-term, and long-term rates 
are set forth for the month of September 2006. See 
Rev. Rul. 2006-44, page 361. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term. mid
term, and long-term rates are set forth for the month 
of September 2006. See Rev. Rul. 2006-44, page 
361. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term. and long-term rates 
are set forth for the month of September 2006. See 
Rev. Rul. 2006-44. page 361. 

Section 671.-Trust 
Income, Deductions, and 
Credits Attributable to 
Grantors and Others as 
Substantial Owners 
26 CFR 1.671-5: Reporting jor widely held fixed in
vestment trusts. 

1D.9279 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Reporting Rules for Widely 
Held Fixed Investment Trusts 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and Temporary regula
tions 

SUMMARY: This document contains fi
nal and temporary regulations amending 
§ 1.671-5, a provision which provides 
reporting rules for widely held fixed in
vestment trusts (WHFITs). These reg
ulations clarify and simplify reporting 
for trustees and middlemen of non-mort
gage widely held fixed investment trusts 
(NMWHFITs). The text of these final and 
temporary regulations also serves, in part, 
as the text of the proposed regulations set 
forth in the notice of proposed rulemaking 
(REG-125071-06) on this subject in this 
issue of the Bulletin. 

DATES: Effective Date: These regulations 
are effective July 28, 2006. 

Applicability Date: For dates of appli
cability, see 91.67l-5(m). 

FOR FURTHER INFORMATION 
CONTACT: Faith Colson, 202-622-3060 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These final and temporary regulations 
amend § 1.671-5. The collection of in
formation contained in these regulations 
is in §1.671-5 and has been previously 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
(44 USc. 3507) under control number 
1545-1540. Response to this collection of 
information is mandatory. This informa
tion is required to be reported to beneficial 
owners of trust interests to enable them 
to correctly report their share of the items 
of income, deduction, and credit of the 
WHFIT in which they have invested. This 
information is also required to be reported 
to the IRS to enable the IRS to verify that 
trustees and middlemen are accurately re
porting information to beneficial owners 
of trust interests and that beneficial owners 
are properly reporting their ownership of 
a trust interest. 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 

as their contents might become material in 
the administration of any Internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. 6103. 

Background 

This document contains amendments 
to 26 CFR part I. On January 24, 2006, 
the Internal Revenue Service (IRS) and 
the Treasury Department published final 
regulations (T.D. 9241, 2006-7 I.R.B. 
427) (final regulations) under §1.671-5 
in the Federal Register (71 FR 4002) 
providing reporting rules for WHFITs. 
On February 23, 2006, in response to 
comments received subsequent to the pub
lication of the final regulations, the IRS 
and the Treasury Department issued No
tice 2006-29, 2006-12 I.R.B. 644. Notice 
2006-29 informed trustees and middle
men of NMWHFITs that § 1.671-5 would 
be amended to extend the availability of 
the qualified NMWHFIT exception (dis
cussed in section I) beyond February 23, 
2006, the cut-off date provided in the final 
regulations for funding a NMWHFIT that 
satisfied the exception, and to clarify the 
application of certain provisions in the 
final regulations to NMWHFITs. On May 
25, 2006, the IRS and Treasury Depart
ment issued Notice 2006-30, 2006-24 
I.R.B. 1044, stating that the IRS and the 
Treasury Department expected to issue 
the additional guidance under §1.671-5 
discussed in Notice 2006-29 in the near 
future but that such guidance would not 
be issued prior to the expiration of the 
extended cut-off date for the qualified 
NMWHFIT exception in Notice 2006-29. 
Accordingly, Notice 2006-30 extended 
the cut-off date for the availability of the 
qualified NMWHFIT exception in No
tice 2006-29 for an additional 60 days. 
These temporary regulations extend the 
availability of the qualified NMWHFIT 
exception to the dates provided in No
tice 2006-30 and clarify the NMWHFIT 
reporting rules as described in Notice 
2006-29. These temporary regulations 
also simpli fy the application of § 1.671-5 
as it applies to NMWHFIT sales and dis
positions as well as sales or redemptions 
of trust interests in an equity trust (a trust, 
substantially all of whose income is com
prised of dividends). 
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Summary and Explanation of Revisions 

I. The QUIl/it/eli ,VA1H'HFIT E\ccption 

In general. under the final regulation~, 
tnl\tee, and middlemen of Ni\1WHFIT, 
are required to report IIlfurmation regard
ing market di,collnt. bond premium, ,aie ... 
and dispo ... ition, of tru,t a...set" redemp
tion" and ,all', of tru ... t interests. Trustees 
and middlemen of NMWHFITs that ,at
i,fy the qualified NMWHFIT exception 
in *l.h71-)lc)(211i\)(E) are, however. 
excepted from reporting market discount 
and bond premium and are permitted 
to u,e the ,implified reporting rules for 
,ale, and di,positlllns of trust assets in 
~l.h71-)(c)(2)(I\lIB) and the simplified 
reporting rule ... for ,ale ... or redemption, 
of trust interests in *1.h71-)(c)(2)(v)(C) 
:\, provided in Notice 200h-29 and sllb
~equently modified in Notice 200h-30, 
~l.h71-)T(lll2)(i\')(Elof these final and 
temporary regulations provides that the 
qualified N1v1WHFIT exception is satis
fied if the calendar year for which the 
trustee is reporting begins before January 
I. 20 II. and the NMWHFIT meets any 
of the following requirements: (I) the 
NMWHFIT has a start-up date as defined 
in *1.h71-5(b)(19) before February 23. 
200h; (2) the registration statement for the 
NMWHFIT becomes effective under the 
Securities Act of 1933 (15 U.S.c. 77a) 
(Securities Act of 1(33) and trust interests 
are offered for sale to the public before 
rebruary 23, 2()()h: or (3) the registration 
statement of the NMWHFIT becomes ef
fectl \e under the Securities Act of 1933 
and trust interests are offered for sale to 
the public on or after February 23 and 
before July 31, 200h, and the NMWHFIT 
is fully funded before October I, 2006. 
The IRS and the Treasury Department 
ha\e abo received comments suggesting 
that the January I. 2011 cut-off date be 
l?\tended or eliminated. The IRS and the 
Treasury Department are not adopting that 
,ugge,tion. 

II. Alili/({/lilit\' ot the NMWHFII Slite 
H(/r/lol' 

Section 1.071-)( f) pnl\ide, a reporting 
'dk harbor for NMWHFITs. If trustee.., 
and middlemen repnrt consi,tently with 
the ,afe harbllr. tru,tee, and middlemen 
are dt't'med to ha\ e prm ided information 
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in a manner that enables a trust interest 
holder to reasonably accurately report the 
items of income, deduction, and credit 
of the trust on the trust interest holder's 
own federal income tax return. Section 
l.h71-5(f)( I )(i) pnwides that if substan
tially all of a NMWHFIT's income is from 
dividend.., (as defined in seetion 60-l2(b) 
and the regulations thereunder) or inter
est (as defined in section 60-l9(b) and 
the regulations thereunder) and all trust 
interests ha\e identical value and rights, 
a NMWHFIT may report under the safe 
harbor in ~ 1.671-5(t). Commentators 
have expressed concern that. if a trustee 
of a N:v1WHFIT must sell or dispose of 
a significant number of trust assets and 
trust sales proceeds are included in the 
determination of whether "substantially 
all" of a trust's income is from inter
est or dividends, the NMWHFIT will 
be ineligible for the safe harbor report
ing rules in ~ 1.671-5(tl To address this 
concern, ~1.671-5T(f)(I)(i) of the final 
and temporary regulations provides that 
trust sales proceeds are to be ignored in 
determining whether a NMWHFIT is eli
gihle to report under the NMWHFIT safe 
harbor in ~1.671-5(f). Accordingly, a 
NMWHFIT may be eligible to report un
der the N:v1WHFIT safe harbor even if it 
has significant trust sales proceeds from 
the ~ale or disposition of trust assets. 

Commentators also noted that 
~ 1.671-5( nil )( i)(!) refers to section 
6049(b) and the definition of interest 
in section h049(b) does not include inter
est that is exempt from tax under section 
IOJ of the Internal Revenue Code. These 
commentators were concerned that if a 
NMWHFIT's income is from tax-exempt 
interest, the NMWHFIT would not be 
eligible to report under the .\IMWHFIT 
safe harhor reporting rules. To address 
this concern, ~l.h71-5T(f)(I)(i)(A)(l) of 
the final and temporary regulations does 
not refer to sections 60421b) and h049(b) 
al1LI the regulations thereunder. Accord
ingly. NMWHFITs whose ineome is from 
tax-exempt interest. may be eligible to 
report under the NMWHFIT safe harbor 
reporting rules. 

Ill. Simplified Reporting (!l Sales and 
RedempTiolls of' T/'llst Interests fi)1' Equity 
Trusts 

Section I.h71-5(c)(2)(\) requires 
trustees and middlemen to provide in
formation regarding the income that is 
attrihutahle to a redeeming, selling or pur
chasing beneficial owner up to the date 
of the sale or redemption of a trust inter
est. Section 1.67l-5(c)(2)(v)(C) provides 
an exception to this rule for NMWHFITs 
if substantially all their income is com
prised of dividends (equity trusts) and the 
NMWHFIT is required by its governing 
document to distribute income at least 
monthly. Commentators reported that 
some equity trusts do not receive signif
icant dividend income and that it would 
not be feasible for these trusts to make 
monthly distributions. These commenta
tors suggested that there he a de minimis 
exception to the requirement that the trust 
make monthly distributions. 

Accordingly, § 1.671-ST(c)(2)(v)(C) 
provides that a NMWHFIT will be consid
ered to have satisfied the requirement that 
it make monthly distributions notwith
standing the fact that, although the gov
erning document requires monthly dis
tributions, the governing document of 
the NMWHFIT also permits the trustee 
to forego making its normally required 
monthly distribution if the cash held for 
distribution is less than 0.1 % of the net as
set value of the trust (aggregate fair market 
value of the trust's assets less the trust's 
liabilities) as of the date that the amount 
of the monthly distribution is required 
to be determined. Commentators sug
gested various other modifications to the 
§ 1.67S(e)(2)(v)(C) exception; however, 
the IRS and Treasury Department believe 
that the modification adopted above ad
dresses the majority of the commentators' 
concerns while maintaining the integrity 
of the reporting information to be provided 
under ~I.671-5. 

Similar to the "substantially all" test 
for eligibility to use the NMWHFIT safe 
harbor discussed in section II above, 
commentators have expressed concern 
that if a NMWHFIT has significant 
sales and dispositions and trust sales 
proceeds are included for the purpose 
of determining if "substantially all" of 
the NMWHFIT's income is from div
idends, then the NMWHFIT will not 



qualify for this exception even though the 
NMWHFIT only holds assets that produce 
dividend income. To address this con
cern, §1.671-5T(c)(2)(v)(C) of the final 
and temporary regulations provides that 
proceeds received by a NMWHFIT from 
the sale or disposition of trust assets are to 
be ignored for the purpose of determining 
whether an equity trust is eligible to report 
under that paragraph. 

IV Simplified ReportinR for Certain 

NMWHFIT Sales and Dispositions 

In addition to the qualified NMWHFIT 
exception, the final regulations pro
vide that the trustees of NMWIIHTs 
that meet the general de minimis test 
in §1.671-5(c)(2)(iv)(D)(l) are only re
quired, under §1.671-5(c)(2)(iv)(B), to 
provide information regarding the amount 
of trust sales proceeds distributed to a trust 
interest holder. The reason for the de min

imis exception, as stated in the preamble 
to the final regulations, is that the IRS 
and the Treasury Department believe that 
if a NMWHFIT only sells or disposes of 
assets infrequently, although there will be 
some deferral of gains and losses if sales 
and dispositions are not fully reported, 
the deferral is acceptable. in light of the 
burden of fully, accurately reporting the 
sales and dispositions. 

Commentators reported that trustees of 
NMWHFITs frcquently have to sell trust 
assets to obtain cash to effect redemp
tions. These commentators indicated that 
because of certain securities laws, trustees 
of many NMWHFITs must redeem trust 
interests every time an interest is tendered 
for redemption. Trustees have no control 
over the number uf trust interests tendered 
for redemption and as a result, have no 
control over the number of corresponding 
sales of trust assets to obtain cash for these 
redemptions. Because of these sales to ef
fect redemptions, many NMWHFITs will 
also not be able to meet the general de min

imis test in §1.67l-5(c)(2)(iv)(D)(l). If a 
NMWHFIT does not meet the general de 

minimis test, trustees and middlemen must 
provide information regarding the amount 
of trust sales proceeds that are attributable 
to a trust interest holder, and information 
that will enable a trust interest holder to 
allocate with reasonable accuracy a por
tion of its basis and a portion of its market 
discount or premium to the assets sold. 

Commentators indicated that. under the 
final regulations, a significant number of 
NMWHFITs do not qualify for the re
duced reporting in ~ 1.671-5(c )(2)(iv)(B) 
and that as a result. many investor~ will 
be provided with more information than 
they can accurately process and trustees 
and middlemen will be subject to the 
significant reporting costs of supplying 
this information. These commentators 
requested that the final regulations be 
amended to provide for reduced reporting 
for other situations in which it will have 
little or no compliance impact. In response 
to these comments. the IRS and the Trea
sury Department provide the following 
modifications to the sales and disposition 
reporting rules for NMWHFITs in the final 
regulations: 

I. NMWHFlT final calendar year 

exception 

Commentators requested that the IRS 
and Treasury Department extend the sim
plified reporting in §1.671-5(c)(2)(iv)(B) 
to the final calendar year of a NMWHFIT 
regardless of whether the de minimis test 
or the qualified NMWHFIT exception is 
satisfied. The commentators reported that 
for a significant number of NMWHFITs, 
95% of a trustee's sale~ of assets to ef
fect redemptions occur during the last 
three months of the NMWHFIT. The 
commentators asserted that there would 
not be significant deferral of gains or 
losses on sales or dispositions of assets by 
NMWHFITs in their final calendar year if 
information regarding the sales and dis
positions of trust assets during these final 
months were not communicated to non-re
deeming trust interest holders because 
the non-redeeming trust interest holders 
would be cashing out their investment 
during that calendar year. Accordingly, 
§ 1.671-5T(c)(2)(iv)(F) of the final and 
temporary regulations provide that all 
NMWHFITs qualify for the simplified 
reporting in § 1.671-5T(c)(2)(iv){B) in the 
final calendar year of the NMWHFIT. re
gardless of whether the NMWHFIT has 
otherwise satisfied the de minimis test, 
provided that a trust interest holder cannot 
roll-over its investment in the NMWHFIT 
to another WHFIT. 

2. Pm-rata sale exceptio/l 

Commentator\ also requested that pm

rata sales of trust assets be excepted from 
reporting. The commentators contended 
that trustees generally scll a redeeming 
trust interest holder's pro-rafa share of the 
trust assets to effect a redemption ~o that 
there is no change in the investments of 
the non-redeeming trust interest holders 
and therefore little or no compliance bene
fit uf reponing to the non-redeeming trust 
interest holders. Accordingl y, the com
mentators requested that pm-rata sales of 
trust assets to effect redemptions be ex
cepted from the reporting requirements of 
§ 1.671-5(c)(2)(iv). 

In response to 
§ 1.671-5T(e)(2)(iv)(G) 

this request, 
of the final 

and temporary regulations provides that 
a pro-rata sale of a trust asset to effect a 
redemption is not required to be reported 
under ~1.671-5. A pro-rata sale of a 
trust asset occurs when (I) a trust interest 
holder tenders one or more trust interests 
for redemption: (2) the trustee sells the 
pro-rata share of a trust asset that is 
deemed to be owned by the trust interest 
holder as a result of the trust interest 
holder's ownership of the trust interest 
or interests tendered for redemption; (3) 

the trustee engages in the sale solely to 
obtain cash that is immediately distributed 
to the redeeming trust interest holder as 
a result of the redemption; and (4) the 
redemption is reported as required under 
§ 1.671-5(c)(2)( v). 

Commentators strongly urged the IRS 
and the Treasury Department to ex
cept NMWHFITs with a duration of no 
more than 15 months and that span no 
more than two calendar years (short-term 
NMWHFITs) from all reporting of sales 
and dispositions of trust assets. The IRS 
and the Treasury Department believe 
that the NMWHFIT final year exception, 
discussed in section IV(l) above, ade
quately provides reporting relief for most 
short-term NMWHFITs for the sales and 
dispositions of trust assets to effect re
demptions that a trustee must make during 
the final three months of the NMWHFIT. 
Further, § 1.671-5T(b )(21) provides an 
amended definition of trust sales proceeds 
excluding the gross proceeds paid to a 
NMWHFIT for a pro-rata sale of a trust 
asset to effect a redemption from the def
inition of trust sales proceeds. The effect 

2006-2 C.B. 357 



)f this change in the definition of trust 
,ales proceeds is to exclude the proceed, 

from a pro-rata sale of a trust asset to 
effect a redemption when determining 
whether a trust has met the de minimis 
test. Since only the proceeds from non 
pro-rata sale~ of tru,t a"et, are consid
ered for purposes of determining whether 
a NMWHFIT meet~ the de minimis test. 
more trusts will meet the de minimis test 
and qualify for the reduced reporting 
in ~1.671-5T(c)(2)(iv)(B). The IRS and 
the Treasury Department beline that the 
combined application of the pm-ralll sales 
exception. the revised definition of trust 
sales proceeds. and the de minimis test 
adequately address the commentators' 
concerns regarding sales and dispositions 
of trust assets by trustees of short-term 
:'-JMWHFITs during the first year of the 
trust. 

Commentators also suggested that there 
be a reporting exception for when a trustee 
engages in a non pro-rata sale of a trust 
asset because the redeeming trust inter
est holder is only deemed to own a frac
tional share of a trust asset or because 
market conditions or restrictions prevent a 
pm-l'lIta sale of a trust asset. The IRS and 
the Treasury Department believe that this 
issue is also adequately addressed by the 
combined application of the pm-rata sale 
exception. the revised definition of trust 
sales proceeds and the de minim;s test. 

Efl'ective Date 

These amendments are effective July 
28. 2006. The amendmenb are applicable 
to the reporting required under *1.671-5 
as of January 1.2007 (see *1.671-5(m)) 
and will be applied as though these amend
ments were included in T.D. 92,,\,1. 

Special Analysis 

These regulations are necessary to 
provide trustees and middlemen of 
NMWHFITs with immediate guidance 
on the application of the final regulations 
so thcy can takc measures necessary to 
he ahlc to comply with the final regula
tions on their January 1. 2007. effective 
date. Additionally. the IRS and the Trea
,ury Department have published Notice 
200fl-29 and Notice 2006-30 indicat
ing that * I.fl7l-) would he amended as 
prmided in these temporary regulations 
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and received comments regarding the ap

plication of * 1.671-5 from trustees and 
middlemen of NMWHFITs. Accordingly. 
good cause is found for dispensing with 
notice and public comment pursuant to 
5 C.S.c. 553(b)(B)(3). The final and tem
porary regulations are applicable more 
than 30 days after they are published in 
the Federal Register and accordingly. 
no exemption is required under 5 U.s.c. 
553(d). For the applicability of the Reg
ulatory Flexibility Act (5 U.S.c. chapter 
6) refer to the Special Analysis section 
of the preamble to the cross-referenced 
notice of proposed rulemaking published 
in this issue of the Bulletin. Pursuant sec
tion 7805(f) of the Code. these final and 
temporary regulations will be submitted to 
the Chief Counsel for Advocacy of Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Faith Colson. Office of Associate 
Chief Counsel (Passthroughs & Special In
dustries). However. other personnel from 
the IRS and the Treasury Department par
ticipated in their development. 

* * * * * 

Amendments to the Regulations 

Accordingly. 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part. as follows: 

Authority: 2fl U.s.c. 7805 * * * 
Par. 2. Section 1.671-5 is amended by: 
I. Revising paragraphs (b)(5). (b)(8), 

and (b)(2J J. 
2. Revising paragraphs (c)(2)(iv), 

(vj(C). (vi). and (vii). 
3. Revising paragraphs (f)(I)(i)(A) and 

(viii)(A). 

The revisions read as follows: 

.~ 1.67/-5 Reporting j()r widely held fixed 
illl'estment trusts. 

* * * * * 
(b) " " * 
(5) [Reserved. J For further guidance. 

see *1.671-5T(b)(5). 

* * * * * 
(8) [Reserved.) For further guidance. 

see * J.671-5T(b)(8). 

* * * * * 
(2 I) [Reserved.) For further guidance. 

see §J.671-5T(b)(21). 

* * * * * 
(c) * * * 
(2) * * * 
(iv) [Reserved.] For further guidance. 

see * 1.67 1-5T(c)(2)(iv). 

(v) * * * 
(C) [Reserved.] For further guidance. 

see § 1.671-5T(c)(2)(v)(C). 

(vi) I Reserved.] For further guidance, 
see § 1.67 1-5T(c)(2)(vi). 

(vii) [Reserved.] For further guidance, 
see § 1.67 1-5T(c)(2)(vii). 

* * * * * 
(f) * * * 
(1) * * * 
(i) * * * 
(A) [Reserved.] For further guidance. 

see § 1.671-5T(f)(1 )(i)(A). 

* * * * * 
(viii) * * * 
(A) [Reserved.) For further guidance, 

see §1.671-5T(f)(l)(viii). 
Par. 3. Section 1.671-5T is added to 

read as follows: 

§ 1.671-5T Reporting for widely held fixed 

investment trusts (temporary). 

(a) through (b)( 4) [Reserved.] For fur
ther guidance, see § 1.67 I - 5( a) through 
(b)(4). 

(5) The cash heldfor distribution is the 
cash held by the WHFIT (other than trust 
sales proceeds and proceeds from sales de
scribed in paragraph (c)(2)(iv)(G) of this 
section) less reasonably required reserve 
funds as of the date that the amount of a 
distribution is required to be determined 
under the WHFIT's governing document. 

(b)(6) and (b)(7) [Reserved.] For fur
ther guidance. see §1.671-5(b)(6) and 
(b )(7). 

(8) An in-kind redemption is a redemp
tion in which a beneficial owner receives 
a pro-rata share of each of the assets of 
the WHFIT that the beneficial owner is 
deemed to own under section 671. For 
example, for purposes of this paragraph 
(b)(8), if beneficial owner A owns a one 
percent interest in a WHFIT that holds 100 



shares of X corporation stock, so that A is 
considered to own a one percent interest in 
each of the 100 shares, A's pro-rata share 
of the X corporation stock for this purpose 
is one share of X corporation stock. 

(b)(9) through (b)(20) [Reserved.] 
For further guidance, see § 1.671-S(b )(9) 
through (b )(20). 

(21) Trust sales proceeds equal the 
amount paid to a WHFIT for the sale or 
disposition of an asset held by the WHFIT, 
including principal payments received by 
the WHFlT that completely retire a debt 
instrument (other than a final scheduled 
principal payment) and pro-rata partial 
principal prepayments described under 
§1.l27S-2(f)(2). Trust sales proceeds do 
not include amounts paid for any interest 
income that would be required to be re
ported under § 1.604S-1 (d)(3). Trust sales 
proceeds also do not include amounts paid 
to a NMWHFIT as the result of a pro-rata 
sales of trust assets to effect a redemption 
described in paragraph (c)(2)(iv)(G) of 
this section. 

(b)(22) through (c)(2)(iii) [Reserved.] 
For further guidance, see § 1.671-S(b )(22) 
through (c)(2)(iii). 

(iv) Asset sales and dispositions. The 
trustee must report information regarding 
sales and dispositions of WHFIT assets 
as required in this paragraph (c)(2)(iv). 
For purposes of this paragraph (c)(2)(iv), 
a payment (other than a final scheduled 
payment) that completely retires a debt in
strument (including a mortgage held by a 
WHMT) or a pro-rata prepayment on a 
debt instrument (see § 1.I27S-2(f)(2» held 
by a WHFlT must be reported as a full or 
partial sale or disposition of the debt in
strument. A pro-rata sale of a trust asset 
to effect a redemption, as defined in para
graph (c)(2)(iv)(G) of this section, is not 
reported as a sale or disposition under this 
paragraph (c)(2)(iv). 

(A) General rule. Except as provided 
in paragraph (c)(2)(iv)(B) of this sec
tion (regarding the exception for certain 
NMWHFITs) or paragraph (c)(2)(iv)(C) 
(regarding the exception for certain 
WHMTs) of this section, the trustee must 
report with respect to each sale or disposi
tion of a WHFIT asset-

(1) The date of each sale or disposition; 
(2) Information that enables a request

ing person to determine the amount of trust 
sales proceeds (as defined in paragraph 
(b)(21) of this section) attributable to a 

beneficial owner as a result of each sale or 
disposition; and 

(3) Information that enables a beneficial 
owner to allocate, with reasonable accu
racy, a portion of the owner's basis in its 
trust interest to each sale or disposition. 

(B) Exception for certain NMWH FITI' 
If a NMWHFlT meets either the gen
eral WHFlT de minimis test of paragraph 
(c)(2)(iv)(D)(l) of this section for a cal
endar year, the qualified NMWHFIT ex
ception of paragraph (c)(2)(iv)(E) of this 
section, or the NMWHFlT final calendar 
year exception of paragraph (c)(2)(iv)(F) 
of this section, the trustee is not required 
to report under paragraph (c)(2)(iv)(A) 
of this section. Instead, the trustee mu~t 
report sufficient information to enable a 
requesting person to determine the amount 
of trust sales proceeds distributed to a 
beneficial owner during the calendar year 
with respect to each sale or disposition of 
a trust asset. The trustee also must pro
vide requesting persons with a statement 
that the NMWHFIT is permitted to report 
under this paragraph (c)(2)(iv)(B). 

(C) Exception for certain WHMTs. If 
a WHMT meets either of the de minimis 
tests of paragraph (c)(2)(iv)(D) of this 
section for the calendar year, the trustee 
is not required to report under paragraph 
(c)(2)(iv)(A) of this section. Instead, the 
trustee must report information to enable a 
requesting person to determine the amount 
of trust sales proceeds attributable to a 
heneficial owner as a result of the sale or 
disposition. The trustee also must provide 
requesting persons with a statement that 
the WHMT is permitted to report under 
this paragraph (c)(2)(iv)(C). 

(D) De minimis tests-(/) General 
WHFIT de minimis test. The general 
WHFIT de minimis test applies to a 
NMWHFlT or to a WHMT that does 
not meet the requirements for the spe
cial WHMT de minimis test in paragraph 
(c)(2)(iv)(D)(2) of this section. The gen
eral WHFIT de minimis test is satisfied 
if trust sales proceeds for the calendar 
year are not more than five percent of the 
net asset value of the trust (aggregate fair 
market value of the trust's assets less the 
trust's liabilities) as of the later of January 
I of that year or the trust's start -up date 
(as defined in §1.671-S(b)(l9)). 

(2) Special WHMT de minimis test. A 
WHMT that meets the asset requirement of 
§1.671-S(g)(I)(ii)(E) satisfies the special 

WHMT de minimis test in this paragraph 
(cj(2)(iv)(D)(2) if trust sale~ proceeds for 
the calendar year are not more than five 
percent of thc aggregate outstanding prin
cipal balance of the WHMT (as defined in 
~ 1.671-5(g)( I )(iii)(D)) a~ of the later of 
January I of that year or the trust's start-up 
date. For purposes of applying the spe
cial WHMT de minimis test in this para
graph (c)(2)(iv)(D)(2), amounts that result 
from the complete or partial payment of 
the outstanding principal balance of the 
mortgages held by the trust are not in
cluded in the amount of trust sales pro
ceeds. 

(3) Effect of clean-up call. If a WHFIT 
fails to meet either de minimis test de
scribed in this paragraph (c)(2)(iv)(D) 
solely as the result of a clean-up calL as 
defined in § 1.671-S(b)(6), the WHFIT 
will be treated as having met the de min
imis test. 

(E) Qualified NMWHFlT exception. 
The qualified NMWHFIT exception is 
satisfied if the calendar year for which the 
trustee is reporting begins before January 
I, 2011 and-

(l) The NMWHFIT has a start-up date 
(as defined in §1.671-S(b)(l9) before 
February 23, 2006; 

(2) The regi stration statement of the 
NMWHFIT becomes effective under 
the Securities Act of 1933, as amended 
(IS U.s.c. 77a, ct. seq.) and trust interests 
are offered for sale to the public before 
February 23, 2006; or 

(3) The registration statement of the 
NMWHFIT become effective under the 
Securities Act of 1933 and trust interests 
are offered for sale to the public on or af
ter February 23, 2006, and before July 31, 
2006, and the NMWHFIT is fully funded 
hefore October I, 2006. 

(F) NMWHFITfrllal calendar year ex
ception. The NMWHFIT final calendar 
year exception is satisfied if-

(1) The NMWHFIT terminates on or 
before December 31 of the year for which 
the trustee is reporting; 

(2) A trust interest holder may not roll
over its investment in the NMWHFIT to 
another WHFIT; and 

(3) The trustee makes reasonable efforts 
to engage in [lm-mta sales of trust assets to 
effect redemptions. 

(G) Pro-rata sales of" trust assets to ef 
./t'ct a redcl11ptiull-U) Definition. A pro
rat(/ sale of a trust asset to effect a redemp-
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tion is not required to be reported under 
thi~ paragraph (c)12)(iY). A pm-r(/{li sale 

of a trust a~~et to effect a redemption oc
cur~ when a-

il) A trust 1ntere~t holder tenders one or 

more tru~t interests for redemption: 
Iii) The tru~tee sdls the pm-mta share 

of the tru"t asset that is deemed to be 
owned by the tru"t inkre~t holder un
der ~ection 671 a~ a result of the trust 
interest holder's 0\\ nership of the trust 
intereq or interesh tendered for redemp
tion (See paragraph (b)(8) of this section 
for a description of how pm-rata is to 
be apphed for purposes of this paragraph 
(c)(2)(iv)(G)) : 

(iii) The trustee engages in the sale 
solely to obtain cash that is immediately 
diqributed tll the redeeming trust interest 
holder as a restiit of the redemption: and 

(il') The redemptlOn IS reported as re
quired under ~ 1.671-5(c)l2)(v) by the 
trustee. 

(2) EXlIII!JiII'. The following example 
illustrates the definition of a Jiro-raw sale 
of a trust asset to effect a redemption: 

1:.1111/1/'/", TILI\I ha, 1\\0 hundred lrusl inlcre,h 
.1I1el all llliere,[, ha\ c eLjual qluc and righh, Truq 

()\\ n' IWo hUlldred ,hare, of stoch til corporation X. 
1\\ n hundred ,hare, or ,lllL'k i Ilcorpnraliol1 Y. and [me 

hundred sh,lrcs of \loci.. in corporation l. C owns one 

lru,l Intere,[ and lenders It for redemrlion, To 00-

lall1c"h for the redemption. the Iru,kc of Tm" ,db 
one ,hare of e.lch ot the X anu }' sloe" anu one ,hare 
111'1' ,Ioc·". Tnl'lee immcdiately dislrihutes the pm

ceeu' from th~ 'ale "r thL' X and lhe }' qoc"-. a, \,\ell 

;" 'iO';; of lhe rrncL'eds from the saie Ilf the Z s[[)ck 
to Cas redemrlion proceed" Truslee will report the 
redemrtllll1 under ~ 1,6 71-5(l')( 2)( \ ) The 'ale of the 
,h,lIe of X slock and lhe sale of the share or )' ,tuck 
,1I't' "adl a "I'I>-/'{Ill1 sale of a trmt assct to effect a 

redcmptiun ,md arc not required 10 he rerorted un
der lhi, par"~rarh le)(~l\i\)((J), The procceus from 
the sale of the X ,lock and the f· '11Kk arc n,lt trusl 

'ales 1'1 oc'CeLl, unda raratrraph I h 1\21 ) of lhis ,eclion 
and are nol Ilk'iuded for Ihe purpll\C of detc'nllinin~ 
\\ 11L't1KI" fn.,,{ 1l1l'l'h thL' c/I' mUll/ill) tL' ..... t. Tt"c \alc \It 

thl' I .... It)CK. he-cau,,\.? it \\ a ... nol .. I "'~lk of the pro-rarll 

,hare of the lrusl assCI tlul " trealed as 1"\ ned 11\ C 

1\ 11ul ~l J'I'O-rtlftl .... ~lll' III i.I tru~l a~:-.L'{ to eHect a rc

cic-1l11'lll1n and i, reLjuired 10 he repllrted as PIII\ ideo 
under par:l)2ral'h Ic')( ~ )\i\ )( ,\ I I'" (H I nf Ihl' scc'llon. 
II hi,hc'\ ,'1'1' "PI,lic'"l1k Th: prIKc'c'd, from the saiL' 
[If Ihl' 1 ,lod arc trll,1 ',Iks proc'ced.; LInder rar;rgrarh 
I hll ~ I) Ilf Ihl' ,<'(linn and included for the rurpo,e or 
tklcrminlng ,\ hL'tht'r Truq Illl'('[" the- de 11111//1111.\ te~( 

In p"r.l~r.lph I L'rl: 111\ II D II II of 11m sec\t<ll1. 

and (B) IRe-
,en ed,] for further guidance. see 
~l.b71-5(l')(2)(\ HAl and IB). 

(C) L,\'('{JTioll .1(11' ['Crill/II NHHH FITI 
)1,/,11 ,fir/dCIl,f 111('01111'-( II III gCIl(,l'U1. 

The tllhtl'l' of a l\:\I\\'HFIT de,c:ribed in 
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paragraph (c)(2j(\)(C)(2) of this section 
i~ not required to report the informa
tion described in ~ 1.671-5(e)(2)(v)(A) 
(regarding redemptions) or (e)(2)(\')(B) 
iregardi ng. sales l. However. the trustee 
must report to requesting. persons, for each 
date on which the amount of redemption 
proceeds to be paid for the redemption 
of a trust interest is determined, informa
tion that will enable requesting persons 
to determine the redemption proceeds per 
trust interest on that date. The tru~tee also 
must provide requesting: persons with a 
statement that this paragraph applies to the 
NMWHFIT 

(2) NMWHFITs Ihat (ilialify Fir the 
I'Xcl'prion. This paragraph (c)(2)(v)(C) 
applies to a NMWHFIT if substantially 
all the income of the NMWHFIT con
sists of dividends (as defined in section 
6042( b) and the regulations thereunder) 
and the NMWHFIT satisfie~ either para
graph (c)(2)(v)(C)(2)(i) or (ii) of this 
section. Trust \ales proceeds and gross 
proceeds from a sale described in para
graph (c)(2)(iv)(G) of this section are 
ignored for the purpose of determining if 
substantially all of a NMWHFITs income 
consists of dividends, 

(i) The tru~tee is required by the gov
erning document of the NMWHFIT to 
determine and distribute all ca~h held 
for distribution (as defined in paragraph 
(b)(S) of this sectiun) no less fre4uently 
than monthly. A NMWHFIT will be con
sidered to have satisfied this paragraph 
(c)(2j(v)(C)(2)li) notwithstanding that the 
governing document of the NMWHFIT 
permits the tru~tee to forego making a 
required monthly or more frequent distri
hution. if the ca,h held for distribution is 
b,S than 0,1 (Ie of the aggregate net asset 
\alue of the truq as of the date ,pecified 
in the governing document for calculating 
the amount of the monthly distribution. 

(ii) The 4ualified NMWHFITexception 
of paragraph Ic)(2)(iv)(E) of this section is 
~atisfied, 

I vi) Illji>rlllUTiull regardillg hond prl'-
1/I1//II/. The trustee generally must re
port information that enables a beneficial 
owner to determine, in any manncr that is 
reasonably consistent with section 171. the 
amount of the beneficial owner's amor
tizable bond premium. if any. for each 
calendar year. However. if a NMWHFIT 
meets the general de minimis test of para
graph (c)(2)(iv)(D)(I) of this section. the 

qualified Nr-.IWHFIT e:'l.ceptilln of para
graph (c)(2)(i\)(E) of this section, or the 
NMWHflT final calendar year exception 
of paragraph (c)(2l(iv)(F) of this section, 
the trustee of such NM\VHFIT is not re
ljuired to report infllrmation regarding 
bond premium. 

(vi i ) IiI/; Jrll/a tion regard illg Il/arh,t 

discoul/t. The trustee generally must 
report information that enabks a benefi
cial owner to determine. in any manner 
reasonably consistent with section 1276 
(including section 1276(a)(3)). the amount 
of market discount that has accrued dur
ing the calendar year. However, if a 
NMWHFIT meets the general til' m;n
imis test of paragraph (c)(2)(iv)(D)(I) of 
this section, the qualified NMWHFIT ex
ception of paragraph (c)(2)(iv)(E) of this 
section, NMWHFIT final calendar year 
exception of paragraph (c)(2)(iv)(F) of this 
section. the trustee of such NMWHFIT is 
not required to provide information re
garding market discount. 

(c)l3) through (f)( I )(i) IReserved.] 
For further guidance. see §1.671-5(c)(3) 
through (e)( 4), 

(f) S4t' harhor/clI· prol'iding i4orma
liol1 .ttJr certain NMWHFlTs-(\) Sq(e 
//(/rborfc)f' trustee reportillg o/NMWHFlT 
il1tc>rIllllfion. The trustee of a NMWHHT 
that meets the requirements of paragraph 
(f)( I )(i) of this section is deemed to satisfy 
paragraph (c)( I )(i) of this section, if the 
trustee calculates and provides WHFIT 
information in the manner described in 
thi:- paragraph (f) and provides a statement 
to a requesting person giving notice that 
information has been calculated in accor
dance with this paragraph (f)( I). 

(i) In gelleral-(A) Eligibility to report 
linda This Sari! harhor. Only NMWHFITs 
that meet the requirements set forth in 
paragraphs (f)(I )(i)(A)(i) and (2) of this 
section may report under this safe har
bor. For purposes of determining whether 
paragraph (f)( 1)1 i)(A)( I) is met, trust sales 
proceeds and gross proceeds from sales 
described in paragraph (c)(2)(iv)(G) of 
this section are ignored. 

(i) S ubstantiall y all of the 
NMWHFIT's income is from divi
dends or interest; and 

(2) All trust interests have identical 
value and rights. 

(f)(l)(i)(B) through (f)(vii) [Re-
served.] For further guidance, see 
§ l,071-5(t)( I )(iJ(B) through (f)(vii). 



(viii) Reporting market discount in

formation under the safe harbor-CAl in 
general. If the trustee of a NMWHFIT 
is required to provide infonnation re
garding market discount under paragraph 
(c)(2)(vii) of this section, the trustee must 
provide the information required under 
§ 1.671-5(f)(1 )(iv)(A)(1 )(iii) of this sec
tion. If the trustee is not required to 
provide market discount information un
der paragraph (c)(2)(vii) of this section 
(because paragraph (c)(2)(iv) of this sec
tion applies to the NMWHFIT), the trustee 
is not required under this paragraph (f) to 
provide any information regarding market 
discount. 

(f)(1)(viii)(B) through (m) [Re-
served.] For further guidance, see 
§1.67l-5(f)(l)(viii)(B) through (m). 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved July 28, 2006. 

Eric Solomon, 
Acting Depur.' Assistant 

Secretary (Tax Policy). 

(Filed by the Office of the Federal Regi,ter on July 28. 2006. 
4:15 p.m., and publ;,hed in the ,,,ue aftho Federal Reghter 
for August 3. 2006. 71 FR. 43%H) 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mtd· 

term, and long-term rates are set forth for the month 

of September 2006. See Rev. Rul. 2006-++. page 
361. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of September 2006. See Rev. Rul. 2006-++. page 

361. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Sections 42, 280G, 382, 412, 467, 46S, 482, 

483. 642, 8m. 84o. /211,15, 752(), 71572.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 

REV. RUL. 2006-44 TABLE I 

sections 382. 642, 1274. 1288. and other 
sections of the Code. tables set forth the 
rates for September 2006, 

Rev. Rul. 2006-44 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for September 2006 (the current 
month). Table I contains the short-term. 
mid-term, and long-tenn applicable fed
eral rates (AFR) for the current month 
for purposes of section 127 4( d) of the 
Internal Revenue Code, Table 2 contains 
the short-term. mid-term. and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(1). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b )(2) for buildings placed in 
service during the current month, Finally. 
Table 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520, 

Applicable Federal Rates (AFR) for September 2006 

Short-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Mid-term 

AFR 
110% AFR 
120% AFR 
130% AFR 
150% AFR 
175% AFR 

Long-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Annual 

5.13% 
5.66% 
6.17% 
6,70% 

5.01% 
5.52% 
6.03% 
6.54% 
7.57% 
8,85% 

5.21% 
5,73% 
6,27% 
6,79% 

Period for Compounding 

Semiannual 

5.07% 
5.58% 
(1.08% 
6.59% 

4.95% 
5.45% 
5.94% 
6.44% 
7.43% 
8,66% 

5.149'c 
5.65% 
6.17% 
6.68Cft 

Quarterly Momhly 

5.049'c 5.02% 
5.54% 5,52% 
6.03% 6.00% 
6.54% 6.50% 

4,929'1' 4.909'c 
5.41% 5.397c 
5.90% 5.8Yh 
6,397c 6.367c 
7,36 clr 7,3n, 
8.577c 8.517< 

S.II9i 5.097, 
5.617c 5.58ck 
6.129(- 6.09Cj( 
6,630', 6.599, 
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Short-term adjusted 
AFR 

Mid-term adju~ted AFR 

Long-term adju~ted 
AFR 

A 1111110/ 

3.65';( 

3,8317, 

4Al?r 

REV. RUL. 2006-44 TABLE 2 

Adjusted AFR for September 2006 

Period jor COIII{JoulldillR 

S elllia IIlll/al 

3,620;-

3,790;-

4J6?( 

REV. RUL. 2006--44 TABLE 3 

Quarterly 

3.60% 

3.77% 

4.34% 

Rates Under Section 382 for September 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 

REV. RUL. 2006-44 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for September 2006 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 2006--44 TABLE 5 

Rate Under Section 7520 for September 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, 

Mollfhl\' 

3,59% 

3.76CJc 

4,32% 

4.41% 

4.52% 

8.19% 

3.51% 

or a remainder or rever~ionary interest 6.0% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adju,ted applicahle fedcral ,hOrl-term. mid

terIn. and long-term rate, arc ,et f[lfth for the month 

of September 2()06, See Rev, Rul. 2006--+·L page 

361. 
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Section 7520.-Valuation 
Tables 

The adJw,ted applIcable federal ,hart-term, mid

term, and long-term rate, are sct forth for lhe month 

of Septemher 2006, See Rev, Rul. 2006-44, page 

361. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term, mid

term, and long-term rales are set forth for the month 

of September 2006. See Rev, Rul. 2006-44. page 

361. 



Part III. Administrative, Procedural, and Miscellaneous 
Information Reporting for 
Qualified Tuition and Related 
Expenses 

Notice 2006-72 

This notice contains questions and an
swers that provide guidance on the infor
mation reporting requirements for quali
fied tuition and related expenses under sec
tion 6050S of the Internal Revenue Code 
(Code). 

BACKGROUND 

The Taxpayer Relief Act of 1997 (Pub
lic Law 105-34 (lll Stat. 788)) added sec
tion 6050S to the Code. In general, section 
6050S requires any eligible educational 
institution (institution) to file information 
returns and to furnish information state
ments to assist taxpayers and the Service 
in determining the amount of qualified 
tuition and related expenses (qualified ex
penses) for which an education tax credit 
is allowable under section 25A (as well as 
other tax benefits for higher education ex
penses). Congress amended section 6050S 
in the Internal Revenue Service Restruc
turing and Reform Act of 1998 (Public 
Law 105-206 (112 Stat. 685)) and Public 
Law 107-131 (lIS Stat. 2410) (simplifi
cation of reporting requirements relating 
to higher education tuition and related 
expenses). As amended for calendar years 
beginning after December 31, 2002, sec
tion 6050S requires institutions to report 
either the aggregate amount of payments 
received, or the aggregate amount billed, 
for qualified tuition and related expenses 
(qualified expenses) during the calendar 
year with respect to each individual en
rolled (a student) for any academic period. 
See Rev. Proc. 2005-50, 2005-32 I.R.B. 
272 (consent to change method of report
ing payments received or amounts billed). 
Institutions must separately report adjust
ments (i.e., refunds or reimbursements 
of payments if an institution elects to re
port payments received, or reductions in 
charges if an institution elects to report 
amounts billed) made during the calendar 
year with respect to a student that relate 
to payments received, or amounts billed, 
for qualified expenses that the institu
tion reported for a prior calendar year. In 

addition, institutions must report the ag
gregate amount of scholarships or grants 
for the payment of a student's costs of at
tendance that the institution administered 
and processed during the calendar year. 
Institutions must separately report reduc
tions made during the calendar year to the 
amount of scholarships or grants that the 
institution reported for a prior calendar 
year. 

On December 19, 2002, the Treasury 
Department and the Service issued final 
regulations under section 60S OS describ
ing the information reporting requirements 
for institutions. See T.D. 9029, 2003-1 
C.B. 403 [67 FR 77678] (Dec. 19. 2002). 
The final regulations are applicable for in
formation returns required to be filed with 
the Service, and information statements re
quired to be furnished to students, after De
cember 31, 2003. For prior years, institu
tions were not required to include dollar 
amounts relating to qualified expenses or 
scholarships and grants on information re
turns and information statements. 

Section 1.6050S-1 (b )(2)(iii) of the 
Income Tax Regulations (regulations) 
provides that the amount of payments 
received for qualified expenses is deter
mined by netting the amount of payments 
received for qualified expenses during 
the calendar year against any reimburse
ments or refunds of qualified expenses 
made during the calendar year that re
late to payments received for qualified 
expenses during the same calendar year. 
Section 1.6050S-I(b)(3)(iii) provides that 
the amount billed for qualified expenses 
is determined hy netting the amount billed 
for qualified expenses during the calendar 
year against any reductions in charges for 
qualified expenses made during the cal
endar year that relate to amounts billed 
for qualified expenses during the same 
calendar year. 

Institutions are required to report the 
following information on Form 1098-T, 
"Tuition Statement," for calendar years 
2006 and after: 

(l) The name, address, and taxpayer 
identification number (TIN) of the institu
tion; 

(2) The name, address, and TIN of the 
student; 

(3) The amount of payments received 
(Box I), or the amount billed (Box 2). 
for qualified expenses during the calendar 
year; 

(4) An indication whether an institution 
has changed its method of reporting (Box 
3); 

(5) The amount of any reimhursements 
or refunds of qualified expenses made dur
ing the calendar year that relate to pay
ments received for qualified expenses that 
the institution reported for a prior calen
dar year, or the amount of any reductions 
in charges made during the calendar year 
that relate to amounts bil led for qualified 
expenses that the institution reported for a 
prior calendar year (Box 4); 

(6) The amount of any scholarships or 
grants that the institution admini~tered and 
processed during the calendar year (Box 
5); 

(7) The amount of any reductions to 
scholarships or grants that the institution 
reported for a prior calendar year (Box 6): 

(8) An indication whethcr any amounts 
billed, or payments received, for qualified 
expenses reported for the calendar year re
late to an academic period that begins dur
ing the first three months of the following 
calendar year (Box 7): 

(9) An indication whether the student 
was enrolled at least half-time for at least 
one academic period that began during the 
calendar year (Box 8): and 

(10) An indication whether the student 
was enrolled in a graduate-level degree 
program during the calendar year (Box 9). 

For rules on when a student may 
claim an education lax credit. see sec
tion 1.25A-5(e). 

DISCUSSION 

Q-I. :Vlust an institution report 
amounts billed, or payments received, 
for a student who is not enrolled for an 
academic period during the calendar year 
when the institution bills the student, or 
receives payment, for qualified expenses. 
if the student will be enrolled for the first 
time for an academic period during the 
following calendar year? 

A-I. No. Section 6050S(b)(2)(A) of 
the Code provides that institutions shall 
report only for students who are enrolled 
for an academic period beginning during 
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the calendar year (or enrolled for an aca
demic period in a prior calendar year) and 
for whom a tran~action which is required 
to be reported is made during the calen
dar year. This rule applies whether the 
institution elech to report amounts billed 
(see section 1.6050S-]( b)(.3) of the regula
tions) or elects to report payments receiwd 
(see section 1.6()50S-1 (b)(2)). 

Section 1.6050S-1 (d)( I ) of the regula
tions permits an imtitution to determine 
the enrollment status of a student for each 
academic period under its own rules and 
policies, or as of any of the following 
dates: 

( 1) 30 days after the first day of the 
academic period: 

(2) A date during the academic period 
on which enrollment data must be col
lected for purposes of the Integrated Post 
Secondary Education Data System admin
istered by the Department of Education: or 

(3) A date during the academic period 
on which the institution must report en
rollment data to the State, the institution's 
governing body, or some other external 
governing body. 

Q-2. Must an institution report for high 
school students attending classes at the 
imtitution prior to graduation from high 
school'? 

A-2. An institution must report for any 
student if the institution considers the stu
dent to be enrolled and a transaction for 
which reporting is required is made during 
the year with respect to the student. 

Q-3. Must an institution report if a stu
dent is not enrolled for an academic period 
during the calendar year in which the in
stitution makes an adjustment to amounts 
that the institution reported for a prior year 
in which the stuuent was enrolled? For ex
ample, Student A was enrolled for an aca
demic period during calendar year 2005. 
During 2005, Institution X bills Student A 
S.3J)OO for qualified expenses and reports 
these amounts in Box 2. In 2005, after the 
tuition bill is senL Student A reduces his 
course load. During calendar year 2006. 
Institution X credits Student A's account 
with $200, retlecting a $200 reduction in 
charges for 2005. Student A is not enrolled 
for any acauemic period during calendar 
year 2006. 

A-3. Yes. Section 6050S(b)(2)(A) 
of the Code and ~ection 1.6050S-1(b)(2) 
and (b l(.~) of the regulations prmide that 
an institution must report for each stu-
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dent enrolled for an academic period in a 
prior year (or enrolled for an academic pe
riod beginning during the calendar year) 
for whom an adjustment as described in 
sections 1.6050S-I(b)(2j(li)(Fl or (G) or 
1.6050S-I(b)(3)(ii)(F) or (Gl is made dur
ing the calendar year. Accordingly. for 
calendar year 2006, In~titution X must re
port in Box -+ the $200 adjustment made 
to amounts reported in Box 2 for calendar 
year 2005, even though Student A is not 
enrolled for an academic period during cal
endar year 2006. 

Q--.t. If an institution is not required to 
report because an exception to reporting 
under 1.6050S-I(a)(2) of the regulations 
applies to a category of students, mayan 
institution nevertheless choose to report'? 

A--.t. Yes. An institution that is not 
required to report because an exception 
to reporting applies to a category of stu
dents may nevertheless choose to report. 
Section 1.6050S-I(a)( I) of the regulations 
does not preclude optional reporting. 

Q-5. Must an institution report if the 
regulations provide an exception to report
ing for a category of students (other than 
non-resident alien individuals) and a stu
dent within that category requests the in
stitution to report for a calendar year? 

A-5. No. An institution is not re
quired to report if an exception under sec
tion 1.6050S- \( a)(2)(ii )-(iv) of the regula
tions applies to a category of students and 
a student within that category requests that 
the institution report for a calendar year. 

Q-6. In what circumstances must an 
institution report with respect to a student 
who is a non-resident alien individual? 

A-6. Section 1.6050S-1 (a)(2)(i) of the 
regulations provides that no reporting is re
quired for non-resident alien individuals. 
unless the non-resident alien individual re
quests the institution to report for a calen
dar year. If a student who is a non-resi
dent alien individual requests that the insti
tution report for a calendar year, the insti
tution must report with respect to that stu
dent, unless another exception under sec
tion 1.6050S-I(a)(2) applies. If a non-res
ident alien individual falls within a cate
gory of students covered by an exception 
under section 1.6050S-I(a)(2)(ii)-(iv) of 
the regulations for the calendar year, the 
institution is not required to report, even if 
the student requests the institution to report 
for the calendar year. See Q&A-5. above. 

Q-7. The regulations provide an ex
ception tn repl)]"(int: if a student's qualified 
expenses are cmt'red by a "formal billing 
arrangement." What is a formal billing ar
rant:emenL and \\'ho may bt' a payor under 
a formal billing arrangement? 

A-7. St'ction 1.6050S-I(a)(2)(iv)(B) 
of the regulations providt's that a formal 
billing arrangement is an arrangement in 
which the institution: (I) bills only an em
ployer or a governmental entity for educa
tion that the institution furnisht's to a stu
dent and (2) does not maintain a separate 
financial account for the student. Where 
an employer is billed for a student's quali
fied expenses. the student must be an em
ployee of tht' employer. Similar agree
ments with other institutional third party 
payors will also qualify as formal billing 
arrangements if the Service so determines 
in further published guidance or in a ruling 
or determination issued to the participants. 

Q-g. What amounts must an institution 
report in Box 5 as scholarships or grants? 

A-8, Section 6050S(b)(2)(B)(ii) of the 
Code provides that an institution must re
port the amount of any grants that the in
stitution administered and processed dur
ing the calendar year for the payment of the 
student's costs of attendance. A student's 
costs of attendance may include both qual
ified expenses (such as tuition and required 
fees) and non-qualified expenses (such as 
room and board). The institution should 
report these amounts in Box 5. A quali
fied tuition reduction described in section 
lI7(d) of the Code is not a scholarship or 
grant, and accordingly, should not be re
ported in Box 5: but such a reduction is 
relevant in determining the net amount re
ported in Box 2 if the institution elects to 
report amounts billed. 

Whether an institution reported schol
arship or grant amounts in Box 5 is not 
considered in determining amounts to be 
reported as payments received (Box I) or 
as amounts billed (Box 2) for qualified 
expenses. An institution that elects to 

report payments received for qualified ex
penses generally must include the amount 
of scholarships and grants in Box I, ex
cept any scholarship or grant that by its 
terms must be applied to expenses other 
than qualified expenses, such as room and 
hoard (see section 1.6050S-1 (b )(2)(v) of 
the regulations). An institution that elects 
to report amounts billed for qualified 



xpenses may not reduce the amount re
lorted in Box 2 by scholarships or grants. 

Q-9. The regulations require an insti
ution to report separately any reimburse
nents or refunds of qualified expenses (if 
III institution reports payments received) 
lr any reductions in charges (if the insti
ution reports amounts billed), and any re
iuctions to scholarships, made during the 
;alendar year that relate to amounts the in
stitution reported for a prior calendar year. 
Does "a prior calendar year" refer to any 
prior calendar year for which reporting 
was required, or only the immediately pre
ceding calendar year for which reporting 
was required? 

A-9. The separate reporting require
ment in section 60S0S(b)(2)(B)(iii) of the 
Code applies to any prior calendar year 
for which reporting was required, and not 
only to the immediately preceding calen
dar year. 

Q-lO. Must an institution that volun
tarily reported dollar amounts for calendar 
years before 2003 report with respect to 
adjustments in a later calendar year that re
late to qualified expenses and scholarships 
or grants reported for calendar years before 
2003? 

A-IO. The reporting of adjustments in 
a later calendar year that relate to quali
fied expenses and scholarships or grants 
reported for calendar years before 2003 is 
voluntary, as was the original reporting. 

Q-Il. If an institution elects to report 
amounts billed, how must the institution 
report increases in certain charges and re
ductions in other charges for the calendar 
year if the increases and reductions relate 
to amounts reported for a prior calendar 
year? For example, in December 2005, 
an institution bills $1,000 for tuition and 
$SO for required fees for the 2006 Spring 
term that will begin in January 2006. In 
January 2006, the institution bills an addi
tional $200 for tuition for the 2006 Spring 
term and reduces the charges for the pre
viously billed required fees by $10 fur the 
2006 Spring term. In August 2006, the 
institution bills $ LOOO for tuition for the 
2006 Fall term. How must the institution 
report for calendar year 200S and calendar 
year 2006? 

A-II. Section 6050S of the Code 
requires reporting based on transactions 
that occur during a calendar year. This 
includes transactions which may relate to 
an academic period in a prior calendar 

year. Section 1.60S0S-I(b)(3)(ii)(c) of 
the regulations provides that an institution 
that elects to report amounts billed for 
qualified expenses must report the amount 
billed for qualified expenses with respect 
to the student during the calendar year. 
Accordingly, for calendar year 2005, the 
institution must report $1,050 in Box 2. 
For calendar year 2006, the institution 
must aggregate the $200 billed for the 
2006 Spring term and the $1,000 billed for 
the 2006 Fall term and report $1,200 in 
Box 2. In addition, as provided in section 
1.60S0S-I(b)(3)(ivJ, the institution must 
separatel y report in Box 3 the $10 reduc
tion in charges made during calendar year 
2006 that relates to amounts previously 
reported in Box 2 for calendar year 200S. 

Q-12. If an institution elects to report 
payments received for qualified expenses, 
must an institution report payments for 
qualified expenses that it receives with re
spect to a student during the calendar year 
if the payment relates to an academic pe
riod that began during a prior calendar 
year? 

A-I2. Yes. Under section 1.6050S
\ (b )(2) of the regulations, the institution 
must report all payments of qualified ex 
penses received during the calendar year, 
even if one or more of the payments relate 
to an academic period that began during a 
prior calendar year. 

Q-13. If an institution elects to report 
amounts billed for qualified expenses, how 
must the institution report amounts billed 
for qualified expenses during one calendar 
year if the institution administers and pro
cesses a SCholarship or grant in the follow
ing calendar year for the same qualified ex
penses? For example, an institution bills 
$1,000 for qualified expenses for the 2006 
Spring term in December 2005. In January 
2006, the institution administers and pro
cesses a scholarship for the same qualified 
expenses for the 2006 Spring term. 

A-l3. Section 6050S of the Code 
requires reporting based on transac
tions that occur during a calendar year. 
For calendar year 200S, under section 
1.60S0S-I(b)(3)(i) of the regulations, the 
institution must report in Box 2 the $1,000 
billed during the calendar year in Box 
2. For calendar year 2006, under sec
tion 1.6050S-1 (b)(3 )(ii)(E), the institution 
must report in Box 5 the scholarship it 
administered and processed during 2006 
for the 2006 Spring term, even though 

the scholarship relates to amounts billed 
during calendar year 2005 for the same 
academic period. In addition, because 
scholarships or grants are not reductions 
in charges, they are not included in the 
amount reported in Box 4- as adjustments 
to amounts reported in Box 2 for calendar 
year 2005. 

Q-14. Should an institution include any 
negative numbers on Form 1098-T? 

A-14. No. Section 1.6050S-i(b)(\) 
of the regulations provides that, for pur
poses of section 1.6050S-1(b)(2), an 
adjustment to payments received means 
a reimbursement or refund. In addition, 
section 1.6050S-\ (b)( 1) provides that, 
for purposes of section 1.6050S-I(b)(3), 
an adjustment to amounts billed means a 
reduction in charges. Any adjustments to 
amounts billed or payments received (as 
applicable) reported for a prior year, and 
any reductions to scholarships or grants 
reported for a prior year, reflect down
ward adjustments. These adjustments are 
reported as positive numbers in Box 4 or 
Box 6, respectively. 

Q-15. Must an imtitution report adjust
ments made during a calendar year if the 
adjustment relates to amounts not reported 
for a prior calendar year because an excep
tion to reporting applied for the prior cal
emlar year? 

A-IS. No. Under section 6050S(b) 
(2)(B)(iii) of the Code, an institution must 
report adjustments made during a calen
dar year that relate to amounts that were 
reported for a prior calendar year. If an 
amount was not reported for a prior calen
dar year because an exception to reporting 
applied for the prior calendar year, a re
lated adjustment need not be reported un
der this section. 

Q-16. Can an adjustment madc during 
a calendar year exceed the amounts billed 
or payments received (as applicable) for 
qualified expense, that an institution re
ported for the immediately preceding cal
endar year? 

A-16. Adjustments made during a 
calendar year may relate to amounts previ
ously reported for multiple prior calendar 
years. In this situation, the adjustments 
may exceed the amount reported for the 
immediately preceding calendar year. For 
example, an institution reported $S,OOO 
billed for qualified expen"es for calendar 
year 2004 and $4,000 billed for calendar 
year 200S. In calendar year 2006, the in-
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~titution reduces the charges for 200.+ by 
S2.000 and reduces the charges for 200S 
by $3.000. In this situation. for calen
dar year 2006. the inqitution must report 
SS.O()() in Box'+ as adjmtments made dur
ing the calendar year that relate to amounts 
reported for prior calendar years. whIch 
exceed, the amount reported as hilled in 
the preceding calendar year. 

Q-17. WhydoesFl1fmI09S-Tinclude 
Box S. the "half-time indicator'?" 

A-I7. Section 2SA of the Code 
pnl\ldes. among other things. that the 
Hope ScholarshIp Credit is allowable for 
amounts paid for qualified expenses only 
for students enrolled at least half-time for 
one academic period that hegins during 
the calendar year. Box g provides the 
Senice with an indication that the Hope 
ScholarshIp Credit may be allowable for 
the student" s qualified expenses. 

Q-I S. When should an institution 
check Box S'l 

A-I S. An institution should check 
Box S if for at least one academic period 
that hegan during the calendar year the 
student was enrolled for at least one-half 
of the normal full-time work load for the 
course of study the student is pursuing. 
The standard for what is half of the normal 
full-time work load is determined by each 
institution. but the standard may not be 
lower than the standard establishcd by the 
U.S. Department of Education. See sec
tion 1.2SA 3(d)( I )(ii) of the regulations. 

Q-19. Should an institution check Box 
S if a ,tudent is not enrolled at least half
time during the calendar year when the in
stitution hills. or receives payments. for 
qualified expenses. hut the student will be 
enrolled at least-half time in the following 
calendar year') 

A-Il). No. If a student is not enrolled 
at least half-time for at least one academic 
period that hegins during the c,dendar year 
for which reporting is required. the institu
tion slllluld not check Box S. 

Q-20. Win does Form I Ol)S-T include 
Bo\ 9. the "graduate~level indicato()" 

A-20. Section 2SA of the Code pro
\ ides. among other thing~. that the Hope 
Scholarship Credit is allO\\able only for 
qualIfied expenses of a student who has not 
l'ompleted the first t\\O year~ of post-sec
llndar~ education: however. the Lifetime 
Ll'arning Credit is C1\ ailahle heyond the 
first t\\ll \eah of po-;(-secondary educa
tlun. Bll\ 9 assIst> the Senic:e in Illon-

366 2006-2 C.B. 

itoring compliance with respect to a stu
dent" s eligibility for the Hope Scholarship 
Credit or the Lifetime Learning Credit. If 
Box 9 is checked. the Service is alerted to 
the fact that the Hope Scholarship Credit 
is not allowable for the student's qualified 
e.xpenses because the student is heyond the 
first two years of post-secondary education 
and that the Lifetime Learning Credit may 
he allowable. 

Q-21. When should an institution 
check Box 9? 

A-21. An institution should check Box 
9 if the student was enrolled as a graduate 
student during the calendar year. 

Q-22. Should an institution check Box 
9 if a student is not a graduate student dur
ing the calendar year when the institution 
bills. or receives payment. for qualified ex
penses. but the student will be a gradu
ate student during the following calendar 
year'J 

A-n. No. The institution should not 
check Box 9 unless the student is enrolled 
as a graduate student for at least one aca
demic period during the calendar year for 
which reporting is required. 

Q-23. What telephone number must 
an institution include on the infonnation 
statement furni~hed to the student? 

A-23. Section 1.60S0S-\(c)( I )(iii)(G) 
of the regulations requires institutions to 

include the telephone number of the infor
mation contact of the institution Ii. c .. not 
the institution' s general telephonc num
her). The institution information contact 
must be an individual. or a department. 
that can answer questions about the infor
mation statement. The institution may not 
list only the institution' s general telephone 
numher. In addition. an institution may in
clude informatIon of a third-party service 
provider who may also answer questions 
about the information statement. 

DRAFTING I;'\IFORMATION 

The principal author of this notice is 
Karen E. B ri scoe of the Office of Associate 
Chief Counsel (Procedure & Administra
tion). For further information regarding 
this notice. contact Mrs. Briscoe at (202) 

622-1-9 I 0 Inot a toll-free call). 

Weighted Average Interest 
Rate Modification 

Notice 2006-75 

This notice provides guidance as to the 
determination of the weighted average in
terest rate and the resulting permissible 
range of interest rates used to calculate cur
rent liability for the purpose of the addi
tional funding requirements under * 412(1) 
of the Internal Revenue Code (Code) and 
the minimum full funding limitation of 
* .+ 12( c )(7)(E). and the corresponding re
quirements and limitation under sections 
302(c)(7)(E) and 302(d) of the Employee 
Retirement Income Security Act of 1974 
(ERISA). as in effect for plan years begin
ning in 2006 and 2007. This notice imple
ments changes to the rules regarding those 
interest rates that were enacted by § 30 I of 
the Pension Protection Act of 2006, Pub. 
L. No. 109-280 (PPA '06). 

BACKGROUND 

Section 412 of the Code, and the cor
responding requirements of section 302 of 
ERISA. set forth minimum funding stan
dards that apply to certain plans. Title I 
of PPA '06. enacted on August 17. 2006. 
makes extensive changes to the rules of 
§ 412 of the Code and section 302 of 
ERISA. generally applicable to plan years 
beginning on or after January I, 2008. In 
addition. section 301 of PPA '06 makes 
certain changes to thc minimum funding 
rules that apply to earlier plan years. For 
purposes of this notice, all references to 
* 412 refer to § 412 of the Code without 
regard to the amendments made by Title I 
of PPA '06. 

PRIOR LAW 

Under § 412(b)(5)(A), the funding stan
dard account (and items therein) must be 
charged or credited with interest at the ap
propriate rate consistent with the rate or 
rates of interest used under the plan to de
termine costs. 

Section 412(b)(5)(B) provides special 
rules for the interest rate that is used to 

determine a plan's current liability for 
purposes of § 412(1) and for purposes of 
the minimum full funding limitation under 
§ 412( c)(7)( E). In general, that interest 
rate must fall within a specified corridor 
hased on the weighted average of the rates 



of interest on 30-year Treasury constant 
maturities during the 4-year period end
ing on the last day before the beginning 
of the plan year, as published monthly in 
the Internal Revenue Bulletin. See No
tice 88-73, 1988-2 C.B. 383, and Notice 
2006-8, 2006-5 I.R.B. 386. 

Section 412(b)(5)(B)(ji) provides a spe
cial rule that applies for plan years begin
ning in 2004 and 2005. Under that spe
cial rule, the interest rate used to deter
mine current liability must not be above 
and must not be more than 10 percent 
below the weighted average of the rates 
of interest on amounts invested conserva

tively in long-term investment-grade cor
porate bonds during the 4-year period end
ing on the last day before the beginning of 
the plan year. In Notice 2004-34, 2004-1 
C.B. 848, the Treasury Department pre
scribed the method for periodically deter
mining the corporate rates, and made the 

For Plan Years 
Beginning in: 

Month Year 

December 2005 

January 2006 
February 2006 
March 2006 

April 2006 
May 2006 
June 2006 

July 2006 
August 2006 

DRAFTING INFORMATION 

The principal author of this notice is 
Tony Montanaro of the Employee Plans, 
Tax Exempt and Government Entities Di-

permissible range, indices and methodol
ogy used to determine the average rate 
publicly available. 

Section 412(l)(7)(C)(i)(IJ) generally 
provides that, for plan years beginning 
after 1999, the interest rate used to de

termine the deficit reduction contribu
tion must be not more than 105% of the 
weighted average interest rate (or 120% 
of the weighted average interest rate for 
plan yeas beginning in 2002 and 2003). 
Section 412(1)(7)(C)(i)(lV) provided that, 
for plan years beginning in 2004 and 2005, 
the interest rate used to determine current 
liability for purposes of determining the 

deficit reduction contribution must be the 
same as the fate used under § 412(b)(5). 

PENSION PROTECTION ACT OF 2006 

Section 301 (b) of PPA '06 amends 
§ 412(b)(5)(B)(ii)(IJ) to extend the use 

Composite Corporate 
Corporate Bond 

Bond Weighted 
Rate Average 

5.72 

5.65 5.77 
5.73 5.75 
5.89 5.75 

6.18 5.74 
6.29 5.74 
6.31 5.75 

6.30 5.77 
5.78 

VISIon. For further information regarding 
this notice, please contact the Employee 
Plans' taxpayer assistance telephone ser
vice at 1-877-829-5500 (a toll-free num
ber), between the hours of 8:30 a.m. and 

of the corporate bond weighted average 
for plan years beginning in 2006 and 
2007. Section 4l2(1)(7)(C)(i)(IV) is also 
amended by extending the use of the cor
porate bond weighted average for plan 
years beginning in 2006 and 2007. Cor
responding changes were made to the 
parallel ERISA provisions. 

This notice provides the composite cor
porate bond rates from December, 2005 
through JUly, 2006, and the resulting cor
porate bond weighted averages for plan 
years beginmng in the months from Jan
uary, 2006 through August, 2006. These 
interest rates have been computed in accor
dance with the methodology and using the 
indices set forth in Notice 2004-34. 

Pennissible 
90% 

5,19 
5.18 
5.17 

5.17 
5.17 
5.J 8 

5.19 
5.20 

Range 
100% 

5.77 
5.75 
5.75 

5.74 
5.74 
5.75 

5.77 
5.78 

4:30 p.m. Eastern time, Monday through 
Friday. Mr. Montanaro may be reached at 
1-202-283-9714 (not a toll-free number). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Definition of Taxpayer for 
Purposes of Section 901 and 
Related Matters 

REG-1241S2-06 

AGENCY: Internal Re\ enue Service 
(IRS), Treasury. 

ACTION: Notice of proposed ruIemaking 
and notice of puhlic hearing. 

SUMrvlARY: These proposed regulations 
provide guidance relating to the determi
nation of who is considered to pay a for
eign tax for purposes of sections 90 I and 
lJtn. The proposed regulations affect tax
payers that claim direct and indirect for
eign tax credits. 

DATES: Written or electronic comments 
lllust he received by October ),2006. Out
lines of topics to be discussed at the public 
hearing scheduled for October 13, 2006, 
lllust be received by October), 2006. 

ADDRESSES: Send submissions to 
CCPA:LPD:PR (REG-1241S2-06), 
Room 5203, Internal Revenue Ser
vice, P.O. Box 760·-1-, Ben Franklin Sta
tion, Washington, DC 20044. Submis
sions may be sent electronically via the 
IRS Internet site at \t'II'\j'.irs.gm/re(,'s 

or via the Federal eRulemakinn Por
tal at \j'I\'\j'.regulatiolls.gOl' (IRS and 
RECi-1 241 52-(6). The public hearing 
\\ III he held in the Auditoriulll. Internal 
Revenue Service, New Carrollton Build
ing, 5000 Ellin Road, Lanham, MD 20700. 

FOR FURTHER INFORM;\TION 
CONTACT: Concerning submi~sion 

01 comlllents, the hearing, and/or to 
be placed on the buIlding access lIst 
to attend the hearing. Kelly Banks 
(Kelly. D. B(/I/k.l (ll'· i r.lCOUll.lc!.r rl'lI.~.gOl·): 
L'lll1cerning the regulations. Bethany A. 
Ing\\al,un, (202l 622-3KSO (not a tolI-rree 
number). 
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SUPPLEMENTARY INFORMATION: 

Background 

Section lJO I of the Internal Revenue 
Code (Code) permits taxpayers to claim a 
credit for income, war profits, and excess 
profits taxes paid or accrued during the 
taxable year to any foreign country or to 
any possession of the United States. Sec
tion lJm of the Code permits taxpayers to 
claim a credit for a tax paid in lieu of an 
lI1come tax. 

Section I.lJOI-2(f)( I) of the current fi
nal regulations provides that the person 
by whom tax is considered paid for pur
poses of sections 90 I and 903 is the person 
on whom foreign law imposes legalliabil
ity for such tax. This legal liability rule 
applies even if another person, such as a 
withholding agent, remits the tax. Section 
1.90 1-2(f)(3) provides that if foreign in
come tax is imposed on the combined in
come of two or more related persons (for 
example, a husband and wife or a corpo
ration and one or more of its subsidiaries) 
and they are jointly and severally liable 
for the tax under foreign law, foreign law 
is considered to impose legal liability on 
each sueh person for the amount of the for
eign income tax that is attributable to its 
portion of the base of the tax, regardless of 
which person actually pays the tax. 

The existing final regulations were pub
lished in 1983. Since that time, numerous 
questions haye arisen regarding the ap
plication of the legal liability rule to fact 
patterns not specifically addressed in the 
regulations or the case law. These include 
situations in which the members of a for
eign consolidated group may not have in 
the U.S. sense the full equivalent of joint 
and several liability for the group's con
solidated tax liability. and cases in which 
the person whose income is included in 
the foreign tax base is not the person who 
is obligated to remit the tax. Courts have 
reached inconsistent conclusions on these 
matters. Compare Niss/zo IImi American 
CiJlp. \'. Commissioner, 89 T.C. 765, 
773-74 ( llJ87). COl1fillentallllinois Corp. 
\'. Comllli.lsioner, 998 F.2d .'i 13 Oth Cir. 
1993),u'rf. denied,S10U.S.I041 (1994), 

Nom'est Corp \'. Commissioner, 69 FJd 
1404 (8th Cif. IlJ95), eNt, denied,517 
U.S. 1203 (1996), Riggs National CO/po 
& Suhs. \', Commissionfl', 107 T.c. 301, 
reI' 'd alld rem'd Oil another isslle, 163 
F3d 1363 (D.C. Cir. 1999) (all holdino eo 
that U.S. lenders had legal liability for 
tax imposed on their interest income from 
Brazilian borrowers, notwithstanding that 
under Brazilian law the tax could only 
be collected from the borrowers) with 
Guardian Industries Corp. & SlIhs, I'. 

United States, 6S Fed. Cl. 50 (2005), ap
peal docketed, No. 2006-5058 (Fed. Cir. 
December 19, 2005) (concluding that the 
subsidiary corporations in a Luxembourg 
consolidated group had no legal liability 
for tax imposed on their income, because 
under Luxembourg law the parent corpo
ration was solely liable to pay the tax). 

Questions have also arisen regarding 
the application of the legal liability rule 
to entities that have different classifica
tions for U.S. and foreign tax law pur
poses (e.g" hybrid entities and reverse hy
brids). This is particularly the case fol
lowing the promulgation of §§301.7701-1 
through -3 (the check the box regulations) 
in 1997, A hybrid entity is an entity that 
is treated as a taxable entity (e,g., a cor
poration) under foreign law and as a part
nership or disregarded entity for U.S. tax 
purposes. For purposes of these regula
tions, a reverse hybrid is an entity that is 
a corporation for U.S. tax purposes but is 
treated as a pass-through entity for for
eign tax purposes (i, e., income of the en
tity is taxed under foreign law at the owner 
level), Current §1.901-2(f) does not ex
plicitly address how to determine the per
son that is considered to pay foreign tax 
imposed on the income of hybrid entities 
or reverse hybrids. 

The IRS and the Treasury Depart
ment have determined that the regulations 
should be updated to clarify the appli
cation of the legal liability rule in these 
situations, and request comments on addi
tional matters that should be addressed in 
published guidance. 



Explanation of Provisions 

A. Overview 

The IRS and Treasury Department have 
received substantial comments as to mat
ters that may be addressed under the le
gal liability rule of §1.901-2(f). These 
matters include rules relating to the treat
ment of foreign consolidated groups, re
verse hybrids, hybrid entities, hybrid in
struments and payments, and other issues. 
The proposed regulations would provide 
guidance on foreign consolidated groups, 
reverse hybrids. and hybrid entities. How
ever, the proposed regulations reserve on 
issues relating to hybrid instruments and 
payments, specifically on the question of 
who is considered to pay tax imposed on 
income attributable to amounts paid or ac
crued between related parties under a hy
brid instrument or payments that are disre
garded for U.S. tax purposes. These and 
other issues will be addressed in a subse
quent guidance project. 

The proposed regulations would retain 
the general principle that tax is considered 
paid by the person who has legal liabil
ity under foreign law for the tax. How
ever, the proposed regulations would fur
ther clarify application of the legal liabil
ity rule in situations where foreign law im
poses tax on the income of one person but 
requires another person to remit the tax. 
The proposed regulations make clear that 
foreign law is considered to impose le
gal liability for income tax on the person 
who is required to take such income into 
account for foreign tax purposes even if 
another person has the sole obligation to 
remit the tax (subject to the above-refer
enced reservation for hybrid instruments 
and payments). 

The proposed regulations would pro
vide detailed guidance regarding how to 
treat taxes paid on the combined income 
of two or more persons. First, the pro
posed regulations would clarify the appli
cation of §1.901-2(f) to foreign consoli
dated-type regimes where the members are 
not jointly and severally liable in the U.S. 
sense for the group's tax. The proposed 
regulations would make clear that the for
eign tax must be apportioned among all 
the members pro rata based on the rela
tive amounts of net income of each mem
ber as computed under foreign law. The 
proposed regulations would provide guid-

ance in determining the relative amounts 
of net income. 

Second, the proposed regulations 
would revise § 1.90 l-2(t) to provide that 
a reverse hybrid is considered to have le
gal liability under foreign law for foreign 
taxes imposed on an owner of the reverse 
hybrid in respect of the owner's share of 
income of the reverse hybrid. The reverse 
hybrid's foreign lax liability would be 
determined based on the portion of the 
owner's taxable income (as computed un
der foreign law) that is attributable to the 
owner's share of the income of the reverse 
hybrid. 

Third, the proposed regulations would 
clarify that a hybrid entity that is treated as 
a partnership for U.S. income tax purposes 
is legally liable under foreign law for for
eign income tax imposed on the income of 
the entity, and that the owner of an entity 
thal is disregarded for U.S. income tax pur
poses is considered to have legal liability 
for such tax. 

These provisions are discussed in more 
detail below. 

B. Legal Liability under Foreign Law 

Section 1.90l-2(f)(I )(i) of the pro
posed regulations clarifies that, except for 
income attributable to related party hybrid 
payments described in § 1.90 l-2(f)( 4), 
foreign law is wnsidered to impose le

gal liability for income tax on the person 
who is required to take such income into 
account for foreign tax purposes. This 
paragraph of the proposed regulations fur
ther clarifies that such person has legal 
liability for the tax even if another person 
is obligated to remit the tax. another per
son actually remits the tax, or the foreign 
country (defined in § 1.901-2(g) to include 
political subdivisions and U.S. posses
sions) can proceed against another person 
to collect the tax in the event the tax is not 
paid. 

Similarly, § 1.902-1 (t)(l)(ii) of the pro
posed regulations clarifies that, in the case 
of a tax imposed with respect to a base 
other than income, foreign law is consid
ered to impose legal liability for the tax on 
the person who is the owner of the tax base 
for foreign tax purposes. Thus, in the case 
of a gross basis withholding tax that qual
ifies as a tax in lieu of an income tax un
der § \.903-1 (a), the proposed regulations 
provide that the person that is considered 

under foreign law to earn the income on 
which the foreign tax is imposed has legal 
liability for the tax, even if the foreign tax 
cannot be collected from such person. 

The IRS and Treasury DepaI1ment 
request comments on whether the regu
lations should provide a special rule on 
where legal liability resides in the case of 
withholding taxes imposed on an amount 
received by one person on behalf of the 
beneficial owner of such amount. In cer
tain cases, a foreign country may consider 
the recipient to earn income (or be the 
owner of the tax base) while the United 
States considers the recipient to be a nomi
nee receiving the payment on behalf of the 
beneficial owner. Comments should focus 
on how a special rule for such nominee 
arrangements could be narrowly drawn 
to prevent opportunities for abuse while 
maintaining the administrative advantages 
of the legal liability rule, which generally 
operates to classify as the taxpayer the 
person who is in the best position to prove 
the tax was required to be, and actually 
was, paid. 

C. Taxes Imposed on Combined Income 

1. Foreign Consolidated Groups 

The IRS and Treasury Department be
lieve that § 1.90l-2(t)(l) of the current 
final regulations requires allocation of 
foreign consolidated tax liability among 
the members of a foreign consolidated 
group pro rata based on each member's 
share of the consolidated taxable income 
included in the foreign tax base. In ad
dition, the IRS and Treasury Department 
believe that §1.901-2(f)(3) confirms this 
rule in situations in which foreign con
solidated regimes impose joint and sev
eral liability for the group's tax on each 
member. With respect to a foreign con
solidated-type regime where the members 
do not have the full equivalent of joint 
and several liability in the U. S. sense, 
or where the income of the consolidated 
group members is attributed to the parent 
corporation in computing the consolidated 
taxable income, the current regulations do 
not include a specific illustration of how 
the consolidated tax should be allocated 
among the members of the group for for
eign tax credit purposes. 

Thus, the IRS and Treasury Department 
believe that § I. 90 l-2(f)(l) of the current 
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final regulations requires as a general rule 

pro rata allocation of foreign tax among 
the members of a foreign consolidated 
group, and that ~1.901-2(tY~) illustrates 

the application of the general rule in cases 
where the group members are jointly and 
severally liable for that consolidated tax. 
Failure to allocate appropriately the con
solidated tax among the members of the 
group may result in a separation of foreign 
tax from the income on which the tax IS 

imposed. This type of splitting of foreign 
tax and income is contrary to the general 
purpose of the foreign lax credit to relieve 
double taxation of foreign-source income. 
Accordingly, ~1.9()1-2(r)(2) of the pro
posed regulations would explicitly cover 
all foreign consolidated-type regimes, 
including those in which the regimc im
poses joint and several liability in the U.S. 
sense, those in which the regime treats 
subsidiaries as branches of the parent cor
poration (or otherwise attributes income 
of subsidiaries to the parent corporation), 
and those in which some of the group 
members have limited obligations, or even 
no obligation, to pay the consolidated tax. 
Several significant commentators recom
mended that the regulations be clarified in 
this manner. 

The proposed regulations would define 
cOlI!iJilled iI/come to include cases where 
the foreign country initially recognizes the 
subsidiaries as separate taxable entities, 
but pursuant to the applicable consolidated 
tax regime treats subsidiaries as branches 
of the parent, requires or treats all income 
as distributed to the parent, or otherwise at
tributes all income to the parent. This ap
proach will minimize the need for exten
sive analysis of the intricacies of the rel
evant foreign consnlidated tax regime, by 
treating a foreign subsidiary as legally li
able for its share of the consolidated tax 
without regard to the precise mechanics of 
the foreign cof1\;olidated regime. This ap
proach v.ill not only reduce inappropriate 
foreign tax credit splitting but will also re
duce administrative burdens on taxpayers 
and the IRS. 

Section 1.902-1 (fl( 2) of the proposed 
regulations retain, the general principle 
that the fmeign tax must be apportioned 
among the persons whose income is ill
c luded Jl1 the l'ombi ned base pro rut({ 

b~lsed on the relatl\e an1l1unb of net in
UlIlll' of e~ll'h person a, computed under 
foreign Ll\\ A, under current Ll\\, this 
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rule would apply regardless of which per
son is obligated to remit the tax, which 
person actually remits the tax, and which 
person the foreign country could proceed 
against to collect the tax in the event all 
or a portion of the tax is not paid. Under 
~ l.902-1(f)(2)(i), persoll for this purpose 
includes a disregarded entity. 

2. Rc\"ersc H\'/Jrid Entities 

The proposed regulations would rcvise 
~ l.901-20) to provide that a reverse hy
brid is considered to have legal liability 
under foreign law for foreign taxes im
posed on the owners of the reverse hybrid 
in respect of each owner's share of the re
verse hybrid's income. Proposed regula
tion ~ 1.902- I (f)(2)(iii). This rule is nec
essary to prevent the inappropriate sepa
ration of foreign tax from the related in
come and to prevent dissimilar treatment 
of foreign consolidated groups and foreign 
groups containing reverse hybrids, which 
are treated identically for U.S. tax pur
poses. Under the proposed rule, the re
verse hybrid's foreign tax liability would 
be determined based on the portion of the 
owner's taxable income (as computed un
der foreign law) that is attributable to the 
owner's share of the reverse hybrid's in
come. Thus, for example, if an owner of 
a reverse hybrid has no other income on 
which tax is imposed by the foreign coun
try, then the entire amount of foreign tax 
that is imposed on the owner is treated as 
attributable to the reverse hybrid for U.S. 
income tax purposes and, accordingly, is 
tax for which the reverse hybrid has le
gal liability. This rule would apply irre
spective of whether the owner and the re
verse hybrid are located in the same for
eign country. If the owner pays tax to more 
than one foreign country with respect to in
come of the reverse hybrid, tax paid to each 
foreign country would be separately appor
tioned on the basis of the income included 
in that country' s tax base. The treatment 
of reverse hybrids in the proposed regula
tions is consistent with the treatment rec
ommended by a sigmficant commentator. 

3. Apportiollmcnt oj'Tax 011 Combincd 
Income 

Section I.901-2(f)(2)(iv) of the pro
pll~ed regulation~ includes rules for deter
mining each person's share of the com
bined income tax ba~e, generally relying 

on forcu!n tax reporting of ~eparate tax
able inc(~me or books maintaincd for that 
purpose. The regulations provide that pay
ments betwcen ~roup members that result 
in a deduction under both U.S. and foreign 
tax law wi II be given effect in detennin
ing each person's share of the combined 
income, but. as noted above, explicitly 
reserve with respect to the effect of hybrid 
instruments and disregarded payments 
between related parties (to be dealt with 
in a separate guidance project). Special 
rules address the effect of dividends (and 
deemed dividends) and net losses of group 
members on the determination of separate 
taxable income. 

Once an amount of foreign tax is deter
mined to be paid by a consolidated group 
member or reverse hybrid under the com
bined income rule, applicable provisions 
of the Code would determine the specific 
U.S. tax consequences of that treatment. 
For example, a parent corporation's pay
ment of tax on its subsidiary's share of 
consolidated taxable income, or the pay
ment of tax by the owner of a reverse hy
brid with respect to its share of the income 
of the reverse hybrid, ordinarily would re
sult in a capital contribution to the sub
sidiary or reverse hybrid. Further, under 
sections 902 and 960, domestic corporate 
owners that own 10 percent or more of a 
foreign corporation's voting stock are eli
gible to claim indirect credits. Thus, do
mestic corporations that are considered to 
own 10 percent or more of a reverse hy
brid's voting stock would be able to claim 
indirect credits for the taxes attributable to 
the earnings of the reverse hybrid that are 
distributed as dividends or otherwise in
cluded in the owner's income for U.S. tax 
purposes. 

D. Hybrid Entities 

Section J.901-2(f)(3) of the proposed 
regulations would also clarify the treat
ment of hybrid entities. In the case of an 
entity that is a partnership for U.S. income 
tax purposes but taxable under foreign law 
as an entity, foreign law is considered to 
impose legal liability for the tax on the en
tity. This is the case even if the owners 
of the entity also have a secondary obli
gation to pay the tax. Sections 702, 704, 
and 90 I (b )(5) and the Treasury regulations 
thereunder apply for purpose~ of allocat
ing the foreign tax among the owners of a 



hybrid entity that is a partnership for U.S. 
tax purposes. In the case of tax imposed 
on an entity that is disregarded as separate 
from its owner for U.S. income tax pur
poses, foreign law is considered to impose 
legal liability for the tax on the owner. 

E. Effective Date 

The regulations are proposed to be ef
fective for foreign taxes paid or accrued 
during taxable years beginning on or after 
January I, 2007. Comments are requested 
as to how to determine which person paid a 
foreign tax in cases where a foreign taxable 
year ends, and foreign tax accrues, within 
a post-etlective date U.S. taxable year of 
a reverse hybrid and a pre-effective date 
U.s. taxable year of its owner. 

F. Request for Additional Comments 

As indicated above, in developing these 
proposed regulations, the IRS and Trea
sury Department considered comments on 
the proper scope and content of the regula
tions. Commentators generally agreed that 
amendments to clarify that foreign tax is 
properly apportioned among the members 
of a foreign consolidated group were ap
propriate. Commentators also agreed that 
the regulations should clarify that tax im
posed on a disregarded entity is considered 
paid by its owner, and that tax imposed 
on a hybrid partnership should be allo
cated under the rules of sections 702, 704, 
and 901(b)(5). Some comments strongly 
stated that the IRS and Treasury Depart
ment have authority to extend the scope 
of the regulations to require the attribu
tion of foreign tax to reverse hybrids. One 
comment, however, suggested that the IRS 
and Treasury Department may lack such 
authority. The IRS and Treasury Depart
ment consiuered these comments and con
cluded that the proposed regulations are 
well within applicable regulatory authority 
and fully consistent with the case law, in
cluding Biddle v. Commissioner, 302 U.S. 
573 (1938). 

Comments also suggested that the IRS 
and Treasury Department should extend 
the scope of the regulations to ensure that 
hybrid instruments and hybrid entities 
could not be used effectively to sepa
rate foreign tax from the related foreign 
income. As indicated above, however, 
the IRS and Treasury Department have 

decided not to exercise this authority in 
these regulations. The propo~ed regula
tions reserve on the effect given to hybrid 
payments and disregarded payments in 
determining the person who~e income is 
subject to foreign tax. The IRS and Trea
sury Department are continuing to study 
certain transactions employing hybrid in
struments and other transactions designed 
to generate inappropriate foreign tax credit 
results. These include the use of hybrid 
instruments that accrue income for foreign 
tax purposes, but not U.S. tax purpose~, 
to accelerate the payment of creditable 
foreign taxes before the related income is 
subject to U.S. tax. These also include the 
use of disregarded payments to shift for
eign tax liabilities away from the person 
that is considered to earn the associated 
taxable income for U.S. tax purposes. It 
is cuntemplated that ~orne or all of these 
issues will he addressed in a separate guid
ance project, and that any such regulations 
may also be effective for taxable years 
beginning on or after January I, 2007. 

The IRS and Treasury Department re
quest additional comments regarding the 
appropriate application of the legal liabil
ity rule to hybrid instruments and pay
ments that are disregarded for U.S. tax pur
poses. They also request comments on 
other issues that might be incorporated into 
final regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.s.c. 
chapter 5) does not apply to these reg
ulations. and because the regulations do 
nut impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 Us.c. chapter 6), does not apply 
Pursuant to section n05(f) of the Internal 
Revenue Code, these proposed regulations 
will be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small businesses. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 

will be given to any written (a SIgned origi
nal and eight (8) copies) or electronic com

ments that are submitted timely to the IRS. 
The IRS and Treasury Department request 
comments on the clarity of the proposed 
regulations and how they can be made eas
ier to understand. All comments will be 
available for puhlic inspection and copy
ing. 

A public hearing has been scheduled for 
October 13,2006, beginning at 10:00 a.m. 
in the Auditorium, Internal Revenue Ser
vice. New Carrollton Building, 5000 Ellin 
Road, Lanham, MD 20706. In addition. all 
visitors must present photo identification 
to enter the building. Because of access 
restrictions, vi.~itors will not be admitted 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing, see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
preamble. 

The rules of26 CFR 601.601 (a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments must submit elec
tronic or written comments and an outline 
of the topics to be di~cussed and time to 

be devoted to each topic (a signed orig
inal and eight (8) copies) by October 3, 

2006. A period of 10 minutes will be 
allotted to each person for making com
ments. An agenda showing the scheduling 
of the speakers will be prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal author of the~e regula
tions is Bethany A. Ingwalson, Office of 
Associate Chief Counsel (International). 
However, other personnel from the IRS 
and the Treasury Department participated 
in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

AcconJingly, 26 CFR part I is proposed 
to be amertded as follows: 

PART I - INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 
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Authority: 26 Ll,S.C. 7S05 ::' ,', :;: 
Par. 2. In ~1.7()6-1. paragraph (c)(61 is 

ldded to read a, follO\\y 

~J. 7U6-J Tuxuhle yeun (lfI)l/illin ulld 
rJ(l rille r.1 hip. 

(cl··· 
(6) f-im'igll 11l.\l'.1. For rub, relat-

ing to the treatment of foreign taxes 
paid or accrued by a part nersh 1 p, see 
~1.l)OI-2(r)l3Hi) and (iii. 

* * ::: * * 
Par. 3. In ~1.901-2, paragraphs If) and 

(h) are rn'ised to read as follows: 

.~J. c)()J-2 II/come, 1m!' em/ils, o!' excess 
profils llIx p(/id or (/ccmed. 

(f) Tinpuyer-( I) III gelleral-( i I In
cOllle IiIxe.l'. Income tax (within the mean
ing of paragraphs (a) through (C) of this 
section) is considered paid for U.S. income 
tax purposes by the person on whom for
eign law imposes legal liability for such 
tax. In general, foreign law is considered 
to impose legal liability for tax on income 
on the person who is required to take the 
income into account for foreign income 
tax purposes (paragraph (f)(4) of this sec
tion reserves with respect to certain related 
party hybrid payments). This rule applies 
even if under foreign law another person is 
obligated to remit the tax, another person 
(e.g" a withholding agent) actually remits 
the tax, or foreign law permits the foreign 
country to proceed against another person 
to collect the tax in the event the tax is not 
paid. However, see section 905(b) and the 
regulations thereunder for rules relating to 
proof of payment. Except as provided in 
paragraph (f)(2)(i) of this section, for pur
poses of this section the term person has 
the meaning set forth in section nOI(al( I), 
and so includes an entity treated as a cor
poration, trust, estate or partnership for 
LJ.S tax purposes, but not a disregarded 
entity described in *301.nOI-2(cl(2)(i)of 
this chapter. The person on whom foreign 
la\\ imposes legal liability is referred to as 
the "taxpayer" for purposes of this section. 
*1.901-2A, and *1.903-1. 

I ii I Tines ill liell of income lares. The 
principles of paragraph (1')( I Hi) and para
graphs (f)( 2) through (1'1151 of this section 
shall apply to determine the person who is 
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considered to ha\e legal liability for, and 
thus tD han: paid, a tax in lieu of an income 
tax (\\ithin the meaning of * 1.903-1 (a)). 
Accordingly, fmeign law is considered to 
impose legal liability for any such tax on 
the per,on who is the owner of the base 
on which the tax is imposed for foreign tax 
purposes. 

(2) Tines Oil combined incoll1e O(flI'O or 
!I/O!'e penolls-(i) 111 general. If foreign 
tax is imposed on the combined income of 
two or more persons (for example, a hus
hand and wife or a corporation and one 
or Illore of its subsidiaries), foreign law 
i, considered to impose legal liability on 
t'ach such person for the aIllount of the tax 
that is attributable to such person's portion 
of the base of the tax. Therefore, if foreign 
tax is imposed on the combined income of 
two or more persons, such tax shall be allo
cated among, and considered paid by, such 
persons on a pro rota basis. For this pur
pose, the term pm rota means in propor
tion to each person's pOl1ion of the com
bined income, as determined under para
graph (f)(2)(iv) of this section and, gener
ally, under foreign law. The rules of this 
paragraph (f)(2) apply regardless of which 
person is obligated to remit the tax, which 
person actually remits the tax, or which 
person the foreign country could proceed 
against to collect the tax in the event all 
or a portion of the tax is not paid. For 
purposes of this paragraph (f)(2), the term 
penoll shall include a disregarded entity 
described in *301.7701-2(e)(2)(i) of this 
chapter In determining the amount of tax 
paid by an owner of a hybrid partnership or 
disregarded entity (as defined in paragraph 
(f)(3) of this section), this paragraph (f)(2) 
shall first apply to determine the amount of 
tax paid by the hybrid partnership or dis
regarded entity, and then paragraph (f)( 3 1 
of this section shall apply to allocate the 
amount of such tax to the owner. 

(ii) Comhilled income. For purposes 
of this paragraph (0(2), foreign tax is 
imposed on the combined income of two 
or more persons if such persons compute 
their taxable income on a combined basis 
under foreign law. Foreign tax is con
,idered to be imposed on the com hi ned 
income of two or more persons even if 
the combined income is computed under 
foreign law by attributing to one such per
~on (e.g .. the foreign parent of a foreign 
con~olidated group) the income of other 
~uch persons. However, foreign tax is not 

considered to be imposed on the combined 
income of two or more persons solely be
cause foreign law -

(A) Permits one person to sUlTender a 
net loss to another person pursuant to a 
group relief or similar regime: 

(B) Requires a ~hareholder of a corpo
ration to include in income amounts at
tributahle to taxes imposed on the corpo
ration with respect to distributed earnings, 
pursuant to an integrated tax system that 
allows the shareholder a credit for such 
taxes: or 

(C) Requires a shareholder to include, 
pursuant to an anti-defelTal regime (sim
ilar to subpart F of the Internal Revenue 
Code (sections 951 through 965)), income 
attributable to the shareholder's interest in 
the corporation. 

(iii) Rel'erse hybrid entities. For pur
poses of this paragraph (t)(2), if an entity is 
a corporation for U.S. income tax purposes 
and a person is required to take all or a part 
of the income of one or more such enti
ties into account under foreign law because 
the entity is treated as a branch or a pass
through entity under foreign law (a re
verse hybrid), tax imposed on the person's 
share of income from each reverse hybrid 
and tax imposed by the foreign country on 
other income of the person, if any, is con
sidered to be imposed on the combined in
come of the person and each reverse hy
brid. Therefore, under paragraph (f)(2)(i) 
of this section, foreign tax imposed on the 
combined income of the person and each 
reverse hybrid shall be allocated hetween 
the person and the reverse hybrid on a Jim 
rala basis. For this purpose, the term pm 

rata means in proportion to the portion of 
the combined income included in the for
eign tax base that is attributable to the per
son's share of income from each reverse 
hybrid and the portion of the combined in
come that is attributable to the other in
come of the person (including income re
ceived from a reverse hybrid other than in 
the owner's capacity as an owner). If the 
person has a share of income from the re
verse hybrid but no other income on which 
tax is imposed by the foreign country, the 
entire amount of foreign tax is allocated to 
and considered paid by the reverse hybrid. 

(iv) Portion of combined inrome-(Al 
In general. Except with respect to in
come attributable to related party hybrid 
payments or accrued amounts described in 
paragraph (0(4) of this section, each per-



son's portion of the combined income shall 
be determined by reference to any return, 
schedule or other document that must be 
filed or maintained with respect to a person 
showing such person's income for foreign 
tax purposes, as properly amended or ad
justed for foreign tax purposes. If no such 
return, schedule or document must be filed 
or maintained with respect to a person for 
foreign tax purposes, then, for purposes of 
this paragraph (0(2), such person' s income 
shall be determined from the books of ac
count regularly maintained by or on behalf 
of the person for purposes of computing its 
taxable income under fureign law. 

(B) Effect (!f certain pavmellts. Each 
person's portion of the combined income 
shall be determined by giving effect to 
payments and accrued amounts of interest 
rents, royalties, and other amounts to the 
extent such payments or accrued amounts 
are taken into account in computing the 
separate taxable income of such person 
both under foreign law and under U.S. tax 
principles. With respect to certain related 
puny hybrid payments, see the reservation 
in paragraph (f)( 4) of this section. Thus, 
for example, interest paid by a reverse hy
brid to one of its owners with respect to 
an instrument that is treated as debt for 
both U.S. and foreign tax purposes would 
be considered income of the owner and 
would reduce the taxable income of the re
verse hybrid. However, each person's por
tion of the combined income shall be de
termined without taking into account any 
payments from other persons whose in
come is included in the combined base that 
are treated as dividends under foreign law, 
and without taking into account deemed 
dividends or any similar attribution of in
come made for purposes of computing the 
combined income under foreign law. This 
rule applies regardless of whether any such 
dividend, deemed dividend or attribution 
of income results in a deduction or inclu
sion under foreign law 

(C) Net losses. If tax is considered to 
be imposed on the combined income of 
three or more persons and one or more of 
such persons has a net loss for the taxable 
year for foreign tax purposes, the follow
ing rules apply. If foreign law provides 
mandatory rules for allocating the net loss 
among the other persons, then the rules that 
apply for foreign tax purposes shall apply 
for purposes of paragraph (f)(2)(iv) of this 
section. If foreign law does not provide 

mandatory rules for allocating the net loss, 
the net loss shall be allocated among all 
other such persons pm rota based on the 
amount of each per~on 's income. as detcr
mined under paragraphs (f)(2)(iv HA) and 
(8) of this section. For purpose, of this 
paragraph (f)(2)(iv)(C), foreign law shall 
not be considered to provide mandatory 
rules fur allocating a luss solely because 
such loss is attributed from one person to a 
second person for purposes of computing 
combined income, as described in para
graph (f)(2J(ii) of thi~ section. 

(v) Col/arcml COllseljiH'IICCS. U.S. tax 
principles shall apply to determine the tax 
consequences if one person remits a tax 
that is the legal liability of. and thu, is 
considered paid by. another person. For 
example. a payment of tax for which a 
corporation has legal liability by a share
hulder of that corporation (including an 
owner of a reverse hybrid) will ordinar
ily result in a deemed capital contribution 
and deemed payment of tax by the corpo
ration. If the corporation reimburses the 
sharcholder for the tax payment. such re
imbursement would ordinarily be treated 
as a distribution for U.S. tax purposes. 

(3) Taxes 011 income of hvhrid /)(lrtller
ships and disregarded elltities-(iJ Hybrid 
partnerships. If foreign law imposes tax at 
the entity level on the income of an entity 
that is treated as a partnership for U.S. in
come tax purpuses (a hybrid partnership), 
the hybrid partnership is considered to be 
legally liable for such tax under foreign 
law. Therefore, the hybrid partnership is 
considered to pay the tax for U.S. income 
tax purposes. See §1.704-I(b)(4)(viii) for 
rules relating to the allocation of such tax 
among the partners of the partnership. If 
the hybrid partnership's U.S. taxable year 
closes for all partners due to a termina
tion of the partnership under section 708 
and the regulations thereunder (other thiln 
in the case of a termination under sectIon 
70!l(b)( I )(Al) and the foreign taxable year 
of the partnership does not close. then for
eign tax paid or accrued by the partnership 
with respect to the foreign taxable year 
that ends with or within the new partner
ship's first U.S. taxable year shall be al
located between the terminating partner
ship and the new paI1nership. The all()
cation shal1 be made under the principles 
of § l.lS02-76(bJ based 0[1 the respective 
portions of the taxable income of the part
nership (as determined under foreign law) 

for the foreign taxable year that are attrib
utable to the period ending on and the pe
riod ending after the last day of the ter
minating partnership's U.S. taxable year. 
The principles of the preceding sentence 
,hall also apply if the hybrid partnership' S 

U.S. taxable year closes with respect to 
one or more, but less than all. partners 
or, except as otherwise provided in section 
706(d )(2) or (d)(3) (relating to certain cash 
basis items of the partnership). there is a 
change in any partner's interest in the part
nership during the partnership' s U.S. tax
able year. If. as a result of a change in own
ership during a hybrid partner~hip' s for
eign taxable year, the hybrid partner,hip 
becomes a disregarded entity and the en
tity's foreign taxable year does not close, 
foreign tax paid or accrued by the disre
garded entity with respect to the foreign 
taxable year shall be allocated between the 
hybrid partnership and the owner of the 
disregarded entIty under the principles of 
this paragraph (f)(3I(i). 

(ii) Disregarded entities. If foreign 
tax is imposed at the entity level on 
the income of an entity described in 
~301.770l-2(c)(2)(i) of this chapter (a 
disregarded entiry). foreign law is consid
ered to impose legalliahility for the tax on 
the person who is treated as owning the 
assets of the disregarded entity for U.S. 
income tax purposes. Such person shall be 
considered to pay the tax for U.S. income 
tax purposes. If there is a change in the 
ownership of such disregarded entity dur
ing the entity's foreign taxahle year and 
such change does not result in a closing 
of the disregarded entity's foreign taxable 
year, foreign tax paid or accrued with re
spect to such foreign taxable year shall be 
allocated between the old owner and the 
new owner. The allocatIOn shall be made 
under the principles of *l.l502-76(b) 
based on the respective portions of the 
taxable income of the disregarded entity 
(as determined under foreign law) for the 
foreign taxable year that are attributable to 
the period ending on the date of the own
ership change and the period ending after 
such date. If, as a result of a change in 
ownership, the disregarded entity becomes 
a hybrid partnership and the entity's for
eign taxable year dllcs not close. foreign 
tax paid or accrued by the hybrid partner
ship with respect to the foreign taxable 
year shall be allocated between the old 
owner and the hybrid partnership under 
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the principles of this paragraph (fl13)(ii). 
If the person who owm a disregarded 
entity is a partnership for U.S. income 
tax purposes. see * 1.70-+-!(b)(-+)(\ iii) for 
rules relating to the allocation of such tax 
among the partners of the partnership. 

(-+) un on incolIIl' Iltlrihlltu/J/e 10 rl'

IlIle(/ [llirlY I)(IYlIlenl.1 or Ilccrued al/lOlmts 

thut lire delillctill/e/(II"jorl'lgn (or U.S.) tux 

lill\" pllrposcs lInli thul are nondedllcli/)/e 

.fill' US. (or jill"l'ign ) lax /m!" 1){I1"1)()ses or 

tlllli are dim'gan/edti,r u.s. lax /all" pllr

(l0SC.I. I Reserved I. 
I)) PlIrt\· lIntiertllking Illx ohligation as 

purt O/IiWl.\Uction. Tax is considered paid 
by the taxpayer even if another paI1y to a 
direct or indirect transaction with the tax
payer agrees. as a part of the transaction. to 
assume the taxpayer's foreign tax liability. 
The rules of the foregoing sentence apply 
notwithstanding anything to the contrary 
in paragraph (e)(3) of this section. See 
* 1.90 1-2A for additional rules regarding 
dual capacity taxpayers. 

(6) Elwllples. The following exal11-
pb illustrate the rules of paragraphs (O( I) 
through (f)(5) of this section. 

Frumpl~ I. (i) FlIcTs. Under a loan agreement 
bd\\ecn A. a re,ident of country X. and B. a United 
States per">Il. A agrees to pay B a certain amount of 
lIltercst net of any tax that country X may impose on 
B with respect to its interest Income. Country X im
pose, a 10 perccnt tax on thc grm, amount of interest 
Income received by nonreSident> of country X from 
sources in country X. Jnd it is e,tabli,hed that this Wx 
is a tax in hc'u of an income tax within the meaning of 
~ 1.903-11 a). Linder the law of country X this tax IS 
imposed on the interest incomc of thc nonresident re
cipicnt. and any resident of country X that pays ,uch 
interest to a nonre,ident i, required to withhold and 
pay ovcr to country X 10 percent of the amount of 
sUl'h Interest. Under the bw of country X. the coun· 
tr) X taxing authority llIay proceed against A. but not 
R. if A fails to withhold and pay over the tax to coun
tr) X. 

(ii) R".I/IIT. Under paragraph 101 I Hili of this sec
ti<m. B Is conSidered legally liahle for the country X 
tax bccau>c such tax is imposed OIl B', interest in
l·om.:. Therefore. for U.S. incume tax purpuses. B is 
considered to pay the country X tax. and rl's mterest 
income include, the amount of country X tax that i, 
imposed 1\ IIh respect to such Interest income and paid 
1)11 B', hehalf h) A. NlI portiol1llf such tax i, consld
ned paid h) A. 

EWIIII,I,.:! III FUe/.I. The lal'ls are the same a\ 
in EllIlIlpl" I. cxcept that in collccting and receivin£ 
the mtercst B Is acting as a nllminee fur. or agent of. 
c. 1\ hOls a Unit..:d States persol1. Accordingly. C. not 
R. Is the henefll'ial owner of the interest for U.S. in
«lIlle tax rurp",e, Clluntr) X la\\ also recogniles 
thl..' nOI1l1nL~~ ur ag(,tlL'y arrangement and. thu~, con

'ILler, C [[l he the heneficlal OIl ncr uf the intere,t in
.. :UIlll'. 
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Iii) Result. Under paragraph IO( I )(ii) of this sec
tilln. legal liability for the [,IX is considered to be im

posed on C. nut RIC's nominee or agent). Thus. C 
is the taxpa)er \\ ith respect to the country X tax im
posed nn C's interest income from C's loan to A. Ac
l·mdingl). Cs interest income for U.S. income tax 

purposes Illcludes the amount of country X tax that 
IS impllsed <111 C with respect to ,uch interest income 
and that i, paid llll C s hehalf hy A pursuant to the 

loan agreement. Linder paragraph (Ot I )(ii) of this 
'I.'[tinn. such t,IX is considered for U.S. income tax 
pUrpll'CS to he paid by C. No such tax is considered 

paid hy B. 
E.\wllple 3. Ii) Fw·T.I. A. a U.S. person. owns a 

bond i,sued hy C. a resident of country X. On January 
I. 2()OX. A and B enter into a transaction in which A. 

in forill. selb the hond to B. also a U.S. person. As 
part of the transaction. A and B agree that A will re
purchase the hond from B on December 31. 2013 for 
the ,allle amount. In addition. B agrees to make pay
ments to A equal to the amount of interest R receives 
from C. A s a result of the arrangement. legal title to 
the hond is transferred to B. The transfer of legal title 
has the effect of transferring ownership of the bond to 
B for country X tax purposes. A remains the owner 
of the bond for U.S. income tax purposes. Country X 
imposes a 10 percent tax on the gross amount of in
terest income received by nonresidents of country X 
from sources in country X. and it is estahlished that 
this tax is a tax in lieu of an income tax within the 
meaning of § 1.903-1 (a). Under the law of country 
X this tax IS imposed on the interest income of the 
nonreSident reCipient. and any resident of country X 
that pays such interest to a nonresident is required to 
withhold and pay over to country X 10 percent of the 
amount of such interest. On December 31. 2008. C 
pays B interest on the hond and withholds 10 percent 
of country X tax. 

(ii) Remit. UmJer paragraph <O( I )(ii) of this sec
tlllll. B is considered legally Iiahle for the country X 
tax because B is the owner of the interest income for 
country X tax purposes. even though A and not B 
recognizes the interest income for U.S. tax purposes. 
The result would be the same if the transaction had 
the effcct of transferring ownership of the bond to B 
for U.S. income tax purposes. 

Example -I. Ii) FacTs. On January 1.2007. A. a 
United States per,on. purchases a bond issued by X. 

a foreign person reSident in country Y. A accrues in
terest income on the bond for U.S. tax purpm,es [rom 
January I. 2007. until A sells the bond to B. another 
United States person. on July I. 2007. On December 
31.2007. X pays interest on the hond that accrued for 
the entire year to B. Country Y imposes a 10 percent 
tax on the gross amount of interest income received 
by nonresidents of country Y from sources in coun
try Y. and it is established that this tax is a tax in lieu 
of an income tax within the meaning of § 1.903-1 (a). 
Under the law of country Y this tax is imposed on 
the interest income of the nonresident recipient. and 
any resident of country Y that pays such interest to 

a nonreSident is required to withhold and pay over 
to country Y 10 percent of the amount of such inter" 
est. Pursuant to the law of country Y, X withholds tax 

from the interest paid to B. 
Iii I ResulT. Under paragraph (t)( I )(ii) of this sec

tion. leoalliahilitv for the tax is considered to be im
posed O~l B. Thus: B is the taxpayer with respect to the 
entire amount of the country Y tax even though. for 

U.S. income tax purposes. B only reco~nizes interest 

that accrues llil the hond on and after July I. 2007. No 
portion of the countr) Y ta" is c<)(lsidered til be paid 
h) A even thnugh. fllr LIS incl)llle ta:>. purposes. A 

recO~nt7e, interest on the hond that accrue, prillr to 

July I. 2007. 
EIl/I/II'I" 5 (i) f-{WTS. A. a Untled States person 

and re,ldent of country X. is an employee of B. a 
corporatIOn mganiLed in cnuntry X. Under the laws of 
country X. B is required to wtthhold from A\ wages 
and pay 01 er to l'ountry X foreign social security tax 
of a type described in paragraph (a)(2)(ii)(C) of this 
section. and it tS established that this tax is an income 
tax de,cribcd in paragraph (a)( I) of this section. 

(ii) Result. Under paragraph (tI( I )( i) of this sec
tion. A is con,idered legally liable for the country X 
tux because ,uch tux is imposed on A' s wages. There
fore. for U.S. income tax purposes. A is considered to 
pay the country X tax. 

Example 6. (i) Facts. A, a United States person. 
owns 100 percent of B. an entity organized in country 
X. B is a corporation for country X tax purposes, and 
a disregarded entity for U.S. income tax purposes. B 
owns 100 percent of corporation C and corporation D. 

both of which are also organized in country X. B. C 
and D use the "u" as their functional currency and file 
on a combined hasis for country X income tax pur
poses. Country X imposes an income tax described in 
paragraph (al( I) of this section at the rate of 30 per
cent on the taxable income of corporations organized 
in COUll try X. Under the country X combined report
ing regime. income (or loss) of C and D is attributed 
to. and treated as income (or loss) of. B. B has the sale 
obligation to pay country X income tax imposed with 
respect to income of B and income of C and D that is 
attributed to. and treated as income of. B. Under the 
law of country X. country X may proceed against B. 
but not C or D. if B fails to pay over to country X all 
or any portion of the country X income tax imposed 
with respect to such income. In year I. B has taxable 
income of 100u. C has taxahle income of 200u. and 
D has a net loss of (60u). Under the law of country X, 
B is considered to have 240u of taxable income with 
respect to which 72u of country X income tax is im
posed. Country X does not provide mandatory rules 
for allocating D's loss. 

(ii) Result. Under paragraph (t)(2)(ii) of this sec
tion. the 72u of country X tax is considered to be 
imposed on the combilled income of B. C. and D. 
Because country X law doe, not provide mandatory 
rules for allocating D's loss between Band C. under 
paragraph (f)(2)(iv)(C) of this section D's (60u) loss 
is allocated I'm raTa: 20u to B « I 00u/300u) x 60u) 
and 40u to C «(200u/300u) x 60u) Under paragraph 
(O(2)(i) of this section, the 72u of country X tax must 
be allocated I'm rata among B. C. and D. Because D 
has no income for country X tax purposes, no coun
try X tax is allocated to D. Accordingly, 24u (72u x 
(80u/240u») of the country X tax is allocated to B. 
and 48u (72u x (I60u/240u)) of such tax is allocated 
to C. Under paragr~ph (f)(3)(ii) of this section, A is 
considered to have legal liability for the 24u of coun
try X tax allocated to B under paragraph (0(2) of this 
section. 

Example 7. (i) Facts. A. a domestic corporation, 
owns 9S percent of the voting power and value of C, 
an enrity organiled in country Z that uses the "u" as 
its functional currency. B. a domestic curporation, 
owns the remaining 5 percent of the voting power 



and value of C. Pursuant to an electIon made under 
§301.7701-3(a), C is treated as a corporation for U.S. 
income taJ( purposes, but as a partnership for country 
Z income tax purposes. Accordingly. under country 
Z law, A and B are reqUired to take into account their 
respective shares of the taxable income of C. Coun
try Z imposes an income tax described in paragraph 
(a) (I) of this section at the rate of 30 pert:ent on such 
(3)(able income. For 20m, C has 500u of taxable in
come for country Z tax purposes. A's and B' s shares 
of such income are 475u and 25u, respectively. In ad
dition. A has 125u of taxable income attributable to 
a permanent establishment in country Z. Income of 
nonresidents that is attributable to a permanent estab
lishment in country Z is also subject to the country 
Z income tax at a rate of 30 percent. Accordingly, 
country Z imposes ll\Ou of tax on A's total taxable 
income 0[600u (475u of income from C and 125u of 
income from lhe permanent estab1i~hment). Country 
Z imposes 7.5u of tax on B' s 25u of taxable income 
from C. 

iii) Result. Under paragraph (f)(2)(iii) of this sec
tion, the 180u of tax imposed on the taxable income 
of A is considered 10 be imposed on the combined in
come of A and C. Under pamgraph (f)(2)(i) of this 
section, such tax must be allocated between A and C 
on a pro rata basis. Accordingly. C is considered to 
be legally liable forthe 142.5u (l80u x (475u/600u) 
of country Z tax impused OIl A's 475u share of C's 
income, and A is considered to be legally liable for 
the 37.Su (l80u x (125u/600u)) of the country Z tax 
imposed on A's 125u of income from its permanent 
establishment. Under paragraph (f)(2)(iii) of this sec
tion, the 7.5u of tax imposeu on the taxable income 
of B is considered to be imposed on the combined in
come of Band C. Since B has no other income on 
which income tax is imposed by country Z, under 
paragraph (f)(2)(iii) of this section the entire amount 
of such tax is allocated to and considered paid by C. 

C; post-1986 foreign JDcome taxes include the U.S. 
dollar equivalent of 15Du of country Z income tax C 
is considered to pay for U.S. income tax purposes. A. 
but not B, IS eligible to compute deemed-paid taxes 
under section 902(a) in connecti@ with dividends re
ceived from C. Under paragraph if)(2)(v) of this sec
tion. the payment by A or B of tax for which C is 
considered legally liable is treated as a capital contn
bution by A or B to C. 

Example 8. (I) Facts. A. B. and C are U.S. per
sons that each use the calendar year as their taxable 
year. A and B each own 50 percent of the capital and 
profits of D, an entity organized in country M. D IS 

a partnership for US. income tax purposes, but is a 
corporation for country M tax purposes. D uses the 
"u" as its functional currency and the calendar year as 
its taxable year for both U.S. tax purposes and coun
try M tax purposes. Country M imposes an income 
tax described in paragraph (a)( I} of this section at a 
rate of 30 percent at the entity level on the taxable 
income of D. On September 30, 2008, A sells its SO 
percent interest in D to C. A's sale of its partnership 
interest results in a termination of the partnership un
der section 708(b) for FS. tax purposes. As a result 
of the termination, "old" D's taxable year closes on 
September 30, 2008 for U.S. lax purposes. New D 
also has a short U.S. taxable year, beginning on Octo
ber I, 2008. and ending on December 31. 2008. The 

sale of A's interest does not close D's taJ(able year 
for country M lax purposes. D hai 400u of taxable 
income for its 2008 foreign taxable year with respect 
to which counu'y M imposes 120u equal to $120 of 
income tax. 

(ii) Result, Under paragraph (fI(3l1il of this sec
tion, hybrid partnership D is legally liable for the 
$120 of country M income tax imp;)set.! on its net in
come. Because D's taxable year doses on September 
30,2008, for US. tax purposes, but does not close for 

country M tax purposes, under paragraph (j)(3)( i) of 
this section the $120 of country M tax must be allo
cated under lhe principles of § 1.1502-76(b) between 
the short U.S. taxable years of "old" D and new D. 
See § 1.704-1 (b)( 4)lviii) for rules relating to the allo
cation of "old" D's country M taxes between A and 
B and the allocation of new D's country M taJ(es be
tween Band C. 

E.xample 9. (i) Facto. A, a United States per
son engaged in construction activities in country X. 
is subject to the country X income tax. Country X 
has contracted with A for A to construct a naval base. 
A is a dual capacity taxpayer (a, defined in paragraph 
(a)(2)(ii)(A) of thi, section) and. in accordance with 
paragraphs (a)( 1) and (c)( I) of § 1.901-2A, A hae, ee,

tahlished that the ('ountry X income tax as applied to 
dual capacity persolls and the country X income tax 
as applied to persons other than dual capacity persons 
together constitute a single levy. A has also cstab
lished that that levy is an income tax within the meln
ing of paragraph (a)( I) of this section. Pursu~nt to the 
terms of the contract, country X has agreed 10 assume 
any cuuntry X income tax liability lhat A may in:ur 
wilh respect to A's income from the contract. 

(ii) Result. For U.S. income tax purposes, A's 

income from the contract includes the amount of tax 
that lS imposed by country X on A with respeci to 
its income from the contract and that is assumed by 
country X; and the amount of the tax liability assumed 
by country X is considered to be paid by A By reason 
of paragraph (f)(5) of lhis section, country X is not 
considered to provide a subsidy, within the meaning 
of section 901(1) and paragraph (e)13) of this section. 
to A. 

* * * * * 
(h) Effective date. Paragraphs (a) 

through (e) and paragraph (g) of this sec
tion, §1.90l-2A and §J.903-1 apply to 
taxable years beginning after November 
14, 1983. Paragraph (f) of this section is 
effective for foreign taxes paid or accrued 
during taxable years of the taxpayer be
ginning on or after January I, 2007. 

Mark E. Matthews, 

Deputy Commissioner for 
Services and Enforcement. 

(Filed by the Ortle" of the Federal Regl,ter on Augu't 3. 
C006. 8:45 a.m .. and pubhshed in the ;"ue ot' the Federal 
Regi,ter for Augusl 4. 2006. 71 F.R. 4424111 

Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Reporting Rules for Widely 
Held Fixed Investment Trusts 

REG-125071-06 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula

tions. 

SUMMARY: In this issue of the Bulletin, 

the IRS and the Treasury Department are 
issuing final and temporary regulations 
(TD. 9279) amending § 1.671-5 which 
provides reporting rules for widely held 
fixed investment trusts (WHFITs). The 
final and temporary regulations clarify 
and simplify reporting for trustees and 
middlemen of non-mortgage widely held 
fixed investment trusts (NMWHFITs). 
The text of those final and temporary reg
ulations serves, in part, as the text of these 
proposed regulations. In addition to the 
amendments to § 1.671-5 included in the 
final and temporary regulations, these pro
posed regulations provide for the creation 
of a directory of NMWHFITs and trustees 
of widely held mortgage trusts (WHMTs). 
These regulations also clarify the report
ing rules for market discount under the 
NMWHFIT safc harbor for NMWHFITs 
that hold debt instruments with original 
issue discount (OID). The preamble to 
these regulations also solicits comments 
regarding the safe harbor for WHMTs. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by October 2, 2006, 

ADDRESSES: Send submissions to 
CC:PA:LPD:PR (REG-l 2507 1-06), In
ternal Revenue Service, PO Box 7604, 

Ben Franklin Station, Washington, DC 
20044, or send electronically, via the 
IRS Internet site at www.irs.godregs 
or via the Federal eRulemaking Por
tal at http://www.reRlIlatiolls.gm-! 
(IRS-REG-I 2507 1-06 ), 
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FOR FURTHER INFORMATION 

CONTACT: Concerning the proposed 
regu\,ltions, Faith Cubon, (202) 622-)060 

(not a toll-free number): concerning sub
mis,ion of comments and/or reljuesb for 
a public hearing, Richard A, Hurst ,It 
R iclw rc/.J... HII rst0' i /'I ( '(lIIII,Iei. t rcas.gm'. 

SL'PPLE[\IENTARY INFOR[\IATION: 

Paperwork Reduction Act 

These propmed regulations amend 
~ 1f171-), The colleL'lion of information 
cuntamed In these proposed regulatio!1'l 
has been pre\'iously reviev,:ed and ap
prlJ\ed by the Office of Management and 
Budget 111 accordance with the Paperwork 
Reduction Act of llJlJS (44 U.s.c. )507) 

under control number 1545-1540. Re
sponse to this collection of information 
is mandatnry. The collection of informa
tion in these proposed regulations is in 
~1.671-5. This information is required to 
be reported to beneficial owners of trust 
interests to enable them to correctly report 
their share uf the items of income, deduc
tion, and credit of the WHFIT in which 
they have invested, This information is 
also relJuired to be reported to the IRS 
to enable the IRS to verify that trustees 
and middlemen are accurately reporting 
information to beneficial owners of trust 
interests and that beneficial owners are 
properly reporting their ownership of a 
trust interest. 

An agency may not conduct or sponsor. 
and a person i~ not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents might become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
h) 26U.s.C.61OJ, 

Background and Explanation of 
Pro\'isions 

On January 24. 2006. the Internal Rev
enue Service (IRS) and the Treasury De
panment published final regulations (T.D. 
92-1- L 2006-7 I.R.B, 427) under ~ 1.671-5 
in the Federal Register (71 FR 40(2) 
prm iding reporting rules for WHFITs. 
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Final and temporary regulations in this 
issue of the Bulletin amend ~ 1.671-5. 
These amendments are intended to clarify 
and ~implify the reporting relJuired by 
\lMWHFITs under ~1.671-5. The text 
llf the final and temporary regulations 
also serves, in part, as the text of the~e 
proposed regulations The preamble to 
final and temporary regulations explains 
the final and temporary regulations and 
those parI'; of these proposed regulations 
that arc included in the final and tempo
rary regulations. These proposed regu
lations include proposed amendments to 
* \.671-5 in addition to those provided by 
the final and temporary regulations. The 

proposed amendments to * 1.671-5 that 
are not included in the final and temporary 
regulations are discussed below. 

I. Proposed Directon' oj' WHMT Trustees 
lind NMWHFlTs and RpCjuirelllent That 
WHMf trustees Prol'ide a List oj' H'HMTs 
.till' Which The\' aet on Wllllfemf!t Website, 

Prior to the publication of the final regu
lations under S 1.671-5, commentators ex
pressed concern that middlemen would not 
be able to identify a client's investment as 
an investment in a WHFIT and suggested 
that the IRS publish a directory or list 
of WHFITs that would include the name 
and CUSIP number of each WHFIT, along 
with the name, address and telephone num
ber of the WHFITs representative. Com
mentators noted that a publicly available 
directory or list would assist middlemen 
and brokers in identifying a client's invest
ment as an investment in a WHFIT and in 
locating the WHFITs representative, 

In response to these comments, the 
final regulations require a trustee to iden
tify the WHFIT as either a WHMT or a 
NMWHFIT when providing trust infor
mation. The preamble to the final WHFIT 
regulations provides that the IRS and the 
Treasury Department are studying whether 
a directory or list of WHFITs can be com
piled by the IRS and expressed concern 
that such a directory was not feasible be
cause of the large number of WHMTs. In 
the preamble, the IRS and the Treasury 
Department requested additional com
ments from middlemen regarding the type 
of WHFITs that should be included in any 
directory, the type of information needed 
hy middlemen (especially middlemen 

holding WHMT interests). and the format 
of a directory that wpuld be 1110st help
ful. Trustees were also asked to comment 
regarding how the IRS could obtain the 
trust information needed for the directory 
from the trustees in the least burdensome 

manner. 
Since the puhlication of the final reg

ulations, the IRS has received additional 
comments regarding the need for a direc
tory of WHFITs. Commentators indicated 
that sLlch a directory would significantly 
improve a middleman's ability to comply 
with S 1.671-5 and suggested that the IRS 
provide a directory of WHMT trustees and 
NMWHFITs, with each WHMT trustee 
maintaining a list of the WHMTs for which 
the trustee acts at an Internet website avail
able to middlemen, 

In response to these comments, the 
IRS proposes to expand Publication 938, 
"Real Estate Mortgage Investment Con
dllits (REMICs) Reporting Illformation 
(And Other Collateralized Debt Obli
gations (CDOs))," or create a separate 
publication to list WHMT trustees and 
NMWHFITs, The IRS currently intends 
to list NMWHFITs in this directory by 
trustee (listed in alphabetical order) with 
the NMWHFITs for which the trustee 
acts listed by CUSIP number, followed 
by any NMWHFITs, listed in alphabet
ical order by name which do not have 
CUSIP numbers. NMWHFIT trustees will 
be required to file Form 8811, "Informa
tion Return for Real Estate Investment 
Conduits (REMICs) and Issuers of Coli at
eralb:d Debt Oblif?ations," or a similar 
form to provide the IRS with the infor
mation it needs to list NMWHFITs in the 
directory. 

The directory will also alphabetically 
list WHMT trustees and provide the ad
dress of the Internet website that lists 
the WHMTs for which the trustee acts. 
WHMT trustees will be required to file 
Form 8811, or similar form, to identify 
themselves to the IRS as a WHMT trustee 
and provide an Internet website that lists 
the WHMTs for which the trustee acts. 
The IRS and Treasury Department con
tinue to request comments on the need for 
the directory and the format to be used 
for the directory, as well as comments 
regarding how to obtain information from 
trustees in the least burdensome manner, 



n. Clarification ot'MarkeT DiSCOU!lT 

Information Required to he Reported 
under the NMWHFIT Safe Harbor. 

Commentators also noted the need for 
amendments to the informatIon required 
to be reported under the NMWHFIT safe 
harbor with respect to market discount. If 
a NMWHFIT does not qualify for the re
duced reporting in §1.67l-5(c)(2)(iv)(B). 
§ 1.671-5( f)(1 )(vlii) requires the trustee to 
provide information regarding the portion 
of the trust that the assets sold represented. 
Assuming that a trust interest holder pur
chased its interest at a discount, it was 
contemplated that the trust interest holder 
would allocate the same portion of its dis
count to the sale as the assets represented 
to the NMWHFIT. The trust interest holder 
would then determine how much of the 
discount allocated to the sold assets had 
accrued since the trust interest holder pur
chased its interest using either a ratable or 
constant interest method, as appropriate. 

After reviewing the comments received 
after the publication of T.D. 9241, the IRS 
and the Treasury Department noted that 
the information required to he reported 
under the safe harbor is incomplete with 
respect to a NMWHFlT holding debt in
struments with original issue discount 
(OlD). Under both the general provi
sions (§1.671-5(c)(2)(ii)(A) and (vii)) 
and the safe harbor (§1.671-5(f)(l)(vii) 
and (viii)), OlD mformation is required 
to be calculated and provided separately 
from market discount. Accordingly, to 
enable trust interest holders to determine 
the amount of market discount the interest 
holder is to allocate to a particular sale 
or disposition of debt instruments by the 
NMWHFIT, §1.671-5(f)(I)(viii)(A) is 
proposed to be amended with respect to 
NMWHFITs that hold debt instruments 
with OlD, to include a requirement that 
trustees provide the aggregate adjusted 
issue price of the debt instruments held 
by the NMWHFIT per trust interest as 
of the start-up date as well as of Jan
uary 1 of each subsequent year of the 
NMWHFIT. It is contemplated that trust 
interest holders will use the January I ad
justed issue price for the year in which the 
trust interest holder purchased its interest 
to determine whether a trust interest was 
acquired with market discount. So as not 
to require trustees to calculate information 
for calendar years prior to the effective 

date of the final regulation~. the propo~ed 
regulations only apply this requirement 
to NMWHFITs with a start-up date (as 
defmed in * I.671-5(b)(\9)) after January 
24,2006. 

III. RequesJ for COl7lmellf.\· Oil rhe 
expallsioll of the WHMT sofe harbol: 

The final regulations include safe har
bor reporting rules for WHMTs. Section 
1.671-5(g)(1 )(ii )(B) provides that, to be 
eligible to report under the WHMT safe 
harbor, all interests in the WHMT must 
represent the right to receive an equal 
pro-mto share of both the income and 
the principal payments received by the 
WHMT on the mortgages it holds and 
that, for example, a WHMT that holds 
or issues trust interests that qualify a~ 

stripped interests under section 1286 may 
not report under the safe harhor. Further. 
a WHMT that holds an interest in another 
WHFIT is not eligible to report under the 
WHMT safe harbor. See §1.67l-5(b)(I1) 
(limiting the definition of a mortgage to 
exclude an interest in another WHFIT) 
and §1.671-S(g)( 1 )(ii)(E)(l) (providing 
that only WHMTs that directly hold mort
gages may use the safe harbor). Since 
the publication of the final regulations, 
a commentator has requested that safe 
harbor reporting rules be developed for 
WHMTs that hold or issue stripped inter
ests and for WHMTs that hold interests in 
other WHMTs. The IRS and the Treasury 
Department will consider this request in 
connection with further action on this pro
posed regulation and request additional 
comments regarding the need for addi
tional WHMT safe harbor report.ing rules. 
the nature of the arrangements for which 
the additional safe harbors arc needed, the 
safe harbor reporting suggested and how 
such reporting is consistent with substan
tive law. 

Effective Date 

The IRS and the Treasury Depart
ment expect to take prompt action to 
finalize the proposed regulations so that 
certain of the provisions that are only in
cluded in the proposed regulations can he 
made effective as of January L 2007 (see 
§1.671-5(m)) as though the provisions 
were included in TD. 9241. The IRS and 
Treasury Department invite recommenda-

tions regarJing the effective date of pro
posed paragraphs (c)(:1) (requiring trustees 
to file an information return with the IRS 
and requiring WHMT trustees to provide 
an Internet Website listing the WHMTs for 
which they acl) and (c)(S) (providing for 
middlemen to refer to a directory created 
hy the IRS)' that may require some lead 
time for their lmplementation 

Special Analysis 

It has been determined that these pro
posed regulations are not a significant reg
ulatory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby certified 
that these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certifica
tion is based on the fact that the regulations 
will not to have a significant economic im
pact on small entities because the report
ing burdens in these regulations will fall 
primarily on large brokerage firms, large 
banks, and other large entities acting as 
trustees or middlemen, most of which are 
not ~mall entities within the meaning of the 
Regul:ltory Flexibility Act (5 U.s.c. chap
ter 6). Thus, a substantial number of small 
entities are not expected to be affected. 
Therefore, a Regulatory Flexibility Anal
ysis under the Regulatory Flexibility Act 
(5 U.s.c. chapter 6) is nul required. Pur
suant to section 7805(0 of the Code, these 
regulations will be submitted to the Chief 
Counsel for Advocacy of the Small Busi
ness Administration for comment on their 
impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations. consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted ti mely to the IRS. 
The IRS and the Treasury Department re
quest comments on the clarity of the pro
posed rules and how they can be made eas
ier to understand. All comments will be 
available for public inspection and copy
ing. A public hearing will be scheduled 
if requested in writing by any person that 
timely submits written comments. If a 
public hearing is scheduled, notice of the 
date. time, and place for the public hearing 
will be published in the Federal Register. 
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Drafting Information 

The principal author of thr~c rrgula
ti()n~ is Faith Colson, Office of A,Sllciate 
ChIef Counsel (Pa"thwugh, & Special In
duqrie~). Hmve\cf. other prr~\)nlld fmm 
the IRS and the Treasury Departmcnt par
ticipated ill theIr dnelopmcllt. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 eFR part I is amcnded 
as follow,: 

PART I ~ INCOME TAXES 

Paragraph I. The authority citation for 
part I continue, to read, in part. as follows: 

Authority: 2fl USC. nos * " * 
Par. 2. Section Lfl71-s is amended by: 
l. Revising paragraphs (b)(sl. (b)(S). 

ami (b)( 2 I J. 
! Revising paragraphs (c)(2)(iv), 

(v)(C), (vi), and (vii). 
3. Revising paragraph (c)(31. 
4. Adding paragraph (c)(s)(iv). 
5. Revising paragraphs (f)( I )(i)(A) and 

Iviii)(A). 
The revisions and addition read as fol

lows: 

~J.67J 5 ReportillRj(lr widely heldjixed 
im'estlllent trusts. 

* * " " " 
(b) " * * 
(5) [The text of proposed 

~1.671-5(b)(s) is the same as the text of 
~ 1.67l-sT(b)(s) published elsewhere in 
this issue of the Bulletin]. 

* * * * * 
(8) [The text of proposed 

* 1.671-s(b)(8) is the same as the text of 
* 1.671-sT(b)(S) published elsewhere in 
this issue of the Bulletin]. 

:;: * * * * 
(21) [The text of proposed 

* 1.671-5(hl(211 IS the same as the 
text of ~1.671-5T(b)(21) published 
else\\here in this issue of the Bulletin]. 

Il') " " " 

121 '" " x 
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(iv) [The text of proposed 
~1.671-5(c)(2)(iv) is the same as the 

text of * 1.671-ST(c)(2)(iv) published 
elsewhere in this issue of the Bulletin]. 

(v) ," . ';' 

(C) I The text of proposed 
~1.671-S(c)(2)(\)(C) is the same as 
the text of ~ 1.671-5T(c)(2)(v)(C) pub
li,hed elsewhere in this issue of the 

Bulletinl, 
(vi) IThe text of proposed 

~ 1.671-S(c)(2)(vi) is the same as the 
text of ~ 1.671-ST(c)(2)(vi) published 
elsewhere in this issue of the Bulletin). 

(vii) IThe text of proposed 
~ I.fl71-S(c)(2)(vii) IS the same as 
the text of § 1.67l-ST(c)(2)(vii) published 
elsewhere in this issue of the Bulletin]. 

* * * * * 
(3) Re(jlliremellt that trusteesjile (//1 ill

jimnatioll return (//u/ that WHMT trustees 
list WHMTs 011 (lilimenzet H'cbsite~(i) ill
jimnatio!l return ident~frinR a NMWHFlT 
to the IRS. For each NMWHFIT for which 
the trustee acts, the trustee of a NMWHF]T 
must file the form specified as the infor
mation return to be used for identifying a 
NMWHFIT to the IRS. The form must be 
filed by the due date provided by that form 
and must contain the information required 
to be provided by the form. If, follow
ing the publication of final regulations in 
the Federal Register, the IRS issues ad
ditional guidance that prescribes another 
method to be used to identify and provide 
information with respect to a NMWHFIT 
to the IRS, this method must be used. 

(ii) illjiJl-n/atioll retllm for lruslees of 
WHMTs Wid Ihe requiremcnt Ihul the 
trustee I/lail/will (Ill Jnrenzet \I"ebsite list
illR the CUSIP !lumbers und names of 
the WHMTs j(Jr \I"hich the trustee acts. 
The trustee of a NMWHF]T must file the 
form specified as the information return to 
be used for identifying the trustee to the 
IRS. The form must be filed by the due 
date provided by that form and contain 
the information required to be provided 
hy the form. In addition, the trustee must 
maintain a list of the WHMTs for which 
the trustee acts on the trustee's Internet 
website (or another site designated by the 
trustee for this purpose). If, following the 
publication of final regulations in the Fed
eral Register, the ]RS i~sues additional 
guidance that prescribes another method 
to be used to identify a trustee as a WHMT 

trustee and pnwide information with re
spect to the WHMT, for which the trustee 
acts, this method must be used. 

(5) " * .~ 

(i\) ihrl'CiOrr (If WHMT trustees and 
NMWH FIE. The IRS provides a directory 
of WHMT trustees and NMWHFlTs, and 
WHMT trustees provide an Internet web
site at which the trustees list the WHMTs 
for which they act. to assist requesting 
persons in locating a representative of a 
WHFIT that will provide the information 
specified in paragraph (c) of this section. 
A requesting person may report consistent 
with this section for any arrangement iden
titled in the directory as a NMWHFIT or 
on a WHMT trustee's Internet website as 
a WHMT provided that the requesting per
son does not have actual knowledge that 
the arrangement is not a WHFIT. 

(f) * * * 
(1)*** 

(i) * * * 
(A) [The text of proposed 

~1.671-S(f)(l)(i)(A) is the same as 
the text of ~ 1.671-ST(f)(l )(i)(A) pub
lished elsewhere in this issue of the 
Bulletin]. 

* * * * * 
(viii) ReportinR market discount in

formation under the safe harbor ~ (A) 
in general ~ (1) Trustee is required to 
provide market discount information. If 
the trustee is required to provide infor
mation regarding market discount under 
paragraph (c)(2)(vii) of this section, the 
trustee must provide~ 

(i) The information required to be pro
vided under paragraph (f)( I )(iv)(A)(l)(iii) 
of this section; and 

(ii) ]1' the NMWHFIT holds debt in
struments with OlD and the NMWHFIT 
has a staI1-up date on or after January 24, 
2006, the aggregate adjusted issue price of 
the debt instruments per trust interest cal
culated as of the start-up date and as of 
January 1 for each subsequent year of the 
NMWHFIT. 

(2) Trustee is not required to pro
vide market discount inj()rmation. If the 
trustee i~ not required to provide mar
ket discount information under paragraph 
(c)(2)(vii) of this section (because the 
NMWHFIT meets the de minimis test of 
paragraph (c)(2)(iv)(D)(/) of this section, 
the qualified NMWHFIT exception of 



paragraph (c)(2)(iv)(E) of this section, 
or the NMWHFIT final year exception of 
paragraph (c)(2)(iv)(F) of this section), the 
trustee is not re4uired under this paragraph 
(f) to provide any information regarding 
market di~count. 

* * * ~~ * 

Mark L Matthews, 
Def1l/t\' COllllllis.liol1et jilr 

SelTices ill1d £11/11/,(,(,111(,11(. 

[Filed h, the ()IIILe (lIthe reJcl.!1 Re~I'lcr Oil lui) eX. 2I1tYI. 
J."15 p.m .. and puhll,hnilll Ihl.: i ...... ut.' oj Ih; h'JL'r~d Rcghlcr 
to, '\lI~u,t.\. 21101>. 71 ~K ~1<.J'JXI 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-57 

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

and may not knowingly aid or abet another 

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

To enable attorneys, certified puhlic 
accountants, enrolled agents. and enrolled 
actuaries to identify persons 10 whom 
these restrictions apply. the Director, Of
fice of Professional Respon"ibility. will 
announce in the Internal Revenue Bulletin 

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31. Code of Federal Regu
lations, Part 1 O. an attorney. certified puh
lie accountant, enrolled agent or enrolled 
actuary, in order to avoid the institution 
or conclusion of a proceeding for his or 

her disbarment or suspension from prac
tice before the Internal Revenue Service, 

Name Address 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility. in his diS
cretion, may suspend an attorney. certified 
public accountant. enrolled agent. or en
rolled actuary in accordance with the con
sent offered. 

Designation 

Crane, Stephen Palm Springs, CA Enrolled Agent 

Cohen, Ronald J. Newburgh. NY Attorney 

Layson, David A. Corydon, IN Attorney 

Brough, Donald L. Salem, IN CPA 

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

Date of Suspen~ion 

May 4. 2006 
to 
August 3. 2007 

Indefinite 
from 
June 21. 2006 

April 7, 2006 

to 
October 6, 2007 

July 1.2006 
to 
June 30. 2010 

2006-2 C.B. 379 



Name Address Designation Date of Suspension 

Gulian. Yervant Great Neck. NY CPA April 17.2006 
to 
December 16. 2007 

Rivera-Smith. Dawn Brick. NJ CPA May 30. 2006 
to 
November 29, 2008 

Eckstein. Matthew Woodbury. NY CPA June 15. 2006 
to 
March 14.2007 

Hecht. Jodee L. Clifton. VA CPA Indefinite 
from 
June 19, 2006 

Finch. Phillip W. Yorktown. VA CPA Indefinite 
from 
June 22, 2006 

Troese Jr .. Henry A. Clarion, PA Enrolled Agent Indefinite 
from 
June 22, 2006 

Robbins. Ronald E. Pittsford, VT CPA June 24, 2006 
to 
June 23, 2008 

Shapiro. Sidney C. West Palm Beach, FL CPA Indefinite 
from 
July 1, 2006 

Martini. Anthony Stamford, CT CPA June 18, 2006 
to 
December, 17, 2007 

Cunningham. William Philadelphia, PA CPA July 1, 2006 
to 
March 31. 2007 

Simontacchi. Joseph F. Morris Plains. NJ CPA Indefinite 
from 
July 1,2006 

Carroccio. Ronald P. Staten Island, NY CPA Indefinite 
from 
July 1,2006 

Miller. Walter P. Roanoke, VA CPA Indefinite 
from 
July 1,2006 

Aneji. Patrick Houston. TX CPA Indefinite 
from 
June 22, 2006 

Rosenhloom. Mark L. Chicago.IL Attorney August 15, 2006 
to 
August 14,2007 
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Name Address 

Viener. Ira S. Fort Lee. NJ 

Gam. Sheldon M. Great Neck. NJ 

Tomasulo. Maria Wantagh. NY 

Galpern. Joel G. North Miami, FL 

Designation 

CPA 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
August I. 2006 

Indefinite 
from 
August I. 2006 

Indefinite 
from 

August 7. 2006 

Indefinite 
from 
September I, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

the expedited proceeding is instituted (I) 

ha:, had a license to practice as an attor
ney, certified public accountant, or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

Name Address De,ignation 

Dolan Jr., John L. Memphis. TN Attorney 

St. Mary, Randall L. Snohomish. WA Attorney 

Theriault, Michael J. Bel Air. MD Attorney 

Smith, Bernard P. Marblehead. MA Anorney 

Bradley, Phillip M. West Point, VA Attorney 

Haefele, Richard J. Wayzata, MN Attorney 

Decker, William E. Mandeville, LA Attorney 

The following individuals have been 
placed ulllJer suspen,ion from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 

April 3. 2006 

Indel'inite 
from 
April 3, 2006 

Indefinite 
from 

April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3. 2()06 
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Name Address Designation Date of Suspension 

Arbour. John J. Monroe. LA Attorney Indefinite 
from 
April 3, 2006 

Keller. Jllhn S. Martin Kenner. LA Attorney Indefinite 
from 
April 3, 2006 

Fallon. Charles D. Neptune. NJ Attorney Indefinite 
from 
April 3, 2006 

Agresti. Thomas J. Centennial. CO Attorney Indefinite 
from 
April 3, 2006 

Kirsch, Craig F. Pittsburgh, PA CPA Indefinite 
from 
April 3, 2006 

Hall. Lenny G. McDowell. KY CPA Indefinite 
from 
April II, 2006 

Hultgren. Jerry R. Fresno, CA Attorney Indefinite 
from 
April 11,2006 

Loutos, Peter A. Chicago,IL Attorney Indefinite 
from 
April II, 2006 

Smith III. Frank L Bushnell, FL Attorney Indefinite 
from 
April II, 2006 

Morley, Michael J. Springfield, PA CPA Indefinite 
from 
April 11,2006 

Waters. Richard W Smithfield. UT CPA Indefinite 
from 
April 11, 2006 

Hartgraves. Travis M. Abilene. TX Attorney Indefinite 
from 
April 14, 2006 

Dunn. George T. Lockhart. TX Attorney Indefinite 
from 
April 14, 2006 

Adkins. Thoma~ R. Houston, TX Attorney Indefinite 
from 
April 14,2006 

HaiNon. John W. Sugar Land, TX Attorney Indefinite 
from 
April 26, 2006 
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Name Address Designation Date of Suspension 

Marcone, Frank J. Upper Providence, PA Attorney Indefinite 
from 
May 1.2006 

Fraley, Donald J. Minneapolis, MN Attorney Indefinite 
from 
May 3. 2006 

Tooke, S. Judd Shreveport, LA Attorney Indefinite 
from 
May 3, 2006 

Reilly, Michael G. Council Bluffs, IA Attorney Indefinite 
from 
May.1. 2006 

Faneui!, Robert A. Newton, MA Attorney Indefinite 
from 
May 3, 2006 

Maignan, Peter R. Upper Marlboro, MD Attorney Indefinite 
from 
May 3, 2006 

Son, David Phoenix, AZ Attorney Indefinite 
from 
May 5, 2006 

Susman, Warren I. New York. NY Attorney Indefinite 
from 
May 8, 2006 

Wurst, Jerome Arlington, TX Attorney Indefinite 
from 
May 8, 2006 

O'Shea, Joseph G. Jackson Heights, NY Attorney Indefinile 
from 
May g, 2006 

Biegelson, Alan Brooklyn, NY Attorney Indefinite 
from 
May 8, 2006 

Leonard, Robert K. Winston-Salem, NC Attorney Indefinite 
from 
May 8,2006 

Cassidy, Michael M. Madison, WI Attorney Indefinite 
from 
May 8. 2006 

Dobkin, Daniel B. New Hyde Park, NY Attorney Indefinite 
from 
May 8, 2006 

Nealy, Joseph L. Sugarland, TX Attorney Indefinite 
from 

May 16,2006 

Conmey. Edwin W. Oconomowoc. WI Attorney Indefinite 
from 

May 16,2006 
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Name Address Designation Date of Suspension 

Knot! Jr.. Rohert T. Los Angeles. C A Attorney Indefinite 
from 
May 16. ~OO6 

Dldmonu. Howaru S. Mendham. NJ Attorney Indefinite 
from 
May 16. ~006 

ht/gerald. Bill L Lubbock. TX Attorney Indefinite 
from 
May 16.2006 

Brubaker. Gregory A. San Francisco. CA Attorney Indefinite 
from 
May I g, 2006 

Dodenbier. Robert F. Lehi. UT Attorney Indefinite 
from 
May Ig, 2006 

Young. Paul J. Taft. CA Attorney Indefinite 
from 
June 8, 2006 

Dahodwala. Fatema Andover. MA Attorney Indefinite 
from 
June 8, 2006 

Mendola. Joseph E. Monessen, PA CPA Indefinite 
from 
June 8, 2006 

Rooney. Edward F. Minneapolis. MN Attorney Indefinite 
from 
June 8, 2006 

Long. Rebecca L Wichita. KS Attorney Indefinite 
from 
June 8, 2006 

West. Clifton C. Fayetteville. NC Attorney Indefinite 
from 
June S, 2006 

Sil\<I. Zoilo I. City Island. NY Attorney Indefinite 
from 
June 8, 2006 

Tyler Jr.. Earle S. Bangor, ME Attorney I ndefi n i te 
from 
June 12,2006 

Horneher. AlIce S. Sioux City. IA Attorney Indefinite 
from 
June 12, 2006 

DllIlIlelh. Christine \1. Blue Springs. MO Attorney Indefinite 
from 
June 12, 2006 

Dri'L'oll Jr .. Peter Columbia. MD Attorney Indefinite 
from 
June 12, 2006 
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Name Address Designation Date of Suspension 

Souza, John C. Pocatello, lD Attorney Indefinite 
from 
June 12, 2006 

Crockett. Kevin J. Midvale, ur Attorney Indefinite 
from 
June 12, 2006 

White, Debra M. Wyatt Navasota, TX CPA Indefinite 
from 
June 12.2006 

Wilkins. Daniel J. Chelmsford, MA Attorney Indefinite 
from 
June 12. 2006 

Merica, Chad L. Murray, UT CPA Indefinite 
from 
June 12. 2006 

Wintroub, David S. Omaha, NE Attorney Indefinite 
from 
June 12, 2006 

Smith, Roderick E. Kansas City, MO Attorney Indefinite 
from 
June 12, 2006 

Guida, Joseph M. Aberdeen, MD Attorney Indefinite 
from 
June 12, 2006 

Sonibare. Nash St. Paul, MN CPA Indefinite 
from 
June 12.2006 

Braun, Marc W. St. Louis, MO Attorney Indefinite 
from 
June 12,2006 

Coffey, John J. Rye, NH Attorney Indefinite 
from 
June 12,2006 

Whitehead, H. Allen New York. NY Attorney Indefinite 
from 
June 12.2006 

Lansky, Sidney Mattapoisett, MA Attorney Indefinite 
from 
June 12, 2006 

Pazniokas, Paul M. Norwood, MA Attorney Indefinite 
from 
June 12, 2006 

Bajgrowicz, James J. Santa Rosa, CA Attorney Indefinite 
from 
June 12, 2006 

Davis, Bret J. Los Angeles, CA Attorney Indefinite 
from 
June 12, 2006 
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r\ame Address Designation Date of Suspension 

l\1cA\oy, Timothy Chicago,IL Attorney Indefinite 
from 
June 12, 2006 

LotTadelli, Thoma, C. Studio City, CA Attorney Indefinite 
from 
June 12, 2006 

Eme/icm, Kelcchl C. Antioch. C A Attorney Indefinite 
from 
June 12, 2006 

Pugh, William C. Wayzata. MN Attorney Indefinite 
from 
June 12, 2006 

Lamanna, Eugene C. Reading, PA Attorney Indefinite 
from 
June 12, 2006 

Bartel,. John R. St. PauL MN Attorney Indefinite 
from 
June 12, 2006 

Shapiro. Kenneth S. Bala Cynwyd, PA CPA Indefinite 
from 
June 14, 2006 

Stone, Jerry W. Austin, TX Attorney Indefinite 
from 
June 21, 2006 

Vanriper. Philip E. Binghamton, NY Attorney Indefinite 
from 
June 21, 2006 

Simuro, Valerie T. Gardiner, NY Attorney Indefinite 
from 
June 21, 2006 

Simms, William K. Brooklyn, NY Attorney Indefinite 
from 
June 21. 2006 

We,l\er. Terring M. Clarksburg, WV CPA Indefinite 
from 
July I, 2006 

Norman, Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Knight. John G. Winston-Salem, NC Attorney Indefinite 
from 
August 3, 2006 

Krllnegllid. Shddon H. Englewood. NJ Attorney Indefinite 
from 
August 3, 2006 
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Name Address 

Foushee. VVayne H. Winston-Salem, NC 

Designation 

Attorney 

Date of Suspension 

Indefinite 
from 
August 3, 2006 

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

Under Title 31, Code of Federal Reg- ministrative law judge, the following indi- from practice before the Internal Revenue 
ulations. Part 10, after notice and an op- viduals have been placed under suspension Service: 
portunity for a proceeding before an ad-

Name Address 

Kahn, Harold Hollis, NY 

Designation 

CPA 

Effective Date 

June 26, 2006 
to 
June 25, 2010 

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

Under Title 31, Code of Federal Regu- tunity for a proceeding before an adrninis- als have been disbarred from practice be
lations, Part 10, after notice and an oppor- trative law judge, the following individu- fore the Internal Revenue Service: 

Kame Address Designation Effective Date 

Gailey, James N. Huntersville, NC CPA June 5, 2006 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg- or enrolled actuary, may offer his or her The following individuals have con-

ulations, Part 10, in lieu of a proceeding consent to thc issuance of a censure. Cen- sented to the issuance of a Censure: 
being instiluted or continued, an attorney, sure is a public reprimand. 
certified public accountant. enrolled agent, 

Name Address Designation Date of Censure 

VVilliams, Daniel S. Carlsbad, CA Attorney March 29, 2006 

Azan, Reinaldo L. Miami Beach, FL CPA July 24, 2006 

Golub, Stephen B. Norwalk, CT CPA August 3, 2006 
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Revisions to Regulations 
Relating To Repeal of Tax 
on Interest of Nonresident 
Alien Individuals and Foreign 
Corporations Received 
From Certain Portfolio Debt 
Investments; Hearing 

Announcement 2006-58 

AGENCY: Internal Rewnue Service. 
Treasury. 

ACTION: Change~ of date anu location for 
puol ic hearing. 

SllrvlI\IARY: Thi~ document provides 
changes of date and location for a puo
lic hearing on proposed regulations 
IREG-IIX775-06. 2006-28 I.R.B. 73) 
under ~ectlons X71 and XX I of the Inter
nal Revenue Code (Code) relating to the 
exclusion from gross income of portfolio 
interest paid to a nonresident alien indi
\idual or foreign corporation. 

DATES: The public hearing originally 
scheduled for Thursday. September 7, 
2006. at 10 a.m. is rescheduled for Friday, 
October 6. 2006. at 10 a.m. Outlines of 
topics to be discussed at the public hearing 
will be due by August 24, 2006. 

ADDRESSES: The public hearing was 
originally being held in the IRS Audito
rium, Internal Revenue Building, IIII 
Constitution Avenue. NW. Washington 
DC. The hearing location has changed. 
The public hearing will be held in the 
IRS Auditorium. New Carrollton Fed
eral Building. 5000 Ellin Road, Lanham. 
I\laryland 20706. 

FOR FURTHER INFORMATION 
CONTACT: Guy R. Traynor, 
UOI) 922-()539 (not a toll-free 
numoer) or Richard Hurst at 
Ri( 'flU rd.A. Hu nt Cd' i /"SCI!lIllsl!/.trl!us.go\·. 

SUPPLEMENTARY INFORMATION: 

A notice of proposed rulemak
lIlg and notice of public hearing 
(REG-II S775-(6) appearing in the Fed
eral Register on Tuesda). June 13. 2006 
(71 FR 3-10471. announceu that a public 
hearing on proposcd regulations relating 
tll thc exclusion from gross income of 
portflllill interest paid to a nonresident 
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alien individual or foreign corporation 
would be held on Thursday. September 
7. 2006. beginning at 10 a.m. in the IRS 
Auditorium. IIII Constitution Avenue, 
NW, Washington. DC. 

The date and location of the hearing 
have changed. The hearing is rescheduled 
for Friday. October 6, 2006. beginning at 
10 a.m. in the IRS Auditorium, New Car
rollton Federal Building, 5000 Ellin Road, 
Lanham. Maryland 20706. 

A period of 10 minutes is allotted to 
each person for presenting oral comments. 
The IRS will prepare an agenda contain
ing the schedule of speakers. Copies of 
the agenda will be made available. free of 
charge. at the hearing. 

Guy R. Traynor, 
Chief, Publications and 

Regulutions Branch. 
Legal Processing Division. 

Associate Chief Counsel 
(Procedllre and Administration). 

I Filed hy the Oftice ot the Federal RegISter on Augu't K. 
2006. ~:4S a.m .. and publi,hed in the i"ue of the Federal 
Rcgi,tcr for Augu,t 9. 201l6. 71 F.R. 45474) 

Definition of Essential 
Governmental Function Under 
Section 7871 and Limitation 
to Activities Customarily 
Performed by States and 
Local Governments 

Announcement 2006-59 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Advance notice of proposed 
rulemaking. 

SUMMARY: This document applies to 
Indian tribal governments and to State and 
local governments that issue bonds for 
the benefit of Indian tribal governments. 
This document describes rules that the IRS 
and the Treasury Department anticipate 
proposing. in a notice of proposed rule
making (REG-I I 87t1S-06). regarding the 
definition of an essential governmental 
function under section 787 I (c) of the In
ternal Revenue Code and the limitation 
of that term to acti vities customarily per
formed by State and local governments for 
purpm,es of section 7871 (e) of the Internal 

Reycnue Code. This document also in
vites comments from the public regarding 
this proposed standard. 

DATES: Written or electronic comments 
must be submitted by November 7.2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 18788-06), room 
5203. Internal Revenue Service. PO Box 
7604, Ben Franklin Station, Washington. 
DC 20044. Submissions may be sent 
electronically, via the IRS Internet site at 
I1'l1w.irs.goviregs or via the Federal eRule
making Portal at wH'w.regulaliolls.gm· 
(indicate IRS and REG-I 18788-061. 

FOR FURTHER INFORMATION 
CONTACT: Concerning submissions. 
Kelly Banks, (202) 927-1443; concern
ing the proposed rules, Timothy L. Jones 
or Aviva M. Roth. (202) 622-4164 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 7871 (a)( 4) of the Internal Rev
enue Code of 1986 provides that an Indian 
tribal government is to be treated as a State 
"subject to subsection (c), for purposes 
of section 103 (relating to State and local 
bonds)". Section 7871(c)(l) provides that 
"section 103(a) shall apply to any obliga
tion (not described in paragraph (2)) issued 
by an Indian tribal government (or subdi
vision thereof) only if such obligation is 
part of an issue substantially all of the pro
ceeds of which are to be used in the ex
ercise of any essential governmental func
tion". Section 7871 (e) provides that "[flor 
purposes of this section, the term 'essen
tial governmental function' shall not in
clude any function which is not customar
ily performed by State and local govern
ments with general taxing powers". 

Section 7871 was originally enacted in 
1982 by The Indian Tribal Government 
Tax Status Act, Pub. L. No. 97-473, 96 
Stat. 2605 § 202 (1983). In the legisla
tive history to that Act, the Senate Finance 
Committee indicated that tax-exempt bond 
financing was not intended to be available 
to Indian tribal governments for "commer
cial or industrial activities (or other ac
tivities other than essential governmental 
functions)." S. Rep. No. 97-646, at 13-14 
(1982). 



Section 7871 (e) was added to the statute 
by The Omnibus Budget Reconciliation 
Act of 1987, Pub. L. No. 100-203, 101 
Stat. 1330, § 10632(a) (1987). In the leg
islative history to this provision, the House 
Ways and Means Committee criticized 
1984 Temporary Treasury Regulations in
terpreting the term essential governmental 
function in section 7871 (c) for including 
certain activities eligible for Federal fund
ing in that definition. The House Ways and 
Means Committee stated that the reason 
for this amendment was that the Com
mittee was concerned about reports that 
Indian tribal guvernment:; were issuing 
tax-exempt bonds for interests in "com
mercial and industrial enterprises". The 
Committee further included the following 
statement about section 7871 (e): 

The bill clarifies that, with respect 10 

bonds issued by Indian tribal govern
ments, the term 'essential governmen
tal function' does not include any gov
ernmental function that is not customar
ily performed (and financed with gov
ernmental tax-exempt bonds) by State 
and local governments with general tax
ing powers. For example, issuance of 
bonds to finance commercial or indus
trial facilities (e.g., private rental hous
ing, cement factories, or mirror facto
ries) which bonds technically may not 
be private activity bonds is not included 
within the scope of the essential govern
mental function exception. 

Additionally, the committee wishes to 

stress that only those activities that are 
customarily financed with governmen
tal bonds (e.g., schools, roads, govern
mental buildings, etc.) are intended to 
be within the scope of this exception, 
notwithstanding that isolated instances 
of a State or local government issuing 
bonds for another activity may occur. 

H. R. Rep. No. 100-391, at 1139 (1987). 

The 1987 Conference Committee adding 
the limited manufacturing facility provi
sion of section 7871(c)(3)(A), noted that: 

A facility which does not qualify as a 
manufacturing facility for purposes of 
this provision may nonetheless be fi
nanced with tax-exempt bonds issued 
by a tribal government provided that 

the facility satisfies the 'essential gov
ernmental function' standard (i.e., the 
facility is comparable to facilities that 
are customarily acquired or constructed 
and operated by States and local gov
ernments). For example, a building 
used for offices for a tribal government 
itself would be comparable to State or 
local government office buildings, and 
therefore, could be financed with tax
exempt bonds. As another example, a 
lodge owned and operated by a tribal 
government may be eligible for tax-ex
empt financing if it is comparable to 
lodges customarily owned and operated 
by State park or recreation agencies. 

H. R. Rep. No. 100-495, at 1012 n.5 
(1987) (ConL Rep.). 

The IRS has become aware of an in
creasing number of instance~ in which tax
payers have raised questions about the ap
plication of section 7871 (e). Accordingly, 
the Treasury Department and the IRS have 
determined to seek public comment in ad
vance of issuing proposed regulations in 
this area. 

Explanation of Provisions 

The Treasury Department and the IRS 
anticipate that the proposed regulations 
will provide that for purposes of section 
7871(c) and section 7871(e), an activity 
will be considered an essential govern
mental function that is customarily per
formed by State and local governments 
if: (I) there are numerous State and local 
governments with general taxing powers 
that have been conducting the activity and 
financing it with tax-exempt governmen
tal bonds, (2) State and local governments 
with general taxing powers have been 
conducting the activity and financing it 
with tax-exempt governmental bonds for 
many years, and (3) the activity is not 
a commercial or industrial activity The 
proposed regulations will further provide 
that examples of activities customarily 
performed by State and local governments 
include, but are not limited to, public 
works projects such as roads, schools, and 
government buildings. 

Request for Comments 

Before the notice of proposed rulemak
ing is issued, consideration will be given 

to any written comments that are submit
ted timely (preferably a signed original and 
eight (8) copies) to the IRS. All comments 
will be avai lahle for public inspection and 
copying. 

Drafting Information 

The principal authors of this ad
vance notice of proposed rulemaking 
are Aviva M. Roth and Timothy L. Jones, 
Office of the Chief Counsel (Tax-Exempt 
and Government Entities), however, other 
personnel from the IRS and Treasury De
partment participated in its development. 

Mark E. Matthews, 
Deputy COlllmissioner jl)r 
Services and Enforcement. 

(Filed by the on·,cc of the Fcdcrul Rcg;'tcr un Augu,! X. 
20()6. R:45 ".m .. "nd puhli,hed in (he i"uc "I the Feder"1 
Reg;"cf fOf Augu't <). :'OOi>. 71 F.R. 45474) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-60 

The Internal Revenue Service has re
voked its determination that the organiza
tion listed below qualifies as an organi
zation described in sections 50I(c)(3) and 
170( c )(2) of the Internal Revenue Code of 
1986. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170( c)(2l if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (1) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) wa, 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con-
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tributions from individuals and organiza
tion~ described in section 170(c)(2) that 
are otherwise allowable will continuc to 

be deductible. Protection under section 
7428(c) would hegin on September 5, 
2006, and would end on the date the court 
first determine\ that the organization is 
not described ill \ccliun 170(c)(2) a\ more 
particularly set forth in section 74281c)( I). 
For individual contributors. the maximum 
deduction protected is $1.000. \vith a hus
band and wife treated as Olle contributor. 
This benefit is not extended to anv indi
vidual. in whule or in part, for the acts or 
omissiollS or the organilatiul) tlldt were 
the basis fur rC\ocation. 

Ayk>.i M. Bobo Charitable Foundution 
Independcnce. MO 

Fast Track Settlement for 
SB/SE Taxpayers 

Announcement 2006-61 

DESCRIPTION OF SB/SE FAST 
TRACK SETTLEMENT 

This announcement provides an oppor
tunity for small busines\/self employed 
taxpayers to u,e Fast Track Settlement 
I FTS) to expedite case re~olution at the 
earliest opportunity within the IRS's Small 
Business/Self Employed organization 
(SB/SE). The purpose of SB/SE FTS is 
to enable SB/SE taxpayers that currently 
have unagreed is>.ues in at least one open 
year under examination to work together 
with SB/SE and the Office of Appeals 
(Appeals) to resolve outstanding disputed 
issues while the ca~e is still in SB/SE ju
risdiction. SB/SE and Appeals will jointly 
administer the SB/SE FTS process. SB/SE 
fTS will be used to re~olve factual and le
gal is,ues anclmay be initiated at any time 
after an issue has been fully deVeloped. 
preferably before the issuance of a 30-day 
lettcr or equivalent notice. 

SB/SE FTS will be available to taxpay
cr.' for a test period of up to two years, 
beginning upon the date of publication of 
thiS announcement. Within this period. 
there \\ ill be an initial focused test of six. 
months during which SH/SE FTS will 
only be a\ailable for taxpayers under ex
amination in Chicago. Illinois: Houston. 
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Texas: and SI. Paul. Minnesota. By the 
end of this six-month focused test, SB/SE 
and Appeals will evaluate the program. 
consider necessary adjustments and deter
mine whether to continue testing SB/SE 
FrS for the remaining eighteen months 
of the test period. If continued, SB/SE 
FTS will be available to taxpayers nation
wide. Upon completion of the two-year 
le>.t period, SB/SE and Appeals will again 
evaluate the program, consider necessary 
adjustments. and determine whethcr to 
make the program permanent. 

RELIANCE ON AND DIFFERENCES 
FROM LMSB FAST TRACK 
SETTLEMENT 

The procedures for using FTS for 
SB/SE taxpayers rely on the provisions 
or Revenue Procedure 2003-40, 2003-1 
C.B. 1044, which implemented a Large 
and Mid-Size Business Fast Track Set
tlement Dispute Resolution Program and 
allows the use of Appeals settlement au
thority in SB/SE cases. See section 3.02 
of Rev. Proc. 2003-40. 

During the two-year test period, SB/SE 
FTS extends the provisions of thc LMSB 
Fast Track program to SB/SE cases and 
provides for direct oversight of the pro
gram by SB/SE and Appeals. SB/SE FTS 
therefore involves procedures almost iden
tical to the LMSB FTS procedures de
scribed in Rev. Proc. 2003-40. The key 
differences between the LMSB and SB/SE 
FTS procedures are as follows: 

• The SB/SE Group Manager or de
signee fulfills the duties of the LMSB 
Team manager. as described in Rev. 
Proc. 2003-40; 

• SB/SE Group Managers and Appeals 
Team Managers select and manage 
cases eligible for SB/SE FTS; and 

• The SB/SE FTS process is designed to 
be completed within 60 days of accep
tance of the SB/SE-Appeals FTS Ap
plication. 

CASE ELIGIBILITY AND 
EXCLUSIONS 

Subject to the limitations set forth be
low. SB/SE FTS is generally available for 
cases under the jurisdiction of the SB/SE 
Division if: 

• Issues are fully developed: 

• The taxpayer has stated a position in 
writing (or filed a small case request 
for cases in which the total amount for 
any tax period is Jess than $25.000. as 
described in Publication 5. tOllr Ap
peal Rights and How To Prepare a 
Protest It' YOll DOll'! Agree): and 

• There are a limited number of una
greed issues. 

SB/SE FTS is /lot available for: 

• Collection Appeals Program, Collec
tion Due Process, Offer-In-Compro
mise and Trust Fund Recovery cases, 
except as provided in any guidance is
sued by the Service; 

• Correspondence examination cases 
worked solely in a Campus/Service 
Center site; 

• Cases in which the taxpayer has failed 
to respond to Service communications 
and no documentation has been previ
ously submitted for consideration by 
Compliance; 

• Tax Equity & Fiscal Responsibility Act 
(TEFRA) partnership cases; 

• Issues outside SB/SE jurisdiction, ex
cept as provided below; 

• Issues designated for litigation: 

• Issues under consideration for designa
tion for litigation; 

• Issues for which the taxpayer has sub
mitted a request for competent author
ity assistance; 

• Issues for which the taxpayer has 
requested the simultaneous Ap
peal/Competent Authority procedure 
described in section 8 of Rev. Proc. 
2002-52, 2002-2 e.B. 242, or the cor· 
responding provision of any successor 
guidance; 

• Frivolous issues. such as, but not lim· 
ited to, those identified in Rev. Proc. 
2006-2.2006-1 I.R.B. 89, or any suc
cessor guidance; 

• "Whipsaw" issues. i.e., issues for 
which resolution with respect to one 



party might result in inconsistent treat
ment in the absence of the participation 
of another party: or 

Issues that have been identified in 
a Chief Counsel Notice, or equiva
lent publication, as excluded from the 
SB/SE FTS process. 

If an issue is determined not to be eli
gible for the SB/SE FTS program, all is
sues in the case shall not be eligible for the 
SB/SE FTS program. 

SB/SE FTS may not be the appropri
ate dispute resolution process for all cases 
involving SB/SE taxpayers. The SB/SE 
Group Manager or designee and the tax
payer will evaluate their individual cir
cumstances to determine if this process 
meets their needs. 

SB/SE FTS may also be available for 
cases under the jurisdiction of the Tax Ex
empt and Government Entities (TE/GE) 
Division, depending on the circumstances 
and operational needs of the case. The use 
of SB/SE FTS procedures for such cases 
will require the consent of the taxpayer, 
the local Appeals Team Manager and the 
TE/GE Field Manager, or equivalent. For 
TE/GE cases approved for SB/SE FTS, 
the appropriate TE/GE Field Manager, or 
equivalent, will carry out the responsibil
ities of the SB/SE Group Manager as set 
forth in this announcement. The applica
tion process for TE/GE taxpayers wishing 
to use SB/SE FTS procedures may be mod
ified by subsequent published guidance. 

APPLICATION PROCESS 

A taxpayer that is interested in partici
pating in SB/SE FTS. or that has questions 
about the program and its suitability for the 
taxpayer's case, may contact the SB/SE 
Group Manager for the year currently un
der examination. Either the taxpayer, Ex
amining Agent or the SB/SE Group Man
ager can initiate the process to take part in 
the SBfSE FTS program at any time af
ter an issue has been fully developed but 
preferably before a 30-day or equivalent 
letter is issued. 

To apply for the SB/SE FTS program, 
the taxpayer and the SB/SE Group Man
ager should submit a SB/SE-Appeals FTS 
Application. attached as Exhibit I, to the 
local Appeals Team Manager. A Sum
mary of Issues or Examination Re-engi-

neering Lead sheets (the equivalent to a 
Form 5701, Notice of Proposed Adjust· 
ment) will be prepared by the SB/SE Com
pliance team, and a written response from 
the taxpayer should be included with the 
SB/SE-Appeals FTS Applic<ltion to com
plete the package for the parties to under
stand opposing views. 

If the case is not accepted for inclu
sion in SB/SE FTS, the SB/SE or Ap
peals representative will inform the tax
payer of the basis for this deCision and dis· 
cuss other dispute resolution opportunitie~ 
with the taxpayer, including 30-day letter 
procedures contained in IRS Publication .'1. 
Your Appeal Rights and How To Prepare 
a Protest If You Don't Agree. The deci
sion not to accept a case into the SB/SE 
FTS program is not subject to administra
tive appeal or judicial review. 

SETTLEMENT PROCESS 

SB/SE FTS employs various alterna
tive disputc resolution techniques to pro
mote case resolution. An Appeals Officer, 
trained in mediation, will serve as a neu
tral party (the FTS Appeals Official) Th~ 
FTS Appeals Official will not perform in 
a traditional Appeals role, but will use dis
pute resolution techniques to facilitate set
tlement between the parties. 

During SB/SE FTS, the taxpayer and 
SB/SE representatives hold a conference 
with the FTS Appeals Official (the FTS 
Session). The taxpayer and SB/SE rep
resentatives at the FTS Session should 
include individuals with decision-making 
authority and the information and exper
tise necessary to assist the parties and the 
FTS Appeals Official during the settle
ment process. The FTS Appeals Official 
may ask the parties to limit the number of 
participants at the FTS Session to facili
tate the process. A taxpayer is not required 
to have a representative to participate in 
SB/SE FTS. If the taxpayer is represented 
by a person engaged in practice before 
the Service. however, this individual must 
have a power of attorney from the tax
payer (Form 2848, Power of Attomcr and 
Declaration of Representative) in addition 
to the FTS Agreement. 

The FTS Appeals Official will hold 
the FTS Session at the date and location 
agreed to by both parties. Prior to the FTS 
Session, the FTS Appeals Official will 
advise the participants of the procedures 

and establish ground rules. The FTS Ap
peals Official may modify the rules and 
procedures during the session to adapt to 

changes in circum~tances The FTS Ses
sion may include conferences attended by 
all of the parties, scparate meetings with 
each party, or both as determined appro
priate in the sole judgment of the FTS 
Appeals Official. 

The FTS Appeals Official will use a 
FTS Session Report to assi,t in planning 
the FTS Session and to report on develop
ments during the FTS Session. The FTS 
Session Report will include a list of all is
sues approved for the FTS program, a de
scription of the Issues, the amounts in dis
pute, conference dates. a plan of action 
for the FTS Session and other informa
tion useful to the process as determined by 
the parties and the FTS Appeals Official. 
The FTS Appeals Official may also pre
pare and update an Agenda, which guides 
the communication, sets the order of is
sue discussion, poses questions to clarify 
the issues and guides the meetings. Dur
ing the FTS Session, the FTS Appeals Of
ficial will provide decision makers from 
both parties with copies of the Agenda and 
the FTS Session Report. 

Generally, the FTS Appeals Official 
will consider only those issues outlined 
in the FTS Session Report, except by 
mutual agreement of the parties. If the 
taxpayer presents information during the 
FTS Session that the taxpayer had not 
previously presented during the audit, 
the FTS Appeals Official will adjust the 
targeted completion date to give the ap
propriate Service officials time to evaluate 
the information/documentation. 

During the FTS Session, the FTS Ap
peals Otficial may propose settlement 
terms for any or all issues and may con
sidcr settlement terms proposed by either 
party. If the taxpayer accepts the FTS 
Appeal.> Official's settlement propmaL 
but the SB/SE Group Manager rejects it. 
the SBJSE Territory Manager must re
view SB/SE's rejection of the settlement 
propo~al and either concur in writing, or 
accept the settlement proposal on behalf 
of SB/SE. If the SBiSE Temtory Manager 
concurs with the Group Manager's rejec
tion of the 5ettlement proposal, and an 
acceptable alternative settlement cannot 
be reached. the issue will be closed out of 
the FTS program as unagreed. 
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If the parties resolve any of the disputed 
i;,sue;, at the conclu:-,ion of the FTS Se~

;,ion. the parties and the FTS Appeals Of
ficial shall sign the FTS Session Repun 
acknowledging acceptance of the tenm of 
settlement for purpose;, of preparing com
putations. The signature ut" the parties on 
the FTS Session Report does not constitute 
a final settlement. nor docs it waive restric
tillns un assc;,smenl. terminate consents to 
ntend period ... of limitation, start the run
ning llf any periods of limitation, or con
stitute agreement to clo~e the case. 

The SB/SE FTS process is confidential. 
IRS cmployees involved in allY way with 
the SB/SE FTS process are subject to the 
confidentiality and disclosure provisions 
of the Internal Revenue Code. including 
section 6103. By signing the FTS Agree
ment. attached as Exhibit I. the taxpayer 
consents, pursuant to section 61 03( c), to 
the disclosure of the taxpayer's returns 
and return information pertaining to the 
issues being considered in the SB/SE FTS 
process to those persons named on the 
Agreement as participants in the process. 
IRS employees. the taxpayer and persons 
\I1vited to participate by the IRS or the 
taxpayer shall not voluntarily disclose in
formation regarding any communication 
made during the SB/SE FTS Se~sion. ex
cept as provided by statute. 

The prohibition against ex parte com
munications between Appeals Officers 
and other IRS employees provided by 
section 100 I (a) of the Internal Revenue 
Service Restructuring and Reform Act of 
1998 does not apply to the communica
tions arising in the SB/SE FTS process 
because the Appeals personnel are facili
tating an agreement between thc taxpayer 
and SB/SE and are not acting in their tra
ditional Appeals settlement role. 

Any recommended settlement by the 
FTS Appeals Official of an issue in FTS 
shall be ~ub.iect to the procedures that 
would be applicable if the i,sue were 
being considered b) Appeals. including 
procedures in the Internal Re\enue Man
lIal and existing publi~hed guidance. FTS 
therdore creates no special authority for 
settlement b) the FTS Appeals Official. 
For example. if thc FTS i~sue is (oordi-
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nated in either the Technical Advisor Pro
gram or the Appeals Technical Guidance 
program. the proposed settlement of that 
i:-.sue is subject to established procedures, 
including submission of the proposed set
tlement to the Appeals Coordinator for 
revIew and concurrence. 

If the parties fail to resolve any issue 
in FTS. the taxpayer retains the option of 
rel/ue;,ting that the issue be heard through 
the traditional Appeals process. 

Except as specifically provided above, 
both parties retain the right to withdraw 
throughout the entire SB/SE FTS process. 
A party wishing to withdraw should pro
vide written notice to the FTS Appeals Of
ficial and the other party. 

POST-SETTLEMENT PROCEDURE 

If the parties reach an agreement on all 
or some issues through the SB/SE FTS 
process. thc SB/SE representative or FTS 
Appeals Official. as appropriate. will use 
established issue or case closing proce
dures and applicable agreemcnt forms. in
cluding preparation of a Form 906 specific 
matters closing agreement. if appropriate. 

If applicable. the Service will report 
a proposed resolution reached as a result 
of SB/SE FTS to the Joint Committee on 
Taxation in accordance with section 6405. 
The taxpayer acknowledges that the Ser
vice may reconsider a proposed settlement, 
as reflected in a signed FTS Session Re
port. upon receipt of comments on the pro
posed settlement from the Joint Commit
tee on Taxation. If the taxpayer declines 
to agree with any changes by the Service 
upon recol1!\ideratiol1, SB/SE will close the 
ca~e unagreed and the taxpayer will retain 
all the mual rights to request Appeals con
sideration of any unagreed issues. 

GENERAL PROVISIONS 

A resolution reached by the parties 
through the SB/SE FTS process will not 
bind the parties for taxable years or issues 
not covered by the SB/SE-Appeals FTS 
agreement. unless such taxable years or 
issues are expre;,sly addressed in a formal 
closing agreement reached as part of the 
SB/SE FTS proces!\. 

For SB/SE FTS cases that are returned 
for traditional Appeals consideration for 
any reason. ('\ /lilrtf' restrictions will not 
be imposed OIl intra-Appeals communica
tions. Appeals management will take ap
propriate measures to ensure these cases 
are handled impartially. 

DELEGATION OF AUTHORITY 

This announcement constitutes a del
egation by the Commissioner of Internal 
Revenue of settlement authority to Grade 
14. 13 and 12 Appeals Officers who are 
assigned to be Appeals FTS Officials for 
SB/SE FTS cases described in this an
nouncement. This delegation of settle
ment authority includes the responsibility 
for arriving at the final disposition from 
the Government's perspective. approving 
the final settlement in accordance with the 
delegated authority. and executing the ap
propriate closing documents. This author
ity may not be redelegated. 

EFFECTIVE DATE 

SB/SE FTS is effective beginning 
September 5. 2006. 

COMMENTS 

The IRS encourages interested persons 
to comment on this program. including 
suggested changes to make the program 
more useful and effective. Send submis
sions to: 

Internal Revenue Service-Appeals 
Attn: Nancy 1. Talajkowski 
160 Spear Street, Suite 800 
San Francisco, CA 94105 

FURTHER INfORMATION 

For further information regard-
ing this announcement, contact either: 
Thomas S. Ryan, SB/SE Program Analyst, 
at (717) 213-3810 (not a toll-free num
ber): or Nancy 1. Talajkowski. Appeals 
Program Analyst, Tax Policy & Procedure 
(Alternative Dispute Resolution) at (415) 
227-5007 (not a toll-free number). 



Exhibit I: Application for SB/SE-Appeals Fast Track Settlement 

To: Local Appeals Office ___________________ _ 
Date: __________ _ 

Is the case subject to Joint Committee review" o No 0 Yes 

Taxpayer: 
Name:-__________________________________________ ___ 

Address: ____________________________ _ 

City, State and Zip Code: ______________________ _ 
Taxpayer EIN ________________ _ Tax Years Involved __________ _ 
Corporate Officer: ________________ _ Title: _______ _ 

Telephone #: (_) _________ _ Fax #: (_) ____________ _ 

Compliance: 
Revenue Agent/SB/SE Group Manager Name: _______ _ Group _______ _ 
Address: ____________________________ _ 

City, State and Zip Code: _______________________ _ 

Telephone Number: (_) ___________ _ Fax #: ( __ ) _________ _ 

MIT Code _______ _ Type of Tax ___________ _ 

Name of Representative: 
Taxpayer's Representative (if applicable): _________________ _ 
NameofFirm: _________________________________ _ 

Address: ____________________________ _ 

City, State and Zip Code: __________________________ _ 
Telephone #: ( __ ) ____________ _ Fax #: ( __ ) _________ _ 

SIGNATURES 
The undersigned request Appeals assistance in the SB/SE-Appeals Fast Track Settlement process. The issues for which this 
assistance 1S requested are described in the Summary of Issues or Examination Re-Engineering Lead sheets and Taxpayer's written 
response thereto attached to this agreement. By signing the Application to Fast Track Settlement, the taxpayer consents, pursuant 
to section 6 103(c) of the Internal Revenue Code, to the disclosure of the taxpayer's returns and return information pertaining to 
the issues being considered in the FTS process to those persons named on the Agreement as participants in the process. IRS 
employees, the taxpayer and persons invited to participate by the IRS or the taxpayer shall not voluntarily disclose information 
regarding any communication made during the SB/SE Fast Track Settlement session. except as provided by statute, such as in 
sections 6103 or 7214 (a) (8) of the Code. or 5 U.S.c. § 574. The prohibition against ex parte communications between Appeals 
Officers and other Service employees provided by section 100 I (a) of the Internal Revenue Service Restructuring and Reform Act 
of 1998 does not apply to the communications arising in Fast Track Settlement because Appeals personnel, in facilitating an 
agreement between the taxpayer and SB/SE, are not acting in their traditional Appeals settlement role. 

Ta.l(payer Date SB/SE Group Manager Date 

Representati ve Date 

Comments and Other Participants (attach additional sheets as necessary) 

Name Position or Affiliation Phone 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 367.-Foreign 
Corporations 
~fJ (,FR 1.3(J/lhl ~ ('(lJ/I\O'," "/ '(lIII/lI~\ (///,1 

{'roll', lind !ort'i',.,?fI ;II( {11IIt' fu\/'\ .'II ("tUliP! l(II"

clg!l-{(J-/orl'fgn IIrJlln'(Ul!IIIf/(!lllrUIl'(/( !tOil' 

T.D.9273 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Stock Transfer Rules: 
Carryover of Earnings and 
Taxes 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations addressing the carryover of 
certain tax attributes, such as earnings and 
profits and foreign income tax accounh. 
when two corporatIOns combine in a cor
porate reorganization or liquidation that is 
described in hoth section 367(b) and sec
tion 381 of the Internal Revenue Code 
(Code). 

DATES: Ettl'ctil'c Date: These regulations 
arc effective August 8, 2006. 

Applica/Jilitv Dat£': These regulations 
apply to certain section 367(b) exchanges 
that occur on or after November 6,2006. 

FOR FURTHER INFORMATION 
CONTACT Jeffrey L Parrv at (202) 
622-3850 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The Treasury Department and the IRS 
issued final regulatiolh ~~ 1.367(b)-1 
through U67( bJ-6. dealing with tax con
\equences of cerwin foreign-tn-foreign 
alld inbound corporate [ran~action~. in 
.June' Il)l)~ and hnu;(n 2000 (the January 
20()() final reguiCltion~). The preamble to 
the- J~lI111ar\ 2()(lO final re-f:lliatiolb referred 
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to propmed regulations that would be is
sued [0 aJdress the carryover of L'ertain 
corporate tax attributes in transactions in
\ ohing one l1r more foreign corporations. 
Those proposed regulations were issued on 
November 15.2000. in the Federal Reg
ister (( 65 FR 69 \3 8) (REG-I 16050-99. 
2000-2 C.B. 520)) (the 2000 proposed 
regulations). The public hearing with re
spect to the 2000 proposed regulations was 
cancelled because no request to speak was 
received. However, the Treasury Depart
ment and the IRS received Jnd considered 
se\eral written comments. which are dis
cussed in this preamble. 

After consideration of the 2000 pro
posed regulations and the comments re
ceived, the Treasury Department and the 
IRS adopt substanti:ll portions of those 
proposed regulations with significant 
modifications as final regulations under 
section 36 7(b). 

Overview 

A. General Policies of Section 367(b) 

In general. section 367 goveills corpo
rate restructurings under sections 332.351, 
354,355.356. and 361 (SubchapterC non
recognition transactions) in which the sta
tus of a foreign corporation as a "corpo
ration" is necessary for the application of 
the relevant Subchapter C nonrecognition 
provisions. Other provisions in Subchap
ter C (Subchapter C carryover provisions) 
apply to such transactions in conjunction 
with the enumerated provisions and detail 
additional consequences that occur in con
nection with the tr:ln~actlon~. For exam
ple. sections 362 and 381 govern the carry
o\,er of ba,i~ and earnings and profits from 
the tramferm corporation to the transferee 
corporation in appl icable transactions. 

The Subchapter C carryover provisions 
generally are drafted to apply to domcstic 
corporations and U.S. shareholders. As a 
result. those provisions often do not fully 
take into account the relevant cross-border 
aspects of U.S. taxation. For example. sec
tion 381 does not specifically take into ac
count source and foreign tax credit issues 
that arise when earnings and profits move 
from one corporation to another. 

Congress enacted section 36 7(b) to 
ensure that international tax considera
tions in the Code are adequately addressed 
when the Subchapter C provisions apply 
to an exchange involving a foreign cor
poration. A primary consideration in this 
regard is to prevent the avoidance of U.S. 
taxation. Because determining the proper 
interaction of the Code's international and 
Subchapter C provisions is "necessarily 
highly technical." Congress granted the 
Secretary broad regulatory authority to 
provide the "necessary or appropriate" 
rules rather than enacting a more compre, 
hensive statutory regime. H.R. Rep. No. 
658. 94th Cong.. 1st Sess. 241 (1975). 
Thus. section 367(b)(2) provides in part 
that the regulations "shall include (but 
shall not be limited to) regulations * * * 
providing * * * the extent to which ad
justments shall be made to earnings and 
profits. basis of stock or securities, and 
basis of assets." 

These final regulations address the car
ryover of foreign earnings and profits and 
foreign income taxes in tax-free corporate 
asset acquisitions by generally applying 
the principles of Subchapter C provisions 
such as section 381. which governs the car
ryover of earnings and profits (and other 
tax attributes) in certain tax-free corporate 
reorganizations described in section 368 
and in corporate liquidations described in 
section 332. However, these regulations 
(like the 2000 proposed regulations) mod
ify certain of the mechanics of the Sub
chapter C rules as necessary or appropri
ate to ensure that those rules are as consis
tent as possible with key international tax 
policies of the Code and to prevent mate
rial distortions of income. 

These final regulations address the 
portions of the 2000 proposed regula
tions (Prop. Reg.) dealing with inbound 
nonrecognition transactions (Prop. Reg. 
§U67(b)-3) and foreign section 381 
transactions (Prop. Reg. § 1.367(b)-7). 
They also address the special rules of 
Prop. Reg. § 1.367-9. The final regula
tions, however. do not address the portions 
of the 2000 proposed regulations involving 
corporate divisions of one or more foreign 
corporations (Prop. Reg. § 1.367(b)-8). 
The Treasury Department and the IRS 



believe that relevant cross-border tax 
consequences of section 355 transactions 
should be dealt with in a separate guidance 
project. 

B. Specific Policies HelMed to 
Inbound Nonrecognition Transactions 
(§1.367(bj-J) 

Section 1.367Ib)-3 addresses acquisi
tions by a domestic corporation (domes
tic acquiring corporation) of the assets of a 
foreign corporation (foreign acquired cor
poration) in a section 332 liquidation or 
an asset acquisition described in section 
368(a)( I). such as an A, C. D. or F reor
ganization (inbound nonrecognition trans
action). Regulations applying section 367 
and section 368 to cross-border A reorga
nizations were recently issued. See T.D. 
9242,2006-7 I.R.B. 422. 

As a general policy matter, the impor
tation of various tax attributes in inbound 
transactions is carefully scrutinized. In 
fact, inbound importation issues have been 
the subject of recent legislative refonns 
(see section 362(e)). The policy relating 
to imponation of tax attributes also has 
been reflected in prior section 367 reg
ulations. For example, the preamble to 
the January 2000 final regulations gener
ally describes international policy issues 
that can arise in inbound nonrecognition 
transactions. The preamble states that the 
"principal policy consideration of section 
367(b) with respect to inbound nonrecog
nition transactions is the appropriate carry
over of attributes from foreign to domes
tic corporations. This consideration has 
interrelated shareholder-level and corpo
rate-level components." The January 2000 
final regulations clarify that a domestic a.c
quiring corporation succeeds to those for
eign taxes paid or accrued by a foreign 
target corporation only to the extent those 
taxes are eligible for credit under section 
906. 

The preamble to the January 2000 fi

nal regulations also notes that it would be 
consistent with the policy considerations 
of section 367(b) for future regulations to 
provide additional rules with respect to the 
e)ltent to which attributes carryover from 
a foreign corporation to a U.S. corpora
tion. Accordingly, the 2000 proposed reg
ulations provided rules concerning several 
attributes, specificaHy net operating loss 
and capital loss carryovers, and earnings 

and profits that are not included in income 
as an all earnings and profits amQunt (or a 
deficit in earnings and profits). The 2000 
proposed regulations generally provided 
that these tax attributes carryover from a 
foreign acquired corporation to a domes
tic acquiring corpora.tion only to the extent 
that they are effectively connected with a 
U.S. trade or business (or attributable to a 

permanent estahlishment, in the case of an 
applicable U.S. income tax treaty). The,e 
final regulations adopt the rules set forth in 
the 2000 proposed regulations. 

C. Specific Policies Related TO Foreixn 
Section 381 Transactions (§U67(b)-7) 

Section 1.367(b)-7 applies to an acqui
sition by a foreign corporation (foreign ac
quiring corporation) of the assets of an
other foreign corporation (foreign target 
corporation) in a transaction described in 
section 381 (foreign section 38] transac
tion) and addresses the manner in which 
earnings and profits and foreign income 
taxes of the foreign acquiring corporation 
and foreign target corporation carryover to 

the surviving foreign corporation (foreign 
surviving corporation). These rules apply, 
for example, to A, C, D, or F reorganiza
tions or section 332 liquidations between 
two foreign corporations. 

The principal Code sections implicated 
by the carryover of earnings and prof
its and foreign income taxes in a foreign 
section 381 transaction are sections 381, 
902, 904, and 959. Section 381 generally 
permits earnings and profits (or deficit in 
earnings and profits) to carryover to a 
surviving corporation, thus enabling "the 
successor corporation to step into the 'tax 
shoes' of its predecessor. * * * [and] rep
resents the economic integration of t\\o 
or more separate businesses into a unified 
business enterprise." H. Rep. No. 1337, 
83rd Cong., 2nd Sess. 41 (1954). How

ever, a deficit in earnings and profits of 
either the transferee or transferor corpo
ration can only be used to offset earnings 
and profits accumulated after the date of 
transfer. Section 381(c)(2)(BJ. This is 
commonly known as the "hovering deficit 
rule". The hovering deficit rule is a leg
islative mechanism designed to deter the 
trafficking in favorable tax attributes that 
the IRS and courts had repeatedly encoun
tered. See, for example, Commissioner 
v. Phipps, 336 U.S. 410 (1949). These 

final regulations generally adopt the prin
ciples of section 381 in the cross-border 
context, but adapt the operation of those 
rules in consideration of the international 
provisions, such as sections 902, 904. and 
959, that addre>s foreign corporations' 
earnings and profits and their related for
eign income taxes. Thus, for example, 
these final regulations apply the section 
38 J earnings and profits combination and 
deficit rule~ hy reference 10 the separate 
categories of income described in section 
904(d) and elsewhere (baskets) that are 
used to compute foreign tax credit limita
tions. 

Section 902 generally provides thm a 
deemed paid foreign tax credit is available 
to a domestic corporation that receives 
a dividend from a foreign corporation 
in which it Owns 10 percent or more of 
the voting stock. The Code computes 
Jeemed-paid taxes with regard to divi
dends from a relevant foreigll corpora
tion by looking tirst to the multi-year 
pools of earnings and profits accumulated 
(and related foreign income taxes paid or 
deemed paid) in taxable years beginning 
after December 31, 1986, or beginning 
with the first year in which a domestic 
corporation Owns 10 percent or more of 
the voting stock of the foreign corpora
tion, whichever is later. Section 902(c). 
(The Code and regulations refer 10 pooled 
earnings and profits and foreign income 
taxes as post-1986 undistributed earnings 
and post-1986 foreign income taxes even 
though a particular corporation may not 
begin to maintain multi-year pools until 
after 1986. Sections 902(c)(l) and (2), 
§ 1.902-\ (a)(8) and (9).) 

Congress enacted the pooling rules be
cause it believed that blending foreign in
come taxes and earnings and profits into 
"pools" from which distributions are made 
was fairer and more appropriate than com
puting deemed-paid taxes with reference 
to annual layers of earnings and profits 
(and foreign income taxes). Jom! Commit
tee on 1axation, 99 th Cong., 2nd sess .. Gen
eral Explanation of the Tax Reform Act 
of 1986 (1CS-10-87) (1986 Bluebook), at 
870 (May 4, 1987). Averaging foreign in
come taxes through. these blended pools 
prevents taxpayers from inflating their for
eign subsidiary's effective tax rate for a 
particular year in order to obtain artifi
cially enhanced foreign tax credits. {d. Av
eraging also prevents the loss of credits for 
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foreign income taxes that are trapped in 
years in which a foreign subsidiary has no 
earnings and profits for U.S. tax purposes. 
Id. 

However, Congress enacted pooling on 
a limited basis. Earnings and profits accu
mulated (and related foreign income taxes 
paid or deemed paid) in taxable years 
before the first year a foreign corpora
tion 4ualifies as a pooling corporation and 
pre-1987 earnings and profits accumulated 
(and related foreign income taxes paid or 
deemed paid) by a pooling corporation are 
not subject to the pooling rules. Rather, 
such earnings and profits (and related 
foreign income taxes) are maintained in 
separate annual layers. Section 902(c)(6). 
The Code and regulations refer to earnings 
and profits and foreign income taxes in 
annual layers as pre-1987 accumulated 
profits and pre-1987 foreign income taxes 
even though a particular corporation may 
have annual layers for years after 1986 
(because of the absence of the requisite 
domestic corporate shareholder). Section 
902(c)(6); §1.902-I(a)(IO). 

A distribution of earnings and profits 
is treated as first out of pooled earnings 
and profits and then, only after all pooled 
earnings and profits have been distributed, 
out of annual layers of earnings and prof
its on a LIFO basis. Section 902(a) and 
(c). The retention of annual layers beneath 
pooled earnings and profits limits the need 
to recreate tax histories, an administrative 
burden that is more significant for peri
ods during which a corporation had lim
ited nexus to the U.S. taxing jurisdiction 
and for pre-1987 earnings and profits when 
pooling was not required. 

The foreign tax credit limitation en
sures that taxpayers can use foreign tax 
credits only to offset U.S. tax on foreign 
source income. The limitation is com
puted separately with respect to different 
baskets of income derived from different 
types of activities. (From 1987 through 
2006, section 904 provides for eight dif
ferent baskets of income; for tax years 
beginning after December 31, 2006, all 
but two section 904(d) baskets of income 
are eliminated. Separate baskets described 
in other Code sections such as sections 
56(g)( 4)( C)(iii )(lY). 245(a)(10), 865(h). 
90\(j). and 904(g)( 10) will continue in 
effect after 2006. The American Jobs Cre
ation Act of 2004, Public Law 108-357, 
118 Stat. 1418 (AJCA). section 404(a).) 
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The purpose of the baskets is to limit 
taxpayers' ability to cross-credit taxes im
posed with respect to different categories 
of income. Congress was concerned that, 
without separate limitations, cross-credit
ing opportunities would distort economic 
incentives as to whether to invest in the 
United States or abroad. 1986 Bluebook 
at 862. 

Another international provision impli
cated by the movement of earnings and 
profits in foreign section 381 transactions 
is section 959. Section 959 governs the 
distribution of earnings and profits that 
represent income that has been previously 
taxed to u.s. shareholders under section 
951 (a) (PTI). After studying the interac
tion of section 367(b) and the PTI rules, 
the Treasury Department and the IRS de
termined that more guidance under section 
959 would be useful before issuing regu
lations to address PTI issues that arise un
der section 367(b). Accordingly, the Trea
sury Department and the IRS have opened 
a separate regulations project under sec
tion 959 and expect to issue regulations 
that address PTI issues under section 959 
in the future. Because this project is still 
ongoing, these final regulations reserve on 
section 367(b) issues related to PTI. Guid
ance in this area will come in a separate 
project. 

Summary of Comments Received and 
Changes Made 

A. Inbound Nonrecognition Transactions 

A comment was received regarding the 
provision under the 2000 proposed regu
lations that limits the carryover of earn
ings and profits (or deficit in earnings and 
profits) from a foreign corporation to a 
domestic corporation in an inbound non
recognition transaction to those earnings 
and profits that are effectively connected 
with the conduct of a trade or business 
within the United States (or are attribut
able to a permanent establishment in the 
United States, in the context of an appli
cable U.S. income tax treaty). The com
ment suggests that there are better ways 
to avoid the two most significant prob
lems of importing foreign earnings into do
mestic corporate solution: potential divi
dends-received deductions on subsequent 
distribution of the previously untaxed for
eign earnings, and taxing distributions of 

previously taxed earnings and profits de
scribed in section 959. The comment goes 
on to state that, in particular, eliminat
ing deficits but taxing positive earnings on 
an inbound nonrecognition transaction by 
way of the all earnings and protits inclu
sion under § l.367(b )-3 is inappropriate. 

The Treasury Department and the IRS 
have considered this comment. While the 
comment identifies asymmetries in the tax 
treatment of inbound reorganizations, on 
balance the Treasury Department and the 
IRS believe that the 2000 proposed regula
tions reached the appropriate result. As in
dicated above, the importation of favorable 
tax attributes has been subject to greater 
scrutiny in recent years. See, for exam
ple, section 362(e). In that context, it is 
not appropriate to provide for the carry
over of deficits or of earnings and profits 
in excess of the all earnings and profits in
clusion. This conclusion also has the bene
fit of administrative ease for taxpayers and 
the IRS. Accordingly, these final regula
tions do not modify the rules regarding in
bound nonrecognition transactions as set 
forth in the 2000 proposed regulations, ex
cept to reserve on the treatment of PTI for 
further consideration. 

B. Paradigm Based on Pooling rather 
than Look-through 

The structure of the 2000 proposed reg
ulations was based in large part on the cate
gorization of foreign acquiring, target, and 
surviving corporations as look-through 
corporations, non-look-through corpo
rations, or less-than-IO%-U.S.-owned 
foreign corporations. Under the interna
tional provisions of the Code in effect 
at the time the 2000 proposed regula
tions were published, a look-through 
corporation included a controlled for
eign corporation as defined in section 
957 (CFC) or a noncontrolled section 
902 corporation as defined in section 
904(d)(2)(E) after 2003 (a look-through 
10/50 corporation), the effective date of 
section 1105(b) of Public Law 105-34 
(111 Stat. 788) (the 1997 Act). A 
non-look-through corporation was a non
controlled section 902 corporation before 
2003 (non-look-through 10/50 corpora
tion) and a less-than-IO%-U.S.-owned 
foreign corporation was a foreign corpo
ration that was neither a CFC nor a 10/50 
corporation. 



The pools of earnings and profits and 
foreign taxes associated with these three 
categories of corporations were referred 
to as the look-through pool, the non-look
through pool, and the pre-pooling annual 
layers, respectively. A number of statu
tory and regulatory changes that have oc
curred since the time the 2000 proposed 
regulations were published, however, have 
necessitated appropriate changes (and sim
plification) in the organizational paradigm 
for these final regulations. 

At the time the 2000 proposed regu
lations were issued (and continuing prior 
to the AJCA), the treatment of dividends 
from a 10/50 corporation paid after 2002 
varied according to the year in which the 
earnings and profits from which the div
idend was paid were accumulated. The 
look-through approach applied to divi
dends paid out of earnings and profits ac
cumulated after 2002. whereas dividends 
paid out of earnings and profits accumu
lated prior to 2003 were subject to a single 
separate limitation for dividends from all 
10/50 corporations. Joint Committee on 
Taxation, 105th Cong., 1 sl sess., General 
Explanation of Tax Legislation enacted in 
1997 (JCS-23-97), at 303 (December 17, 
1997). The AJCA conference report indi
cates that Congress changed the treatment 
of dividends from 10/50 corporations for 
purposes of simplification. H.R. Rep. No. 
108-548, pt. 1 at 192 (2004). 

In 2004, Congress amended the Code 
(the 2004 amendment) to provide that any 
dividend paid by a noncontrolled section 
902 corporation (10/50 corporation), as de
fined in section 904(d)(2)(E), to a 10 per
cent or greater U.S. corporate shareholder 
is treated as income in a basket based on 
the ratio of the earnings and profits attrib
utable to income in such basket to the for
eign corporation's total earnings and prof
its (the "look-through" approach). AJCA. 
section 403. The 2004 amendment was ef
fective retroactively. for taxable years be
ginning after December 31,2002. Section 
403(1) of the Gulf Opportunity Zone Act 
of 2005, Public Law l09-135 (119 Stat. 
2577), permitted taxpayers to elect to defer 
the effective date of the 2004 amendment 
to taxable years beginning after December 
31,2004. 

Also, as part of the 2004 amendment. 
dividends paid to 10% domestic corpo
rate shareholders of a CFC are eligible for 
look-through treatment. even if they are 

paid out of earnings that were accumulated 
while the corporation was not a CFC. Sec
tion 904(d)(4); see also § 1.904-7T(f)(3) 
and (6). Prior to the effective date of the 
2004 amendment, dividends paid out of 
such earnings were subject to a separate 
limitation. See 26 CFR 1.904-4(g)(2)(ii) 
(revised as of April 1. 2006). 

As a result of the 2004 amendment. the 
terms non-look-throuRh 10150 corporation 
and the related non-look-through pool as 
defined in the 2000 proposed regulations 
have become obsolete and therefore have 
been eliminated in these final regulations. 
More generally, in light of the broader 
availability of look-through treatment to 
earnings paid out of pre-pooling annual 
layers, the Treasury Department and the 
IRS believe that a paradigm centered on 
look-through or non-look-through status is 
less relevant. Accordingly, the organiza
tion of these final regulations is based on 
the categorization of foreign acquiring, tar
get and surviving corporations as pool
ing or nonpooling corporations. The rel
evant pools of earnings and profits and as
sociated foreign taxes are referred to as 
post-l986 pools and pre-pooling annual 
layers. Qualifying shareholders are eli
gible for look-through treatment on divi
dends out ofpost-1986 pools and pre-pool
ing annual layers to the extent provided in 
section 904(d)(3) and (4). 

C. Hovering DeficiTS and Section 316 

Comments were received regarding 
the application under the 2000 proposed 
regulations of the hovering deficit rules 
on a "basket-by-basket" basis. Under the 
2000 proposed regulations, a pre-trans
action deficit in a particular basket is 
generally subject to the hovering deficit 
rule of section 381. As a result, that deficit 
is not taken into account in determining 
the current or accumulated earnings and 
profits of the surviving corporation for 
any purpose, including for purposes of 
determining dividends under section 316 
and for determining foreign tax credits 
under section 902. However, any such 
pre-transaction deficits in earnings and 
profits may be used to offset a foreign 
surviving corporation's accumulated (but 
not current) post-transaction earnings and 
profits in the same basket as the deficit. 

Several comments noted that in certain 
circumstances, this rule can give rise to 

hovering deficits from one (or both) of the 
merging corporations even if it (or they) 
had aggregate positive earnings and prof
its immediately prior to the section 381 
transaction. In addition, if one (or both) of 
the merging corporations' pre-transaction 
earnings consist both of positive earnings 
in one basket and a deficit in another bas
ket, the earnings and profits of that corpo
ration available to support a dividend un
der section 316 will increase solely as a re
sult of entering into the section 381 trans
action. This is because the hovering deficit 
will no longer offset the positive earnings 
in the other basket for purposes of section 
316. As a result. even if a corporation has 
an aggregate deficit in earnings and prof
its, any positive baskets of earnings will he 
able to support the distribution of a divi
dend immediately after the transaction. 

The comments contend that the prohi
bition described above against the use of 
an earnings and profits defilit in one bas
ket from offsetting positive earnings and 
profits in another basket can produce re
sults that are inconsistent with the result 
of applying a pure section 381 (c)(2)(B) ap
proach in determining the amount of a dis
tribution that is a "dividend" under sec
tion 316, and more generally are incon
sistent with the principles and legislative 
history of the section 381 (c)(2)( B) hover
ing deficit rule, which was adopted to pre
serve, but not create. the taxation of dis
tributions by corporations that engage in 
tax-free reorganizations or liquiuations. 

To address these concerns. the com
ments requested that (among other things) 
the proposed regulations be modified 
to conform to the principles contained 
in Notice 88-71, 1988-2 C.B. 374, and 
§ 1.960-1 (i)( 4), which pro-rate an earnings 
and profits deficit in one basket against 
positive earnings and profits in other bas
kets for purposes of computing post -1986 
undistributed earnings under section 902. 
It was also requested that the rules under 
§ 1.960-1 (i)( 4) should be modi fied for pur
poses of the hovering deficit rules to elim
inate the "springing" effect of an earnings 
and profits deficit. Section 1.960-I(i)(4) 
provides that a deficit in any basket doe~ 
not permanently reduce earnings in other 
baskets. but after the deemed-paid taxe" 
are computed. the deficit reverts to and 
is carried forward in the same basket in 
which it was incurred. It was asserted in 
the comments that once a hovering deficit 
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s used to reduce earnings in another bas
~et. it should not revert to its original 
ba\ket in a ~ubsequent taxable ~ ear be
~au~e this deficit reincarnation results in 
l\nneces~ary complexity in the calculation 
of earning\ and profit,. 

The Trea~ury Department and the [RS 
ha\c carefullv considered these com
ments. Aftcr thi, consideration. they have 
L'(lllcluded that the arguments in these 
comments ultimately are not persuasive. 
Thc purpmc of the hO\ering deficit rule 
111 the dome,tic context is to prevent traf
ficking in deficits in earnings and profits. 
Absent this rule. a corporation with posi
tive earnings and profits could acquire or 
he aClluired by another corporation with a 
deficit in earnings and profits and imme
diately reduce the amount of its positive 
earnings and profits. thereby reducing the 
amount of potentially taxable distribu
tions. 

[n transactions involving foreign cor
porations. similar concerns exist regard
ing the possibility of trafficking in deficits 
in earnings and profits. [n light of the 
foreign tax credit rules. unique tax ben
efits may arise from combining positive 
and deficit earnings and profits of differ
ent foreign corporations. [n a reorganiza
tion involving two domestic corporations. 
the hovering deficit rule applies to a cor
poration with a net accumulated deficit in 
earnings and profits because the relevant 
statutory rules do not distinguish among 
classes of earnings and profits. [n contrast. 
the foreign tax credit rules require catego
rization of earnings and profits according 
to the pooling and basket rules. Because of 
these distinctions, taxpayers may inappro
priately benefit by trafficking in an earn
ings and profits deficit in a basket. pool. 
or particular annual layer, even though a 
corporation may have net positive earnings 
and profits. The Treasury Department and 
the [RS belie\t; that these issues merit tar
geted differences in the application of the 
hovering deficit rule in this context. Ac
cordingly. the,e final regulations retain the 
rrmislons of the 2000 proposed regula
tmn, that apply the hovering deficit rule on 
a haskct-hy-basket basis. 

The final regulations also include a 
clarification that post-transaction earnings 
and rrofih that may be offset by hover
ing deficih do not include earnings and 
rrofih that are distributed or deemed dis
trihutcd in the .SClme tJXable year that they 
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are earned. That is, the hovering deficit 
rule does not permit deficits to be off
set against post-transaction earnings and 
profits until those earnings and profits be
come accumulated (as opposed to current) 
for tax purposes. This rule is consistent 
with a similar provision in the hovering 
deficit regulations under section 381. See 
~ 1.381 (c )(2)-1 (a)(S). 

D. HOl'erillR DeficiTS Ilnd SecTioll 902 

Under section 902, the amount of for
eign taxes that are deemed paid by a 109'c 
domestic corporate shareholder receiving 
dividends from a foreign corporation is 
equal to the foreign corporation's post-
1986 foreign income taxes multiplied by 
a fraction, the numerator of which is the 
amount of the dividend, and the denomi
nator of which is the foreign corporation's 
post -1986 undistributed earnings. Post-
1986 undistributed earnings include both 
accumulated and current year earnings and 
deficits, not taking into account current 
year distributions. The section 902 calcu
lation is done on a basket-by-basket ba
sis. The 2000 proposed regulations pro
vide that a pre-transaction deficit will only 
be taken into account for purposes of de
termining the accumulated earnings and 
profits of the surviving corporation in the 
section 902 denominator to the extent of 
post-transaction earnings that are accumu
lated in the same basket as the deficit. 

A comment was made requesting that 
the hovering deficit rule not apply for pur
poses of computing deemed-paid credits 
under section 902, particularly in the de
termination of accumulated earnings and 
profits in the denominator of the section 
902 fraction. Under this approach. the ef
fect of the inclusion of an otherwise hov
ering deficit on the section 902 calcula
tion could be beneficial or detrimental to 
the taxpayer, depending on the particular 
taxpayer's facts. For example, the sug
gested approach would be detrimental to 
taxpayers if the unrestricted use of the oth
erwise hovering deficit reduced the de
nominator of the section 902 fraction to or 
below zero. See § I. 902-1 (b)( 4) (provid
ing that no taxes are deemed paid with re
spect to a "nimble dividend" if post-1986 
undistributed earnings are lero or less than 
zero). The rationale offered for this request 
is that it would more properly follow the 
intent of Congress when it amended sec-

tion 902 in 1986 to average earnings and 
profits and foreign taxes under a pooling 
method. 

After consideration of the comment, the 
Treasury Department and the IRS have 
concluded that it would not be appropriate 
to allow a pre-transaction hovering deficit 
from one corporation to offset pre-trans
action earnings and profits of another cor
poration for purposes of detennining the 
denominator of the section 902 fraction. 
Such an offset could increase the ratio of 
foreign taxes to earnings and profits in the 
pool and thereby in certain cases could 
"supercharge" the amount of foreign taxes 
that could be drawn out by a given distri
bution. The Treasury Department and the 
IRS believe this is not an appropriate re
sult and could encourage taxpayers to en
ter into section 38 [ transactions to take ad
vantage of the distortion that would result 
from accelerating foreign tax credits in cer
tain cases. It is also possible that such 
a rule could be detrimental to taxpayers 
by otherwise denying them access to cred
itable foreign income taxes if their section 
902 denominator were eliminated. More
over, the comment would further compli
cate an already complex area by mandating 
one set of hovering deficit treatment and 
calculations of earnings for section 3 [6 
and another for section 902. 

An alternative request was made to the 
effect that, if the hovering deficit rule is 
retained, it should be modified to allow a 
pre-transaction earnings and profits deficit 
to offset the surviving corporation's post
transaction current year earnings and prof
its for purposes of detennining the section 
902 denominator, irrespective of whether 
such earnings are distributed during the 
taxable year. 

After considering this comment, the 
Treasury Department and the IRS con
cluded that on balance it would not be 
appropriate to modify the proposed reg
ulations in this manner. In many cases, 
allowing the hovering deficit to offset cur
rent year distrihuted earnings and profits 
for purposes of the section 902 denom
inator would effectively allow an offset 
of pre-transaction earnings and profits. 
This is because the opening balance of 
post-1986 undistributed earnings in the 
year following the distribution would be 
reduced a second time <the first reduction 
having occurred as a result of offsetting 
the current year distributed earnings and 



profits by the hovering deficit) as re
quired by section 902 and the regulations 
thereunder to account for the distribution 
itself. This second reduction would re
duce pre-transaction earnings and profits 
or, to the extent of any excess over that 
amount, create a deficit in accumulated 
earnings and profits. As described, the 
Treasury Department and the IRS believe 
that in order to minimize credit traffick
ing problems, pre-transaction deficits of 
one corporation should not be allowed to 
offset pre-transaction earnings of another 
corporation. 

Additionally, implementing the modi
fication requested in the comment would 
create administrative burdens for taxpay
ers and the IRS. If hovering deficits off
set current year distributed earnings solely 
for purposes of section 902 but not for pur
poses of section 316, dual accounts would 
be necessary to track hovering deficits as 
they are separately used under each sec
tion. 

Moreover, certain taxpayers would be 
disadvantaged under the requested mod
ification as compared to how those tax
payers would be treated under the rule 
adopted in these final regulations. For ex
ample, if a foreign subsidiary has a hov
ering deficit in a separate basket that ex
ceeds the sum of current plus accumulated 
earnings in the basket and the foreign sub
sidiary distributes current year post-trans
action earnings in that same basket, under 
the requested modification, the hovering 
deficit would reduce the section 902 de
nominator to zero, with the result that no 
deemed-paid taxes could be claimed on the 
distribution. In fact, for this reason certain 
taxpayers have specifically requested that 
the hovering deficit rule apply for purposes 
of the section 902 fraction. Under the rules 
adopted by the final regulations, the hov
ering deficit would not reduce the section 
902 denominator and therefore taxpayers 
would have access to deemed-paid taxes 
on the distribution. 

E. Hovering Taxes 

Under the 2000 proposed regulations, 
taxes associated with a hovering deficit do 
not enter into the surviving corporation's 
post-1986 foreign income taxes pool un
til the entire deficit has been offset against 
post-transaction accumulated earnings and 
profits. Comments were made request-

ing that the regulations be changed to pro
vide that foreign taxes related to a hover
ing deficit enter the post-1986 foreign in
come taxes pool on a pro rata basis as the 
hovering deficit to which the foreign taxes 
relate is used to offset post-transaction ac
cumulated earnings and profits. The Trea
sury Department and IRS agree that a pro 
rata approach of this nature more accu
rately ties the availability of the foreign in
come taxes with the use of the related hov
ering deficit. Accordingly, this requested 
change is reflected in the final regulations. 

F Zipping Rule 

The 2000 regulations provide that 
if the foreign target corporation or for
eign acquiring corporation (or both) 
was a look-through corporation and 
the foreign surviving corporation is a 
less-than-100/0-U.S.-owned foreign corpo
ration, the post-1986 pools of earnings and 
profits of the look-through corporation in 
the separate baskets are recharacterized 
as a single, non-look-through pre-pooling 
annual layer which accumulated imme
diately prior to the 381 transaction (the 
zipping rule). In addition, the 2000 pro
posed regulations provide that if the for
eign surviving corporation later changes 
to look-through status, any such recharac
terized earnings and profits do not regain 
either their pooling or their look-through 
character. 

A comment was made that in a case 
where the foreign surviving corporation 
subsequently changes to look-through 
status, if the recharacterized earn
ings and profits do not revert to their 
look-through character, a dividend paid 
out of those earnings would not be af
forded look-through treatment. The com
ment argued that this would run counter 
to section 904(d)(2)fE)(i) which provides 
that look-through treatment applies to dis
tributions by a CFC out of any earnings 
and profits accumulated during periods in 
which it was a CFC. 

The Treasury Department and IRS 
note that this concern has been addressed 
by intervening statutory and regula
tory changes. All distributions from a 
look-through corporation now receive 
look-through treatment, regardless of 
whether they are paid out of earnings and 
profits from post-1986 pools or pre-pool
ing annual layers. As a result, the concern 

raised in the comment is now etlectively 
moot, and look-through treatment gener
ally prevails. The final regulations oth
erwise retain the zipping rule, however, 
because with respect to the maintenance 
of pools or annual layers. this rule pro
vides administrative advantages for both 
taxpayers and the IRS by not requiring 
subsequent U.S. shareholders of a foreign 
surviving corporation that continued to ac
cumulate earnings on an annual layer basis 
to recreate post-1986 pools of pre-trans
action earnings and profits carried over 
from a pooling foreign target corporation. 
Accordingly, the Treasury Department 
and the IRS decided to retain the general 
zipping rule provisions of the 2000 pro
posed regulations in these final regulations 
for pooling purposes, while allowing full 
preservation of look-through treatment. 

Moreover, it should be noted that these 
final regulations define a pooling corpora
tion as one that has at any time met the 
requirements of section 902(c)(3 )(8). Ac
cordingly, even if the foreign surviving 
corporation does not meet those require
ments immediately after the foreign sec
tion 381 transaction, it will still be a pool
ing corporation if it had met those require
ments at any time prior to the transaction. 
See § 1.902-I(a)(l3)(i). 

G. Qualified and Chain Deficit RuLes 
Under Section 952 ( c)( 1)( B) and ( C) 

The section 9S2( C)(I )(8) subpart 
F qualified deficit rule and section 
952(c)(l )(C) subpart F chain deficit rule 
allow the use of a CFe's deficit in earn
ings and profits to limit subpart F income 
inclusions for another year with respect 
to the sloek of the same CFC or for the 
same year with respect to stock of another 
CFC in certain cases. Under the quali
fied deficit rule of section 9S2(c)(I )(8), a 
prior-year earnings and profits deficit may 
be used to limit a qualified shareholder's 
current year subpart F income in the same 
CFC if such deficit is attributable to the 
same qualified activity as the activity that 
gives rise to the current year subpart F 
income. Under the chain deficit rule of 
section 952(c)(l)(C), a current year earn
ings and profits deficit may be used to 
limit a related corporation's current year 
subpart F income subject to the same qual
ified activity restrictions. 
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The 2000 propo~ed regulation~ pro\ ide 
that a pre-tran~actiDn deficit is not ta!-.en 
into account for purpuses of c,dculati ng the 
earnings and profih limitation under the 
chain deficit rule. The 20()() proposed reg
ulations arc silent. hll\\e\er. as to the 4ual
ified deficit rule. A comment was made 
reque"ting that pre-trall~action deficits be 
taken intu account for purposes of calcu
lating the earnings and profih limitations 
under both the ljualifil'd deficit rule, and 
the chain ddil'it rub. 

Thl' Treasury Departml'nt and the IRS 
agree with this comment. The qualified 
ddicit rule dlles not limit the' amoullt of 
the subpart F incume at the CFC \eve\. 
bUl rather limits the amount of a panicular 
"hareholder's subpart F income inclusion 
under section 951 (a). Because qualified 
ddil'lts in earnings and profih are share
holder-level attributes and anti-trafficking 
prmisions are already incorporated in the 
rules regarding qualified deficits under 
~ectilln952(c)( I )(B). the Treasury Depart
ment and the IRS believe that it is appro
priate to allow pre-transaction deficits to 
be taken 1I1to account for purposes of the 
calculation of ljualified deficits. Though 
the Treasury Department and IRS believe 
this was already a reasonable position that 
could ha\'e been taken under the 2000 
proposed regulations. the final regulations 
mclude a more explicit clarification of this 
position. 

The final regulations also provide that 
a current year pre-transaction deficit may 
be taken into account for purposes of lim
iting subpart F income under the chain 
deficit rule. The Treasury Department and 
the IRS believe that the narrow restric
tions that apply to application of the chain 
deficit rule are not subject to manipulation 
thrllugh entering into foreign section 381 
transactions. Accoruingly there is no pol
icy reason for denying a qualified chain 
memher acce~s to a pre-transaction deficit 
that otherwise qualifies as a chain deficit 
"olely because the CFC with the chain 
deficit engaged in a foreign section 381 
transaction during the taxable year. Any 
,>uch pre-transaction deficit that qualifies 
as a L'hain deficit will nonetheless remain 
~l hmering deficit of the sUl'vi\ing corpo
ratioll for purposes of sectilln 316 and sec
tioll ()()2. 
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H. A/locurioll lI( filmillgs (111£1 ProfiTS. 
DeficiTS. ilild Taxe.1 Durillg rhe Transaction 
}('u r 

The ~()OO proposed regulations include 
a rule that allocates the earnings and prof
its for the taxable year of a foreign surviv
ing corporation in which a foreign section 
381 transaction occurs as either pre-trans
action earnings or post-transaction earn
ings on the basis of the number of days 
in the taxable year before and after the 
date of the foreign section 381 transaction. 
This rule parallels a similar rule found 
under ~U81(c)(2)-I(a)(6) and is neces
sary in order to determine the amount of 
post-transaction earnings that may be off
set by hovering deficits. This rule is ap
plied on a basket-by-basket basis for any 
basket in which there are positive earnings 
and profits for the taxable year in which the 
transaction occurred. No comments were 
received on this point. and the final regu
lations adopt this provision. extending it to 
related foreign income taxes as well. 

These final regulations also contain a 
rule for allocating deficits. and related for
eign income taxes. for the taxable year in 
which a foreign section 381 transaction oc
curs as pre- and post-transaction deficits. 
If the surviving corporation has a deficit in 
any basket for the taxable year in which the 
transaction occurred. unless the actual ac
cumulated earnings and profits. or deficit, 
as of thc date of thc transaction can be 
shown. the deficit shall be allocated in thc 
samc pro rota man ncr described above for 
positive earnings and profits. This rule 
also parallels a similar rule found under 
~U81(c)(2)-I(a)(6) and is necessary in 
order to determine the amount of pre-trans
action deficih that will hover. This rule 
is applied on a basket-hy-hasket basis for 
any basket in which there is a deficit in 
earnings and profits for the taxahle year in 
which the transaction occurred. 

The Treasury Department and the IRS 
believe that the addition of the allocation 
rule for deficits provides greater consis
tency with the principle~ and rules of sec
tion 38 I. It is a neutral provision and 
is consistent with appropriate results that 
could be reached under present law. 

I. Special Rille till' F ReorgllJli~(/Tiolls and 
Sill1i/ar Tmnsauiolls 

The 2000 proposed regulations (Prop. 
Reg. ~ U67(b)-l)) provide that the hover
ing deficit rules do not apply In the Case 
of a foreign ~el·t1on 381 transaction that 
is described in section 368(a)( I )(F) or in 
which either the foreign target corpora
tion or the foreign acquiring corporation 
IS newly created. This rule was intended 
to prevent inappropriate tax consequences 
that could result from application of the 
hovering deficit rules to the combination 
of two corporations where only one of 
those corporations has meaningful tax at
tributes. For example, under the gener
ally applicable hovering deficit rules, a for
eign corporation with significant deficits 
in earnings and profits could combine with 
a newly created foreign corporation and 
thereafter distribute dividends (along with 
deemed paid foreign income taxes under 
section 902), despite the presence of a sig
nificant deficit that would have precluded 
a dividend distribution before the transac
tion. 

The rule under the 2000 proposed reg
ulations addressing newly created corpo
rations was meant to capture any trans
actions that are functionally equivalent to 
F reorganizations. However, the Trea
sury Department and the IRS have deter
mined that the newly-created corporation 
standard under the 2000 proposed regula
tions is both potentially underinclusive and 
overinclusive in scope. It is underinclusive 
in that it would not apply to include foreign 
section 381 transactions that do not other
wise qualify as an F reorganization but that 
are between one foreign corporation with 
meaningful tax attributes and a shell cor
poration that is not newly created, but nev
ertheless has no meaningful tax attributes. 
I n contrast. this standard is overinclusive 
in that it might be read to include a foreign 
section 381 transaction involving mUltiple 
foreign corporations with meaningful tax 
attributes as long as at least one party to the 
transaction is a newly created corporation. 
These transactions are neither F reorgani
zations nor are they functionally equiva
lent to F reorganizations. 

Accordingl y, these final regulations 
clarify the 2000 proposed regulations by 
providing that the hovering deficit rules do 
not apply to a foreign section 381 transac
tion involving at least one corporation that 



does not own more than a nominal amount 
of property or does not have more than a 
nominal amount of tax attributes, but no 
more than one corporation that does own 
more than a nominal amount of property 
or have more than a nominal amount of 
tax attributes. In most cases the transac
tions covered by this special rule will be 
standard F reorganizations. 

1. Anti-abuse Rule 

The 2000 proposed regulations include 
an anti-abuse rule that gives the Commis
sioner the discretion to tum off the hov
ering deficit rules if a principal purpose 
of a foreign section 381 transaction is to 
gain a tax benefit from affirmative use of 
those rules. Comments have criticized the 
anti-abuse rule as overly broad and incon· 
sistent with establishing objecti ve rules re
garding the tax.ation of earnings distributed 
(or deemed distributed) by foreign sub
sidiaries. Moreover, the point was raised 
in some comments that the proposed anti
abuse rule would prevent taxpayers from 
relying on the existing detailed set of rules 
for the calculation of earnings and profits 
following a corporate combination in any 
case in which a taxpayer receives a u,s. 
tax benefit related to the application of the 
hovering deficit rule. 

Upon consideration of these comments, 
the Treasury Department and the IRS have 
concluded that the anti-abuse rule in the 
2000 proposed regulations should be elim
inated. While the anti-abuse rule has been 
eliminated, the IRS will continue to ex
amine the application of the regulations to 
transactions to which they apply, or po
tentially apply, and will be prepared to 
pursue issues where appropriate under the 
regulations and other established princi
ples of existing law. The Treasury Depart
ment and the IRS may revisit the rules in 
light of experience and propose prospec
tive changes as appropriate. 

K. Miscellaneous 

A number of conforming revisions have 
been made to the 2000 proposed regula
tions to account for relevant statutory and 
regulatory changes discussed above that 
have occurred in the intervening time pe
riod since the 2000 proposed regulations 
were issued. This includes the reduction 
of the number of baskets under section 
904( d)(l), applicable for tax years begin-

ning after December 31, 2006, as well as 
the fact that distributions by look-through 
corporations out of annual layers accumu
lated during a non-look-through period are 
now accorded look-through treatment. 

It is possible that specialtransirion rules 
might be needed relating to the effect on 
hovering deficits in existence on the effec
tive date of the reduction in the number of 
baskets under section 904(d)(\). If it is 
determined that such rules are necessary, 
they would be provided as part of a broader 
guidance project currently under consider
ation to address generally transition issues 
relating to the reduction in baskets. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.C. chapter 
5) does not apply to these regulations, and 
because the regulations do not impose a 
collection of information on small entities, 
the Regulatory Flexibility Act (5 U.S.C 
chapter 6) does not apply. Pursuant to sec
tion 7805(f) of the Code, the notice of pro
posed rulemaking preceding these regula
tions was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on their impact 
on small business. 

Drafting Information 

The principal author of these final reg
ulations is Jeffrey L. Parry of the Office of 
Chief Counsel (International). However, 
other personnel from the Treasury Depart
ment and the IRS participated in their de
velopment. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by revising the entries 
for §§ I 367(b)-7 and 1.367(b)-9 to read in 
part as follows: 

Authority: 26 U.s.c. 7805 * * * 

Section 1.367(b)-7 also issued under 26 
U.S.C. 367(a) and (b), 26 U.S.c. 902, and 
26 U.S.c. 904. 

Section 1.367fb)-9 also issued under 26 
U.s.c. 367(a) and (b), 26 USc. 902. and 
26 U.s.c. 904. * * * 

Par. 2. Section 1.367(b)-O is amended 
by: 

I. Revising the introductory text. 
2. Adding entries for § 1.367(b)-2(\). 
3. Adding entries for §I.367(b)-3(e) 

and (D. 

4. Adding entries for §§ 1.367(b )-7 
through 1.367(b)-9. 

The revisions and additions read as fol
lows: 

.91. 367(b)-O Table of contents. 

This section lists the paragraphs 
contained III §§ l.367(b H through 
1.367(b)-9. 

* * * * * 

§ 1. 367( b )-2 Definitions and special rules. 

* * * * * 
(I) Additional definitions. 
(I) Foreign income taxes. 
(2) Post -1986 undistributed earnings. 
(3) Post-1986 foreign income taxes. 
(4) Pre-1987 accumulated profits. 
(5) Pre-1987 foreign income taxes. 
(6) Pre-1987 section 960 earnings and 

profits. 
(7) Pre-1987 section 960 foreign in-

come taxes. 
(8) Earnings and profits. 
(9) Pooling corporation. 
(10) Nonpooling corporation. 
(II) Separate category. 
(12) Passive category. 
(13) General category. 

§1.367(b )-3 Repatriation offoreifin 
corporate assets in certain nonrecognition 
transactions. 

* * * * * 
(e) Net operating loss and capital loss 

carryovers. 
(f) Carryover of earnings and profits. 
(I) General rule 
(2) Previously taxed earnings and prof

its. [Reserved) 

* * * * * 

§1.367(b)-7 Carryover of earnings 
and profits and fureign income taxes in 
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certain foreign-to-foreign })onrecognition 
transactions. 

(a) Scope. 
(b) General rules. 

( I) Non-previously taxed earnings and 
profits and related taxes. 

(2) Previously taxed earnings and prof
its. [Reserved] 

(c) Ordering rule for post-transaction 
di stri butions. 

(I) If foreign surviving corporation is a 
pooling corporation. 

(2) If foreign surviving corporation is a 
nonpooling corporation. 

(d) Po~t-19R6 pool. 
( I ) I n general. 
(i) Qualifying earnings and taxes. 
(ii) Carryover rule. 
(2) Hovering deficit. 
(i) In general. 
(ii) Offset rule. 
(iii) Related taxes. 
(3) Examples. 
(e) Pre-pooling annual layers. 
( I ) If foreign surviving corporation is a 

pooling corporation. 
(i) Qualifying earnings and taxes. 
(ii) Carryover rule. 
(iii) Deficits. 
(A) In general. 
(B) Aggregate positive pre-1987 accu

mulated profits. 
(C) Aggregate deficit in pre-1987 accu

mulated profits. 
(D) Deficit and positive separate cate

gories within annual layers. 
(iv) Pre-1987 section 960 earnings and 

profits and foreign income taxes. 
(v) Examples. 
(2) Ifforeign surviving corporation is a 

nonpooling corporation. 
(i) Qual i fying earnings and taxes. 
(ii) Carryover rule. 
(iii) Deficits. 
(A) In general. 
(B) Aggregate positi ve pre-1987 accu

mulated profits. 
(C) Aggregate deficit in pre-1987 accu

mulated profits. 
(D) Deficit and positive separate cate

gories within annual layers. 
(iv) Pre-19R7 section 960 earnings and 

profits and foreign income taxes. 
(\) Examples. 
(f) Special rule~. 
( 1 ) Treatment of deficit. 
(i) General rule. 
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(ii) Exceptions. 
(iii) Examples. 

(2) Reconciling taxable years. 
(3) Post-transaction change of status. 
(4) Ordering rule for multiple hovering 

deficits. 
(il Rule. 
(ii) Example. 
(5) Pro rata rule for earmngs and 

deficits during transaction year. 
(g) Effective date. 

§J.367(h)-B Allocation of earnings and 
profits ondforeign income taxes in certain 
j(Jreign corporate separations. [Reserved] 

§J.J67!bJ-9 Special rule for F 
reoro(Jni-atiolls and similar transactions. o ~ 

(a) Scope. 
(b) Hovering deficit rules inapplicable. 
(c) Foreign divisive transactions. [Re-

served] 
(d) Examples. 
(e) Effective date. 
Par. 3. Section 1.367(b)-1 is amended 

by: 
I. Removing the language "and" at the 

end of paragraph (c)(2)(iii). 
2. Removing the period at the end of 

paragraph (c)(2)(iv)(B) and adding "; and" 
in its place. 

3. Adding paragraph (c)(2)(v). 
4. Revising paragraphs (c)(3)(ii)(A), 

(c)(4)(iv), and (c)(4)(v). 
The additions and revisions read as fol

lows: 

§J.J67(b)-J OTher Transfers. 

* * * * * 
(c) * * * 
(2) * * * 
(v) A foreign surviving corporation de-

scribed in §1.367(b)-7(a). 

(3) " " * 
(ii) " * * 
(A) United States shareholders (as de

fined in § 1.367(b)-3(b)(2) of foreign cor
porations described in paragraph (c )(2)(i) 
or (v) of this section; and 

* * * * * 
(4) * * * 
(iv) A statement that describes any 

amount (or amounts) required, under the 
section 367(b) regulations, to be taken 
into account as income or loss or as an 
adjustment (including an adjustment un
der § 1.367(b)-7 or 1.367(b)-9) to basis, 

earnings and profits. or other (ax attributes 
as a result of the exchange; 

(v) Any information that is or would be 
required to be furnished with a Fe~eral in
come tax return pursuant to regulatIOns un
der section 332. 351. 354. 355. 356. 361, 
368, or 381 (whether or not a Federal in
come tax return is required to be filed), if 
such information has not otherwise been 
provided by the person filing the section 
367(b) notice; 

" * * * * 
Par. 4. Section 1.367(b )-2 is amended 

by: 
1. Revising paragraph U)( I lei). 
2. Adding paragraph (I). 
The revision and addition read as fol

lows: 

§1.367(b)-2 Definitions and special rules. 

* * * * * 
U) Sections 985 through 989-(1) 

Change in functional currency of a quali
fied business unit-Ii) Rule. If, as a result 
of a section 367(b) exchange described 
in section 381 (a), a qualified business 
unit (as defined in section 989(a» (QBU) 
has a different functional currency deter
mined under the rules of section 985(b) 
than it used prior to the transaction, then 
the QBU shall be deemed to have auto
matically changed its functional currency 
immediately prior to the transaction. A 
QBU that is deemed to change its func
tional currency pursuant to this paragraph 
(j) must make the adjustments described 
in § 1.985-5. 

* * * * * 
(1) Additional definitions-(l) For

eign income taxes. The term foreign 
income taxes has the meaning set forth in 
§ 1.902-1 (a)(7). 

(2) Post-J986 undistributed earn
ings. The term post-1986 undistributed 
earnings has the meaning set forth in 
§ 1.902-1 (a)(9). 

(3) Post-1986 foreign income taxes. 
The term post- J986 foreign income 
taxes has the meaning set forth in 
§ 1.902-1 (a)(8). 

(4) Pre-1987 accumulated profits. 
The term pre-1987 accumulated prof
its means the earnings and profits de
scribed 111 § 1.902-1 (a)(lO)(i), com
puted in accordance with the rules of 
§ 1.902-1 (a)(1 O)(ii). 



(5) Pre-1987 foreign income taxes. The 
tenn pre-1987 foreign income taxes has the 
meaning set forth in § 1.902-1 (a)(I O)(iii). 

(6) Pre-1987 section 960 earnings 
and profits. The term pre-1987 section 
960 earnings and profits means the earn
ings and profits of a foreign corporation 
accumulated in taxable years beginning 
before January 1, 1987. computed under 
§1.964-I(a) through (e). and translated 
into the functional currency (as deter
mined under section 985) of the foreign 
corporation at the spot rate on the first 
day of the foreign corporation's first tax
able year beginning after December 31, 
1986. For further guidance, see Notice 
88-70, 1988-2 C.S. 369, 370 (see also 
§601.601(d)(2) of this chapter). The term 
pre-1987 section 960 earnings and profits 
does not include earnings and profits that 
represent previously taxed earnings and 
profits described in section 959. 

(7) Pre-1987 section 960 foreign in
come taxes. The term pre-I987 section 
960 foreign income taxes means the for
eign income taxes related to pre-1987 
section 960 earnings and profits, deter
mined in accordance with the principles of 
§\.902-I(a)(l0)(iii), except that the U.S. 
dollar amounts of pre-1987 section 960 
foreign income taxes are determined by 
reference to the exchange rates in effect 
when the taxes were paid or accrued. 

(8) Earnings and profits. The term 
earnings and profits means post-19Ro 
undistributed earnings, pre-l 987 accumu
lated profits, and pre-1987 section 960 
earnings and profits. 

(9) Pooling corporation. The term 
pooling corporation means a foreign cor
poration with respect to which the require
ments of section 902(c)(3)(B) have been 
met in the current taxable year or any prior 
taxable year. 

(10) Nonpooling corporation. The term 
nonpooling corporation means a foreign 
corporation that is not a pooling corpora
tion. 

(11) Separate category. The term sep
arate category has the meaning sct forth 
in section 904(d)(I), and shall also in
clude any other category of income to 
which section 904(a), (b), and (c) are 
applied separately under any other provi
sion of the Internal Revenue Code (e.g., 
sections 56(g)( 4 )(C)(iii)(IV), 245( a)(l 0), 
865(h), 901U), and 904(h)(lO) (or section 

904(g)(I0) for taxable years beginning on 
or before December 31,2006). 

(12) Passive category. The term pas
sive category means the separate category 
that includes income described in section 
904(d)( 1 leA). 

(13) General category. The term gen
eral categorv means the separate category 
that includes income described in section 
904(d)(l)(S) (or section 904(d)(l)(l) for 
taxable years beginning on or before De
cember 31,2006). 

Par. 5. Section 1.367(b)-3 is amended 
by adding paragraphs (e) and (f) to read as 
follows: 

§ I.367(t; )-3 Repatriation of foreign 
corporate assets in certain nonrecognition 
transactions. 

* * * * * 
(el Net operating loss and capital loss 

carryol'ers. A net operating loss or capital 
loss carryover of the foreign acquired cor
poration is described in section 381 (c)( 1) 
and (c)(3) and thus is eligible to carryover 
from the foreign acquired corporation to 
the domestic acquiring corporation only 
to the extent the underlying deductions or 
losses were allowable under chapter I of 
subtitle A of the Internal Revenue Code. 
Thus, only a net operating loss or capi
tal loss carryover that is effectively con
nected with the conduct of a trade or busi
ness within the United States (or that is at
tributable to a permanent establishment, in 
the context of an applicable United States 
income tax treaty) is eligible to be carried 
over under section 381. For further guid
ance, see Rev. Rul. 72-421,1972-2 C.B. 
166 (see also §OO1.60 I (d)(2) of this chap
ter). 

(f) Carryover of earnings and prof
its-(l) General rule. Except to the extent 
otherwise specifically provided (see, e.g., 
Notice 89-79. 1989-2 C.B. 392 (see also 
§601.601(d)(2) of this chapterj). earnings 
and profits of the foreign acquired cor
poration that are not included in income 
as a deemed dividend under the section 
367(b) regulations (or deficit in earnings 
and profits) are eligible to carryover 
from the foreign acquired corporation to 
the domestic acquiring corporation under 
section 38\(c)(2) only to the extent such 
earnings and profits (or deficit in carnings 
and profits) are effectively connected with 
the conduct of a trade or business within 

the United States (or are attributable to 
a permanent establishment in the United 
States, in the context of an applicable 
United States income tax treaty). All other 
earnings and profits (or deficit in earnings 
and profits) of the foreign acquired corpo
ration shall not carry over to the domestic 
acquiring corporation and, as a result, shall 
be eliminated. 

(2) Previously taxed earnings and prof
its. [Reserved] 

* * * * * 
Par. 6. In § 1.367(b)-6, paragraph 

(a)( I) is revised to read as follows: 

§1.367(b)-6 Effective dates and 
coordination rules. 

(a) Effective date-( 1) In general. Sec
tions l.367(b)-1 through l.367(b)-3, and 
this section, apply to section 367(b) ex
changes that occur on or after November 
6, 2006. For guidance with respect to sec
tion 367(b) exchanges that occur prior to 
November 6, 2006, see §§ 1.367(b)-1 
through l.367(b)-6 in effect prior to 
November 6. 2006 (see 26 CFR part I 
revised as of April I, 2006). 

Par. 7. Section 1.367(b)-7 is added to 
read as follows: 

§1.367(b)-7 Carryover of earnings 
and profits and foreign income faxes in 
certain foreign-to-foreign nonrecognition 
transactions. 

(a) Scope. This section applies to an 
acquisition by a foreign corporation (for
eign acquiring corporation) of the assets 
of another foreign corporation (foreign tar
get corporation) in a transaction described 
in ~ection 381 (foreign section 381 trans
action). This section describes the man
ner and extent to which earnings and prof
its and foreign income taxes of the foreign 
acquiring corporation and the foreign tar
get corporation carryover to the surviv
ing foreign corporation (foreign surviving 
corporation) and the ordering of distribu
tions by the foreign surviving corporation. 
See § J.367(b)-9 for special rules govern
ing reorganizations described in section 
368( al( 1 )(F) and foreign section 381 trans
actions involving foreign corporations that 
hold no property and have no tax attributes 
immediately before the transaction, other 
than a nominal amount of assets (and re
lated tax attributes). 
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(b) General rules-( I ) Non-pre)'i(lllsiY 

taxed eornings and profITs ({lid related 
[(Ixes. Earnings and profit~ and related 
foreign lIlcome taxe~ of the foreign ac
quiring corporation and the foreign tar
get corporation (pre-tran~action earnings 
and pre-transaction taxe~. respectively) 
shall carryover to the foreign sun i\ing 
corporation in the manner described in 
paragraphs (d L (e). and (f) of this sec
tion. Di\idend di~tnhution~ by the foreign 
slIr\'i\ing corporation (po~t-tranqction 

distributions I ,hall be out of earnings and 
profits ~lI1d shall reduce related foreign 
income taxes in the manner described in 
paragraph (c) of this section. 

(2) Prl'l'iollslr t(ned earnings ant! pmr 
its. [Reserved] 

(c) Ordering rule ji)r po.lt-trtlll.\{/ctiol! 
distriimtiol1s. Dividend distributions out 
of a foreign surviving corporation' s earn
ings and profits shall be ordered in accor
dance with the rules of paragraph (c)( I ) or 
(2) of this section. depending on whether 
the foreign surviving corporation is a pool
ing corporation or a nonpooling corpora
tion. 

( I ) l(foreign slIn'i\'ing corporation is a 
pooling corporatiol1. In the case of a for
cign surviving corporation that is a pool
ing corporation. post -transaction distribu
tions shall bc first out of the post-1986 
pool (as described in paragraph (d) of this 
section) and second out of the pre-pool
ing annual layers (as described in para
graph (e)( I) of this section) under an an
nuallast-in. first-out (UFO) method. 

e) l(fi)reign .Ill/Tiring corporation is 
([ Iwnpooling corporation. In the case 
of a foreign surviving corporation that 
is a nonpooling corporation. post-tram
action distributions shall be out of the 
pre-pooling annual layers (as described in 
paragraph (e)( 2) of this section) under the 
LIFO method. 

(d I PO.lt- /9R6 pool. If the foreign sur
viving corporation is a pooling corpora
tion. then the post-19S6 pool shall be de
termined under the rules of this paragraph 
(dl 

(I) /" gClleral-(i) Qilulit.'·illg earnings 
ulld tuxcs. The post-I9S6 pool shall con-
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:-,i~t of the post-1986 undistributed earn
Ings and related post-1986 foreign income 
taxes of the foreign acquiring corporation 
and the foreign target corporation. 

Ill) earr\'O)'er rule. Suhject to para
graph (el 112) of this section. the amounts 
descri bed in paragraph (d It I )( i ) of th is sec
tion attributable to the foreign acquiring 
corporation and the foreign target corpora
tion shall carry oYer to the foreign suniv
ing corporation and shall be combined on 
a separate category-by-separate category 
basis. 

(2) HMering deficit-(i\ In generol. 
If immediately prior to the foreign sec
tion 381 transaction either the foreign 
acquiring corporation or the foreign target 
corporation has a deficit in one or more 
separate categories of post-1986 undis
tributed earnings or an aggregate deficit 
in pre-1987 accumulated profits, such 
deficit will be a hovering deficit of the 
foreign surviving corporation. The rules 
of this paragraph (d)(2) apply to hovering 
deficits in separate categories of post -1986 
undistributed earnings. See paragraphs 
(e)( I )(iii) and (e)(2)(iii) of this section 
for rules that apply to hovering deficits in 
pre-1987 accumulated profits. If thc for
eign acquiring corporation and the foreign 
target corporation each have a post-1986 
hovering deficit in the same separate cate
gory of post-1986 undistributed earnings. 
such deficits and their related post-1986 
foreign income taxes shall be combined 
for purposes of applying this paragraph 
(dj(2l See also paragraphs (O( I) and 
(-+) of this section (describing other rules 
applicable to a deficit described in this 
paragraph (d)( 2)). 

(ii) OffseT mIl'. A hovering deficit in 
a separate category of post-1986 undis
tributed earnings shall offset only earn
ings and profits accumulated by the for
cign surviving corporation after the for
eign section 3S I transaction (post-transac
tion earnings) in the same separate cate
gory of post-1986 undistributed earnings. 
For purposes of this rule. however. post
transaction earnings do not include post-
19S6 undistributed earnings in the same 
category that are earned after the foreign 

section 381 transaction. but are distributed 
or deemed distributed in the same year 
they 'He earned (that is. that do not become 
accumulated l. The offset shall occur as of 
the first day of the foreign sllr\'iving cor
poration's first taxable year following the 
year in which the post-transaction earnings 
accumulated. 

(iii) Related ta\£'s. Post -1986 foreign 
income taxes that are related to a hovering 
deficit in a separate category of post-1986 
undistributed earnings shall only be added 
to the foreign surviving corporation's post-
1986 foreign income taxes in that separate 
category on a pro raTa basis as the hov
ering deficit is absorbed. Pro rata means 
in the same proportion as the portion of 
the hovering deficit that offsets post-trans
action earnings in the separate category 
under paragraph (d)(2)(ii) of this section 
bears to the total amount of the hovering 
deficit. 

(3) Examples. The following exam
ples illustrate the rules of this paragraph 
(d). The examples assume the following 
facts: foreign corporations A and 8 arc 
controlled foreign corporations (CFCs) 
that were incorporated after December 
31. 1986, have always been pooling cor
porations, and have always had calendar 
taxable years. None of the sharehold
ers of foreign corporations A and 8 are 
required to include any amount in in
come under ~ 1.367(b)-4 as a result of 
the foreign section 381 transaction. For
eign corporations A and 8 (and all of 
their respective qualified business units 
as defined in section 989) maintain a ''0'' 
functional currency. Finally, unless other
wise stated. any post-1986 undistributed 
earnings in the pas~ive category resulted 
from a look-through dividend that was 
paid by a lower-tier CFC out of earnings 
accumulated when the CFC was a noncon
trolled section 902 corporation and that 
qualified for the subpart F same-country 
exception under section 954(c)(3)(A). The 
examples are as follows: 

Example 1. (i) Fac/.I. (A) On December 31. 
2006. foreign corporation> A and I3 have the follow
ing pmt-19R6 undistributed earnings and post-19R6 
foreign income taxes: 



Foreign COlJloration A 

Seearate Category E&P Foreign Taxes 

General 300u S 60 
Passive 100u S 40 

400u SIOO 

Foreign Co!]!oration B 

Seearate Categor:t E&P Foreign Taxes 

General 300u $70 

(B) On January I, 2007, foreign corporation B ac
quires the assets of foreign corporation A in a reorga
nization described in section 368(a)(1 )(C). Immcdi-

ately following the foreign seuion 381 transaction. has the followlDg post-I <)~6 undi.qributed earnings 
foreign sUlviving corporatioll is a CFe. and post-1986 foreign incume taxe': 

Separate Category 

General 

Passive 

(iii) Post-transaction distribUlion. (A) Dur-
ing 2007, foreign surviving corporation does not 
accumulate any earnings and profits or payor ac
crue any foreign income taxes. On December 31, 

Separate Category 

General 

Passive 

(ii) Result. Under the rules described in paragraph 
I d)(\ ) of this section, foreign wrviving corporation 

E&P Foreign Taxes 
600u :)130 
100u S 40 
700u 5170 

2007, foreign surviving corporation distributes 350u 
to its shareholders. Under the rules described in 
§ 1.902-l(d)(l) and paragraph (c J( I) of thiS section. 
the distribution is out of, and reduces. post-1986 

E&P Foreign Taxes 

.l00u $65 

50u $20 
350u $85 

(E) The foreign income taxes deemed paid by applicabJe rules and limitations, such as those Df sec-
qualifying shareholders of foreign surviving CDrpO- tions 78, 902, and 904( d i. 
ration upon the distribution are subject to generally (C) Immediately after the distribution, foreign 

surviving corporation has the following p05t-1986 

Separate Category E&P Foreign Taxes 

General 300u $65 
Passive SOu $20 --

350u $85 

Example 2. (i) Facts. (A) On December 31, ing post-1986 undistributed earnings and post-1986 
2006, foreign corporations A and B have the follow- foreign income taxes: 

Foreign Co!£oration A 

Ser~arate Categor!' 
General 

Passive 

Foreign COr:Eoration B 
Se~arate C ategor!, 
General 

Passive 

(B) On January 1,2007. tureign corporation B ac
quires the assets of foreign corporation A in a reorga
nization described in section 368(a)11 )(C). Immedi-

E&P Foreign Taxes 

200u $30 
(IOOu) $10 
100u $40 

E&P Foreign Taxes 

300u $60 
100u $30 
400u $90 

ately following the foreign section 381 transaction, 
foreign surviving corporation is a CFC. 

(ii) Result. Cnder the rules described in para
graphs (d)O) and (2) of this section, foreign sur-

undi,tributed earnings and post-1986 foreign income 
!Jxes in the separate categones on a pro rata basis, 
as follows: 

undislflbuted earnings and pust-1986 fureign income 
ta.xes: 

viving corporation has the follOWing post-19R6 
undistributed earnings ald post-J986 foreign income 
taxes: 
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Earning' & Proflh: 

Po"tll c 
E&P HI" crin)! Deficit 

Fl)ft'ign 
Taxc, 

Availahlc 

<;()Ilu 

IOllu 

60llu 

Ilill P(III-lru(ll{lcrioll dillrilJIITiol1, IAI Dur-

In~ ~1)(l7, t\)rcl~n sUrl iv'in~ corpnration does not 

acc'umuLttc am carnln~s and profit, or payor ac

nul.' any \orcI)!n InUlnK ta\c, On Deccmher 31. 

Serardte eatc~orl 

(jcneral 

I B I The foreign income taxe, deemed paid by 

l\ualilYIIlg ,hareholdcrs of foreign surviving corpo

ratIOn upon the distrihution are suhject to generally 

I I (l()U) 

II()Ou) 

s q() 

S .10 
$120 

20()7. foretgn sUr\lvlng corporation distributes _,nou 

t(l it, shareholder" Under the rules described in 

~ 1.902 Ild)( I) and paragraph lel( I) of this section. 

the di,trihulion is out of. and reduces. post-1986 

E&P 

2S0u 

SOu 

-,OOu 

Foreign Taxes 

$45 

$15 

$60 

applicable rules and lImitations. such as those of sec

tions 78, 902. and 904(dl 

(e) Immediately after the dIstribution. foreign 
surviving corporation has the following p05t-1986 

Foreign Taxes: 

Separate eategm\ HoverIng Deficit 

Foreign 
Taxes 
Availahle 

General 

Pa"i\ c 

2S0u 

SOu 

300u 

11\) PO,I'l-tmI/S(/C(/01/ C(1rniI1RI-I A lin its taxahle 
J C;Ir ending on [)ecemncr 31. 20()X, foreign sursiv-

SCJ.laratc Cate£on 

Gencral 

PJ~..,i\l' 

(B I None of foreign surviving corporatl()/1's earn

IIlgs and profits lor Its 20()~ taxank year qualifies a, 
,uhpart F inc'ome as defined in section 9521al, Linder 
the rule, descrihed in paragraphs Id II 211 ii) and I iii I of 
Itll' sC,'t/()(1, the hovcring deficit in the passive cate
gorv II ill offset the post-transaction earnings in that 

( 100ui 

( 100ui 

$45 

$15 

$60 

ing corporation accumulates earnings and profits and 
pays related foreign income taxes as follows: 

E&P Foreign Taxes 

IIl0u $20 

.'lOu $10 

ISOu $40 

category and a proportionate amount of the foreign 

taxes related to the howring deficit will he added to 
the post-19X6 foreign income taxcs pool, Because the 

pmt-transaction earnlllgs in the passive category are 
half of the amDunt of the hovering delicit. half of the 
related taxes are added to the post-1986 foreign in-

Earnlll~s & Profits: 

(icnn.!1 

406 

Positi\ e 
F&P 

2006-2 C.B. 

~:iliu 

:iliu 

"(Jilu 

Hm ering Deficit 

ISOUI 

ISOUI 

rorelgn 

Taxes 
Available 

565 

530 

595 

Foreign Taxes 

Associat"d 
VI ith 

Hovering 

Deficit 

SIO 

$10 

undistributed earnings and post-1986 foreign income 

taxes on a I'TO raTa basis as follows: 

undistributed earnings and p05t-1986 foreign income 

taxes: 

Foretgn Taxes 
Associated 
with 

Hovering 

Deficit 

$10 

$10 

come taxes pool. Accordingly, foreign surviving cor

poration has the following post-1986 undistributed 
earnings and post-1986 foreign income taxes on Jan

uary I. 2009: 

Foreign Taxes 
As>ociated 
with 

Hovering 
Deficit 

$5 

$5 



Example 3. (i) Fac/s. The facts are the same as 
Example 2, except that the SOu of earning; in the pas
sive category accrued by foreign survi ving corpora
tion during 2008 is subpart F income, all of which is 

included in income under sectIOn 951 (a) hy United 
States shareholders (as defined in section 951 (b») 
This example assumes that none of the United States 
shareholders are able to reduce their subpar! F in
come inclusion with a qualified deficit under section 
952(c)(I)(B). 

(ii) Result. (A) Under the rule descrihed in 
paragraph (f)(l) of this section. the (lOOu) hovering 
deficit in the passive category does nDt reduce foreign 

surviving corporation's current passive earnings and 
profits for purposes of determining sub pan F income 
or associated deemed paid credits. Thus. foreign 
surviving corporation's United Stales shareholders 
include their I'm rata shares of SOu in taxable income 
for the year and are eligihle for a deemed paid foreign 
tax credit under section 960. computed by reference 
to their pro raJa ,hare, of $12.50 (SOu subpart F 
inclusion / (SOu + SOu post-1986 undistributed earn
ings in the passive category = IOOuj = ~oqc. x $25 
post-1986 foreign income laxes in the passive cate
gory = $12.S0). The United States shareholders will 
also include their pro rata shares of Ihe deemed-paid 

Earnings & Profits: Foreign Taxes: 

Positive 
Se~arate Categor:r E&P 

General 350u 

Passive SOu --
400u 

(C) The 50u included as subpart F income con
stitutes previously taxed earnings and profits under 
section 959. 

Foreign CO!J:loration A 

SeEarate Catego!::[ 

General 

Foreign CO!:Qoration B 
SeEarate Cate go!::[ 

General 

(B) On January I, 2007, foreign corporation B ac
quires the assets of foreign corporation A in a reorga
nization described in section 368(a)( I )(0. Immedi
ately following the foreign section 381 transaction. 
foreign surviving corporation is a CFe. 

Hovering Deficit 

(IOOu) 

(I00u) 

Foreign 
Taxes 
Available 

$flS.OO 

$12.50 

$77.50 

Example 4. (i) Fac/s. (A) On Decemher 31. 

2006, foreign corporations A and B have the follow
iog post-19gb undistrihuted earnings and post-I \l1I6 
foreign income taxes: 

E&P Foreign Taxes 

SOu $10 

E&P Foreign Taxes 

(lOOui $20 

(ii) Result, lIOIier the rules de\crihed in para
graphs (d)(l) and (2) of this section. foreign sur
viving corporation has the following post-1986 
undistributed earnings and post-1986 foreign income 
taxes: 

Earnings & Profits: Foreign Taxes: 

SeEarate Category 

General 

Positive 
E&P 

SOu 

(iii) Post-transaction eamings and distribution 
(A) In its taxable year ending on December 31.2007. 
foreign surviving corporation earns 100u in the gen
eral category and pays related foreign income taxes of 
$24. On December 31. 2007, foreign surviving cor
poration distributes 75u to its shareholders. 

(B) Result. For purposes of determining the div
idend amount under section 316 and the foretgn in
come ta~es deemed paid with respect to that divi
dend under section 902, under paragraph (d)(2)(ii) 

Hovering Deftcit 

(lOOU) 

Foreign 
Taxes 
Available 

$10 

of this section the hovering deficit does not offset 
the post-transaction current year earnings. Accord
ingly, the full 75u will be a dividend under section 
316. The deemed paid taxes on that dividend are $17 
(7Su distribution / (lOOu current earnings + SOu ac
cumulated earnings) = S0ge, x (SID accumulated for
eign taxes + $24 current year foreign taxes) = $17). 
The 25u of undistributed earnings and proflls in 2007 
will be offset by (25u) of the hovering deficit for 
purposes of determining the opening balance of the 

taxes of $12.50 In taxable income for the year as a 
deemed dividend purwant to sewon 78. 

(B) Immediately al'ter the subpmt F inclusion 
and section 960 deemed paid taxe., (and takin~ into 
account the taxable yeJr 2008 earnings and profih 
and related taxes In the general category). forei)!n 
>urviving corporation has the follo"ing post-1986 
undIstributed earnings 2nd post-1986 foreign income 
taxes: 

Foreign Ta~es 
Associuted 
with 
Hovering 
Deficit 

$10 

$10 

Foreign Taxes 
Associated 
with 
Hovenng 
DdlClt 

S20 

post-1986 undistributed earnmgs pool in 2008. Be

cause the amount of earnings offset by the hovering 
deficit is 25'1 of the amount of the hovering deficit. 
under paragraph (d)(2)(iii) of this section $S (2S% of 
$20) of the related taxes are added to the post-1986 

foreign income taxes pool at the beginning of the next 
taxable year. Accordmgly, foreign surviving corpora
tion has the tollowlng post-I986 undistributed earn
ings and post-1986 foreign income taxes on January 
1.2008: 
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E&P Hll\cnll~ DdicIl 

Foreign 
Ta\l" 

/\\ailahlc 

Ccncr,d 

(e) Pre-!)uu/ing ilnnuu/ /ilYI'I".I-( I) !f 
jim'ign sur\'i\'ing (()IpomTion is iI 1)001-

ing ('()rporaTion. If the foreign ~ur\i\ing 
corporation is a pooling corporation. the 
pre-pooling annual layers shall he deter
mined under the rules of this paragraph 
(e)( I ). 

(i) Qu(/lif\'ing l'Umiligs owl TUxe.I, The 
pre-pooling annual layers shall consist of 
the pre-19X7 accumulated profits and the 
pre-lYX7 foreign income taxes of the for
eign aU.luiring corporation and the foreign 
target corporation. 

(ii) Curno\'('r rule. Subject to para
graph (e)( I )(iii) of this section. the 
amounts described in paragraph (e)( 1 )(i) 
of this section shall carryover to the for
eign slIrvi ving corporation but shall not 
he l'omhined. If the foreign acquiring 
corporation and the foreign target corpo
ration have pre-lYX7 accumulated profits 
in the same year and a distribution is made 
therefrom. the rules of ~l.Y02-I(b)(2)(ii) 
and (b)( ~) shall apply separately to re
duce pre-19X7 accumulated profits and 
pre-IYX7 foreign income taxes of the for
eign acquiring corporation and the foreign 
target corporation on a pro raTa basis. For 
further guidance. see Rev. Rul. 6X-~51. 

Il)6X-2 CB. 307; Rev. Rul. 7()-~73. 

IY70-2 CB. 152 bee also ~601601(d)(2) 
of this chapter): see also paragraph 10(2) 
of this scction (governing the reconcilia
tion of taxable years). 

(iii) Deticit-(A) In general. The rules 
of this paragraph (e)( I )(iii) apply when. 
immediately prior to the foreign ..,ection 
3X I transaction. the foreign al'quiring cor
poration or the foreign target corporation 
(or hoth) has a deficit in earnings and 
profits for one or more of the years that 
comprise ih pre-1987 accumulated profits 
(see abo paragraphs (fI( I ) and H) of this 
,ectiun. describing other ruks applicable 
to a deficit descrihed in this paragraph 
(e)( I )( iiI)). 

(B) Aggl'cgui/' pOlitil'/' !)1'1'-]<)87 (/('Cl/

lilli/tiled l)roti!l. If the foreign acquiring 
l'orpl)ration llr the fl)reign target corpora-
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tion (or hoth) has an aggregate positi \'e 
(or zero) amount of pre-IY87 accumulated 
pmfit~. hut a deficit in earnings and profits 
for one or more years. then the rules oth
erwise applicable to such deficits shall ap
ply separately to the pre-1987 acculllulated 
profits and related pre-1987 foreign in
come taxes of such corporation. A deficit 
in prc-198 7 accumulated profits for one or 
Illore years is applied to reduce pre-1987 
accumulated profits on a LIFO basis. Any 
remaining deficit ~hall be applied to reduce 
pre-1987 accumulated profits in succeed
ing years. See Rev. Rul. 74-550. 1974-2 
CB. 209 (see also ~601.601(d)(2) of this 
chapter): Champioll 11lt'1 Corp. I'. COIII

missioller. 81 T.e. 424 ( 198~). acq. in re
sult, 1987-2 CB. 1: Rev. Rul. 87-72. 
1987-2 CB. 170 (sec also ~601.601(d)(2) 
of this chapter). As a result. no amount in 
excess of the aggregate positive amount of 
pre-1987 accumulated profits shall be dis
tributed from the pre-transaction earnings 
of the foreign acquiring corporation or the 
foreign target corporation. 

(Cl Aggregate de/icit ill pre-1987 ({C

('lIIlll/luTed profits. If the foreign acquiring 
corporation or the foreign target corpo
ration (or both) has an aggregate deficit 
in pre-19X7 accumulated profits. a hov
ering deficit as defined under paragraph 
(d)(2)(i) of this section. then the rules un
der * 1.902-2(b) shall apply to such hov
ering deficit (and related pre-In7 foreign 
income taxes) immediately prior to the 
transaction. except that the aggregate hov
ering deficit that is carried forward into the 
foreign surviving corporation' s post-1986 
pool shall offset only post-transaction 
earnings accumulated by the foreign sur
\iving corporation in the same separate 
category of post-1986 undistributed earn
ings tu \\ hich the rele\ ant portion of the 
hovering deficit is anributable. Post-trans
action earnings do not include earnings 
and profits that are earned after the foreign 
,ection 381 tran,action but di,tributed or 
deemed distributed in the same year they 
are earned. 

Forl'ign Ta\c' 
A,sociatl'd 

with 

Ho\('rin~ 

Odic it 

(D) De/iciT (/nd pOSiTi\'!' s('{Jl//'i/ll' (,(/1-

egories wilhill 1I1111UlLl {(/yers. For pur
poses of applying the rules of paragraphs 
(e)(l )(iii)(8) and (C) of this section. if 
within a single pre-pooling annual layer. 
the foreign acquiring corporation or the 
foreign target corporation (or both) has 
a deficit in pre-19X7 accumulated profits 
in a separate category and positive pre-
1987 accumulated profits in another sepa
rate category. the deficit shall first be used 
to offset the positive pre-1987 acculllu
lated profits in the other separate category 
in the same pre-pooling annual layer. Any 
remaining deficit shall be carried forward 
or back to other years according to the 
rules of paragraph (e)( I )(iii)(B) or (C) of 
this section as applicable. 

(iv) Pre-1987 sec lion 960 earnings and 
profits undf(JI'eign income taxes. The pre-
1987 section 960 earnings and profits and 
pre-1987 section 960 foreign income taxes 
of the foreign acquiring corporation and 
the foreign target corporation shall carry 
over to the foreign surviving corporation 
but shall not be combined. The rules other
wise applicable to such amounts shall ap
ply separately to the pre-1987 section 960 
earnings and profits and pre-1987 section 
960 foreign income taxes of the foreign ac
quiring corporation and the foreign target 
corporation on a pro rata basis. For fur
ther guidance, see Notice 88-70, 1988-2 
CB. ~69 (see also ~601.60\(d)(2) of this 
chapter). 

(v) Exumples. The following exam
ples illustrate the rules of this paragraph 
(e)( I). The examples assume the follow
ing facts: foreign corporation A was in
corporated in 2003 and was a non pooling 
corporation through December 31, 2004. 
Foreign corporation A became a CFC on 
January 1. 2005 and, as a result. hegan to 
maintain a pool of post-IY86 undistributed 
earnings on that date. Foreign corporation 
B was incorporated in 2003 and has always 
been owned by foreign shareholders (and 
thus never has met the requiremenh of sec
tion 902(cj(3)(8)). Both foreign corpora-



tion A and foreign corporation B have al
ways had calendar taxable years. Foreign 
corporations A and B (and all of their re
spective qualified business units as defined 
in section 989) maintain a "u" functional 

Foreign COl'~oration A 

Post-I 986 pool 

2004 

2003 

Foreign Corf:loration B 

2006 

2005 
2004 
2003 

(B) On January I. 2U07, foreign corporation B ac
quires the assets of foreign corporation A in a reorga
nization described in section 368(a)( I )(e). Immedi
ately following the foreign section 381 transaction. 
foreign surviving corporation is a eFe. 

Post· 1986 pool 
2006 

2005 
Two Side~b~·Side Layers of 2004 E&P: 
2004 layer #1 (from Corp i\) 

2004 layer #2 (from Corp B) 

Two Side·by-Side Layers of 2003 E&P: 
2003 layer #1 (trom Corp A) 
2003 layer #2 (from Corp B) 

CUlTency. Finally. unless otherwise stated, 
all earnings and profits of foreign corpora
tions A and B are in the general category. 
The examples arc as follows: 

E&P Fureign Taxes 
1,0OOu $350 

40Du 160u 
100u 5u 
--
1.500u 

E&P Foreign Taxes 
100u 20u 
150u 30u 

Ou 50u 
50u 5u --

300u \05u 

(Ii) Result. Under the rules described in para· 
graphs (e)( I lei) and (ii) of this section. foreign surviv· 
ing corporation has the following earnings and profils 
and for~ign income tuxes: 

E&P Foreign Taxes 
LUOUu $350 

lUOu 20u 

150u 30u 

400u 160u 
Ou 50u 

IOOu Su 
SOu 5u 

1,800u 

Example 1 II) Facts. fA) On December 31. 
2006, foreign corporations A and B have the follow· 
ing earnings and profit; and foreign incume taxes: 

(iii) Post· transaction dislriblilion. (AI During any foreign income taxes, On December 31. 2007. (c)( I) of this section. the distribution is first out of 
2007, foreign surviving corporation does not accu
mulate any earnings and profits or payor accrue 

Post·1986 pool 
2006 

2005 

Two Side·by-Side Layers of 2004 E&P: 

2004 layer # I 
2004 layer #2 
Two Side-by-Side Lavers of 2003 E&P: 
2003 layer #1 

2003 layer #2 

foreign surviving corporation distributes 1,725u 
to its shareholders. Under the rules of paragraph 

E&P 
1.000u 

100u 

I~Ou 

400u 
Ou 

50u 
t 100u in layer / 
ISOu aggregate 2003 
earnings = 66.679< x 
75u distribution I 

2Su 
(SOu in layer ( 150u 

aggregate 2003 
earnings = 33.33o/c x 
75u distribu(ion) 

1.725u 

Foreign Taxes 

S350 
lOu 
30u 

160u 
Ou 

2.5u 

2.5u 

the post-1986 pool, and then out of the pre·pooling 
annual layers under the LIFO method, as follows: 
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(B) The foreign income taxe, deemed paid b) 
qualifying shareholders of foreign survi\ ing corpo
ration upon the diqribution are subject to general I) 

2004 layer #2 

Two Side-bv-Side Lavers ot 2{)O.< E&P: 

200:l layel # I 

200.' lay cr #2 

(iv) !'ml-flw/.\(/( fi"11 c"nllllp. Fur the taxahle 
year ending Oil Decemher ] I. 20W\. foreign sun iving 
corporation ha, SOOu of l'urrent earnings and profits 

Pust-1986 pool 

2004 

Two Side-bv-Side Lavers of 20D] E&P' 

2003 layer # I 

20m layer #2 

Example 2. (i) Facls. (A) On December 31. 

2006. foreign corporatiuns A and B have the follow
ing earnmgs and proCIlS and foreign income taxes: 

Foreign Corporation A 

Post-19H6 pool 
2()()4 

2003 

Foreign Corporation B 

2006 

2005 
2004 

2003 

(B) On January I. 2007. foreIgn corporatIOn B ac
quire, the a"ets of foreign corporation A in a reorga
nization descrihed in section 368(aH I )(C) Immedi
ately following the foreign section ."\81 transaction. 
foreign surviving corporation is a ('Fe. 

Post-19K6 pool 
20()6 
2()()S 
T-,,-o Side-hy-Side Lavers ot 2004 E&P: 
2004 layer #1 I from Corp AI 
20()4 layer #2 I from Corp B) 
T\\o Sidc-bv-Side' Lllers of 200-' E&P: 
20()_, laler #1 I from Cllrp AI 

200-' laver #2 It rom ('nrp BI 

410 2006-2 C.B. 

applicable ruks and limitation>. such a, those of sec
tions 78. 902. and 904\d). 

E&P 

Ou 

SOu 
25u 

7Su 

Foreign Taxes 

:lOu 

2.5u 

2.5u 

55u 

in the general category. Ilone of which qualify as sub
part F income under section 952(a). and pays $70 in 
foreign income taxes. As of the close of the 2008 tax-

E&P 

500u 

Ou 

SOu 

25u 

575u 

E&P 

1.000u 

100u 

(SOU) 

1.050u 

E&P 

100u 

(50u) 

Ou 

100u 

ISOu 

Foreign Taxes 

$70 

SOu 

2.5u 

2.5u 

Foreign Taxes 

$350 
20u 

5u 

Foreign Taxes 

20u 

5u 

SOu 

lOu 

85u 

(11) Rewll. Because foreIgn corporations A and 
B have aggregate positive amounts of pre-1987 ac
cumulated profit<, with a deficit in one or more years. 
the rules of paragraph (e I( I )( iii)(B) of this section ap
ply. Accordingly. after the foreign section 381 trans-

(e) Immediately after the distribution. foreign 
sun iving corporation has the following earnings and 
protits and foreign income taxes: 

able year. foreign surviving corporation has the fol

lowing earnings and profits and foretgn income taxes: 

action. foreign surviving corporation has the follow
ing earnings and profit, and foreign income taxes: 

EarninQs & Protits' Foreign Taxes: 

Posllive 
E&P 

1.00()u 

IOOu 

100u 
Ou 

IOOu 
UOOu 

Deficit E&P 

ISOU) 

ISOu) 

( IOOu) 

Foreign 
Taxes 
Availahle 

$350 
20u 

20u 
SOu 

IOu 

Foreign Taxes 
Associated 
with 
Deficit E&P 

5u 

5u 

IOu 



(iii) Post-transaction distribution. (A) During 
2007, foreign surviving corporation does not accu
mulate any earning' and profit, or payor accrue 

Distribution 

Post-198b pool 

2006 

2005 

Two Side-h~-Side La)'ers of 2004 E&P: 

2004 layer # I 
2004 layer #2 

Two Side-b:r-Slde La:rers of 20U3 E&P: 

2003 layer # I 

2003 layer #2 

(B) Under paragraph (e)( I )( iii)<B) of this section, 
the rules otherwise applicable when a foreign corpo
ration has an aggregate positive (or zero) amount of 
pre-1987 accumulated protits, but a deficit in one or 
more years. apply separately to the prc-1987 accu

mulated profits and related foreign income taxes of 
foreign corporation A and foreign corporation R. As 
a result. distributions out of the pre-pooling annual 
layers of foreign corporation A and foreign corpura
tion B cannot exceed the aggregate positi ve amount 
of pre-1987 accumulated profits of each corporation. 
Accordingly, only 50u can be distributed from foreign 

2005 
2004 layer #2 

Two Side-by-Side La:rers of 2003 E&P: 

2003 layer # I 

2003 layer #2 

(E) Under paragraph (eHI )(iii)(B) of this section, 
the Su, SOu, and 5u of prc-19R7 foreign income taxes 
related to foreign surviving corporation's 2005 layer. 
2004 layer #2, and 2003 layer # I, respectively, re
main in those layers, These foreign income taxes gen-

Foreign eOlJ'oratlOn A 

Post-l 986 pool 

2004 

2003 

Foreign Corporation B 

2006 

2005 

2004 

2003 

(B) On January 1,2007, foreign corporation B ac
qUires the assets of foreign corpmation A in a reorga
nization descnbed in section 368(a)( I )(e). Immedi
ately following the foreign section 381 transaction, 
foreign surviving corporation is a CFe. 

(ii) Result. (Al Because foreign corporation B 
has an aggregate hovering deficit in pre-1987 aeco-

any foreign income taxes. On December 31, 2007, 
foreign survIving corpomlion distributes I, 175u to 

its shareholders. Under the rules described in para-

E&P Foreign Taxes 
1,000u $350 

IOOu 20u 

Ou Ou 

SOu 20u 
Ou Ou 

Ou Ou 

25u 5u 
1,175u 

corporation A's pre-pooling annual layers and is out 
of its 2004 layer #1 (alier rolling forward the (50u) 
deficit in 2003 layer # I to reduce earnings in 2004 
layer #1 to SOu (lOOu - 50u). Underthe principles of 
~ 1.902-1 (b)(3), the full 20u of taxe, related to 2004 
layer #1 is reduced or deemed paid ($20 x (SO/50)). 
I OOu is distrihuted from foreign corporation B's 200!) 
annual layer. Foreign corporation B's (SOu) deficit in 
200S is then rolled back tu offset its 2003 annual layer 
to reduce earnings in that layer to SOu, 2Su of which is 
distributed. Thus, after the distribution, 25u remains 

E&P 

Ou 

Ou 

Ou 

25u 

25u 

Foreign Tlxes 

5u 

50u 

5u 

5u 

65u 

.:rally will not be reduced or deemed paid unless a 
foreign tax refund restores a positive balance to the 
associated earnings pursuant to section 905(c), and 
thus Will be trapped. See § 1.902-2(b)(2) 

E&P Foreign Taxes 

I,OOOu $350 

150u 20u 

IOUu Su 
1.2S0u 

E&P Foreign Taxes 

100u 20u 

mOu) Su 

Ou 50u 

100u lOu --
(SOu) 85u 

mulated profits, the rules of paragraph (e)( I )(iiij(C) 
of this section apply. Accordingly, ~ L902-2(bl ap
plies immediately prior to the foreign section 381 
transactioll, except that the hmering defIcit is car
ried forward into the foreign survivrng corporation's 
post-198b undistributed earnings pool and will offset 
only post-transaction earnings accumulated by for-

graphs (c)(l) and (cl(I)(ill)tB) of thIS sectlon_ the 
distribution is tirst out of the post-19H6 pooL and 
then out of the pre-puoling annual layers, as f()lIows: 

in 2003 layer # 2 along with Su of foreign income 
ta.xes (lOu x (2Su / SOul) 

(e) The foreign income taxes deemed paid by 
qualifying shareholders of foreign surviving curpo
ration upon the distribution are subject to generally 
applicable rules and limitations, such as those of sec
tions 78, 902, and 904(d). 

(0) Immediately after the distribution, foreign 
,urviving corporation has the following earnings and 

profits and foreign income taxes: 

Example 3. (i) Facls. (A) On December 31, 
2006. foreign corporations A and B have the follow
ing earnings and profits and foreign income taxes: 

eign surviving corporation in the general category. 
Accordingly, after the foreign section 3H I trans,lc
tion. foreign surviving corporation has the following 
earnings and profits and foreign income taxes: 
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P(l'>t-I L)XO p(llli 

200(, 

20():; 

T\\o Side-hl-Sllk Llvcr, III 200.+ E&P: 

200.+ I~II IT # I I from C!lrp :\ I 

2()O'+ layer #2 lirom (,[lrp A I 

Two SIde-h)-Side Laler'> 01 2llO.' E&P: 

20().' layer # I lirom Curp A) 

200.' la) cr #2 IlrIlm Corp B) 

(S) lImkr paragraph (e I( I )( ili)(e I of this ,>celion. 

the 2()u. 'iu. SOu. and IOu of pre-I L)X7 foreign in
cOllle taxt" associated With f(lrcign corporation S',> 
pre-I LJX7 acculllulatc'd profih for 2000. 20()S. 2()()'+ 

layer #2. and 200.' layer #2. re'>pcctilcly. remain in 
tho,e by t'r,. The,c foreign income taxes generally 
I\ill 11Ilt he reduced or deemed paid unles,> a foreign 

tax refund re'>torc\ a positive halance to the associated 
earning' pur,uant to ,cellon LJ05(el. ami thu, will he 
trapped. Sec ~ LY()2-2( h)( 2 I 

(2) Ijj(JreiXIl sllrl'irinx corporation is a 
nonpooling corporatioll. If the foreign sur
viving corporation i~ a nonpooling corpo
ration, then the pre-pooling annual layers 
shall be determined under the rules of this 
paragraph (e)(2). 

(i) Q!wlifying eamillgs (llld taxes. The 
pre-pooling annual layers shall consist of 
the pre-1987 accumulated profits and the 
pre-1987 foreign income taxes of the for
eign acquiring corporation and the foreign 
target corporation. If the foreign acquiring 
corporation or the foreign target corpora
tion (or hoth) has post-l <JHfl undistrihuted 
earnings or a deficit in post-I <J86 undis
tributed earnings. then those earnings or 
deficib and any related post-I <J86 foreign 
income taxes shall be recharacterized as 
pre-1987 accumulated profits or deficits 
and pre-I <JH7 foreign income taxes of the 
foreign acquiring corporation or the for
eign target corporation accumulated im
mediate I y prior to the foreign section 381 
transaction. 

(iiI Carn'OlCl' rule. Subject to para
graph (e)(2)(lIt I of this section. the 
amounts descrihed in paragraph (e)(2)(i) 
of this section shall carryover to the 
foreign ,urviving corporation but shall 
not he comhined. If the foreign acquir
ing cllrporation and the foreign target 
corporation han:: pre-1987 accumulated 
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E&P Hm crill\! Deficit 

Foreign 
T:I\e,> 

:\Iailahk 

Foreign Taxes 

.-\"ouated 
with 

Htl\l.'ring 
Delicit 

I.O()Ou 

Ou 

Ou 

(:iOU) ~li.''iO 

20u 

:iu 

so 

I:;Ou 

Ou 

I (lOu 

Ou 

1.250u (SOUl 

profits in the same year and a distribu
tion is made therefrom, the principles 
of §1.902-I(h)(2)(ii) and (3) shall apply 
separately to reduce pre-1987 accumu
lated profits and pre-1987 foreign income 
taxes of the foreign acquiring corporation 
and the foreign target corporation on a 
pro rata basis. For further guidance. see 
Rev. Rul. 68-351, 1968-2 CE. 307: Rev. 
Rul. 70-373, 1970-2 CE. 152 (see also 
§601.601(d)(2) of this chapter); see also 
paragraph (0(2) of this section (governing 
the reconciliation of taxable years). 

(iii) Deficits-(A) III gelleral. The rules 
of this paragraph (e)(2)(iii) apply whcn, 
immediately prior to the foreign section 
381 transaction (and aftcr application of 
the last sentence of paragraph (e)( 2)( i) of 
this section). the foreign acquiring corpo
ration or the foreign target corporation (or 
both) has a deficit in one or more years that 
comprise its pre-1987 accumulated prof
its. See also paragraphs (n(l) and (4) of 
this section (describing other rules applica
ble to a deficit described in this paragraph 
(e)(2)(iii)). 

(B) Aggregate {lositil'e pre-1987 acclI
tlHl/uted projits. If the foreign acquiring 
corporation or the foreign target corpora
tion (or both) has an aggregatc positive 
(or zero) amount of pre-1987 accumulated 
profits. but a deficit in pre-1987 accumu
lated profits in one or more years, then the 
rules otherwi,e applicable to such deficits 
shall apply separately to the pre-1987 ac
cumulated profits and related foreign in
come taxes of such corporation. A deficit 
in pre-1987 accumulated profits for one or 
more years is applied to reduce pre-1987 
accumulated profits on a LIFO basis. Any 

20u 

)Ou 

'iu 

IOu 

$0 

remaining deficit shall be applied to reduce 
pre-1987 accumulated profits in succeed
ing years. See Rev. Rul. 74-550. 1974-2 
CE. 209 (see also §601.601(d)(2) of this 
chapter): Champion 1m'! Corp. v. Com
missioner, 81 I.C 424 (1983), acq. in re
sult, 1987-2 CB. I; Rev. Rul. 87-72, 
1987-2 CB. 170 (see also §601.601(d)(2) 
of this chapler). As a result, no amount in 
excess of the aggregate positive amount of 
pre-1987 accumulated profits shall be dis
tributed from the pre-transaction earnings 
of the foreign acquiring corporation or the 
foreign target corporation. 

(e) Aggregute deficit in pre-1987 aeel/

lIZulated profits. If the foreign acquiring 
corporation or the foreign target corpora
tion (or both) has an aggregate deficit in 
pre-1987 accumulated profits, a hovering 
deficit as defined under paragraph (d)(2)(i) 
of this section. then the mles otherwise ap
plicable to such hovering deficits shall ap
ply separately to the pre-transaction earn
ings and profits and related taxes of the 
relevant corporation. See, e.g., sections 
316(a) and 381(c)(2)(B). Thus, any hov
ering deficit shall offset only post-transac
tion earnings accumulated by the foreign 
surviving corporation in the same separate 
category of carnings and profits to which 
thc relevant portion of the hovcring deficit 
is attributable. Post-transaction earnings 
do not include earnings and profits that 
are earned after the foreign section 381 
transaction but distributed or deemed dis
tributed in the same year they are earned. 
Following the principles of § 1.902-2(b), 
if there is an aggregate deficit in pre-1987 
accumulated profits, any related pre-1987 
foreign income taxe~ generally will not be 



reduced or deemed paid unless a foreign 
tax refund restores a positive halance to 

the associated earnings pursuant to section 
905(c), and creates a pre-transaction ag
gregate positive balance for pre-1987 ac
cumulated profits. 

(0) Deficit and positit'e separate cat

egories with ill (Jllllual la)'as. For pur
poses of applying the rules of paragraphs 
(e)(2)(iii)(B) and (C) of this section, if 
within a single pre-pooling annual layer, 
the foreign acquiring corporation or the 
foreIgn target corporation (or both) has 
a deficit in pre-l <)87 accumulated profits 
in a separate cutegory and positive pre-
1987 accumulated profits in llnother sepa
rate category, the deficit shall first be used 
to offset the positive pre-1987 accumu
lated profits in the other separate category 
in the same pre-pooling annual layer. Any 
remaining deficit shall be carried forward 
or back to other years according to the 

Foreign CO!.l2oration A 

2006 

2005 

2004 

2003 

Foreign CO!.l2oration B 

2006 

2005 

2004 

2003 

(B) On January 1,2007, foreign corporation B ac
quires the assets of foreign corporation A in a reorga
nization described in section 368(a)( I )(C). Immedi
ately following the foreign section 38t transaction, 

Two Side-b~-Side La~ers of 2006 E&P: 

2006 layer #1 (from Corp A) 

2006 layer #2 (from Corp B) 

Two Side-b~-Side Layers of 2005 E&P: 

2005 layer # 1 (from Corp A) 

2005 layer #2 (from Corp B) 

Two Side-b~-Side Lavers of 2004 E&P: 

2004 layer # I (from Corp A) 

2004 layer #2 (from Corp B) 

Two Side-b~-Side Luyers of 20U3 E&P: 

2003 layer #1 (from Corp A) 
2003 layer #2 (from Corp B) 

(iii) POJf-framQct;oll dislr;hulioll. (A) During 

2007, foreIgn surviving corporation does not accu
mulate any earnings and profits or payor accrue 

rules of paragraph (e)(2)(iii)(B) or (C) as 
applicable. 

(iv) Pre-/Y157 .Iectioll 460 l!uming.1 and 
prr~fits andforeign incollle /(lX!'S. The pre-
1987 section 960 ellrning~ and profits and 
pre-1987 section 960 foreign II1come taxes 
of the foreign acquiri ng corporation and 
the foreign target corporation shall carry 
over to the foreign surviving corporation 
but shall not be combincd. The rules other
wise applicable to such amounts shall ap
ply separately to the pre- I 987 section 960 
earnings and profits and pre- I Inn section 
960 foreign income taxes of the foreign ac
quiring corporation and the foreign target 
corporation on a pro rata ba~is. For fur
ther guidance, see Notice 88-70, 1988-2 
C.B, 369 (see also *601.60I(d)(2) of this 
chapter). 

(v) Exwllpfes. The following e.xam
pIes illustrate the rules of this pG.ragraph 
(e)(2). The eXllmples assume the follow-

E&P rorelgn Taw, 

50011 350u 

"OOu 3()()u 

"OOu IflOu 

lOOu 5u --
UOOll 815u 

E&P Fureign _Ll\C' 

IOOu 2()u 

300u 60u 

Ou SOu 

SOu Su 

450u 135u 

foreign surviving corporation IS a nonpooling corpo
ration thJt dnes not meet the rCtjuiremenh of section 
902(c)(3){B I. 

E&P Foreign Taxes 

SOOu 3~Ou 

100u lOu 

400u 300u 

300u 6IJu 

400u 161lu 

Ou ."iOu 

100ti 5u 

SOu Su 
--

1,8S0u 950u 

any foreign income ta\es. On Dec'ember 31. 2007. 
foreign surviving corporation di,trihutes 6()()u to its 

shareholders. Under the rules of paragraph (C)(3) 

ing facts: both foreign corporation A and 
foreign corporation B have alway~ had cal
endar taxable years. Foreign corporatiom 
1\ and B (ano all of their respective qual
ified business unih as defined in section 
989) maintain a "u" functional l'LIrrency, 
and Iu = US$I at alt times. Finally. un
less otherwise stated, all earnings and prof
its of foreign corporations A and B are in 
the general category. The examples are a~ 
follows: 

[.'(//1//1/1' /. (i) fluh (A) Foreign corporatioll' A 
<llld B both were incorporated in 20m. Nine percent 
of the voting ,tock of foreign corporation A i, owned 
by dlHllc,tic Ulrpmale ,hareholtlcr C 'Jme percent 
oj the voting stock oj foreign corporution B i, owned 
by dumestic corpul all' shareholder D. Shareholders C 
and D arc unrelated. The remaining 917. of thc vot
ing stock ill' each foreIgn corporation is owned by un
related foreign 'harcholdcrs. Thu,. neither eorpora
ti()nmcch the requirements of section902{c)(3)(8). 
On Dcu:lIlocr :11. ~006. fon:ign corpuration, A ilnd 
B have the fullowing earnings and profit> ,lIld foreIgn 
income [axe\· 

(ii) Resulr. Under the rules described in para
graphs (e)(2)( i) umJ (ii) of this SC(tillo, foreign surviv

ing corpor.ltion has the following earnings and profits 
and foreign income laxe,: 

of this section. the Jistribution is out of pre-pooling 

annual layer, under the UFO method as follows: 
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Two Side-h, -Siil~ La, cr, 01 20l1b E&P 

2006la)C1 #1 Ifrl1l1l Corp :\) 
200b la\ cr #2 liroill Corp B) 

(B) f-[)rl'I~1l ... un 1\ Illg .. 'l)rpur,ltiull'" (nrl'it:t1 

Illl'omc li.\\ <\(\, . .-nllllh ~llY rl'dul'cd tp rl'lll'l.:t the di,· 

tnhutlon pi l';JrIl1n~', and prplih Iwt\llth,tancilllg 

TIIP Silk h\ Silk I.a\er, "I' 2110:" f-.&P: 

2()O:" !a) ,'I #1 Iin\11l COI-P AI 

2()O~ \,1) c'l #2 IIn11\l Corp 13) 

'1\\0 Sllk-h\ -Side LI\er, 01 200~ E&P: 

2{)O~ 1.1)1'1 #1 Iln\nl Cllrp AI 

200~ Idser #2 ilwm ellrp BI 

T\lll Sldc-tn -Side Ll\er, 01 20m E&P: 
2(103 1;1) er # I I fro III Cllrp A I 
2()().1 1.1) cr #2 Ifwll1 Cl,rp 13) 

I: 1"1111\1,,:: III f;" /1, 1 A I The facts arc the same 
," ill hllllll,I" Iii II ,A I. C\ccpt that foreign corpora
tllll1 -\ ml't thl' rl'quirl'ml'lll> "I' seClion Y02Ic){.1){R) 

Foreign Corporation A 

Pllq-Il)~h pool 

20()~ 

2()IU 

Forelj!n Corror~ltl\1I1 B 

21)Oh 

2()()5 

2()O~ 

20()~ 

t B) On J.Inllar) I. 20m, foreign corporatinn R ac

qUire, the a"eh or r"relgn corp"ration A in a rellrga
ni/ation de,crihed in ,el'tlon .'oXlalil IIC) Immedi
atel) flll\ll\\ ing th,' forci[!n ,cction ,1X I transaction, 

1'110 Side-hI -Sldc LII crs 01 2()Ob E&P 

2011() 1;lll'r III (fflll11 Corp A', pool) 

2tiil6 1;111" #2lfrllm Corp 13', la,I'rI 

20()<; I from Corp R I' 

TIIO Sidc-h\-Silk LI\crs of 20()~ E&P 

211i1~laler#llfroIl1CorpAI 

2()1I~ la,er #2 I frol11 ellrp R I 

T\\ 0 S,de-h\ -Side I ;1\ ers of 20()1 E&P 

21111_, la\er # I Ilrllll1 Corp :\ I 
21111,'1;1\1'1' #2 Ilrlllll Cllrp HI 

Ilil) .\If/ 1 \t'/!lft'lI! (/1r1It'nliil' (hunge. On Jul) I. 

211111. L'SS 1'1 U"Il1CSIIC C\lrp"ratllllli aCLjulre, lOW, 
1\1 Ihe 'lllck Ill' I'llrel~rl 'Uri 1\ in~ corporation, UmJer 
Ith' ruk'", lIt' p,!r,I~Llrh (fl\~) of thi, '\..~dion. fOfC'ign 
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E&P 

~l1ilu 

IOOu 

Wilu 

Fllreign Taxes 

'<50u 

20u 

'<70u 

that no ,hardllllders arc .:-ligihk tIl c'lailll deemed 
p,ud foreign II1come taxes under section l)()2, Sec 

~ IlJ02-llall HIlIiil1 

E&P Forel~n Taxes 

~()Ou -,OOu 

)I10u h()u 

~llOu IbOu 

Ou 50u 

100u :iu 

SOu 5u 

1,250u 580u 

on January I, 2005, when U S, corporate shareholder 
C acquired an additional I 'Ie of voting ;rock for a to
tal ownership intere,t of Ill'7t , foreign corporation A 

E&P Foreign Taxe, 

9011u $hS() 

-tOOu IhOu 

100u 5u 
--
1,4()()u 

E&P Foreign Taxes 

100u 20u 

.100u oOu 

Ou SOu 
SOu 5u --

-150u nsu 

foreign sun'il ing corporatinn i, a nonp()oling corpo
ration that does not meet the requirements of section 
9()21 c)1 ~)( B) 

E&P Forclgn Taxe, 

l)O()u $650 
IOOu 20u 
}OOu 60u 

~O()u 160u 
Ou 50u 

I()()u 5u 
SOu 5u 

I,XSOu 

suniying corpl1ration hegin' to pool it, earnings and 
protits under section 901( c )13) as of January I, 20 I 0, 
Foreign suryi\ ing corporation's earnings and protits 
and foreign II1come taxes accrued before January I, 

IC) Immediately after the di,trihution, foreign 

survl\'ing corporation has the following earnings and 

profits and foreign income taxes: 

therehy hecame a pooling corporation, On Decemher 
31, 1006, foreign corporations A and B have the fol

lowing earnings and protits and foreign income taxes: 

(ii) Resliit. Under the rules described in para
graphs (e)(2)(i) and (ii) of this section, foreign surviv
ing corporation has the following earnings and profits 

and foreign income taxes: 

2010 retain their character as pre-1987 accumulated 
profits and pre-1987 foreign income taxes. 

Example 3. (i) Facls, (A) The facts are the same 
as in Example 2 (i)(A), except that on December 31, 



2006, foreign corporations A and B have the follow
ing earnings and profits and foreign income taxes: 

Foreign Corporation A 

Post-I 986 pool 

2004 

2003 

Foreign Corporation B 

2006 

2005 
2004 

2003 

(B) On January 1.2007, foreign corporation B ac
quires the assets of foreIgn corporation A In a reorga
nization described in section 368(a)( I )(C). Immedi
ately following the foreign section 381 transaction. 

E&P 

1,000u 

(200u) 

400u 

1,200u 

E&P 

300u 

1100u) 

Ou 
50u 

250u 

Foreign Taxes 

$SOO 
IOu 

5u 

Foreign Taxes 

20u 

60u 

SOu 

5u 

135u 

ration that does not meet the requirements of section 
,}01(c)(3)(B). 

Iii) Result. Because foreign corporations A and 
B have aggregate positive amounts of pre-1987 ac-

the rules of paragraph (e)(2)(iii HB) [)f this section ap
ply. Accordingly. after the foreign ,ection .,R I trans
action, foreign surviving corporation has the follow
ing earnings and profits and foreign income taxes: 

foreign survi ving corporation is a nonpooling corpo- cumulated profits with n deficit in one or more year" 

Two Side-b~-Side La~ers of 2006 E&P: 

2006 layer #1 (from Corp A', pool) 

2006 layer #2 (from Corp B's layer) 

2005 (from Corp B) 

Two Side-by-Side Lavers of 2004 E&P: 

2004 layer #1 (from Corp A) 

2004 layer #2 (from Corp B) 

Two Side-b~-Side Layers of 2003 E&P: 

2003 layer #1 (from Corp A) 

2003 layer #2 (from Corp B) 

(iii) Post-transaction distribluioll. (A) During 
2007. foreign surviving corporation does not accu
mulate any earnings and profits or payor accrue 

Two Side-by-Side Layers of 2006 E&P: 

2006 layer # I 

2006 layer #2 

2003 E&P: 

2003 layer # I 

(B) Under paragraph (e)(2)(iii)(B) of this section, 
the rules otherwise applicable when a foreign corpo
ration has an aggregate positive (or zero) amount of 
pre-I 987 accumulated profits, but a deficit in one or 
more years, apply separately to the pre- I 987 accu
mulated profits and related pre-1987 foreign income 
taxes of foreign corporation A and foreign corpora
tion B. As a result, distributions out of the pre-pool
ing annual layers of foreign corporation A and for
eign corporation B cannot exceed the aggregate posi
tive amount of pre-I YS7 accumulated profits of each 

Earnings & Profits: Foreign Tuxes: 

Foreign Taxes 
Foreign Associated 

Positive Taxes with 
E&P Deficit E&P Available Deficit E&P 

I,()()()u $500 
300u 

(lOOu) 

(200u) 

Ou 

400u 

SOu 
1,750u (300u) 

any foreign income taxes. On December 31, 2007. 
foreign surviving corporation distributes 1,300u to 
its shareholders Under the rules described in para-

E&P 

],OOOu 

250u 

Foreign Taxes 

$500 
20u 

20u 

60u 

lOll 

SOu 

5u 

5u 
70u 

graphs ic)(3) and (e)(2)(iii)(B) of this section. the 
distribution is out of the pre-pooling annual layers. 
as follows: 

50u 

lJOOu 

1.25u (25q of 5u tax.es) 

corporation. Accordingly, only] ,200u and 250u ,an 
be distributed out of foreign corporation As and for
eign corporation B' s pre-pooling annual layers, re
spectively. Thus, 1.000u of the distribution i., out Dj 

foreign corporation A's 2006 layer # I and 250u IS out 
of foreign corporation B's 2006 layer #2 (after rolling 
forward (SOu) of the deficit in 2005 layer to reduce 
earnings In 2006 layer #1 to 250u (300u . 50u». Un
der the principles of ~ 1.902-1(b)(3). all of the taxes 

III edch of thO\e respective layers are reduced The 
remdining 50u is distributed from foreign corporation 

A, 2003 layer #1 rafter rolling back the (200u) defidt 
in 2004 layer # I to reduce earning, in 2003 layer # I 
to ~()Ou (400u - 200u») Thus. after the distribution. 
I.'i()u remallls III the 2()03 layer #1 along with 175u 
of foreign income taxe, (5u x (ISOu / 200u». 

(e) Foreign surviving Lorpuralion's foreign in
come tax accounts are reduced to reflect the distribu
tion of earninf' and profits notwithstanding that no 
,hareholders are eligible to claim a credit for deemed 
[laid foreign income taxes under ,ection 90:> See 
~1.902-!(a)( IO)(iiil. 
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I D) Immediate!) after the distribution. foreign 

sUf\I\'ing cllrpmalion has lhe folltm ing earning' and 

profih and fmelgn Income taxes: 

20()5 

Ty\ II Side-hy -Side LI\ ~r, 01 21l1i-{ E&P 

2()04 la) er # 1 

2()04 bvcr #2 

Tv\o Side-bY-Side Laver, of 2()IH E&:P: 

21l0~ la) l'f # I 

200.\ b) cr #2 

I F I llnder paragraph le)( 2)1 iii)( B I of 11m ,ceIIOll. 
lhe hOu. I (lu. Silu. and 'iu of forei~n income taxes rc

blcd III ((nelgn ,uf\l\'ing cllrporallon', 2005 la) er. 

21104 b) cr # I. 2004 layer #2. and 2003 layer #2. re
,[,cclivel). remain in lho,e layers. These foreign in

Ulmc laxcs generall) \\ill not he reduced or deemed 

Foreil!n Cllrporation A 

Po,I·I")Xh p",)1 

2(104 

2()(I, 

ForeIgn Corpuralion B 

2006 

20()S 

20114 

~Oll.' 

E&P 

Ou 

Ou 

Ou 

150u 

Ou 

ISOu 

ForeIgn Taxes 

bOu 

IOu 

SOu 

J.75u 

Su 

128.75u 

paid unless a foreign lax refund rcstlnes a positive 
babnee to the a"oeiated earnings pursuant to section 

90Sle). and thus will be trapped. See * 1.902-2(b)(2). 
E.rumpl~ 4. Ii) Fucr.l. IA) The facts are the same 

as III Example 2 li)1 A). except that on December 31. 

E&P Foreign Taxes 

( I.OOOU) $2() 

120()ui IOu 

400u Su 
--
(800u) 

E&P Foreign Taxes 

IOOu 20u 

300u 60u 

Ou SOu 

50u Su --
450u 135u 

(R I On January 1,20117. foreign corporation A ac- profits. Because after the foreign section 38 I trans-
quire, the assets 01 foreign corporation B III a reorga- action foreign corporation A has an aggregate deficit 
ni/atilln de,erined in ,,,ction 36Kla)(1 IIC). Immedi- in pre-19H7 accumulated profits. the rules of para-
ately jollO\\lng the f,)reign sectIon 3KI transaction. graph (ell2)!lii)(C) of this section apply and the rules 
f(lrcign sunil1l1g corporation is a nonpooling corpo- otherwise applicable apply separately to the pre-1987 
ralioll. accumulated profits thai carryover to foreign sur-

(III Result. Under paragraph (e)(2)!1) of thIs sec- Ylving corporation from foreIgn corporation A. The 
tion. foreign corporation A' s post-IY86 pool is reehar
.lc'lerlled ;1, a 2006 laycr of prc-1987 accumulated 

ISOOu) aggregate deficit in foreign corporation As 
pre-1987 accumulated profits is a hovering deficit 

20()6. foreign corporations A and B have the follow
ing earnings and profit-; and foreign Income laxes: 

that will offset only post-transaction earnings accu

mulated by foreign surviving corporation in the gen
eral category. Accordingly. after the foreign section 
3R I transaction. foreign surviving corporation has the 
following earnings and profits and foreIgn income 
taxes: 

Earnings &: Protits Foreign Taxes: 

Hllvcring ddldt trom Corp A', annual 
la)er, 
TI\ 0 Sidl'-nl -SIde LI\ l'r, of 2006 E&: P: 

20U6 la) er It I I from Corp As r",,11 

2(1061a)cr #~ (from Corp B', la)er! 

211115 (frolll Corp B I 

TI\ 0 Slde-hY -Side Laver, of 2004 E&:P: 

2(1114 lah'r # I (fnllll CprI' ,-\ I 

~0114 1<11':1 #2 (from Cnrp B I 

Til" Side-hI -Side LII cr, of 2110' F&P: 

~O(I.' L,lcr #1 (frolll COf!'.-\1 

~()(I.; LlIl'r #~ (frnlll C"f!' B I 
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POSItive 
E&P 

IOOu 

300u 

Uu 

Ou 

50u 

450u 

Deficit E&P 

IROOu) 

Uu 

Ou 

(SOOU) 

Foreign Taxes 
ForeIgn Associated 
Taxes with 
Available Deficit E&P 

0 

$20 
20u 

bOu 

IOu 

50u 

5u 

5u --
140u 



(B) Under paragraph (e)(2)(iii)(C) orthis section, 
the $20, IOu, and 5u of pre-1987 toreign income taxes 
associated with l-oreign corporation A's pre-l n7 ac
cumulated profits for 2006 layer #1, 2004 layer #1. 
and 2003 layer #1, respectively, remain in those lay
ers. These foreign income taxes generally will not be 
reduced or deemed paid unle." a foreign tax refund 
restores a positive balance to the associated earnings 

2006 layer #2 
2005 

(Bl Foreign surviving corporation's foreign 
income tax account, are reduced to reflect the dis
tribution of eornings and profits notwithstanding 

Hovering deficit from Corp A's annual 
layers 
Two Side-b~-Side Lavers of 2006 E&P: 

2006 layer #1 (from Corp A's pool) 

2006 layer #2 (from Corp B', layer) 

2005 (from Corp B) 

Two Side-h}'-Side La}fers of 2004 E&P: 
2004 layer #1 (from Corp A) 

2004 layer #2 (from Corp B) 

T\'<o Side-b}'-Side Lavers of 2003 E&P: 

2003 layer #1 (from Corp A) 

2003 layer #2 (from Corp B) 

(t) SpeCial rules-( 1) Treatment of 
deficit-(i) General rule. Any deficit 
described in paragraph (d)(2), (e)(l)(iii), 
or (e)(2)(iii) of this section shall not be 
taken into account in determining current 
or accumulated earnings and profits of a 
foreign surviving corporation other than to 
offset post-transaction accumulated earn
ings, as defined in paragraph (d)(2)(ii) 
of this section, including for purposes of 
calculating-

(A) The earnings and profits limitation 
of section 952(c)(l)(A); and 

(B) the amount of the foreign surviving 
corporation's subpart F income as defined 
in section 952(a). 

(ii) Exceptions. The rule in paragraph 
(i) shall not apply for purposes of calculat
ing an earnings and profits limitation under 
section 952(c)(l )(B) or (e). 

pursuant to section 905(c), and thus will be trapped. 
See §1902-2(bH2) 

(iii) Post-transaction diS/rlbUlion. (Al During 
2007, foreign surviving corporation does not accu
mulate any earnings and profits or payor accrue 
any foreign income taxes. On December 31, 2007, 
foreign surviving corporation dlmibutes 200u to its 
shareholders. Under the rules described in paragraph 

(e)(2)1iiiJ(CI of this section, no distnbullon can be 
made out of the pre-1987 accumulated profits of 

foreign corporation A (and the (gOOui aggregate 
hovering deficit will offset only post-transaction 
eaming~ accumulated by foreign surviving corpo
ration). Thus. the distribution IS out of pre-pooling 
annual layers as follow" 

E&P 

100u 

IOOu 

200u 

Foreign Taxes Paid 

20u 

20u 

40u 

that no shareholders are eligible to claim deemed 
paid foreign income taxes under section 902. Sec 
* 1902-I(al( 10)(iii). 

(C) Immediately after the distribution, foreign 
surviving corporation has the following earnings and 
profits and foreign income taxe,: 

Earnings & Profits: Foreign Taxes: 

Foreign Taxes 
Foreign Associated 

Positive Taxes with 
E&P Deficit E&P Available Deficit E&P 

(800u) 0 

Ou $20 
Ou Ou 

200u 40u 

Ou lOu 

Ou 50u 

Ou 5u 

50u 5u 

250u (800u) 140u 

(iii) Examples. The following examples 
illustrate the principles of this paragraph 
(O( I). The examples assume the following 
facts: foreign corporation A, incorporated 
in 2002, is and always has been a wholly 
owned subsidiary of USP, a domestic cor
poration, Foreign corporation B, incorpo
rated in 2004, is and always has been a 
wholly owned subsidiary of foreign corpo
ration A. Both foreign corporation A and 
foreign corporation B are organized under 
the laws of foreign country X and have 
always had a calendar taxable year, For
eign corporations A and B (and all of their 
respective qualified business units as de
fined in section 989) maintain a "u" func
tional currency, Unless otherwise stated, 
any earnings and profits or deficit in earn
ings and profits of foreign corporation A 
and B in the general category are attrib-

utable to subpart F income derived from 
foreign base company sales income. For
eign corporation e is a wholly owned sub
sidiary ofUSP2 and was organized in 2004 
under the laws of foreign country Y For
eign corporation e (and all of its qualified 
business units as defined in section 989) 
maintains a "u" functional currency. Earn
ings and profits of foreign corporation e 
in the general category are not attributable 
to subpart F income. The examples are as 
follows: 

Example 1. (i) Facts. (A) On Decemher 31, 
2007, foreign corporations A and B have the follow
ing post-1986 undistributed earnings and pust-1986 
foreign income taxes: 
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Foreign CDrl:'oration A 

Sel:'arate Categun 

General 

Forci~n Cor[loratlon B 
SC[laratc Catc~on 

(,eneral 

I R) On Janu,lr> I, 2()()X, i,'reign CllrpOr.ltllHl B 

elel'h under ~,,(lI77()I'\IC)olthl' chaptertll he dl'
rq;ard('d Cl-" an ... n{lt~ "'l·p,tr~ltL Irpm tPI"cit:11 \..·prpl)I~I-

E&P foreign Taxe, 

IIOOu) 52:; 

E&P Forci~n Taxe, 

()u ~I{] 

III ha\c Ji,trihuted all it, propert> tll f,'rcign corpora

tion A in a liquidation de,crilleJ in ,ection 332, 
(ii) R('\/(/I, L1nJer the rule, Jc"rilled in para-

Separate Catc~on E&P Hovering Deficit 

Fmeign 
Taxes 
Available 

(,cneral ()u 

Ilii 11'0Il-InIlI.IUcf;(}1I ear/IlI1g.1 IIlId 111/11'(1/1 F lim

",,1/01/1 (A) In it, taxahle Icar enJing on Decemller 
,\ I, 2()()X, furelgn ,un 1I'Ing L'!lrporalion A earn, 3()()u 
01 ,uhpart F gencrall'akgorl income \\ ith fe'pect to 

II hidl it pay' ;;,SI) in fmeign incomc t,IXC, The hOI'

erin)! dcfil'it of ( I OOu I meeh the requiremenh under 
,el'lion 4521 c II I )( B I and therefore i, taken into ac

COUllt a\ a qualifleJ defll'lt that may he u,ed hy USP 
t() llfhct a pUltion of 1[\ income inclu'llJll relaled tn 
foreign ,un il'ing corporallon A', ,ubpart F income 

IIOOu) $10 

of 300u in the 2008 taxable year. Accordingly, liSP 
includes 200u in taxable income for the year and is 

eligible for a deemed paid foreign tax credit under 
section 960 of $40 1200u \ubpart F inclusion I JOO 
post-1986 undiqrihuteJ earnings in the general cat
egory = 66,67'1(, x $60 foreign income taxes in the 
general category = $40), USP will abo include the 
deemed paid foreign taxes of $40 In taxable income 
for the year as a deemed dividend pursuant to section 
n Though the 1100u) hovering defIcit of foreign 

Earning,> & Profils: Foreign Taxes: 

Positive 
SC[larate CatC/wrv E&P 

General IDOu 

I C I The 200u inciuJeJ a\ ,uhpart F income con
\titut\?, preliou,l) taxed earning, under \ection Y5Y, 

f,WIIlI'II'?, (i) f'lrTI, (A) On July I. 2007, for
eign corpmatioll B elech under ~3Ul nOI-3Ic) of 
tim chapter to be di\regarded as an entity separate 
frolll foreign l'orporatlOIl A. Accoruingl). foreign (or-

h)rcl~n Conporallon B 

Separate Cate~on 

Gennal 

I C I i'llI' Ihe ~Oll7 ta xahk year. foreign ,ur\ 1I111g 
C'llrpllr,llinn A eclflh a tOlal of 2()()u of subpart F for

"Igll ha'l'd c()mp,ln) 'ale, income in the gcneral cat
l'~Of\ \lilh rc'pl'L'l to \lhll'h il pa)' 54!) ill fmeiglllll-

1111 RI'II/IT 1",1 L'nJer par,lgraph Idl121 of Ihl' 
" .... ' ... tllln. tlJrl~l~n l..'nrpuratlOn B'" ~ ~()()U) J('fil'lll'arn('.., 

l \\ l'r III l\.1rl'l~n "un}\ il1~ (l)rpnratlllIl A J~ a ho\ cnng 

cldll'li \,'1 ,'lIh,'Ie", hCL'clu,e II 1\ a dd'iL'il of a YUcd
lllL'd 1.:11.1111 IllL'lllhL'f fur cl 1;J\,lhk' ~ car ending \\ lthll1 

lhl' ~11{)~ Ll\.lhk ~l',H' uf ror(,I~1l \Uf\l\lng (l)rpora

{It)ll -\. th,-~ I 2()Uu I dL'!IL"lt IllC~h tht> n:4uin.'I1l(,Ilh un-
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Foreign 
Taxes 

Hovering Deficit Available 

( IDOu) $20 

poration B is deemed to have Jistributed all of its 
property to foreign corporation A in a liquidation Je
scribed in section 332, 

m) Neither foreign corporation A nor B has any 
post-llJ~6 undistributed earnings or posl-llJ86 for
eign income taxes as of the beginning of the 2007 

E&P Foreign Taxes 

(~OOu I 530 

der \cction YS21cII I lie) and therefore may still be 
taken into account for purpme\ of limiting foreign 
,urvi\ing corporation A's suhpart F income, Accord
ingl], foreign ,unlving corporation As 200u of sub
part F IllCOIllC for the 2007 taxable year is fully off
\ct b\ the 12()()u I Jetlcit Df foreign corporation B, 
and LISP Will have no suhpart F income inclw,ioll 
for the 2007 taxahle year. The offset under section 
Y521c II III C I JoC\ not rcwlt III a reduction of the hoy
eflng defiL'it for purpo\c' of section 316 or ,ection 
402, The hO\ering deficit may nut allo be taken into 
account unJer ,ccliun lJS21C ill If B), 

corporation A ILl, the folloll illg po,t-IYX6 lInJI,

trilluteJ earning' and po,t-IYSo foreign income 
taxe,: 

Foreign Taxes 

A"oclated 
with 

HoverIng Deficit 

$25 

,urviving corporation A is taken inlo account for pur

poses of limiting liSP's subpart F income inclusion 
under section 9521c)( I )(B), the amount Df the hovn
ing deficit is not reduced for purposes of seelloni'> 316 
and Y02 and none of the associated foreign income 
taxes are included in the pmt-19Ro foreign income 

taxes pool. 
(B) As of January I, 200Y, foreign surviving cor

poration A has the following post-1986 undistributed 
earnings and post-IYH6 foreign income taxes: 

Foreign Taxes 
Associated 
with 
Hovering Deficit 

$25 

taxable year. For its short taxable year ending on 
June 3D, 2007, foreign corporation B has the follow
ing post-1986 undistributed earnings and post-1986 
foreign income taxes: 

(B) Because USP has no suhpart F income in
clusion, foreign surviving corporation A's subpart F 
earnini" of 200u will accumulate and be added to its 
post-llJ86 undistributed earnings as of the beginning 
of 2008, Under the rules of paragraph (f)(S) of this 
section, a pro rala amount, in this case 50% or IOOu, 
willlle deemed to have been accumulated prior to the 
foreign section 3H I transaction and the other 50%, 
or I DOu, will be deemed to have heen accumulated 
after the foreign section J81 transaction, The 100u 
of post-transaction earnings will be offset by (I00u) 
of the hovering detlcit for purposes of determining 



Ihe opening balance of the post-I n6 undistributed 
earnings pool in 200S. Because the amount of earn
ings offset by the ho~cring defiCll is SOCk of the total 

the related taxes are added to the post-19H6 foreign 
income taxes pool ,h ",ell. The lOOt! of pre-traw,ac

tion earnings remain in the p()st-19~n undi>tnhutcd 
amount of the hovering. ddicil. $15 (50S! of 530) oj earnings pool. Accordingly. forelg.n surviving cor-

Earnings & Profit;: Foreign Taxes: 

Foreign 
Positive Taxes 

SC[~arate Categor:t E&P HovCllng Deficit Availahle 

Genera\ IOOu ( 1 ()Ou) '\.55 

Example 3. 0) F({Cl.I. IA) On January I. 2007. the follOWing post-IYX6 undIstributed earnings and 
foreign corporation 13 and t'orcign corporation e have pust-1986 foreign income taxe": 

Foreign eOlJ:oration B 
SCEamte Categor:t 

General 

Foreign COlJ:oration e 
SeQarate Category 

General 

(B) On July 1. 2007. foreign corporation B ac
quires the assets of foreign corporation C in a reor
ganization described in section ~6R(a)( I )(e). Imme
diately following the foreign section 381 transaction. 

foreign survIVIng corporation 13 is a CI-'C 
(e) During the 2007 taxable year foreign surviv

ing corporation B has a current deficit of (400u) and 
$60 of related foreign income taxes. During it, short 
taxable year ending on June 30. 2007. foreign corpo-

Earnings & Prollt\: 

E&P Foreign Taxes 

(I00u) $0 

E&P foreign Taxes 

Ou $10 

ration C has no additional earnin~s and pays or ac· 
crues no foreign Income taxes. 

(ii) Result. (A) Underthe rules of paragraph 1 f)lSI 
of Ihi~ ~ection. a pro rata amount, in thi-. case 50% u~ 

120()u). of foreign surviVing corporation WS (400UI 
current year deficit for the 2007 taxable year will be 
deemed to have heen accumulated prior to the fOleign 
section 38 \ Iran.saction and be treated as a hovcring 
deficit. The other SOCk. or (200u) of the deficit will 

Separate Category E&P Hovering Deficit 

Foreign 
Taxes 
Available 

General (200u) 

(iii) Subpart F illcomr limilalilJlls. Even though 
(200u) of the current year deficit is treated as a hov
ering deficit. the full (400u) current year detlcit in 
2007 of foreign surv I ving corporation B meets the re
quirements under section 952(c)( 1 HC) and therefore 
is available as a limitation on suhpart F Income. 10 
the extent foreign corporation A, 'Which wholly owns 

foretgn surviving corporation B. earns ~ny subpart F 
income in the 2007 taxable year. Any ~u,h offset un
der section 952(c)(i HC) will have no effect on the 
earnings and profits and foreign income tax accounts 

above of foreign surviving corporation B for purposes 
of sections 316 and 902. Moreover, to the extent the 
hovering deficit reduces subpart F IIlcome under sec
tion 952(c)( I )(e). it may nol aho be taken into ac
count under sectIon 952(c)( I)(B). 

(2) Reconciling taxable years. If a for
eign acquiring corporation and a foreign 
target corporation had taxable years end
ing on differenr dates, then the pro rata dis
tribution rules of paragraphs (e)(1 )(ii) and 
(e)(2)(ii) of this section shall apply with re-

(300u) $40 

spect to the taxable years that end within 
the same calendar year. 

(3) PosT-iransaction change of status 
If a foreign surviving corporation that is 
subject to the rules of paragraph (c)(2) 
of this section subsequently becomes a 
pooling corporation (by reason. for ex
ample, of a reorganization, liquidation, 
or change of ownership), then post-1986 
undistributed eammgs and post-1986 
foreign income taxes that were recharac
terized as pre-1987 accumulated profits 
and pre-1987 foreign income taxes, re
spectively. under paragraph (e)(2)(i) of 
this section retain their characlerization as 
a pre-pooling annual layer. 

(4) OrderillK rule for multiple horN
ing deficits -(i) Rule. A foreign sur
viving corporation shall apply the deficit 

poration A has the following pmt-19X6 undl>trihuted 
earning' and [l0sl-19X6 loreign income (axe" on lan

uary I. 20()X: 

Foreign Taxes 

Associated 
with 
Hovcrin~ Defiut 

$\5 

be deemed to have been accumulated after the foreign 
,ectiull 381 transaction. The related foreign incume 
taxcs of $60 will also be allocated on a similar 50/50 
basis. 

(8) Under the ru lcs described in paragraphs (ei)( II 

and (2) of this sectioll. foreign surviving corporation 
B has the folluwing post-19Hf> undistributed earnings 
and post· \986 foreign income taxes as of January \, 
2008: 

Foreign TJxc, 
Associmed 
with 
Hovering Deficit 

$30 

rules of paragraphs (d)(2), (e)O )(iii), and 
(e)(2)(iii) of this section in that order if 
more than one of such rules applies to the 
foreign surviving corporation. 

(ii) Example. The following example 
Illustrates the principles of this paragraph 
(f)(4) The example assumes the follow
ing facts: foreign corporation A has been 
a pooling corporation since its incorpora
tion on January I. 1998. Foreign corpora
tion B has been a nunpuoling corporation 
since its incorporation on January I, 2000. 
Foreign corporations A and B have always 
had calendar taxable years. Foreign cor
porations A and B (and all of their respec
tive qualified business unib as defined in 
section 989) maintain a "u" functional cur
rency. All earnings and profits of foreign 
corporation B are in the general category. 
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Finally, unless otherwise stated, any earn
ings and profits in the passive category re
sulted from a look-through dividend that 
was paid by a lower-tier CFC out of earn
ings accumulated when the CFC was a 

f-orel~n Corporal ion A 

P'ht·I'iX6 POll I Sep,lr~lte Catc'i!orl': 

hlrel~1l ('orpoulion B 

~(}()(l 

2(\0" 

I B IOn January I. 201l7. ((lreign corporation B ac
quire, the ,I\\e[;, of tmelgn corporation A in a reorga
Ill/allon dl',crihcd ill 'cction 36H(a)( 1 HC), Immedi-

Po,t-I'lH6 Pool 
Separate CalC~ory 

Pa"i\c 
Gennal 

Carryfllr\\ ard 
rrc·pooling deticit 
from Corr B 

~O()h linllll ('orr B) 

20():; I frlllll Corp B 1 

Earnings 

Positive 
E&P 

400u 

Ou 

Ou 
~()Ou 

& Profits 

noncontrolled section 902 corporation and 
that qualified for the subpart F same-coun
try exception under section 954(c)(3)(A). 
The example is as follows: 

E&P Foreign Taxes 

~OOu $160 
()OOu) $ 25 

100u $185 

E&P Foreign Taxes 

(JOOu) 50u 

IOOu 25u 

(200u) 75u 

ately following the foreign section 381 transaction, 

foreign surviving corporation is a CFe. 
(ii) Rc.w/r. Under the rules described in para

graphs Id)(\), (d)(2)' (e)( 1 Hi), (e)( I )(ii), and 

Hovering Deficit 

1300u) 

1200u) 

150()u) 

Foreign Taxes: 

Foreign 
Taxes 
Available 

$160 

SOu 

25u 

liii 1 POST-Transaction (,lImings, (A) In the taxahle ing corporatlOll accumulates earnings and profits and 
year ending on [)ecelllher 31. 2007. foreign SUT\'i\'- pays related foreign income taxes as follows: 

Pn't-I yxr, Pool Separale Category: 

Pa:-. ... '\c 

Gennal 

I B) NOlle of the earning, and proflh quality a, 
,uhpart F inc'omc '" defined in section 952Ia), Ln
der paragraph 11'11411 i I of thi, ,cctioll. the rule, of 
paragraph I J 1121 of lhi, '"lion apply hefore the rub 
llf para,c;raph lellll(ili) of thi, ,ection. Accnrdingly, 
p",t·lran"lc'llon earnlll,c;' III a scrarate category are 
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E&P 

150u 
~O()u 

550u 

Foreign Taxes 

$ 40 

$ 60 

$100 

fiN nllset hy a hovering deficit in the same sepa
rate category in the post·1986 pool. Thus, foreign 
,uT\iving corpnration's (300u) deficit in the general 
category offsets 300u of post-transaction earnings in 
the general category. After application of paragraph 
(dl(2) of this section, the (200u) deficit in the gen-

EWIllf'/I'-(i) Facls. (A) On December 31. 2006. 
foreign corporations A and B have the following 
earnings and profits and foreign income taxes: 

(e)( I )(iii) of this section, foreign surviving cor· 
poration has the following earnings and profits and 
foreign income taxes: 

Foreign Taxes 
Associated 
with 
Hovering Deficit 

$25 

o 

$25 

eral category carried forward from foreign corpora
tion B' s pre-pooling aggregate deficit offsets the reo 
maining 1 OOu of post -transaction earnings in the gen
eral category. Accordingly, foreign surviving corpo· 
ration has the following earnings and profits and for· 
eign income taxes at the end of 2007: 



Earnings & Profit" Foreign Taxes: 

Positive 
E&P Hovering Deficit 

Foreign 
Taxes 

Availahk 

Post-1986 Pool 
Separate Catc)!ory 

Passive 

General 

Carryfurward 
pre-pooling deficit 
from Corp B 

2006 (from Corp BI 

2005 (from Corp B I 

550u 

Ou 
Ou --

550u 

Ie) Under paragraph (d)(2)(iii) of this section, all 

of the $25 of post-1986 foreign income taxes related 
to the (3()()u) hovering deficit in the general cate
gory is added to the foreign SUrYl ving corporation's 
post-1986 foreign income taxes of $60 in thaL cate
gory (because pust-transaction cumin&, in the gen
eral category have exceeded the deficit in that cat
egory). Under paragrarh (e)(1 )(iii)(C) of this sec
tIon, the SOu and 25u of foreign Income taxes ",soci
ated with foreign lurplJratiun B· S pre- J 987 accumu
lated profi\'; for 2006 and 2005 remain in those lay
ers. These foreign income taxes generally will not be 
reduced or deemed paid unless a foreign tax refund 
restores a positive balance to the associated earnings 
pursuant to section 90S(c)' and thus will be trapped. 
Sec § L902-2(b)(2). 

(5) Pro rata rule for earnings and 

deficits during transaction year. (i) For 
purposes of offsetting post -transaction 
earnings of a foreign survi ving corporation 
under the rules described in paragraphs 
(d)(2), (el( I )(iii), and (e)(2)(iii) of this 
section, the earnings and profits, and any 
related foreign income taxes, in each sep
arate category for the taxable year of the 
foreign surviving corporation in which the 
transaction occurs shall be deemed to have 
been accumulated after such transaction in 
an amount which bears the same ratio to 
the undistributed earnings and profits of 
the foreign surviving corporation for such 
taxable year (computed without regard to 
any earnings and profits carried over) as 
the number of days in the taxable year 
after the date of transaction bears to the 
total number of days in the taxable year. 
See, e.g., §L381(c)(2)-I(a)(7) Example 2 

(illustrating application of this rule with 
respect to domestic corporations), 

( 100u) 

( 100u) 

$200 
$RS 

SOu 

2Su 

(ii) For purposes of determining the 
amount of pre-transactiun deficits de
scribed in paragraphs (d)(2), (e)( I )(iii), 
and (e)(2)(iii) of this section, of a foreign 
surviVing corporation that has a deficit 
in earnings and profits in any separate 
category for its taxable year in which the 
transaction occurs, unless the actual accu
mulated earnings and profits, or deficit, as 
of such date can be shown, such pre-trans
action deficit, and any related foreign 
income taxes, shall be deemed to have 
accumulated in a manner similar to that 
described in paragraph (f)(5)(i) of this 
sectiun. See, e.g., §1.38\(c)(2)-I(a)(7) 
Example 4 (illustrating application of this 
rule with respect to domestic corpora
tions). 

(g) Effective date, This section shall 
apply to section 367 (b) transactions that 
occur on or after November 6,2006. 

Par. 8. Section 1.367(b )-8 is added to 
read as follows: 

§I.367(b)-8 Allocation afearnings and 
profits and foreign income taxes in certain 

foreign corporate separations. [Reserved] 

Par. 9. Section 1.367(b)-9 is added to 
read as follows: 

§ 1.367( b )-9 Special rule for F 
reorganizations and similar transactiolls. 

(a) Scope. This section applies to a for
eign section 381 transaction (as defined in 
§ \ .367(b)-7(a» either-

foreign Taxes 
Associated 
with 
Hovering Deficit 

$0 

$0 

(il That IS described In section 
368(a)( 1 )(F); or 

(ii) That involves-
(Al At least one foreign corporation that 

holds no property and has no tax attributes 
immediately before the transaction, other 
than a nominal amount of assets (and re
lated tax attributes) to facilitate ib organi
zatiun or preserve its existence as a corpo
ration: and 

(B) No more than one foreign corpo
ration that holds more than a nominal 
amount of property or has more than a 
nominal amount of tax attributes immedi
ately before the transaction, 

(b) Hovering deficit rules inappli
cable. If a transaction is described in 
paragraph (a) of this section, a foreign 
surviving corporation shall succeed to 
earnings and profits, deficits in earnings 
and profits, and foreign income taxes 
without regard to the hovering deficit 
rules of § l.367(b)-7(d)(2), (e)(l )(iii), and 
(e)(2)(iii). 

(c) Foreign divisive transactions. lRe
served] 

(d) Examples, The following examples 
Jllustrate the principles of this section: 

Example 1. (i) FaCls. (A) Foreign corporation 
A IS ~nd always has been a wholly owned sub,idiary 
of USP, a domestic corporation. Foreign corporation 
A was incorporated in 1995, and has always had a 
calendar taxable year. Foreign corporation A (and all 
of it> re~pective qualified business units as defined 
in sec lion 989) maintain" a "u" functional currency. 
On December 31, 2006, foreign corporatiun A has 
the following post-1986 undistributed earnings and 
post-19R6 foreign in~ome taxes: 
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Se~arate Category: 

Passive 

General 

IB) On January I, 2()07. torelgn corporation A 
mllve, it, place of incorpllratiLln from Countr) 1 to 

Country::: In a rcorganlzatl(>n de,cnned in section 
~6Kla)( 1 )IF) 

Se[larate C~IIt?~()f\ . 

Pa"ivc 

General 

ErwlIl'le 2. (i) File/I. (A) Foreign corporatiun, 
B. C and D arc and alwa), have been wholly owned 
,ubsidiarie, of USP, a dome,tic corporation. Foreign 
L'orporation B wa, incorporaleu in 2000 and foreign 
corpmalions C and D were incorporated in 2001. For-

Foreign Cor~oration C 
SC[larate Categor}·: 

Pas,si\e 

General 

Foreign COl])oration D 
Se~arate Categorv: 

Passive 

General 

(B) On January 1,2007, USP foreign corporations 
C and D merge into foreign corporalion R in a reor
ganilation described in section 368(a)( 1 )(A). 

(ii) Result. Although the merger is a foreign sec
tion 381 transaction involving a foreign corporation 

Earnings & Profits: 

Positive 

E&P Foreign Taxes 
(l,OOOu) $ 5 

200u 
-- $200 
1800u) $205 

(ii) Result. Under *1.367(b)-7(d). as modified 
by paragraph (b) of this section. the pre-transaction 
deficit of foreign corporation A will not hover. Ac
cordingly. foreign surviving corporation has the fol-

E&P Foreign Taxes 

1 I,OOOu) $ 5 

200u $200 
--
(800u) $205 

eign corporation B does not own any significant prop
erty and has no earnings and profits or foreign in
come taxes accounts. Both foreign corporations C 
and D have always had a calendar taxable year. For
eign corporations C and D (and all of their respec-

E&P Foreign Taxes 

(900u) $ SO 
(200u) $100 
IlOOu $150 

E&P Foreign Taxes 

1200u $400 
400u $100 

1600u $500 

with no property or tax attributes. paragraph (b) of 
this section does not apply because more than one 
foreign corporation with significant tax attributes is 
involved in the foreign section 381 transaction. Ac
cordingly. under § 1.367(b)-7(d), foreign surviving 

Foreign Taxes: 

Foreign 
Taxes 

Sq~arate Categor~ E&P Hovering Deficit Available 

General 1200u 
Pa"i\'e 400u 

I ()()Ou 

(d) Efj'ectil'e date. This section shall 
apply to section 36 7( b) transactions that 
occur on or after November 6, 2006. 

Par. 10. In *1.381(a)-1. paragraph (c) 
is revised to read as follows: 

~ 1.381 ((I )-1 Geneml m/l' relating 

to ClilTYOl'en in cert(lin corporate 

(/ ('(ILI isi t ion s. 
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(900u) $400 
(200u) $100 --

( IIOOu) $500 

(c) Foreign corporations. For addi

tional rules involving foreign corporations, 
see §§ 1.367(b)-7 through 1.367(b)-9, 

* * * * * 

.Y1ark E, Matthews, 
Deputy Commissioner for 
Sen'ices and Enforcement. 

Approved July 20. 2006. 

lowing post-Il))\6 undistributed earnings and post-
1986 foreign IIlcome [J\e, immediately after the for
eign section ~8l tmnsaction: 

tive qualified business units as defined in section 989) 
maintain a "u" functional currency. On December ~ I, 
2006. foreign corporations C and D have the follow
ing post-1986 undistributed earnings and post-1986 
foreign income taxes: 

corporation B has the following post-1986 undis
tributed earnings and post-1986 foreign income taxes 
immediately after the foreign section 381 transaction: 

Foreign Taxes 
Associated 
with 
Hovering Deficit 

$ 50 

$100 
$150 

Eric Solomon, 

Acting Deputy Assistant 
Secretary (Tax Policy). 

(Filed by the Of/ice of the Federal Register for Augusl 7, 
2006. 8:45 n.m .. and published in the issue of the Federal 
Register for Augu,t~. 2006, 71 F.R. 44887) 



Section S09.-Reduction 
in Certain Deductions 
of Mutual Life Insurance 
Companies 
26 CFR 1.809-9: Computation of the differtlllial 
eamings rate and the recompuled differential earn

ings rate. 

Mutual life insurance companies; 
recomputed differential earnings rate. 
The recomputed differential earnings rate 
for 2004 is determined for use by mutual 
life insurance companies to compute their 
income tax liability for 2005. 

Rev. Rul. 2006-45 

This revenue ruling contains a determi
nation under § 809 of the Internal Revenue 
Code of the "recomputed differential earn
ings rate" for 2004. This rate is used by 
mutual life insurance companies to calcu
late their federal income tax liability for 
taxable years beginning in 2005. Notice 
2006-18, 2006-8 I.R.B. 502. contained a 
tentative determination of this rate. 

The Job Creation and Worker Assis
tance Act of 2002, Pub. L. 107-147, § 611, 
amended § 809 by adding new paragraph 
(j). Section 809(j) provides that the differ
ential earnings rate shan be treated as zero 
for purposes of computing both the differ-

Rev. Rul. 2006-45 Table I 

Determination of Rates To Be Used For Taxable Years Beginning in 2005 

Recomputed Differential earnings rate for 2004 . . . . . . . . . . . . . . 0 

Imputed earnings rate for 2004 ............................ . 4.449 

Base period stock earnings rate ............................ . 18.221 

4.913 

2.354 

-1.876 

14.26l 

10.450 

Current stock earnings rate for 2004 ....................... . 

Stock earnings rate for 200 I .............................. . 

Stock earnings rate for 2002 .............................. . 

Stock earnings rate for 2003 .............................. . 

Average mutual earnings rate for 2004 ..................... . 

For additional background concerning 
the recomputed differential earnings rate, 
see Rev. Rul. 2001-33,2001-2 C.B. 118. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Katherine A. Hossofsky of the Office 
of the Associate Chief Counsel (Financial 
Institutions and Products). For further in
formation regarding this revenue ruling, 
contact Ms. Hossofsky at (202) 622-8435 
(not a toll-free call). 

Section 3402.-lncome Tax 
Collected at Source 
26 CFR 3J.3402(fi)-I.· Supplemental wafie pay

ments. 

T.D.9276 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 31 

Flat Rate Supplemental Wage 
Withholding 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations amending the regulations 
that provide for determining the amount of 
income tax withholding on supplemental 

ential earnings amount and the recomputed 
differential earnings amount for a mutual 
life insurance company's taxable years be
ginning in 2001,2002, or 2003. See Notice 
2002-33,2002-1 C.B. 989. Subsequently, 
the Pension Funding Equity Act of 2004, 
Pub. L. 108-218, § 205, repealed § 809 of 
the Code for taxable years beginning after 
December 31, 2004. Therefore, the Inter
nal Revenue Service is required to deter
mine a differential earnings rate for 2004 
and a recomputed differential earnings rate 
for 2004. The differential earnings rate for 
2004 was zero. See Rev. Rul. 2005-58, 
2005-36 I.R.B. 465. 

The final determination of the rates is 
set forth in Table 1. 

wages. These regulations apply to all em
ployers and others making supplemental 
wage payments to employees. These regu
lations reflect changes in the law made by 
the American Jobs Creation Act of 2004. 

DATES: Effective Date: January 1, 2007. 
Applicability Date: These regulations 

are applicable to payments made on or af
ter January I, 2007. 

FOR FURTHER INFORMATION 
CONTACT: A. G. Kelley, (202) 622-6040 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
to 26 CFR part 31 under sections 3401 and 
3402 of the Internal Revenue Code (Code). 
Section 904(b) of the American Jobs Cre
ation Act of 2004 (Public Law 108-357, 
118 Stat. 1418) (AJCA) provided for 
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mandatory income tax withholding at the 
highest rate of income tax in effect un
der section 1 of the Code to the extent 
an employee's total supplemental wages 
paid by the employer exceed $1,000,000 
during the calendar year. The AJCA also 
provided that the supplemental wages 
paid by other businesses under common 
control would be taken into account in de
termining whether the employer has paid 
$1,000,000 of ~upplemental wages to an 
employee in the calendar year. In addition, 
section 90'+(a) of the AJCA provided that 
the rate for purposes of optional flat rate 
withholding on other supplemental wages 
(i.e., tho~e supplemental wages not subject 
to mandatory flat rate withholding at the 
highest rate of income tax) would remain 
at 25 percent, but could change if income 
tax rates change. 

Proposed regulations under sections 
3401 and 3402 of the Code were pub
lished in the Federal Register on January 
5, 2005 (REG-152945-04, 2005-1 C.S. 
.+84 [70 FR 767]). Written and electronic 
comments responding to the notice of 
proposed rulemaking were received. A 
public hearing was held on June 9, 2005. 
After consideration of all the comments, 
the proposed regulations arc adopted as 
amended by this Treasury decision. 

Summary of Comments and 
Explanation of Provisions 

The final regulations reflect a balancing 
of two concerns: (1) in accordance with 
section 3402(a), procedures for withhold
ing should have the goal of approximating 
the income tax liability of the employee re
ceiving the wages: and (2) procedures for 
income tax withholding should not place 
undue administrative burdens on employ
ers. 

[)(jillitioI1S (i( Reglilar Wages and 
SII!lplelllelltal Wages 

The final regulations have adopted the 
definitions of regular wages and supple
mental wages provided Il1 the proposed 
regulations WIth certain modifications dis
cussed below. In response to comments on 
the proposed regulations, the final regula
tion~ also allow an employer to treat cer
tain wage payments as regular wages or 
\upplemental wages. 

The final regulations, like the proposed 
regulations. provide that supplemental 
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wagcs include any wages paid by an em
ployer that are not regular wages. Regular 
wages are defined as amounts paid by an 
employer for a payroll period either at a 
regular hourly rate or in a predetermined 
fixed amount. Wages that vary from pay
roll period to payroll period based on 
factors other than the amount of time 
worked, such as commissions, tips, and 
bonuses, are supplemental wages. 

The proposed regulations provided that 
a wage payment could qualify as a supple
mental wage payment only if it was paid 
in addition to regular wages paid to the 
employee. Many commenters were con
cerned that the same type of compensation 
would be classified as regular or supple
mental wages depending on whether the 
compensation was paid in addition to reg
ular wages. Commenters also requested 
that payments of wages after the termi
nation of employment be treated as sup
plemental wages if such payments would 
have been treated as supplemental wages 
prior to termination. Commenters sug
gested that characterizing the same type of 
compensation differently depending upon 
the circumstances upon which the payment 
was made unduly complicated payroll ad
ministration. Commenters also noted that 
the proposed regulations did not address 
the classification of wage payments if the 
employee received two or more types of 
payments that would normally be classi
fied as supplemental wages, but received 
no regular wages. 

In response to these comments, the final 
regulations eliminate the rule that a pay
ment can qualify as supplemental wages 
only if regular wages have been paid to 
the employee. Under the final regulations, 
payments that satisfy the basic definition 
of supplemental wages (i.e., all wage pay
ments other than regular wage payments) 
will be supplemental wages regardless of 
whether the employee has received any 
regular wages in his or her working ca
reer with the employer. For example, if 
an employee's compensation from an em
ployer consists of only income from the 
exercise of nonstatutory stock options and 
noncash fringe benefits, such wages will 
be supplemental wages for federal income 
tax withholding purposes. Similarly. if a 
retiree is receiving payments of nonqual
ified deferred compensation made by the 
employer or a rabbi trust, such payments 
will be supplemental wages regardless of 

whether the payments are made in addi
tion to regular wage payments during ei
ther that calendar year or the employee's 
entire career ""ith the employer. 

Commenters requested more flexibil
ity for employers in determining whether 
particular types of payments are sup
plemental wages. such as a facts and 
circumstances test. or a default detemlina
tion that amounts are supplemental wages 
where there is uncertainty regarding the 
correct classification of wages as regular 
or supplemental wages. Although the fi
nal regulations do not adopt these specific 
suggestions, the final regulations nonethe
less address these concerns in other ways. 
As described below, the final regulations 
provide more guidance, compared to the 
proposed regulations, regarding the proper 
classification of certain types of payments 
as regular or supplemental wages. Also, 
the final regulations provide employers 
with a number of options regarding the 
treatment of certain payments that will 
simplify compliance with the require
ment that the employer separately track 
the payment of supplemental wages prior 
to reaching the threshold for mandatory 
flat rate withholding. These features of 
the final regulations help to minimize 
uncertainties about the classification of 
particular wage payments. 

Commenters requested guidance on 
whether a number of specific types of pay
ments were regular wages or supplemental 
wages, including shift differentials paid to 
employees on an hourly basis. payments to 
retirees. sick pay, income from restricted 
stock awards, income from nonstatutory 
stock options exercised by former employ
ees or retirees, amounts deferred under a 
retirement plan pursuant to a salary reduc
tion agreement or a nonqualified deferred 
compensation plan, post-retirement or 
post-termination payments of wages that 
would have been treated as supplemental 
wages if paid prior to the termination of 
the employment relationship, and imputed 
income amounts for health insurance cov
erage for non-dependents. The final regu
lations have provided additional examples 
of supplemental wages and regular wages, 
including some of the items for which 
specific advice was requested. Other 
items that are not specifically included in 
the final regulations were considered to 
be either analogous to items covered or 
specifically covered by applicable rules. 



A commenter requested that employers 
be pennitted to treat tips, overtime pay, 
commissions, third-party sick pay. and tax
able fringe benefits as either supplemental 
wages or regular wages. The commenter 
indicated that many employers have sys
tems in place that treat such payments as 
regular wages and wanted to continue with 
such systems. In addition. the commenter 
noted that tips are considered to represent 
a basic part of the compensation of many 
employees and that a tip credit is permit
ted against the minimum wage for Fair La
bor Standards Act (FLSA) purposes. Also. 
many employees receiving overtime pay 
earn such pay each payroll period. 

In response to this comment, the final 
regulations pennit employers to treat tips 
andlor overtime pay as regular wages. To 
provide employers with more flexibility, 
any such treatment is not required to be 
applied unifonnly to all employees of the 
employer. 

The final regulations do not allow an 
employer to treat commissions. third party 
sick pay paid by agents of the employer. or 
taxable fringe benefits as anything other 
than supplemental wages. Commissions 
may vary considerably from pay period 
to pay period, have the essential char
acteristics of supplemental wages, and 
have historically been characterized in 
the existing regulations as supplemental 
wages. A longstanding regulation treats 
sick pay paid by an agent of the employer 
as supplemental wages and the final reg
ulations have not amended that regulation 
in providing a definition of supplemental 
wages. Also. noncash fringe benefits have 
been treated as supplemental wages since 
withholding requirements with respect to 
noncash fringe benefits were set forth in 
response to the fringe benefit laws enacted 
by the Deficit Reduction Act of 1984. See 
Announcement 85-113, 1985-31 I.R.B. 
31. With respect to supplemental wage 
payments below the threshold for manda
tory flat rate withholding, employers may 
use the aggregate procedure, as described 
below. in detennining the amount of with
holding to produce similar withholding 
amounts as if the payments were classified 
as regular wages. 

Procedures for Withholding on 
Supplemental Wages 

These regulations also interpret provi
sions of the AJCA relating to the taxation 
of supplemental wages. 

Procedures for Withholding on 
Supplemental Wages of $1 ,000,000 or 
Less During a Calendar Year 

The final regulations continue to pro
vide that, if an employee has not received 
cumulatively more than $1,000,000 of 
supplemental wages during the calendar 
year, generally there are two procedures 
available to an employer in withholding 
on a payment of supplemental wages: (I) 

the aggregate procedure and (2) optional 
flat rate withholding. Under the aggre
gate procedure, employers calculate the 
amount of withholding due by aggregating 
the amount of supplemental wages with 
the regular wages paid for the current pay
roll period or for the most recent payroll 
period of the year of the payment, and 
treating the aggregate as if it were a sin
gle wage payment for the regular payroll 
period. 

Optional flat rate withholding on sup
plemental wages (of $1.000,000 or less 
cumulatively) allows employers to disre
gard the amount of regular wages paid to 
an employee as well as the withholding 
allowances claimed by an employee on 
Form W-4. "Employee's Withholding Al
lowance Certificate." and use a flat per
centage rate specified in the regulations 
in calculating the amount of withholding. 
The final regulations. like existing regula
tions and revenue rulings, continue to pro
vide that optional Hat rate withholding on 
supplemental wages is generally available 
only if (1) the employer has withheld in
come tax from regular wages paid the em
ployee. and (2) the supplemental wages are 
either (a) not paid concurrently with reg
ular wages or (b) separately stated on the 
payroll records of the employer. 

Commenters requested that employers 
be allowed to use optional flat rate with
holding with respect to such payments to 
a former employee even if no other pay
ments of wages were being made to the 
employee during that calendar year. Com
menters believed that the requirement that 
income tax must have been withheld from 
the regular wages of the employee was 

unduly restrictive and noted that employ
ers may have difficulty in obtaining Forms 
W-4 from individuals who were no longer 
employees. 

However, eliminating the requirement 
that income tax must have been withheld 
from regular wages paid to the employee in 
order for optional flat rate withholding to 
he available to the employer would exac
erbate the problem of overwithholding on 
wages paid to employees. Therefore, the 
final regulations have retained the rule that 
income tax must have been withheld from 
the regular wages of the employee in or
der for optional flat rate withhOlding to be 
available to employers. The final regula
tions clarify that the income tax withhold
ing requirement will be satisfied if income 
tax has been withheld from regular wages 
paid during the same year as the payment 
of supplemental wages or during the pre
ceding calendar year. The final regulations 
continue to provide that if the supplemen
tal wage payment is paid under the condi
tions permitting the use of optional flat rate 
withholding. the decision whether to use 
optional flat rate withholding rather than 
the aggregate procedure is discretionary 
with the employer. 

Pmcedures for Withholding on 
Supplemental Wages in Excess of 
$1,000,000 Paid to One Employee in One 
Calendar Year 

The AJCA established different with
holding rules for supplemental wages in 
excess of $1,000,000 received by an em
ployee from an employer during a calen
dar year. The AJCA provided thm, effec
tive January 1,2005, employers must with
hold from supplemental wages in excess of 
$1,000,000 at the highest income tax rate 
under section I of the Code. 

The final regulations provide that if 
the sum of a supplemental wage payment 
and all other supplemental wage payments 
paid by an employer to an employee dur
ing the calendar year exceeds $1,000.000, 
the withholding rate on the supplemental 
wages in excess of $ 1,000,000 shall be 
equal to the maximum rate of tax in effect 
under section 1 for taxable years beginning 
in such calendar year. The maximum rate 
of tax in effect for taxable years beginning 
in 2005 is 35 percent. Thus. the mandatory 
flat rate for ~upplemental wages in excess 
of $1 million in a given taxable year is 35 
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)ercent and will remain at 35 percent until 
nco me tax rates change. I 

':(11111111'11[1 Oil lHerizui/ till lI'irlllwldillg (ill 
\\(/ge.\ (lref S/,()()(),()()(} 

Many commt?ntt?r\ nprt?\\t?d conct?rIl 
Ihat the mandatory tlat ratt? \1 ithholding 
requiremenh would fOfCt? them to iden
tify whether eler) 1\ age pa) ment was a 
regular wage ()f a \upplemental \\age and 
to track all supplemental wages paid to 
determine whether mandatory tlat rate 
withholding applied. Under prior \em. 
treating any wage payment as a supple
mental wage was optional for employers. 
and many employers \\ ithheld on supple
mental wages under the aggregate proce
dure and thus were not required to identify 
wht?ther paymenh were regular wages or 

supplemental wages. Commenters were 
concerned about the cost and burden of 
implementing a system to track whether 
payments were regular wages or supple
mental wages. especially if only a few 
employees would have wages subject to 
mandatory flat rate withholding. While 
the IRS and Treasury Department appre
ciate the potential burden created by the 
need to distinguish between regular and 
supplemental wages in order to comply 
with the requirements of section 904(b) 
of the AJCA, section 904(b) mandates 
nat rate withholding only for supplemen
tal wages in excess of $1 ,uoo.oon. The 
IRS and Treasury Department request ad
ditional comments on how any burden 
could be mitigated while taking into ac
count the scope of section l)04( b) and the 
rules provided in section 3402 of the Code 
which describe the circumstances under 
\vhich employees provide withholding ex
emption certificates. and employers must 
follow them in implementing withhold
ing. For example. the IRS and Treasury 
Department are interested in views on 
whether it should permit employers to 
WIthhold at the mandatory nat rate on any 
~imount of total wages (both regular and 
supplemental) that exceeds $1.000.000. 

.\pel'1111 Rilles till' Detel'lIIU1ing 

,i/IJllicuhilit\' ot MI/Ill/orol'\, Fillt 

Rule II irhlllildlJlg 

A commenter also requested that an 
emplll) er be permitted to treat any sup
plemental wage payment as subject to 
mand,ltlln nat rate withholding whenever 
it is anti~ipated the employee' s supple
mental wages for the year are approaching 
the $1.000.000 threshold. To address 
these L'oncerns. the final regulations and 
the relenue procedure provide employers 
with a number of options in determining 
whether supplemental wages in excess of 
S 1.000.000 have been paid to an employee 
during the calendar year. 

One commenter suggested that guid
ance was needed as to the caleulation of 
the amount of noncash fringe benefits 
to be included in supplemental wages 
for purposes of determining whether the 
$1.000.000 threshold for mandatory flat 
rate withholding has been reached. With 
respect to the determination of the amount 
of supplemental wages for purposes of the 
mandatory flat rate withholding. the regu
lations are not intended to require different 
calculations of the amount of wages than 
would normally apply in determining the 
amount of wages subject to withholding. 
Thus. currently applicable procedures for 
the calculation of noncash fringe bene
fits of an employee (see Announcement 
85-113. which provides employers with 
special accounting rules that they may use 
to determine the amount of noncash fringe 
benefits that are wages subject to income 
tax withholding) will continue to apply in 
determining the amount of supplemental 
wages for purposes of the mandatory tlat 
rate withholding. If the noncash fringe 
benefit amounts are not wages subject to 
income tax withholding. then they are not 
included in regular wages or supplemental 
wages. 

A commenter suggested that specific 
guidance was needed concerning whether 
disqualifying dispositions of shares of 
stock acquired pursuant to the exercise of 
statutory stock options are taken into ac
count as supplemental wages for purposes 
of determining whether the S 1.000.000 
threshold has been rcached. Such income 
is not wages subject to federal income 
tax withholding. The final regulations 

specifically pro\·ide that income from 
disqualifyll1g dispositions of shares of 
stock acquired pursuant to the exercise of 
statutory stock options is not included in 
supplemental wages. 

A commenter also requested that. for 
purposes of determining whether an em
ployee has received $1.000,000 of supple
mental wages. an employer should be al
lowed to treat amounts included in Box I 
of Form W-2. "Wage and Tax Statl'lllell( 
as ··wages. tips. other compensation" as 
supplemental wages. Items reportable in 
Box I of Form W-2 include items that 
are not subject to income tax withholding. 
Nevertheless. in the interest of making the 
rules administrable for employers. the reg
ulations provide that employers can treat 
such amounts as supplemental wages, 

A commenter requested that. in deter
mining whether the employee has received 
S I .000.000 of supplemental wages. em
ployers should be allowed to take into ac
count the gross amount of a supplemen
tal wage payment including any pretax de
ductions that are attributable to sueh sup
plemental wages, However, pretax de
ductions. including salary reduction defer
rals. are not includible in gross income for 
the taxable year and are not wages sub
ject to income tax withholding, Therefore. 
the IRS and Treasury Department have not 
adopted this proposal. 

Mandatory flat rate withholding applies 
only to the excess of supplemental wages 
over $1,000,000 recei ved by an employee 
from an employer. taking into considera
tion all payments of supplemental wages 
made by an employer to an employee. 
Therefore. the new mandatory flat rate 
withholding on supplemental wages in 
excess of $1.000,000 can apply to all of a 
payment or only a portion of the payment. 

The proposed regulations provided that 
if a particular supplemental wage pay
ment results in an employee exceeding the 
$1,000.000 supplemental wage threshold, 
mandatory flat rate withholding will apply 
to the extent that the payment together 
with other supplemental wage payments 
previously made to the employee during 
the year is in excess of $} .000,000. Be
cause this provision could result in an 
employer having to treat two portions 
of a single supplemental wage payment 

l !l~:~'r I Ill' "lIl1'-\..'\ prl)\ 1\11\[1111 "n11111l ~J(lJ III l~lI." r:\,.(lIHHlll,.: Cir\l\\ lh JnJ TeI\ Reht'! Rc-u1nclilJlion Act of ~OOI, the mandalOf) nat ra[~ \\ ill chJngL' to 3Y,(l percent for (axahJe ycap., heginning 
,llll'f \)l'l clllhl'l ; I ~tll 0 
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under different withholding regimes, com
menters requested that employers be per
mitted to elect to treat the entire amount of 
the payment that results in supplemental 
wage payments to the employee exceed
ing $1.000,000 as subject to mandatory 
flat rate withholding. Commenters also 
requested that to avoid having the manda
tory flat rate withholding apply only to the 
portion of a supplemental wage payment 
that exceeds $\,000.000, employers be al
lowed to apply the mandatory rate only to 
payments after the payment which causes 
the employee to havc received $1.000,000 
or more of supplemental wages. 

The IRS and Treasury Department con
cluded thi, latter approach could not be 
reconciled with the statute. Section 904(b) 
of the AJCA provides that "if the supple
mental wage payment. when added to all 
such payments previously made by the em
ployer to the employee duri[Jg the calen
dar year, exceeds $1 ,000,000. the rate used 
with respect to such excess shall be equal 
to the maximum rate of tax .... " Accord
ingly, the final regulations continue with 
the rule that, if a supplemental wage pay
ment results in the total supplemental wage 
payments to the employee from the em
ployer during the calendar year exceeding 
$1,000,000, the amount of that payment in 
excess of $ J ,000,000 (when added to the 
supplemental wage payments previously 
made in the calendar year) is subject to 
mandatory flat rate withholding. The final 
regulations, however, permit employers to 
treat the entire amount of the payment that 
results in the employee receiving total sup
plemental wages of more than $1,000,000 
as subject to mandatory flat rate withhold
ing. ThlS treatment can arply on an em
ployee-hy-employee basis. 

A commenter requested that guidance 
be provided as to the calculation of supple
mental wages for purposes of determining 
the applicability of mandatory flat rate 
withholding in a situation where salary 
reduction deferral amounts are deferred 
from either gross regular wage payments 
or gross >upplemental wage payments to 
the employee. The commenters requested 
flexibility in allocating such deferrals. 
However, in order to apply mandatory 
flat rate withholding on a consistent ba
sis, payments of wages must be correctly 
identified as either regular wages or sup
plemental wages. Therefore, the final 
regulations provide that, in determining 

the amount of supplemental wages paid, 
salary deferral amounts are allocated to 
the gross regular wage payments or to 
the gross supplemental wage payment, 
from which they are actually deducted. 
For example. jf an employee had a valid 
salary reduction agreement deferring 10 
percent of all salary and bonuses, and 
the employee had received wage pay
ments based on $1,500,000 of gross salary 
and $1,000,000 of gross bonuses prim 
to reduction for the deferrals (and no 
other wages), the employer would allo
cate $150,000 to the gross regular wage 
payment and $100,000 to the gross supple
mental wage payment. Thus, for purposes 
of the mandatory f1at rate withhOlding, the 

example employee has received $900.000 
of supplemental wages. 

Taking into Account Pavments by Agents 
of EmpJovers in Determining Applicahilitv 
of Mandatorv Flat Rate Withholding 

In determining whether the supple
mental wages paid by an employer to an 
employee in a given taxable year exceed 
$1,000,000. the proposed regulations pro
vided that an employer (the first employer) 
must consider wage payments made to the 
employee by any other person treated as 
a single employer with the first employer 
under section 52(a) or 52(h). Further
more, if an employer enlists a third party 
to make a payment to an employee on the 
employer's behalf, the payment will be 
considered as made by the employer even 
though it may have been delivered to the 
employee by the third party. 

Commenters expressed the view that 
employers should not be required to count 
supplemental wage payments made by 
third party agents in determining whether 
the $1.000,000 supplemental wage thresh
old has been met. Although the AJCA did 
not specifically address whether supple
mental wage payments made by employers 
through agents must be considered in de
termining the applicability of mandatory 
flat rate withholding, requiring that such 
wages be taken into account is consistent 
with the purpose of the legislation Lo im
pose income tax withholding on a basis 
that is more consistent with income tax 
liability. Failure to consider payments 
made by agents of an employer would cre
ate an inconsistency in the application of 
mandatory flat rate withholding based on 

the type of payment systems that employ
ers choose to put in place. Thus. the final 
regulations retain the rule of the pf()po~ed 
regulations requiring that payments made 
by agents of the employers must be con
sidered in determining the applicilbility of 
mandatory flat rate withholding (with the 
exception of certain payments discussed 
below). 

A commenter requested that common 
law employer~ be allowed to disregard 
payments made by agents if the payments 
would be unlikely to trigger the manda
tory flat rate withholding. The commenter 
noted the administrative burden imposed 
if a third party agent were required to co
ordinate every payment with the employer 
to determine whether the employee has re
cei ved $1,000,000 of supplemental wages. 
The commenter requested that agents 
be allowed [0 presume that mandatory 
flat rare WithhOlding does not apply until 
year-to-date payments that they them
selves make to a particular worker exceed 
$100.000. Also, thc commcntcr requested 
that employers be allowed to presume 
that the mandatory flat rate withholding 
does not apply L1ntil year-to-date payments 
that the employer makes to a particular 
worker. without regard to payments made 
by a third party payer, exceed $50D,000, 

In order to provide relief with respect 
to payments malle by agents, the final reg
ulations provide a de minimis rule excep
tion. An agent making total wage pay
ments, includmg regular and supplemen
tal wages, of less than $100,000 to an indi
vidual in any calendar year may disregard 
other supplemental wages from the wm
mon law employer or any other agent of 
the employer that would subject the em
ployee to mandatory flat rate withhold
ing. Similarly, an employer may disre
gard supplemental wage payments made 
by an agent to an employee in determin
ing whether the employee has reached the 
$1,000,000 threshold if the agent has made 
total wage payments of less than $100,000 
to the employee during the calendar year. 
If an agent does reach the $100,000 thresh
old of wage, paid to a single employee 
in a calendar year. then the employer. in 
detelmining the applicability of m3nda
tory flat rate Withholding, must take into 
account all supplemental wages paid by 
the agent in determining whether manda
tory flat rate withholding applies 1O a wage 
payment made after the agent reaches the 
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$100,000 threshold. Similarly. with the 
payment that reaches the $100,000 thresh
old, the agent who has made $100,000 of 
wage payments to an employee during a 
calendar year, is required to take into ac
count all wages paid by the employer and 
any other agent of the employer who has 
reached the $100,000 threshold in deter
mining the applicability of mandatory flat 
rate withholding. This de minimis rule 
is subject to an anti-abuse rule, in that it 
does not apply to the employer in situa
tions where the employer has created an 
arrangement or arrangements with five or 
more agents if a principal effect of the ar
rangement or arrangements is to reduce ap
plicable mandatory flat rate withholding 
with respect to an employee. Application 
of the de minimis rule is optional. An em
ployer may take into account all supple
mental wages paid by agents, regardless of 
how small the payments are from any par
ticular agent, in determining whether the 
employee has received $1,000,000 of sup
plemental wages during the calendar year. 
Similarly, an agent is not required to apply 
the de minimis rule. 

Rates Applicable for Purposes of Optional 
Flat Rate Withholding 

The final regulations change the op
tional flat rate withholding on supplemen
tal wages to provide that the 20 percent 
rate applies only to supplemental wages 
paid prior to January I, 1994. The rate of 
28 percent applies to supplemental wages 
paid after December 31, 1993, and on or 
before August 6,2001. The Revenue Rec
onciliation Act of 1993, as amended by 
the Economic Growth and Tax Relief Rec
onciliation Act of 200 I, provides that the 
supplemental withholding rate shall not be 
less than the third lowest rate of tax ap
plicable under section I (c) of the Code for 
wages paid after August 6, 2001, and be
fore January I, 2005. Consistent with this 
amendment, the regulations provide that 
the rate of 27.5 percent applies to supple
mental wages paid after August 6, 200 I. 
and on or before December 31, 200 I, the 
rate of 27 percent applies to wages paid af
ter December 31. 2001. and on or before 
May 27. 2003, and the rate of 25 percent 

applies to \\lages paid after May 27, 2003. 
and on or before December 31, 2004. 

One commenter suggested that optional 
flat rate withholding for \\lages paid after 
December 31, 2002, and on or before May 
27, 2003, should be 25 percent. The law 
in effect at the time as enacted by the Eco
nomic Growth and Tax Relief Reconcili
ation Act of 200 I provided that the sup
plemental withholding rate "shall not be 
less than the third lowest rate of tax ap
plicable under section \( c) of the Internal 
Revenue Code of 1986." The commenter 
stated that the optional flat rate withhold
ing should be 25 percent because the Jobs 
and Growth Tax Relief Reconciliation Act 
of 2003 provided that the third lowest rate 
of tax under section I (c) of the Code after 
December 31, 2002, would be 25 percent. 
However, this provision changing the third 
lowest rate of income tax rate to 25 per
cent was not enacted into law until May 
28, 2003. Thus, at the time of payments 
of supplemental wages made after Decem
ber 31, 2002, and prior to May 28, 2003. 
the third lowest rate of tax under section 
I (c) was 27 percent. As noted in the pre
amble to the proposed regulations, the IRS 
and Treasury Department believe that the 
27 percent rate for this period is consistent 
with the general principle that the employ
ment taxation of wage payments is deter
mined based on the rates in effect at the 
date the wages are paid. United States v. 
Cleveland Indians Baseball Co., 532 U.S. 
200 (200 I). Therefore, the final regula
tions continue to provide that the optional 
flat rate withholding for wages paid after 
December 31, 2002, and prior to May 28, 
2003, was 27 percent. 

For 2006, the optional flat rate with
holding for supplemental wages of 
$1,000,000 or less in a given taxable 
year is 25 percent. The optional flat rate 
withholding will remain at 25 percent until 
income tax rates change.2 

Application of Mandatory Flat Rate 

Withholding Regardless of Employee's 
Personal Income Tax Liability 

Commenters requested that the final 
regulations provide an exception from 
mandatory flat rate withholding when 
the employee receiving the supplemental 

wage amount will be eligible to take an off
setting income tax credit or an offsetting 
income tax deduction, but no exception 
from the definition of wages for income 
tax withholding purposes applies. Com
menters noted that some foreign countries 
impose foreign income tax but not foreign 
income tax withholding on supplemental 
wage payments made to United States 
employees who are based in and working 
in those foreign countries. If an employer 
is not required by foreign law to withhold 
foreign income tax from a supplemental 
wage payment, the exception from wages 
provided by section 340 I (a)( 8)(A)(ii) of 
the Code does not apply. However, the 
payment may be subject to foreign income 
tax and the employee may be eligible for a 
foreign income tax credit that could offset 
any liability for United States income tax. 
The commenters requested that the reg
ulations provide an exception for United 
States residents or citizens who are work
ing overseas and receive supplemental 
wage payments that are subject to foreign 
income tax, but not foreign income tax 
withholding. 

Another commenter noted that an em
ployee may be required by the terms of 
a divorce decree to pay the entire amount 
of a bonus to a former spouse and may 
be eligible to take an alimony deduction 
with respect to the transfer to the former 
spouse. This commenter suggested that 
the IRS and Treasury Department create 
an administrative exception from manda
tory flat rate withholding that would apply 
if the employee submits a Form W -4 es
tablishing that the employee will be enti
tled to an offsetting income tax deduction 
with respect to the supplemental wage pay
ment. 

In enacting the requirement for manda
tory flat rate withholding, Congress made 
clear its intent to override the withholding 
that would apply pursuant to the em
ployee's elections on the Form W-4 with 
withholding at a specific statutorily pre
scribed rate. To provide exceptions for 
tax credits or deductions that an employee 
would expect to receive would require the 
employer to give the employee's Form 
W-4 or some other document from the 
employee precedence over the statutory 
mandate. Moreover, although the com-

: l'nJe'r ,·urreIlIIJII. ,<,clion lil)(cl \\111 not be applicable to taxahle years beginning after December 31. 2010, pu"uant to the sunset provisions contained in section 901 of the Economic 

C,""\lh anJ Ta, Reird ReconciirJtlon Act elf 2001 IPublic La" 107-16: 115 Stat 150), See also section 107 of Public Law 108-27 (117 Stat. 755), Absent legislative action, the optional 
llJl rate \\ 111 chJllgt" to 2~ perceIll in ~Oll. 
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menters are suggesting limiting the excep
tions to circumstances in which specific 
credible claims for credits or deductions 
can be made, implementation of such 
proposals would require the employer to 
vet claims made by individual employees 
about their tax circumstances. The IRS 
and Treasury Department decline to adopt 
the suggestions made by the commenters 
because they are contrary to statutory in
tent and would require the employer to 
assume a role in assessing employees' tax 
circumstances that employers cannot and 
should not be asked to perform. 

Effective Date of Regulations 

Many commenters stated that making 
the changes to their payroll systems nec
essary to comply with mandatory nat rate 
withholding would take ti me and require 
testing. Of particular concern was the co
ordination of payments by agents. In re
sponse to these comments, the final reg
ulations will be effective with respect to 
wages paid on or after January I, 2007. 
This will give employers time to imple
ment any programming and coordination 
required by the final regulations. 

A commenter also asked for permanent 
relief from mandatory flat rate withhold
ing and related reporting and withholding 
penalties and interest if the employer (or 
third party payer) makes reasonable, good 
faith efforts to comply with the new re
quirements. Because Congress established 
this withholding as mandatory, it would be 
inconsistent with the statute to provide per
manent relief from liability for the manda
tory flat rate withholding. 

Special Analyses 

It has been determined that these fi
nal regulations are not a significant regu
latory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) does 
not apply to these regulations, and because 
the regulation does not impose a collection 
of information on small entities, the Regu
latory Flexibility Act (5 U.s.c. chapter 6) 
does not apply, and therefore, a Regulatory 
Flexibility Analysis is not required. Pur
suant to section 7805(f) of the Code, the 
proposed regulations preceding these reg-

ulations were submitted to the Chief Coun
sel for Advocacy of the Small Business 
Administration for comment on the impact 
on small business. 

Drafting Information 

The principal author of these regula
tions is A. G. Kelley, Office of Division 
Counsell Associate Chief Counsel (Tax Ex
empt and Government Entities). However, 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 31 is 
amended as follows: 

PART 3 I-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME TAX 
AT SOURCE 

Paragraph 1. The authority citation to 
part 31 is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.s.c. 7805* * * 
Section 31.3402(n)-1 also issued under 

26 U.s.C 6001,6011 and 6364 * * * 
Par. 2. Section 31.340I(a)-1 

is amended by revising paragraph 
(b)(8)(i)(b)(2) to read as follows: 

§31.3401(a)-1 Wages 

* * * * * 
(b) * * * 
(8) * * * 
(i) * * * 
(b) * * * 
(2) Payments made by agents subject to 

this paragraph are supplemental wages as 
defined in §31.3402(g)-I, and are there
fore subject to the rules regarding with
holding tax on supplemental wages pro
vided in § 31.3402(g)-1. For purposes of 
those rules, unless the agent is also an 
agent for purposes of withholding tax from 
the employee's regular wages, the agent 
may deem tax to have been withheld from 
regular wages paid to the employee during 
the calendar year. 

* * * * * 
Par. 3. Section 31.340I(a)-4 is 

amended by revising paragraph (c) to 
read as follows: 

§3J.340J(a)-4 Reimbursements alld other 
expense allowance amounts. 

* * * * *-
(c) Withholding rate. Payments made 

under reimbursement or other expense 
allowance arrangements that are subject 
to income tax withholding are supplemen
tal wages as defined in §31.3402(g)-1. 
Accordingly, withholding on such supple
mental wages is calculated under the rules 
provided with respect to supplemental 
wages in §31.3402(gJ-1. 

* * * * * 
Par. 4. Section 31.3402(g)-1 is 

amended by: 
1. Revising paragraph (a). 
2. Adding a sentence at the beginning 

of paragraph (b)( I). 

3. Revising paragraph (h)(2). 
The revisions and addition read as fol

lows: 

§31.3402(g)-1 Supplemental wage 
payments. 

(a) 1n general and wirh!1Olding 

on supplemental wages in excess of 
$1,000,000-(1) Determination of sup
plemental wages and regular wages-Oj 
Supplemental wages. An employee's re
muneration may consist of regular wages 
and supplemental wages. Supplemental 
wages are all wages paid by an employer 
that are not regular wages. Supplemen
tal wages include wage payments made 
without regard to an employee's payroll 
period. but also may include payments 
made for a payroll period. Examples of 
wage payments that are included in sup
plemental wages include reported tips 
(except as provided in paragraph (a)(I)(v) 
of this section), overtime pay (except as 
provided in paragraph (aJ(l )(iv) of this 
section), bonuses, back pay, commissions, 
wages paid under reimbursement or other 
expense allowance arrangements, non
qualified deferred compensation includi
ble in wages, wages paid as noncash fringe 
benefits, sick pay paid by a third party as 
an agent of the employer, amounts that are 
includible in gross income under section 
409A, income recognized on the exer
cise of a nonstatutory stock option, wuges 
from imputed income for health coverage 
for a non-dependent, and wage income 
recognized on the lapse of a restriction 
on restricted property transferred from an 
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:mployer to an employee. Amounts that 
lre described a~ supplemental wages in 
his definition are supplemental wages re
~ardless of whether the employer has paid 
:he employee any regular wages during 
~ither the calendar year of the payment or 
any prior calendar year. Thus. for exam
ple. if the only wages that an employer has 
ever paid an employee are payments of 
noncash fringe benefits and income rec
ognized on the exercise of a nonstatutory 
~tock option. such payments are classified 
a~ ~lIpplemental wages. 

(ii) Reglilur \\'uges. As distinguished 
from supplemental wages. regular wages 
are amounts that are paid at a regular 
hourly. daily. or similar periodic rate (and 
not an overtime rate) for the current payroll 
period or at a predetermined fixed deter
minable amount for the current payroll 
period. Thus. among other things, wages 
that vary from payroll period to payroll pe
riod (~uch a~ commissions, reported tips, 
bonuses. or overtime pay) are not regular 
wages. except that an employer may treat 
tips as regular wages under paragraph 
(a)( I )(v) of this section and an employer 
may treat overtime pay as regular wages 
under paragraph (30)( I )( iv) of this section. 

(iii) Amollnts that are not wages slIbject 
to incom£' tax lI'ithholding. If an amount 
of remuneration is not wages subject to in
come tax withholding, it is neither regu
lar wages nor supplemental wages. Thus. 
for example. income from the disqualify
ing dispositions of shares of stock acquired 
pursuant to the exercise of statutory stock 
options, as described in section 421 (b). is 
not included in regular wages or supple
mental wages. 

(iv) Optiol/cli treatll1ent ofol'ertime pay 
liS /'cgllla/' \\'(/gcs. Employers may treat 
(l\'Crtime pay as regular wages rather than 
supplemental wages. For this purpose, 
(i\'crfilllc pilr is defined as any pay required 
to he paid pursuant to federal (Fair Labor 
Standards Act), state. or local governmen
tal laws at a rate higher than the normal 
\\ age rate of the employee hecause the em
ployee ha~ worked hours in excess of the 
numher of hours deemed to constitute a 
l1l)rmal \\ ork week or work day. 

(\ ) Ol'li(}lwl 1/'(,([(lIll:'l1t ortips as regular 
1\ (/gCl. Emplo)ers may treat tips as regu
Llr \\age, rather than supplemental wages. 
For thi ... purpose. tips are defined as includ
ing ,til tips \\hich are reported to the em
pin: er pursuant to ... eetion 6053. 
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(vi) Amoullt to be withheld. The cal
culation of the amount of the income tax 
withholding with respect to supplemental 
wage payments is provided for under para
graph (a)(2) through (a)(7) of this section. 

(2) MOl/datory flat rate withholding. 
If a supplemental wage payment, when 
added to all supplemental wage payments 
previously made by one employer (as de
fined in paragraph (a)(3) of this section) 
to an employee during the calendar year, 
exceeds $1.000.000, the rate used in de
termining the amount of withholding on 
the excess (including any excess which 
is a portion of a supplemental wage pay
ment) shall be equal to the highest rate 
of tax applicable under section 1 for such 
taxable years beginning in such calen
dar year. This flat rate shall be applied 
without regard to whether income tax 
has been withheld from the employee's 
regular wages, without allowance for 
the number of withholding allowances 
claimed by the employee on Fonn W-4, 
"Employee '.I' Withholding A/lowance Cer
tificate." without regard to whether the 
employee has claimed exempt status on 
Form W-4. without regard to whether the 
employee has requested additional with
holding on Form W-4, and without regard 
to the withholding method used by the em
ployer. Withholding under this paragraph 
(a)(2) is mandatory flat rate withholding. 

(3) Certain persolls treated as one em
ployer-(i) Persons under common Co/l

trol. For purposes of paragraph (a)(2) of 
this section, all persons treated as a sin
gle employer under subsection (a) or (b) of 
section 52 shall be treated as one employer. 

(ii) Agents. For purposes of paragraph 
(a)(2) of this section. any payment made 
to an employee by a third party acting as 
an agent for the employer (regardless of 
whether such person shall have been des
ignated as an agent pursuant to section 
3504) shall be considered as made by the 
employer except as provided in paragraph 
(a)(4)(iii) of this section. 

(4) Treatment or certain items ill de
termininf!, aflplicabilit ..... of mandatory flat 
/'(Ite I\'ithholdinf!,-(i) Optional treatment 
ot' compensation not sllbject to income tax 
WiThholding. For purposes of paragraph 
(a)(2) of thi~ section, employers may de
termine whether an employee has received 
$1.000,000 of supplemental wages during 
a calendar year by including in supplemen
tal wages amounts includible in income 

but not subject to withholding that are re
ported as wages. tips. other compensation 
on Form W-2. 

(ii) Allocation I!f' slilan' reduction de
ferrals. In allocating salary reduction 
deferral amounts excludable from wages 
for purposes of determining whether the 
employer has paid $1.000,000 of sup
plemental wages under paragraph (a)(2) 
of this section. employers must allocate 
such salary reduction deferral amounts 
to the type of compensation (i.e .. gross 
amounts of regular wage payments or 
gross amounts of supplemental wage pay
ments) actually being deferred. 

(iii) Optional de minimis exceptioll 
for certain payments by agents. For pur
poses of paragraph (a)(2) of this section, 
if an agent makes total wage payments 
(including regular wages and supplemen
tal wages) of less than $100,000 to an 
individual during any calendar year, an 
employer or other agent may disregard 
such payments in determining whether 
the individual has received $1,000,000 of 
supplemental wages during the calendar 
year, and such agent need not consider 
whether the individual has received other 
supplemental wages in determining the 
amount of income tax to be withheld from 
the payments. An employer may not avail 
itself of this exception if the employer is 
making payments to the employee using 
five or more agents and a principal ef
fect of such use of agents is to reduce the 
applicability of mandatory flat rate with
holding to the employee. For purposes of 
paragraph (a)(2) of this section, ifan agent 
makes total wage payments of $100,000 or 
more to an individual during any calendar 
year, the entire amount of supplemental 
wages paid by the agent during the calen
dar year to the employee must be taken 
into account (by other agents of the em
ployer that make total wage payments to 
the employee of $100,000 or more, by the 
agent, and by the employer for which the 
agent is acting) in determining whether 
the employee has received $1,000,000 of 
supplemental wages. 

(iv) Treatment of supplemental wage 
payment exceeding $1.000,000 cumulative 
threshold. In the case of a supplemen
tal wage payment that, when added to all 
supplemental wage payments previously 
made by the employer to the employee in 
the calendar year, results in the employee 
having received in excess of $1,000,000 



supplemental wages for the calendar year, 
the employer is required to impose with
holding under paragraph (a)(2) of this sec
tion only on the portion of the payment 
that is in excess of $1 ,000,000 (taking into 
account all prior supplemental wage pay
ments during the year). However, an em
ployer may subject the entire amount of 
such supplemental wage payment to the 
withholding imposed by paragraph (a)(2) 
of this section. 

(5) Withholding on supplemental wages 
that are not subject to mandatory flat rate 
withholding. To the extent that paragraph 
(a)(2) of this section docs not apply to a 
supplemental wage payment (or a portion 
of a payment), the amount of the tax re
quired to be withheld on the supplemental 
wages when paid shall be determined un
der the rules provided in paragraphs (a)(6) 
and (7) of this section. 

(6) Aggregate procedure FJr withhold
ing on supplemental wages-(i) Appli
cability. The employer is required to 
determine withholding upon supplemen
tal wages under this paragraph (a)(6) if 
paragraph (a)(2) of this section does not 
apply to the payment or portion of the 
payment and if paragraph (a)(7) of this 
section may not be used with respect to 

the payment. In addition, employers have 
the option of using this paragraph (a)(6) 
to calculate withholding with respect to a 
supplemental wage payment, if paragraph 
(a)(2) of this section does not apply to the 
payment, but if paragraph (a)(7) of this 
section could be used with respect to the 
payment. 

(ii) Procedure. Provided this procedure 
applies under paragraph (a)(6)(i) of this 
section, the supplemental wages, jf paid 
concurrently with wages for a payroll pe
riod, are aggregated with the wages paid 
for such payroll period. If not paid con
currently, the supplemental wages arc ag
gregated with the wages paid or to be paid 
within the same calemlar year for the last 
preceding payroll period or for the cur
rent payroll period, if any. The amount 
of tax to be withheld is determined as if 
the aggregate of the supplemental wages 
and the regular wages constituted a sin
gle wage payment for the regular payroll 
period. The withholding method used by 

the employer with respect to regular wages 
would then be used to calculate the with
holding on this single wage payment and 
the employer would take into considera-

tion the Form W-4 submitted by the em
ployee. This procedure is the aggregate 
procedure for vvithholding on supplemen
tal wages. 

(7) Optional flat raTe withho/dillR Oil 

.1 IIfip!emellta! wages-Ii) Applicahilitv. 

The employer may determine withholding 
upon supplemental wages under this para
graph (a)(7) if three conditiom are met-

(A) Paragraph (aJ(2) of this section does 
not apply to the payment or the portion of 
the payment: 

(B) The supplemental wages are either 
not paid concurrently with regular wages 
or are separately stated on the payroll 
records of the employer: and 

(C) Income tax has been withheld from 
regular wages of the employee during the 
calendar year of the payment or the preced
ing calendar year. 

(ii) Procedure. The determination of 
the tax. to be withheld under paragraph 
(a)(7)(iii) of this section is made without 
reference to any payment of regular wages, 
without allowance for the number of with
holding allowances claimed by the em
ployee on Fmm W-4, and without regard 
to whether the employee has requested ad
ditional withholding on Form W-4. With
holding under this procedure is optional 
flat rate withholding. 

(iii) Rate (/pplicablefor purposes ofop
tional flat rate withholding. Provided the 
conditions of paragraph (a)(7)(i) of this 
section have been met, the employer may 
determine the tax to be withheld-

(A) From supplemental wages paid af
ter April 30, 1966, and prior to 1anuary I, 
1994, by using a flat percentage rate of 20 
percent: 

(B) From supplemental wages paid af
ter December 31, 1993, and on or before 
August 0, 200 I, by using a flat percentage 
rate of 28 percent: 

(C) From supplemental wages paid af
ter August 6, 200 I, and on or before De
cember 31, 2001, by using a flat percent
age rate of 27.5 percent: 

(D) From supplemental wages paid af
ter December 31, 200 I, and on or before 
May 27, 2003, by using a flat percentage 
rate of 27 percent; 

(E) From supplemental wage, paid after 
May 27, 2003, and on or before December 
31, 2004, by using a flat percentage rate of 
25 percent: and 

(F) From supplemental wages paid af
ter December 31, 2004, by using a flat 

percentage rate at 28 percent (Dr the cor
responding rate in effect under section 
I (i)(2) for taxable years beginning in the 
calendar year in which the payment i, 
made). 

(8) EX(/l1lples. For purpose~ of these ex
amples, it is assumed that the rate for pur
poses of mandatory flat rate withholding 
for 2007 is 35 percent, and the rate for pur
poses of optional flat rate withholding for 
2007 is 25 percent. The following exam
ples illustrate this paragraph (a): 

E.wm"le f. (i) lmployee A IS an employee of 
three entitie, (X. Y. and Z) that are treated <I, a single 
employer under section 52(a) or (hi. In 2007. X pays 
regular wage, to A on a monthly p~yroll period f()r 
services performed for X. Y, and Z. The regubr wage, 
are paid on the third hu,iness day of each month. In
come tax is withheld from the regular wages of A 
during the year A receives only the following sup
plemental wage payments during 2007 in addition to 
the regular wages paid hy X-

(A) A oonu, of $600.000 from X on March 15, 

2007; 
(B) A bonus of $2J()O.110() from Y on November 

15. 2007; 2nd 
(C) A honus of $10.000 from Z on December 3 I. 

2007. 
(iii In this Ewml'/c I. the $600.000 honus from 

X is it supplemental wage payment. The withhold
ing on the $6(JO,(JOO payment from X could be de
termined under either paragraph (al(61 or 171 of this 
seuiol1 because income tax has been withheld from 
the regular wage, of A. If X elects to use the ag
gregate procedure under paragraph (a)(6) of this sec

tion. the amount of withholding on the supplemental 

wages would be ha<;ed on aggregating the supplemen
tal wages and the regular wages paid by X either for 
the current or last payroll period and treating the to
tal of the regular wages paid by X and the $600,000 
supplemental wages as a single wage payment for a 

regular payroll peflod. The withholding method used 
by the emplDyer wIth respect to regu lar wages wou ld 
then be used to calculate the withholding on this sin
gle wage payment. and the employer would take into 
c~nsjderati()n the Form W-4 furnished hy the em

ployee. 
(iii) In this EX{/}l1pie f. the $:UOO.OOO bonus 

from Y i, a ,upplemental wage payment. To calcu
late the withholding on the $2,300,nOO ,upplemental 
wage payment from Y. the $6nO.000 of supplemen
tal wage<; X has alre;ldy paid to A in 2007 must 

be taken into ;t(wum because X and Yare treated 
as the same employer untkr <;ection 521a) or (hi. 
Thus, the withholding on the tirst $.fO(),OOO of the 
payment lie. the cumulative <;upplcmental wage<; 
not in exee" of $1.000.0001 is computed separately 
from the withholding on the remaining $1.l)()().O()(] 

of the payment (i.e .. the amount of the cumulative 
supplemental wages ltl exec" of $I.OOO.O()O). With 
respect to the first $!.OO'(IOO, the withholding could 
be computed under either paragraph (3)(6) or la)ni 

of thi, ,ectlon. hecause mClllne tax ha' been withheld 

from the regular wage, orlhe employee. II Y Ci,CCiCd 

to withhold income tax using paragraph (~I)(7i of this 

section. Y would withhold on the $ .. 00.000 compo

nent at 25 percent (pur,uant III paragraph (a II 7 II ii IIFI 
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)f thi, ,~ctilln). II hlL'h II ou lu rc,u It 111 S I OO,()lIl) ta \ 

II ithhcld. The rem.lining ~ I.L)()I).()()(] ot the hOIlU, 

would he ,ubjcct to mand,ltuf) thl lale \llthhl)IJillg 

at the ma\imum rail' of tax 111 effecl unuer ,ec'tillil 

I for 20117 I I)(i) II ithllul rC'~dru III the Fnrm W~-I 

,uhmilleu by iI. The aillouni \1 ilhhl'id from the 
S 1.l)()O,OO() \Iould he ')nn5,()()(] The \lllhholdll1:: 

on the 1~lf't cUlllponl'nt anJ Ihc \llthhlllding on the 

,eeunu eomponellt then II ould he addeu together 10 

dctumine the total incollle la\ II ithhuldin:: 1111 Ihe 

,uppkillentdi \Iage paymcllt IfIlm Y. Alternatllel). 

under para~raph lall-+!li\ 101 thi' ,eL'tlllll, Y c\lulll 
tre,1l the elltlre S2 .. 1()(),IlOIl honu, paylllL'lil a, ,ubject 

to manuatllr) Ibt rate II Ithhulding at the ma\lmum 

r,lte of la\ 1.15' i I. 111 1\ hlch ca'e the amount to he 
II ilhheld \1 nuld he y; PL'I'L'l'llt III <;'2 . .I()O,OIlO. ur 

\W:\O()O. 
(1\ ) The'. I O,l)()O hllllU, [laid lrom Z i, aho a ,up· 

picmenlal II age pay Illell!. Tllc,i1cubte the \llthhold· 
Illg \In thl' SIO,OIlO hlllllh, the '.2,L)(]Il,()OO in eumu· 

btllC ,uppkmentJI \1 age' alre,ld) paid to A ill 2007 
h) X anJ Y IIlUq be la~ell Il1Ill aCL'(lullt becau'e X, 
y, and Z arc trealed a, a ,inglc employer. The en· 

lire S I (I.(I()() \lOIlU' \1 ould he ,uh)eL'\ to maIlJ,ilol,) Ibt 
rate II Ithholdlllg at the l11a\imum rale olla\ In effect 
unuef ,ection I 1m 20117 The incllme tax reljulred 10 

he \1 ilhhcld on 11m [l'l\ menl \loulJ be .IS [lercent of "I (l,I)()1l or )I.'illil 
/-.'\(/111/)"'.' Fm[llo)l'e, R <lnd C \\or~ for l'1l1~ 

1'10)(1' M. F"eh cIlll'llllee reeeilT' a l110nthly ,alary 
pf )..\.Illl() In 20m. A, a re,ult llf the withholJlng al~ 

10walKe, claimed by B, there lla' heen no Illcomc tax 
II ithhlllJmg on the rcguLlr II dge, M p"y' to B dUI' 
ing "ilhn 21107 or 21llh In L'nntra,!. vI ha, \\ ith· 
helu Income la\ fnlm regular wage, !VI pay, to C dur· 
ing 2007 Together With the monthly ,alary chec~ 
paiu In Decemher 2007 tll each ell1[lloyee, M include, 
a hl1ilU, of S2,OOO, which i, Ihe only ,u[l[llcmenwl 
II age [layment each employee reeeile, from M in 
2(]07. The bonu,e, arc ,eparalely 'tateu on the pay· 
1011 recoru, of M. I3ecau,e M ha, withheld Ill) incomc 
tax from B', regular wage, Juring either the calend;lr 
year of the :t>2,()OI) horlU' or the preceding calendar 
) car, 1\1 cannot u,e optional nat rate withholJing [If(). 
\Ided undn paragraph 1,1)(7) III thi, 'ectil1n to L',i1CU' 
late the inCl1illC lax II ithhnluing lln S', S2,()OO honu,. 
lon.,equently, M mu,t u,e the agi!rcgate proc'euure 
,et lorth in paragraph I a)( 0) 01 Ihi, ,cctlon to calculate 
thc' Income ta.\ II ithholJing due on the i>2,()IIO honu, 
to B. With re'rect tll the bunu, [l,ud III C. M ha, Ihe 
uplioll l1r U\JI1g cillicr lhe aggn..'g~!ll' pnll'l'dure pru

I ilkJ Linder paragrarh lall6) llf thi, 'ectilln or the 11[l' 
tional nat rate withholJmg [lrlll ided under paragra[lh 
I a)(7) nl thi, "C'ctilln tIl calculate the incl1me ta\ with· 
hlllJlng dUl'. 

L \(IIIII){" 3. I i I Emplll) ee [) II orb a, an emplll) ec 
elf Cor[loratlon R. Cl1r[lllratilHl, Rand Tare tre,tled '" 
.1 'Jn~1c elllplll) er under ,cL'tllln 52t a) nr I h I. R Illa~e, 
rc'gular II age pa) men" tIl El11plmce ]) pf S200,()IIO 
llil a nlllnthly ha,i, in 211117. ;ll1d lllCl1ille ta\" Ilith· 

held from [llI"e \Iage,. R rd)' [) d honu, for h" 'cr· 
\ ic'e, ,I' ,111 ~l11plll) c'C cqudl [II ~.\.tlOIJ,()()I) (lll June .10. 

201l7. l'nrl'i'licJ clllnpdlll II pay' [) 'Ick pel) a, ,111 

.ISc'nt III thl' cl1lploler R ,II1U ,uch ,ic~ I'd) I' ,up· 
I'tcI11cnLlI 11.I~c" rur'U,lllt l() ~JIJ-+Ollal-Ilblt2) II 
P,II, D )~I).IJ()I)()I 'IC~ I'd) lin OCloher.\ I. 2()07. Cor· 
f't 1r.ltit)1l T dl'L'iJL'''' tll ,1\\ •. Hd PllllLhl" lP ~lill'1llrl()! C(~ 

llt R dnd T ,Illd p.tl' ,I hlllllh III S I 00.1)1 III 10 [) lHl Dc· 

432 2006-2 C.B. 

cemhcr J I, 2(l07. D receilcd no other paymtms from 
R,1. llr U. 

til) In chmlllllogiL'al ,U11ll11ary, D is paid the fol. 
111\1 ing \\ age' olher than the regular I1111nthly wagc, 

[ldiu b\ R 
t:'\) June -'0, 2007 - S.1,OOO,OOO (honus from R): 

181 OCloher .II, 20117 - SSO,OOO (Sick pay from 

): and 

Ie) Deccmher .II. 2007 - $1 oO,noo (honus from 

Illi) In Ihi, f.'w/JII'/c 3. l'och paymcnt of wages 

other than the regular monthly wage payments frnm R 
"colNuered to be sU[lpicmenlal Ilage, for purpo,cs 

III \1 I[hholdillg under paragraph (all 2) PI' thi, ,ection. 

The amount of regular wage, from R i, irrelevant in 

dctL'flnining \Ihellillandatory nat rate withhold1l1g on 

,uppicl11ental Ilage, mU,1 be ap[llied. 
IiI) Beeau,,, IIKoml' tax has heen withheld on 

D', regul;lI' Ilage" income tax may be withheld on 
~ I,O()O,O()O of [he S3,OOO,OOO bOllu, paid on June 30. 

20m, unJer either [lJrJgrJph (a)(61 or (7) of thiS sec~ 

tion. If R clcct, to u,e ortional nat rate withh()ld~ 
i ng [lrl1\ iJed under paragrarh (a )(7)( i II( F) of thi, sec~ 

tion. withholding would he calculated at 25 percent of 
the S 1,000,000 portion of the [laymenl und would he 
S2S0,11I)1I 

1\) Income tax withheld on the follO\\ing supple~ 
mental Ilage payrnenh lor portion of a [layment) a, 

follow, " required to be cokuluted at the maximum 
rail' iIi effeci under ,cetlon I, or.l) percent in 2007-

I A) $2,OOO,OO() of the '!.3,OOO,OOO bonus paid by 

K on June JO, 2007: and 
(B I all of the $) OO,O()() honu, paiJ by T on De~ 

cember 3 120m 
1\1) Pur,uant 10 [lara~ra[lh talt-+lllii) of thi, ,ec~ 

lion. becau'L' the tolal wage paymenb malk hy U, an 
agent 01 the l'mployl'r, to D ,Ire Ie" th,m $ I 00,000, 
LI I, rernlllled to detCl'mine the amount of income 
lax to hc withhelu Without regarJ to other ,u[lrle~ 
mcntal wa~c [laymenh made to the em[lloyee. In~ 

L'llille la\ II ithhlllJln~ un the $50.000 ill ,iei-, pay may 
he determincd unuer either [laragraph la)(6) or (7) of 
thi, ,ection. II U eicct, to wilhholJ lIlcomc tax at 
the nat rate prmiueu under [lar,lgra[lh iaIt7)(ii)(F) of 
thi, 'ediun. 1\ ilhholding on the ~5(),(J()() of ,ick [lay 
\\lluld he cakulatcd at 25 [lcrcent of Ihe~50,(]O() pay~ 
ment anJ Ilouiu bc <j, 12500. Alternatively, U may 
chome to la~c aCL'ount 01 the i>J,OOO.OOO in ,upple~ 
mental II age, [laiu by the employer Junng 20()7 rrior 
to payment ul the '.SO,O()O ,iek ray. anu withholding 
nn the SSO,OI)O or ,Ick pa) could he calculated a[lply~ 
Ing the mandatOl,) nat rate of 3'i perc'Cnl, resulting in 
II ithholdi ng of S 17 ,SOO on Ihe '!,)(l,OOO payment. 

r,mJl/){" -f. Ii) Emplnyer J ha, ueeiJeJ II want, 
to granl it, c'm[lluyee B a i> 1,000.0110 net bonu, (al~ 
ler Withholding) to he paid in 20U7. Employer J ha, 
\I ithheld income la\ ('l'Om the regular wage, of thc 
"m[lloyee Flllployl'f J ha, maue no other ,upplemen· 
[al II age pay menh [0 B during the year. The rate for 
manuatory nal rate II ithhulJlng in effect in the year 
In 1\ hich the ral ment I' made I, 35 percent. and the 
rate lor ortional nat rate \I i[hholJing in effeet i, 25 
rercell!. 

I ii I Tili, f..IlI/Il{l{e -f reljuire, grmsing up the 
,upplemental II age rayment to determine the grms 
II age, nece"ary to re,ult in a net payment of 
"1.\lIIII.IIJ)O. It the em[llll)el eleeteJ to usc optional 
nat rate Illthholding. the fir,t 'il1.OOO.OOO of the 
\I ,I~e, II "ulu be 'Uh)eCI [0 25 percent withholding. 

Hml e\ ei'. anI' II agl" ah\1\ e that. including amounts 

rcpre,enting ~r()"'up ray mcnb, II nulu ht' subject to 
mandator~ l5 percl'lll 1\ ithholdill,l!. The \1 ithholding 
J[l[lllcahk III Ihe flrq S 1.000,1100 (U'" S250,()(Xl) 

\\'oulJ tllll' he rc'quired to he ~w"cd.up at a 35 
percent rate to detL'fl11ine the gro" \\a,l!c amount in 
execs, of S 1.000,000. Thus, the II age, in excess 
of Sl,()()(),OOO \Iould be cqual to $250.000 dll'ided 

by .65 (com[luted hy suhtracting . .15 from I) or 

$.1R-+,nI5 .. IX. TlllI' the total supplemental wage pay· 
ment. taking into aCL'ount inc'onw tax withholding 

only (and not Federal Insurance Contrihutlons Act 
taxe,), to B \lould bc $1..18-+,615.38, and the total 

withhLlIJing with res[lect to the payment if Employer 

J elected oplional tlat rate withholding \Iith respect 
to the first $I,O()O,OOO, would bc $38-+,615..18. 

(9) Certain noncash payments to retail 

commission salesmen, For provisions re
lating to the treatment of wages that are not 
subject to paragraph (0.)(2) of this section 
and that are paid other than in cash to retail 
commission salesmen, see §31.3402UH, 

(10) Alternative methods, The Sec~ 

retary may provide by publication 
in the Internal Revenue Bulletin (see 
§601.601(d)(2)(ii)(b) of this chapter) for 
alternative withholding methods that will 
allow an employer to meet its responsibil~ 
ity for the mandatory tlat rate withholding 
required by paragraph (0.)(2) of this sec~ 

tion, 
(b) Special rule H'here aggregate 

withholding exemption exceeds wages 
paid-( I) Procedure, This rule does not 
apply to the extent that paragraph (a)(2) 
of this section applies to the supplemental 
wage payment. * * * 

(2) Applicability, The rules prescribed 
in this paragraph (b) shall, at the election 
of the employer, be applied in lieu of the 
rules prescribed in paragraph (a) of this 
section except that this paragraph shall not 
be applicable in any case in which the pay· 
roll period of the employee is less than one 
week or to the extent that paragraph (0.)(2) 
of this section applies to the supplemental 
wage payment. 

..-:~**** 

Par. 5. Section 31.3402U)-l is 
amended by adding a new sentence at 
the beginning of paragraph (0.)(2) to read 
as follows: 

§3J.3402(j)-J Remuneration other than 
in cash for service peJjormed by retail 
commission salesman. 

(a) '" '" * 
(2) Section 3402U> and this section are 

not applicable with respect to wages paid 



to the employee that are subject to with
holding under §31.3402(g)-1 (a)(2). * * * 

* * * * * 
Par. 6. Section 31.3402( n)-l is revised 

and the authority citation at the end of the 
section is removed to read as follows: 

§3I.3402(n)-1 Employees incurring no 
income tax liability. 

(a) 1n general. Notwithstanding any 
other provision of this subpart (except to 
the extent a payment of wages is subject to 
withholding under §31.3402(g)-1 (a)(2)), 
an employer shall not deduct and with
hold any tax under chapter 24 upon a pay
ment of wages made to an employee, if 
there is in effect with respect to the pay
ment a withholding exemption certificate 
furnished to the employer by the employee 
which certifies that-

(I) The employee incurred no liability 
for income tax imposed under subtitle A 
of the Internal Revenue Code for his pre
ceding taxable year; and 

(2) The employee anticipates that he 
will incur no liability for income tax im
posed under subtitle A for his current tax
able year. 

(b) Mandatory flat rate withholding. To 
the extent wages are subject to income tax 
withholding under § 31.3402(g)-1 (a)(2), 
such wages are subject to such income 
tax withholding regardless of whether a 

withholding exemption certificate under 
section 3402(n) and the regulations there
under has been furnished to the employer. 

(c) Rules about withholding exemption 
certificates. For rules relating to invalid 
withholding exemption certificates, see 
§31.3402(f)(2)-l(e), and for rules relat
ing to disregarding certain withholding 
exemption certificates on which an em
ployee claims a complete exemption from 
withholding, see §31.3402(f)(2)-IT(g). 

(d) Examples. The following examples 
illustrate this section: 

Example J. Employee A. an unmarried, calen
dar-year basis taxpayer, files his income tax return for 
2005 on April 10. 2006. A ha, adjusted gross income 
of $5,000 and is not liable for any income tax. He had 
$180 of income tax withheld during 2005. A antici
pates that his gross income for 2006 will he approxi
mately the same amount, and that he will not incur In

come tax liability for that year. On April 20. 2006. A 
commences employment and furnishes his employer 
a withholding exemption certificate certifying that he 
incurred no liability tor income tax imposed under 
subtitle A for 2005, and that he anticipates that he wilI 
incur no liability for income tax imposed under sub
title A for 2006. A· s employer shall not deduct and 
withhold on payments of wages made to A on or after 
April 20. 2006. Under §313402(f){4l-2(c>. unless 
A furnishes a new withholding exemption certificate 
certifying the statements described in paragraph (a) of 
this section to his employer. his employer is required 
to deduct and withhold upDn payments of wages 10 A 
made after February 15.2007. 

Example 2. Assume the facts are the same as 
in Example I except that A had been employed by 
his employer prior to April 20. 2006, and had fur
nished his employer a withholding exemption certifi
cate prior to furnishing the withholdmg exemption 

certificate certifying the statements described 10 para
graph taJ ofrhis section on April 20, 2006. Under sec
tion 3402(0(3 )(B)(I). his empluyer would be required 
to give effect to the new withholding exemption cer
tificate no later than the beginning of the first payroll 
period ending (or the first payment of wages made 
Without regard to a payroll penod) on or after May 20. 
2006. However, under section 3402(f)(3)(B)(ii), his 

employer could. if it chuse. make the new withhold
ing exemption certIficate effective with respect to any 
payment of wages made on or after Apri I 20. 2006. 
and before the effective date mandated by section 
3402(0(3)(B)0). Under §31.3402(f)(4l-2(c), unless 
A furnishes a new withholding exemption certificate 
certifying the statemenh described in paragraph (a) of 
this section to his employer, his employer is required 
to deduct and withhold upon payments of wages to A 
made after February 15.2007. 

Example 3, Assume the facts are the same as 
in E"ample / except that for 2005 A has taxable in
come of $8.000. income tax lIabIlIty of $839, and in
come tax withheld of $1.195. Although A received 
a refund of $356 due to income tax withholding of 
$1.195. he may not certify on his withholding exemp
tion certificate that he inculwd no liability for income 
tax imposed by suhtitle A for 2005. 

Mark E. Matthews, 
Deputy Commissioner Jor 
Services and EnJorcement. 

Approved July 14,2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

oj the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on July 24. 2006. 
8:45 a.m .. and publi,hed in Ihe issue of the Federal Register 
for July 25. 2006. 71 FR. 42(49) 
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Part III. Administrative, Procedural, and Miscellaneous 
26 C FR 60 J. 702: Puhlica/ioll, public ilJ5pecrioll, and 
specific reqllesLI for records. 
lAim: Part I. Sectio/! 610311')(211 

Rev. Proc. 2006-35 

SECTION I. PURPOSE 

The purpose of this revenue procedure 
is to announce new user fees that will be 
charged by the Internal Revenue Service to 
process Form 8802, Application/or United 
States Residencv Certification. The user 
fee will be charged for all Form 8802 ap
plications submitted with a postmark date 
on or after October 2, 2006, The rules 
for these user fees are set forth below and 
will be incorporated in the next revision 
of Form 8802 and accompanying instruc
tions. 

SECTION 2, BACKGROUND 

Form 8802 is used to request Form 
6166, a letter that the applicant may use as 
proof of the applicant's status as a resident 
of the United States to claim benefits un
der an income tax treaty or an exemption 

from a value added tax (VAT) imposed 
by a foreign country. Applicants that are 
fiscally transparent for U,S, federal tax 
purposes, such as partnerships, S corpo
rations and grantor trusts, may request 
certification based on the status of their 
partners, shareholders, owners or benefi
ciaries, Custodians must submit a separate 
Form 8802 on behalf of each account 
holder. 

An applicant may request Form 6166 
for multiple countries and multiple tax pe
riods on a single Form 8802 application. 
Form 8802 requires the applicant, among 
other requirements, to specify the country 
or countries for which certification is re
quested, the number of Form(s) 6166 to be 
issued for each country, the tax period(s) 
for which certification is requested, as well 
as the applicant's taxpayer identification 
number (TIN) and, in the case of appli
cants that are fiscally transparent entities, 
the TINs of the applicant's partners, share
holders, owners or beneficiaries. See Form 
8802 and instructions for additional infor
mation on the application process. 

Number 0/ Form 6166 

1-20 
21-40 
41-60 
61-80 

Examples of applicable user fees: 
(1) Requests by custodians. A custo

dian requesting certification on behalf of 
an account holder will be charged a user 
fee for each account holder based on the 
number of Forms 6166 requested for that 
person. 

(2) Requests by partnerships or other 
fiscally transparent entities with mul
tiple partners, owners or beneficiaries. 
A partnership. S corporation, grantor trust 
or other fiscally transparent entity will be 
charged a user fee based Oil the number 
of Forms 6166 issued under its employer 
identification number (EIN). notwith
standing that the Internal Revenue Service 
will verify the tax status of each of the part
ners. o\\,ners or benefiCIaries of the entity 
who ha\ e consented to certification in the 
name of the partnership. S corporation. 
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grantor trust or other fiscally transparent 
entity. 

. 02 Method of payment 

Each application must be accompanied 
by a check or money order payable to the 
United States Treasury in U.S. dollars, Ap
plicants should not send cash. 

.03 Effect of nonpayment or payment of 
insufficient amount 

If Form 8802 is received and payment 
has not been made or the payment was 
made for less than the correct amount, the 
u.s, residency certification unit will con
tact the applicant or the applicant's autho
rized representative and give a reasonable 
amount of time to submit the proper user 

SECTION 3. PROCEDURES 

.01 Requests to which a user fee applies 

The user fee charge will apply to 
process all Form 8802 applications sub
mitted with a postmark date on or after 
October 2, 2006. A user fee of $35,00 per 
Form 8802 submitted will cover a request 
for up to 20 original Forms 6166 issued 
under a single TIN, regardless of the num
ber of countries for which certification is 
requested or the tax period(s) to which 
the certification applies. An additional 
$5.00 will cover a request on the same 
Form 8802 for up to 20 additional Forms 
6166 issued under the same TIN, Addi
tional requests for Form 6166 submitted 
on a separate Form 8802 will require the 
payment of a new $35.00 user fee charge. 
Applicants are thus advised to include all 
Form 6166 requests on a single Form 8802 
to avoid a new $35.00 user fee charge for 
processing a second Form 8802 applica
tion, 

For example, if you request on Fonn 
8802: 

User Fee 

$35.00 
$40.00 
$45.00 
$50.00 

fee, The applicant's Form 8802 will not be 
processed until proper payment has been 
received . 

.04 Refunds of user fee 

(1) Refunds will not be issued in the 
following situations: 

(a) Form 8802 is procedurally deficient 
and the applicant fails to submit in a timely 
manner the additional information neces
sary to complete the application for pro
cessing as requested; 

(b) Form 8802 is withdrawn at any time 
subsequent to its receipt. 

(2) Refunds may be issued in the fol· 
lowing situation: 

Taking into account all the facts and 
circumstances, including the Internal Rev
enue Service's resources devoted to the re-



quest, the responsible Accounts Manage
ment Director in his or her sole discretion 
decides a refund is appropriate. 

SECTION 4. EFFECTIVE DATE 

This revenue procedure is effective for 
Fonn 8802 applications received with a 
postmark date on or after October 2, 2006. 

SECTION 5. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Quyen P. Huynh of the Of
fice of Associate Chief Counsel (Inter
national). For further information re
garding this revenue procedure. contact 
Ms. Huynh at (202) 622-3880 (not a 

toll-free call); for information regarding 
processing of Form 8802 and the user 
fees. contact Mr. Robert Hergenhan of 
Wage and Investment. Customer Account 
Service. Accounts Management at (215) 
516-6685 (not a toll-free call). 
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Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-57 

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

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

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

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations. Part 10. an attorney, certified pub
lic accountant, enrolled agent. or enrolled 
actuary. in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment 0[ suspension from prac
tice before the Internal Revenue Service. 

Name Address 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may suspend an attorney, certified 
public accountant, enrolled agent. or en
rolled actuary in accordance with the con
sent offered. 

Designation 

Crane. Stephen Palm Springs. CA Enrolled Agent 

Cohen. Ronald 1. Newhurgh, NY Attorney 

Layson, David A. Corydon, IN Attorney 

Brough, Donald L. Salem. IN CPA 

Gulian, Yervant Great Neck, NY CPA 
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The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
VIce: 

Date of Suspension 

May 4.2006 
to 
August 3, 2007 

Indefinite 
from 
June 21, 2006 

April 7, 2006 
to 
October 6, 2007 

July I, 2006 
to 
June 30. 2010 

April 17, 2006 
to 
December 16. 2007 



Name Address Designation Date of Suspension 

Rivera-Smith, Dawn Brick, NJ CPA May 30, 2006 
to 
November 29. 200R 

Eckstein, Matthew Woodbury, NY CPA June 15,2006 
to 
March 14. 2007 

Hecht, Jodee L. Clifton, VA CPA Indefinite 
from 
lune 19, 2006 

Finch, Phillip W. Yorktown, VA CPA Indefinite 
from 
June 22, 2006 

Troese Jr., Henry A. Clarion, PA Enrolled Agent Indefinite 
from 
June 22, 2006 

Robbins, Ronald E. Pittsford, VT CPA June 24,2006 
to 
June 23, 2008 

Shapiro, Sidney C. West Palm Beach, FL CPA Indefinite 
from 
July 1. 2006 

Martini, Anthony Stamford, CT CPA June 18, 2006 
to 
December, 17, 2007 

Cunningham, William Philadelphia, PA CPA July 1,2006 
to 
March 31, 2007 

Simontacchi, Joseph F. Morris Plains, NJ CPA Indefinite 
from 
July 1,2006 

Carroccio, Ronald P. Staten Island, NY CPA Indefinite 
from 
July 1.2006 

Miller, Walter P. Roanoke, VA CPA Indefinite 
from 
July 1.2006 

Aneji, Patrick Houston, TX CPA Indefinite 
from 
June 22,2006 

Rosenbloom, Mark L. Chicago.IL Attorney August 15.2006 
to 
August 14, 2007 

Viener, Ira S. Fort Lee, NJ CPA Indefinite 
from 
August 1, 2006 
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Name Addres~ 

Ganz. Sheldon \1. Great Neck. :-.lJ 

Tomasulo. Maria Wantagh. NY 

Galpern. Jllei G. North Miami. FL 

Designation 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
August I. 2006 

Indefinite 
from 
August 7. 2006 

Indefinite 
from 
September 1, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

the expedited proceeding is instituted (I) 

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

Name Address Designation 

Dolan Jr.. John L. Memphis, TN Attorney 

St. Mary. Randall L. Snohomish, WA Attorney 

Theriault. Michael 1. Bel Air, MD Attorney 

Smith. Bernard P. Marblehead. MA Attorney 

Bradley. Phillip M. West Point. VA Attorney 

Haefele. Richard J. Wayzata. MN Attorney 

Decker. William E. Mandeville. LA Attorney 

:\rhour. John J. Monroe. LA Attorney 
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The following individuals have been 
placed under suspension from practice be
fore thc Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 



Name Address Designation Date of Suspension 

Keller, John S. Martin Kenner, LA Attorney Indefinite 
from 
April 3, 2006 

Fallon, Charles D. Neptune, NJ Attorney Indefinite 
from 
April 3, 2006 

Agresti, Thomas J. Centennial, CO Attorney Indefinite 
from 
April 3, 2006 

Kirsch, Craig F. Pittsburgh, PA CPA Indefinite 
from 
April 3, 2006 

Hall, Lenny G. McDowell, KY CPA Indefinite 
from 
April II, 2006 

Hultgren, Jerry R. Fresno, CA Attorney Indefinite 
from 
April II, 2006 

Loutos, Peter A. Chicago,IL Attorney Indefinite 
from 
April II. 2006 

Smith III, Frank L. Bushnell, FL Attorney Indefinite 
from 
April II, 2006 

Morley, Michael 1. Springfield, PA CPA Indefinite 
from 
April II. 2006 

Waters, Richard W. Smithfield, UT CPA Indefinite 
from 
April II, 2006 

Hartgraves, Travis M. Abilene, TX Attorney Indefinite 
from 
April 14. 2006 

Dunn, George T. Lockhart. TX Attorney Indefinite 
from 
April 14,2006 

Adkins. Thomas R. Houston, TX Attorney Indefinite 
from 
April 14, 2006 

Hairston, John W. Sugar Land, TX Attorney Indefinite 
from 
April 26. 2006 

Marcone, Frank J. Upper Providence, PA Attorney Indefinite 
from 
May 1,2006 

2006-2 C.B. 439 



Name Address Designation Date of Suspension 

Fraley, Donald J. Minneapolis, MN Attorney Indefinite 
from 
May 3, 2006 

Tooke, S. Judd Shreveport, LA Attorney Indefinite 
from 
May 3,2006 

Reilly, Michael G. Council Bluffs, IA Attorney Indefinite 
from 
May 3,2006 

Fanelli\. Robert A. Newton, MA Attorney Indefinite 
from 
May 3,2006 

Maignan, Peter R. Upper Marlboro, MD Attorney Indefinite 
from 
May 3, 2006 

Son, David Phoenix, AZ Attorney Indefinite 
from 
May 5, 2006 

Susman, Warren 1. New York, NY Attorney Indefinite 
from 
May 8, 2006 

Wurst. Jerome Arlington, TX Attorney Indefinite 
from 
May 8,2006 

O'Shea, Joseph G. Jackson Heights, NY Attorney Indefinite 
from 
May g, 2006 

Biegelson, Alan Brooklyn, NY Attorney Indefinite 
from 
May 8, 2006 

Leonard, Robert K. Winston-Salem, NC Attorney Indefinite 
from 
May 8, 2006 

Cassidy, Michael M. Madison, WI Attorney Indefinite 
from 
May 8, 2006 

Dobkin, Daniel B. New Hyde Park, NY Attorney Indefinite 
from 
May 8, 2006 

Nealy, Jmeph L. Sugarland, TX Attorney Indefinite 
from 
May 16,2006 

Conmey, Edwin W. Oconomowoc, WI Attorney Indefinite 
from 
May 16,2006 

Knott lr .. Robert T. Los Angeles. CA Attorney Indefinite 
from 
May 16,2006 
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Name Address Designation Dale of Suspension 

Diamond, Howard S. Mendham, NJ Attorney Indefinite 
from 
May 16,2006 

Fitzgerald, Bill L. Lubbock, TX Attorney Indefinite 
from 
May 16,2006 

Brubaker, Gregory A. San Francisco, CA Attorney Indefinite 
from 
May 18,2006 

Dodenbier, Robert F. Lehi, UT Attorney Indefinite 
from 
May 18,2006 

Young, Paul J. Taft, CA Attorney Indefinite 
from 
June 8, 2006 

Dahodwala, fatema Andover, MA Attorney Indefinite 
from 
June 8, 2006 

Mendola, Joseph E. Monessen, PA CPA Indefinite 
from 
June 8, 2006 

Rooney, Edward F Minneapolis, MN Attorney Indefinite 
from 
June R, 2006 

Long, Rebecca L. Wichita, KS Attorney Indefinite 
from 
June 8, 2006 

West, Clifton C. Fayetteville, NC Attorney Indefinite 
from 
June 8, 2006 

Silva, Zoilo I. City Island, NY Attorney Indefinite 
from 
June 8, 2006 

Tyler Jr., Earle S. Bangoe ME Attorney Indefinite 
from 
June 12, 2006 

Horneber, Alice S. Sioux City, IA Attorney Indefinite 
from 
June 12, 2006 

Donnelly. Christine M. Blue Springs, MO Attorney Indefinite 
from 
June 12,2006 

Driscoll Jr.. Peter Columbia, MD Attorney Indefinite 
from 
June 12. 2006 

Souza, John C. Pocatello, ID Attorney Indefinite 
from 
June 12,2006 
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Name Address Designation Date of Suspension 

Crockett, Kevin J. Midvale, UT Attorney Indefinite 
from 
June 12. 2006 

White. Debra M. Wyatt Navasota. TX CPA Indefinite 
from 
June 12, 2006 

Wilkins. Daniel J. Chelmsford. MA Attorney Indefinite 
from 
June 12. 2006 

Merica. Chad L. Murray. UT CPA Indefinite 
from 
June 12, 2006 

Wintroub. David S. Omaha. NE Attorney Indefinite 
from 
June 12, 2006 

Smith. Roderick E. Kansas City, MO Attorney Indefinite 
from 
June 12,2006 

Guida. Joseph M. Aberdeen, MD Attorney Indefinite 
from 
June 12, 2006 

Sonibare, Nash St. Paul, MN CPA Indefinite 
from 
June 12, 2006 

Braun, Marc W. St. Louis, MO Attorney Indefinite 
from 
June 12,2006 

Coffey, John J. Rye, NH Attorney Indefinite 
from 
June 12,2006 

Whitehead, H. Allen New York, NY Attorney Indefinite 
from 
June 12, 2006 

Lansky, Sidney Mattapoisett, MA Attorney Indefinite 
from 
June 12,2006 

Pazniokas. Paul M. Norwood, MA Attorney Indefinite 
from 
June 12, 2006 

Bajgrowicz, James J. Santa Rosa. CA Attorney Indefinite 
from 
June 12, 2006 

Davis. Bret J. Los Angeles, CA Attorney Indefinite 
from 
June 12, 2006 

McA\'oy. Timothy Chicago.IL Attorney Indefinite 
from 
June I 2, 2006 
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Name Address Designation Dale of Suspension 

Loffadelli, Thomas C. Studio City, CA Attorney Indefinite 
from 
June 12, 2006 

Emeziem, Kelechi C. Antioch, CA Attorney Indefinite 
from 
June 12, 2006 

Pugh, William C. Wayzata, MN Attorney Indefinite 
from 
June 12, 2006 

Lamanna, Eugene C. Reading, PA Attorney Indefinite 
from 
June 12, 2006 

Bartels, John R. St. Paul. MN Attorney Indefinite 
from 
June 12. 2006 

Shapiro, Kenneth S. Bala Cynwyd, PA CPA Indefinite 
from 
June 14. 2006 

Stone, Jerry W. Austin, TX Attorney Indefinite 
from 
June 2 I, 2006 

Vanriper, Philip E. Binghamton, NY Attorney Indefinite 
from 
June 21, 2006 

Simuro, Valerie T. Gardiner, NY Attorney Indefinite 
from 
June 21, 2006 

Simms, William K. Brooklyn, NY Attorney Indefinite 
from 
June 21,2006 

Weaver, Terring M. Clarksburg, WV CPA Indefinite 
from 
July 1, 2006 

Norman. Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Knight, John G. Winston-Salem, NC Attorney Indefinite 
from 
August 3, 2006 

Kronegold, Sheldon H. Englewood, NJ Attorney Indefinite 
from 
August 3, 2006 

Foushee, Wayne H. Winston-Salem, NC Attorney Indefinite 
from 
August 3, 2006 
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Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

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

Name Address 

Kahn, Hamid Hollis, NY 

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

Designation 

CPA 

from practice before the Internal Revenue 

Service: 

Effective Date 

June 26, 2006 
to 
June 25, 2010 

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

Under Title 31, Code of Federal Regu
lations, Part 10, after notice and an oppor-

Name Address 

tunity for a proceeding before an adminis
trative law judge, the following individu-

Designation 

Gailey, James N. Huntersville, NC CPA 

Censure Issued by Consent 
Under Title 31. Code of Federal Reg

ulations. Part 10. in lieu of a proceeding 
being instituted or continued, an attorney. 
certified public accountant, enrolled agent, 

Name Address 

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

Designation 

Williams, Daniel S. Carlsbad, CA Attorney 

Azan. Reinaldo L. Miami Beach, FL CPA 

Golub. Stephen B. Norwalk. CT CPA 

The 2006 Version of Form 
8830, Enhanced Oil Recovery 
Credit, Will Not Be Issued 

Announcement 2006-62 

Tlw, JnnOllncement i~ to ad\'i~e that 
Form 8830. EII/wl/ced Ojl RecO\'er\' 
Credit. will not be is~ued for 2006 be
caLl~e the LTeJit i~ phaseJ out for 2006. 
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The enhanced oil recovery credit is 
equal to 159c of the taxpayer's qualified 
enhanced oil recovery costs for the tax 
year, but phased-out as crude oil prices 
increase. The applicable crude oil prices 
have increased sufficiently for the credit 
to be phased-out entirely for 2006. 

However. 2006 calendar year taxpayers 
may still be entitled to the credit as a re
sult of having it passed through to them 
from fiscal year partnerships (other than 

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

Effective Date 

June 5, 2006 

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

Date of Censure 

March 29, 2006 

July 24, 2006 

August 3, 2006 

electing large partnerships) or S corpora
tions whose tax year began in 2005. In 
such a case, the partnership or S corpora
tion will provide the taxpayer the neces
sary information to report the credit on the 
2006 Form 3800, General Business Credit. 



Overview of the IRS's Use of 
Private Collection Agencies 
(peAs) in 2006 

Announcement 2006-63 

Section 881 of the American Jobs Cre
ation Act, Pub. L. No. 108-357. enacted 
new section 6306 of the Internal Revenue 
Code (the Code), \vhich authorizes the 
Internal Revenue Service to enter into 
contracts with private collection agencies 
(PCAs) to assist in the collection of delin
quent Federal tax liabilities. Shortly. three 
PCAs will begin to assist the IRS with 
the collection of Federal tax debts pur
suant to section 6306. This announcement 
describes certain aspects of the IRS' 5 con
tracts with PCAs, IRS monitoring of PCA 
compliance with these provisions, and 
protections for taxpayers whose accounts 
are being assigned to PCAs for collection 
activity. 

THE ROLE OF PRIVATE COLLECTION 
AGENCIES 

Code section 6306 limits the role of 
PCAs to three specific functions: 

• Locating and contacting taxpayers 
specified by the IRS concerning tax 
debts specified by the IRS; 

• Requesting payment of specified taxes 
in a lump sum or, for taxpayers who 
cannot pay all at once, by installment 
agreement providing for full payment 
over a period of not more than five 
years; and 

• Obtaining taxpayer financial informa
tion specified by the IRS. 

In addition, the IRS has iurther refined 
the role of PCAs. To be eligible for an in
stallment agreement, a taxpayer must file 
all required Federal tax returns. PCAs will 
request that the taxpayer provide informa
tion regarding tax return filing compliance. 
To verify the accuracy of the taxpayer's 
responses regarding whether the taxpayer 
has filed all returns, the PCAs must con
firm the information with the IRS Only 
IRS employees will have access to IRS 

records to investigate the issue. 
Although the IRS retains the right to ap

prove or reject any installment agreement 
negotiated between PCAs and taxpayers, 

PCAs must obtain specific IRS approval of 
any installment agreement involving pay
ment of more than $25,000 or cuvering a 
period of more than 3() mOlllh<; During 
evaluation of payment arrangements. the 
PCA may request taxpayer financial infor
mation that will be forwarded to the IRS. 
PCAs arc not authorized to negotiate in
stallment agreements for periods exceed
ing 60 months or that provide for le\.~ than 
fuJI payment of the taxpayer's liability. In 
such cases, PCAs will serve only to gather 
financial information for transmittal to the 
IRS. 

Subject to certain liOlited exceptions, 
PCAs are re<;tricted from contacting third 
parties during the course of their work on 
behalf of the IRS. In the course of their 
efforts to locate or obtain financial infor
mation about a taxpayer, PC As may ac
cess nun-IRS computer databases or web 
,iles. PCA employees are not permitted to 

call or write any third party. such as the 
taxpayer's employer, bank. or neighbors, 
to ask about the taxpayer's financial con
dition. PCA employees may speak to in
termediaries, such as a taxpayer's spouse, 
or leave a message on an answering ma
chine, for purposes of trying to contact the 
taxpayer by phone. Once the PCA knows 
how to reach a taxpayer directly, a PCA 
employee may not contact third parties in 
an effort to reach the taxpayer at a different 
temporary location. 

PCA EMPLOYEES MllST 
SAFEGUARD TAXPAYER 
INFORMATION 

PCA employees may be given certain 
tax return information necessary to per
form services for the IRS. PCA employees 
are prohibited by Code section 6103 from 
disclosing the tax return information they 
receive from the IRS or from taxpayers 
to the same extent as are IRS employees, 
PCA employees are also prohibited from 
gaining access to tax return information 
that is not necessary to the performance 
of their duties. If PCA employees violate 
their obligation to keep tax return informa
tion confidential or if they gain access to 
tax return information that is not necessary 
to the performance of their duties under the 
contract with the IRS, the PCA employees 
may be subject to criminal prosecution un
der Code section 7213 or 7213A. The tax
payer whose return information was im-

properly disclosed may also have a civil 
cause of action under Code section 7431. 

The IRS will not provide PCAs with 
copies of a taxpayer' ~ filed returns or with 
access to any information the IRS has con
cerning the taxpayer that is not necessary 
for PCA employees to perform their jobs. 
When the IRS refers a taxpayer's account 
to a PCA, the information the IRS will pro
vide to PC As includes: 

• The taxpayer's name and social secu
rity number (or taxpayer identification 
number)~ 

• If the taxpayer' s ~pouse jointly owes 
the tax liability, the name and social 
security number of the spouse; 

• The taxpayer's last known address; 

• The tax year and amount of the as
signed debt, and the date when the 
statute of limitations for collection ex
pires; and 

• The name, addres~, telephone number, 
and authority level of any person the 
taxpayer has given a power of attorney 
or taxpayer information authorization. 

If a tax payer requests an installment 
agreement and the PCA has been informed 
that the taxpayer has not filed all required 
returns, PCA employees will advise the 
taxpayer to file any delinquent returns and 
make any payments to a desigllated IRS 
address. rather than to the PCA. If a tax
payer mistakenly sends a return or pay
ment to the PCA, the PCA will immedi
ately transmit the return or payment to the 
IRS. 

After a PCA's contract wilh the IRS 
concludes, or after a particular taxpayer's 
account is recalled from a PCA by the IRS, 
the PCA may retain any records it has con
cerning the taxpayer only for the limited 
time periods specified in the PCA's con
tract with the IRS. A PCA and its employ
ees are strictly prohibited from using any 
information ohtained about a taxpayer in 
the course of working on the contract with 
the IRS for any purpose uther than work
ing on the contract. 

it a taxpayer disputes the existence of a 
debt with the IRS or the amount of the tax
payer's prIor payments on a debt the IRS 
has referred to a PCA, the PCA will refer 
that dispute to the IRS for resolulion. If 
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the IRS determine~ that the existencc and 
amount of the debt is accurate ami provide~ 
the taxpayer with appropriate verification 
of the debt. the PC A wi II continue ((l work 
the account. 

PCA EMPLOYEES MUST RESPECT 
ALL TAXPAYER RIGHTS 

The law whIch enabk, the IRS to use 
PCA~ abo prmide, explicit protections of 
taxpayer righh by PCA,. lI1cluding: 

• PC As and their employees are re<.juired 
bv Code section 6306( b)( 2) to observe 
all urthe Internal Revenue Code', pro
tections for taxpayer rights in the col
icction process to the same extent as 
IRS employees: 

• 

• 

• 

• 

• 

PC A s may be sued by the taxpayer un
der C(lde section 7.+33A and may be li
able for damages if they fail to observe 
all of the Internal Revenue Code' s pro
tections for taxpayer rights in the col
lection pruccs~,; 

PCAs and their employees must obey 
all other federal and state restrictions 
that apply tll private debt collectors. 
pursuant to Code section 6306(e) and 
15 U.s.c. section 1692n. Pursuant to 
Code section 7433A(b)(3). PCAs en
joy no special immunity from being 
sued while working for the IRS: 

PC As are specifically obligated to 
comply with the provisions of the Fair 
Debt Collection Practices Act. except 
when those provisions are inconsistent 
with the Internal Revenue Code. pur
suant to Code section 6306( e): 

PCA employees will be dis<.jualified 
from further work on the IRS contract 
if they are found to have committed 
any act of misconduct described in sec
tion 1203(hl of the IRS Restructuring 
allli Reform Act ()f 1999. pursuant to 
section gg I (d l of the American Jobs 
Creation ALl: and 

PCAs are suhject to Taxpayer Assis
tance Orders is,ued by the National 
Ta \ payer Alh ocate to the same extent 
a, the IRS. pursuant to Code section 
7X11(g). 

Important taxpayer rights that apply to 
a PC-\'s \,ork for the IRS include: 
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• 

• 

• 

• 

A PCA's employees may not contact 
the taxpayer at any unusual time or 
place. or at a time or place that the PCA 
should know to be inconvenient. with
out a taxpayer's prior consent. Gener
ally. no contacts will be made earlier 
than 8 a.m. or later than 9 p.m. lo
cal time at the taxpayer's location. pur
suant to Code section 630'+(a): 

PCA employees may not suggest or 
imply to the taxpayer or to any other 
person that the PCA may be able to 
initiate enforced tax collection activity 
(for example. file a lien. issue a levy. 
make a property seizure. or commence 
a legal action) or recommend enforced 
collection action to the IRS. pursuant 
to the IRS contracts with the PCAs and 
15 U.S.c. section 1692e; 

PCA employees may not suggest or 
imply that the taxpayer' s failure to pay 
the tax debt may affect the taxpayer's 
credit rating or that the unpaid tax debt 
may be reported to a credit bureau, 
pursuant to Code section 61 m and 15 
U.s.c. section I 692e; and 

If the taxpayer proposes an installment 
agreement to the PCA and the IRS re
jects the proposed installment agree
ment. the taxpayer may appeal the re
jection to the IRS. If the IRS assigns a 
PCA to monitor an installment agree
ment and the PCA determines the tax
payer is in default. the taxpayer may 
appeal to the IRS if the installment 
agreement is terminated. In both sit
uations. the taxpayer must first appeal 
to the IRS office supervising the PCA's 
day-to-day work. but if not satisfied 
the taxpayer may continue the appeal 
to thc IRS Officc of Appeals. pursuant 
to the IRS's contracts with the PCAs 
and the IRS' s implementation proce
dures for Code sections 6159( e) and 
7122(d)( I J. 

WHAT A TAXPAYER SHOULD 
EXPECT FROM PRIVATE DEBT 
COLLECTION 

After the IRS notifies the taxpayer that 
the taxpayer has an unpaid Federal tax 
debt. the IRS may refer the taxpayer's ac
count to a PCA for collection. When the 
IRS refers an unpaid tax debt to a PCA for 
collection. the IRS will mail the taxpayer 

a letter enclosing the new IRS publication, 
"What You Can Expect When the IRS As
signs Your Account to a Private Collec
ti;n Agency." The IRS mailing will pro
vide tl;e ta~payer with the PCA's name, 
address. and telephone number, and will 
address frequently asked questions on the 
private debt collection process. The mail
ing will also include telephone numbers if 
a taxpayer wants to contact the IRS office 
overseeing the PC A or the Taxpayer Ad
vocate Service (TAS). The mailing will ex
plain that a taxpayer may re<.juest in writ
ing to work \vith the IRS instead of with a 
PCA to resolve the outstanding debt. 

If a taxpayer requests TAS assistance or 
describes circumstances meeting TAS cri
teria to a PCA, the PCA must immediately 
complete an application for a taxpayer as
sistance order with the relevant facts and 
provide the form to an IRS employee who 
serves as a liaison between the PCA and 
TAS. Criteria for referring a taxpayer ac
count to TAS include circumstances when 
a taxpayer has experienced a delay of more 
than 30 days to rcsolve a taxpayer account 
problem with the IRS or when a taxpayer 
is experiencing or is about to suffer eco
nomic harm. 

Within ten days after the IRS refers an 
account, the PCA should send a letter to 
the taxpayer with copies to the taxpayer's 
authorized representatives. The letter will 
introduce the PCA, provide information on 
the balance due to the IRS. and provide 
a scannable payment coupon for the tax
payer to make a payment to the IRS. Al
though the IRS may pay PCAs a fee for 
their collection efforts, a taxpayer will re
ceive credit for the full amounts paid to the 
IRS. 

The PCA may use techniques approved 
by the IRS and in compliance with the Fair 
Debt Collection Practices Act to locate and 
contact thc taxpayer by telephone. A PCA 
employee will discuss payment options 
with the taxpayer. If the taxpayer cannot 
pay in full immediately. the PCA will 
discuss the option of payment by means 
of an installment agreement. Some types 
of installment agreements will require the 
PCA to obtain financial information from 
the taxpayer. Although installment pay
ments will be made directly to the IRS, 
PCAs may be used to monitor a taxpayer's 
compliance with installment agreements. 
PCAs are not authorized to discuss of
fers-in-compromise. PCA employees will 



direct a taxpayer who wishes to discuss an 
offer-in-compromise to contact the IRS. 
Taxpayers who indicate that their financial 
situations make them unable to pay the 
amount of the debt may also be referred to 
the IRS. 

IRS MONITORING AND OVERSIGHT 

The IRS has created special units of 
IRS employees to provide monitoring and 
oversight for all PCA operations on be
half of the IRS. The IRS also has trained 
key personnel in each PCA concerning 
taxpayer privacy, other taxpayer rights 
and IRS procedures, and has provided the 
PCAs with videos, instructional materi
als and operational handbooks. Training 
programs delivered by key personnel with 
each PCA to other PCA employees, in 
tum, were reviewed and approved by the 
IRS. The IRS also carefully reviews and 
approves standard PCA con'espondence, 
telephone scripts and checklists. 

PCAs must keep telephone logs of all 
incoming and outgoing calls, and must 
make these logs available to the IRS. The 
IRS will randomly monitor PCA calls to 
assure that taxpayers are treated fairly and 
professionally. 

Taxpayers may contact the PCA or the 
IRS concerning the conduct of any PCA 
employee. In the event of a complaint 
about a PCA, the IRS will direct the PCA 
to suspend collection activity on the ac
count until the PCA and IRS have evalu
ated the complaint. Each PCA is required 
to keep a complaint log, accessible to the 
IRS, including employees of the TAS, and 
to the Treasury Inspector General for Tax 
Administration. 

CONTACT INFORMATION 

For further information regarding this 
announcement, contact Joyce Peneau at 
202-283-0715 (not a toll-free number) or 
by email at PDC@irs.gov. 

Section 1248 Attribution 
Principles; Correction 

Announcement 2006-64 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking; 
correction 

SUMMARY: This document cor
rects a notice of proposed rulemaking 
(REG-I 35866-02, 2006-27 I.R.B. 34) 
that was published in the Federal Regis
ter on Friday, June 2, 2006 (71 FR 31985) 
providing guidance for determining the 
earnings and profits attributable to stock 
of controlled foreign corporations (or for
mer controlled foreign corporations) that 
are (were) involved in certain nonrecogni
tion transactions. 

FOR FURTHER INFORMATION 
CONTACT: Michael Gilman, (202) 
622-3850 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The notice of proposed rulemaking 
(REG-135866-02) that is the subject of 
this correction is under section 1248 of the 
Internal Revenue Code. 

Need for Correction 

As published, REG-13S866-02 con
tains error~ that may prove to be mislead
ing and are in need of clarification. 

Correction of Publication 

Accordingly, the publication of the 
proposed regulations (REG-135866-02) 
which was the subject of FR. Doc. 
E6-85S I, is corrected as follows: 

I. On page 31990, column I, in the pre
amble, under the paragraph heading 
"Explanations of Provisions", fol
lowing the second full paragraph of 
the column, the following language 
is added: 
"F. Effective fJate. 

These regulations are proposed to apply 
to income inclusions that occur on or after 
the date that final regulations arc published 
in the Federal Register." 

2. On page 31990, column I, in the pre
amble, under the paragraph heading 
"Explanations of Provisions", the 
language "F, Request/or Comments" 
is corrected to read "e. Request for 

Comments". 

Guy Traynor. 
Chiej: PuhlicatiOllS (/nd 

Regulations Branch. 
Legal Processing Dil'i.lilJll, 

Associare Chief COllllsel 
(Procedure and Admillistmtioll J. 

!Filed by the Office of the Federal Regl,t"r on Augu,t II. 
2006. H:4S a.m .. and publL,hed in the l"UC oj the Federal 
Regi\ter for Augu,! 14.20116.71 F.R.4(415) 

Section 1248 Attribution 
Principles; Correction 

Announcement 2006-65 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking: 
correction 

SUMMARY: This document cor
rects a notice of proposed rulemaking 
(REG-I 35866-02, 2006-27 I.R.B. 34) 
that was published in the Federal Regis
ter on Friday, June 2,2006 (71 FR 31985) 
providing guidance for determining the 
earnings and profits attributable to stock 
of controlled foreign corporations (or for
mer controlled foreign corporations) that 
are (were) involved in certain nonrecogni
tion transactions. 

FOR FURTHER INFORMATION 
CONTACT: Michael Gilman, (202) 
622-3850 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The notice of proposec rulemaking 
(REG-135866-02) that is the subject of 
this correction is under section 1248 of the 
Internal Revenue Code. 

Need for Correction 

As published, REG-135866-02 con
tains errors that may prove to be mislead
ing and are in need of clarification. 

* * * * * 

Correction of Publication 

Accordingly, the notice of proposed 
rulemaking (REG-135866-02) that was 
the subject of FR Doc. EG-855 I is COf

rected as follows: 
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PART 1 - INCOME TAXES 

Paragraph L The authority citation for 
part I continues to read in part as follows: 

Authority: 26 USC 7805 * * * 
Par. 2. On page 31991. instructional 

Par. 4. is amended by adding a new entry 
at the end of the amendatory instruction to 
read as follows: 

6. Adding new paragraph (g). 

§ 1.1248-1 [Corrected] 

Par. 3. On page 31991. section 
1.12-+8-1 is amended by adding a new 
paragraph (g) to read as follows: 

~ 1.12-+8-1 TreaTlIlenT of gain from cerTain 
.1([11'.1 or exchanges of stock ill certain 
!(Jreign co/jlort/Tiolls 

::: * * * * 
(g) Etfectil'e date. Paragraph (a)(4) and 

paragraph (a)(5), Example 4, of this sec
tion apply to income inclusions that occur 
on or after the date that paragraph and ex
ample are published as final regulations in 
the Federal Register. 

* :(. * * * 

Guy Traynor, 
Chief. Publications and 

Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procl'dlire and Administration). 

I Fibl h) Ihe Otfiee "I' Ihe Federal Regi,ler on Augu,1 II. 
21l110. X:~) a.Ill .. and publi,heJ in Ihe i"ue of Ihe Federal 
Reghlcr for Augu'l 14. 200n. 71 FR. 4Mln) 

Guidance Under Section 
1502; Suspension of Losses 
on Certain Stock Dispositions; 
Correcting Amendment 

Announcement 2006-66 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

448 2006-2 C.B. 

SUMMARY: This document contains cor
rections to final regulations (TO. 9254, 
2006-13 I.R.B. 662) that were published in 
the Federal Register on Tuesday, March 
14, 2006 (71 FR 13008) regarding guid
ance on suspensIOn of losses on certain 
stock dispositions. 

DATES: These corrections are effective 
March 14, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Theresa Abell (202) 
622-7700 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations (TO. 9254) that 
are the subject of this correction are under 
section 1502 of the Internal Revenue Code. 

Need for Correction 

As published, final regulations (TO. 
9254) contains errors that may prove to be 
misleading and are in need of clarification. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR Parts I and 602 
are corrected by making the following cor
recting amendments: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended and continues to read in 
part as follows: 

Authority: 26 U.S.c. 7805 * * * 

§ 1.1502-35 [Corrected] 

Par. 2. Section 1.1502-35 is amended 
as follows: 

I. By revising the text of paragraph 
(d)(4)(i)(B)(2). 

2. By revising the text of paragraphs 
(d)(8) and (d)(9). 

3. By revising the text of paragraph (e), 
Example 3., paragraph (v). 

4. By revising the text of paragraph (e), 
Example 4., the first sentence of para
graph (iv) and paragraph (v). 

5. By revising the text of paragraph (e), 
Ewmple 6 .. paragraph (i). 

6. By revising the text of paragraph 
(g)(5) Examples 1. and 2, the first 
sentence of paragraph (i). 

7. By revising the text of paragraph 
(g)(5) Example 3, the first three sen
tences of paragraphs (i) and paragraph 
Oil. 

8. By revising the text of the first sen
tence of paragraph U). 

§1.1502-35 Transfers of subsidiary stock 
and deconsolidations of subsidiaries. 

* * * * * 
(d) 

(4) * * * 
(i) * * * 
(B) * * * 
(2) Any liabilities of the subsidiary that 

have been taken into account for tax pur
poses. 

* * * * * 
(8) Higher-tier. A subsidiary is 

higher-tier with respect to a member if 
or to the extent investment adjustments 
under § \.1502-32 with respect to the 
stock of the latter member would affect 
investment adjustments with respect to the 
stock of the former member. 

(9) Lower-tier. A subsidiary is lower
tier with respect to a member if or to the 
extent investment basis adjustments under 
§ 1.1502-32 with respect to the stock of the 
former member would affect investment 
adjustments with respect to the stock of the 
latter member. 

(e) * * * 
Example 3. * * * 
(v) Effect of subsequent stock sale. P recognizes 

$0 gainlloss on the Year 6 sale of its remaining Scorn· 
mon stock. No amount of suspended loss remains to 
be allowed under paragraph (e)(S) of this section. 

Example 4. * * * 
(i v) Effect of subsequent asset sale on suspended 

loss. Because P cannot establish that all or a portion 
of the loss recognized on the sale of Asset B was 
not reflected in the calculation of the duplicated loss 
of S2 on the date of the Year 4 stock sale and such 
loss is allocable to the period beginning on the date 
of the Year 4 disposition of the S2 stock and ending 
on the day before the first date on which S2 is not a 
member of the P group and is taken into account in 
determining consolidated taxable income (or loss) of 
the P group for a taxable year that includes a date on 
or after the date of the Year 4 disposition and before 



the first date on which S2 is not a member of the 
p group, such asset loss reduces the suspended loss 

pursuant to paragraph (c)(4) of this section. * * * 
(v) Effect of subsequent stork sale. In year 6. 

when 5 I sells its remaining 52 stock for $100, it rec
ognizes $0 gain/loss. Pursuant to paragraph (c)(5) of 
this section, the remaining $5 of the suspended loss 
is allowed on the P group's return for Year 6 when S I 
sells its remaining 52 stock. 

* * * * * 
Example 6. * * * (i) In Year I. P forms 5 with a 

contnbution of $80 in exchange for 80 shares of com
mon stock ofS which at that time represents all of the 
outstanding stock of S. 5 becomes a member of the P 

group. In Year 2. P contributes Asset A with a basis 
of $50 and a value of$20 in exchange for 20 shares of 
commOn stock of S in a transfer to which section 35 I 

applies. In YeaJ 4. in a transaction that is not part of a 
plan that includes the Year I and Ycar 2 contributions, 
P contributes the 20 shares of 5 common stock it ac
quired in Year 2 to PS, a partnership. in exchange for 
a 20 percent capital and profits interest in a transac
tion described in section 721. Immediately after the 
contribution to P5, S is a member of the P group. In 
Year 5. P sells its interest in PS for $20. 

* * * * * 
(g) * * * 
(5) * * * 
Example 1. Transfers of properry in the avoid

ance afbasis redetermination rule-til Facts. In Year 
1, P forms S with a contribution of $100 in exchange 
for 100 shares of common stock of S which at that 
time represents all of the outstanding stock of S. S 
becomes a member of the P group. In Year 2. P con
tributes 20 shares of common stock of S to PS, a part
nership, in exchange for a 20 percent capital and prof
its interest in a transaction described in section 721. 
In Year 3, P contributes Asset A with a basis of $50 
and a value of $20 to PS in exchange for an additional 
capital and profit, interest in PS in a transaction de

scribed in section 721. Also in Year 3, P5 contributes 
Asset A to Sand P contributes an additional $80 to S 
in transfers to which section 351 applies. In Year 4, S 
sells Asset A for $20, recognizing a loss of $30. The 
P group uses that loss to offset income of P. In Year 
5, P sells its entire interest in PS for $40. 

Example 2. Transfers effecting a reimpor!ation of 
Joss-O) Facts. In Year I, P forms S with a contribu
tion of Asset A with a value of $100 and a basis of 
$120. Asset B with a value of $50 and a basis of $70, 
and Asset C with a value of $90 and a basis of $100 
in exchange for all of the common stock of Sand S 
becomes a member of the P group. * * * 

* * * * * 
Example 3. Transfers to avoid recognition of 

gain-Oj Facts. P owns all of the stock of S I and 
S2. The S2 stock has a basis of $400 and a value of 

$500. 5 I owns 50% of the S3 common stock with a 

basis of $150. * * * 
(ii) Analysis. Pursuant to paragraph (b)(4) of this 

section, because S2 owns stock of 33 (another sub
sidiary of the same group) and, immediately atter the 
sale of the S2 stock. 53 is a member of the group, then 
for purposes of applying paragraph (b) of this section, 
S2 is deemed to have transferred its S3 stock. Be· 
cause S3 is a member of the group immediately after 
the transter of the S2 stock and the S3 stock deemed 
transferred has a basis in excess of value, the group 
in the S3 stock is redetermineu pursuant to paragraph 
(b)( I) of this section immediately prior to the sale of 
Ihe 52 stock. 

Accordingly. P would recognize only $1 of gain 
on the sale of its S2 stock. However, because the re
capitalization of the S3 was structured with a view to, 

and has the effect of, avoiding the recognition of gain 
on a disposition of stock by invoking the application 
of paragraph (b) of this section, paragraph (g)(4)(i) 
of this section applies. Accordingly, paragraph (b) of 
this section does not apply upon P's disposition of the 
52 stock and P recognizes $ 100 gain on the disposi
tion of the S2 stock. 

* * * * * 
U) Effective date. This section applies 

with respect to stock transfers. deconsol
idations of subsidiaries, determinations of 
worthlessness, and stock dispositions on or 
after March 10, 2006. * "' * 

* * * * * 
Guy R. Traynor, 

Branch Chief, Publications 
and Regulations Branch, 

Legal Processing Division, 
Associate Chief Counsel 

(Procedure and Administration). 

(Filed by the Office of the Federal Register on August 18. 
2006. 8:45 a.m, and published in the i"ue of the Federal 
Registerfor August 21. 2006. 71 FR. 48473) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-69 

The Internal Revenue Service has re
voked its determination that the organiza-

tion listed below qualifies as an organi
zation described in sections 501(c)(3) and 
170(c)(2) of the Internal Revenue Code of 
1986. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (1) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other had a suite for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductible. Protection under section 
7428(c) would begin on September 11, 
2006, and would end on the date the court 
first determines that the organization is 
not described in section 170(c)(2) as more 
particularly set forth in section 7428(c)( 1). 
For individual contributors, the maximum 
deduction protected is $1,000, with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual, in whole or in part, for the acts or 
omissions of the organization that were 
the basis for revocation. 

Youth Ministries, Inc., d/b/a 
Operation Rescue West 
Wichita, KS 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 162.-Trade or 
Business Expenses 

Tht: Sen icc llloLiifies Rn Pml·. 2000-12. 

2()l)o-J I.R.B. 310. to allll\\ a tJxpayer to lIlili/e the 

aLi\ ancc Cllnsent pwccdures of Rc\ Prot:. 97-27. 

19Y7-1 CI:I. o~lI. as IlllldlfieLi anLi aIllplified h) 

Re\ Pruc 2()()2-IY. 2()02-1 C.B. olJ6, as ampli

licLi ,IIlLi lbrit'ieLi h) Rei. Proc 2()02-5~. 2()02 2 

C.H. ~.'2. \\ hen seekin~ J change to a Illdhod of 

al'l'ounting pnl\iLieLi In ~~ 1.263Ial-+. 1.263Ial-5. 

or 1 lo7(al-.1lhlof the income Tax RcguLlti,)J1\ 111 

u1nJunction \\ ith a change for the same item \\1 ,\ 

method 01 accllunting utilinng the 3'" month rule 

,luthOrJ/Cd hy ~ 1,461-+ld)(6)(lIl or the recurnng 

ltCll1 nccptioll authllriLcLi hy ~ l.~ol-5. See Re\. 

!'roc'. 2006-.'7, page ~lJ9. 

Section 263.-Capital 
Expenditures 
20 erR 1.203( a )-..J: AIIlOUIlt.\ {'aid 10 acq/lire or ere· 

0'(' illlllllgihle.l. 

2fJ eFR 1.203(0)-5: AII/OII/Ii.1 {laid (II' illcurred Io./CI' 

(ilitu[e WlllCCllli,",'ition (~((1 trude or hllsiness, a ch{lllge 

III Ihl' ('({{,iral .llmetlllT of' (/ IJII.lilless entitv. (lnd cer

'ain (ltha Irallsacrion.l. 

Thc Scn icc modifies Rev. Proc. 2006-12, 

2()06-.1 I.R.B .. ,10, to allow a taxpayer to utilize the 

alh anl'l' l'On\l'nt proccdures of Rev. Proc. 97-'27, 

19l)7-1 C B. 6HO, as moditied and amplified by 
Rn. Proc. 20()2-1l), 2002-1 C.B. 696. as ampli

lieu unu clarified by Rev. Proc. 2002- 5~, 2002-2 

C.B. ~12. when ,eeking a change to a methou of 

accoullting pruviLieu in ~* 1263Ia)-+, 1263Ia)-5, 

I" I Ifl7Ial-3Ih) of the Income Tax Regulations in 

l'onjunctloll \\ ith a change for the same item til a 

Illctl1l1d of accounting lItililing the 311, month rule 

authorileu hy * I Afll-4ldIl6)(iil or the recurring 

itelll exccptH)n duthorileLi hy * 1.~61-5. See Rev. 
PI'O(. 2()()fl-.17. page ~l)lj. 
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Section 411.-Minimum 
Vesting Standards 

2() eFR 1.../ 11 (d)-3: Srcliol!.J 11 (dil ()) protected bell

e/ils. 

T.D.9280 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Section 411(d)(6) Protected 
Benefits 

AGENCY: Internal Revenue Service 
(IRS), Treasury, 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations providing guidance on cer
tain issues under section 4Il(d)(6) of the 
Internal Revenue Code (Code), including 
the interaction between the anti-cutback 
rules of section 411(d)(6) and the nonfor
feitability requirements of section 411 (a). 
These regulations also provide a utiliza
tion test under which certain plan amend
mcnts are permitted to eliminate or re
duce certain early retirement benefits, re
tirement-type subsidies, or optional forms 
of benefit. These regulations generally af
fect sponsors of. and participants and ben
eficiaries in, qualified retirement plans. 

DATES: Effective Date: These regulations 
are effective August 9, 2006. 

Applicability Date: For dates of appli
cability, see § 1.411 (d)-3(j) of these regu
lations. 

FOR FURTHER INFORMATION 
CONTACT: Pamela R. Kinard at (202) 
622-6060 (not a toll-free number), 

SUPPLEMENTARY INFOR!v1ATION: 

Background 

This document contains amendments 
to 26 CFR part I under section 411(d)(6) 
of the Code. These regulations revise 

§ 1.411 (d)-3 to provide guidance on the 
application of section -1-11 (d)( 6) to a plan 
amendment that places greater restrictions 
or conditions on a participant's rights to 
section -1-11 (d)( 6) protected benefits, even 
if the amendmentlllerely adds a restriction 
or condition that is permitted under the 
vesting rules of section 411(a)(3) through 
(II). These rules are intended to reflect 
Central Laborers' Pellsion Fund v. Heillz. 
541 U.S, 739 (2004), These regulations 
also set forth standards for the utilization 
test. which is a permitted method of elim
inating optional forms of benefit that are 
burdensome to the plan and of de minimis 
value to plan participants. 

Section 401(a)(7) provides that a trust 
does not constitute a qualified trust un
less its related plan satisfies the require
ments of section 411. Section 411 (a) gen
eraUy provides that an employee's right to 
the accrued henefit derived from employer 
contributions must become nonforfeitable 
within a specified period of service. Sec
tion 411 (a)(3) provides circumstances un
der which an employee's benefit is permit
ted to be forfeited without violating sec
tion 411(a), Section 411(a)(3)(B) provides 
that a right to an accrued benefit derived 
from employer contributions is not treated 
as forfeitable solely because the plan pro
vides that the payment of benefits is sus
pended for such period as the employee is 
employed, subsequent to the commence
ment of payment of such benefits, either 
(1) by the employer who maintains the 
plan under which such benefits were be
ing paid, in the case of a plan other than a 
multiemployer plan, or (2) in the case of a 
multiemployer plan, in the same industry. 
the same trade or craft, and the same geo
graphic area covered by the plan as when 
such benefits commenced, 

The definition of employment for 
which benefit payments are permitted 
to be suspended is set forth in 29 CFR 
2530.203-3 of the Department of La
bor Regulations, which interprets section 
203(a)(3)(B) of the Employee Retirement 
Income Security Act of 1974 (ERISA), 
as amended, the counterpart to section 
411 (a)(3 )(B) of the Code, Employment 
that satisfies the conditions described 
in section 203(aJ(3)(B) of ERISA and 



the regulations are referred to as "sec
tion 203(a}(3)(B) service." See 29 CFR 
2530.203-3(c). 

Under section 411 (a)(I 0), a plan 
amendment changing the plan's vesting 
schedule must satisfy certain require
ments. Section 411 (a)( IO}(A) provides 
that a plan amendment changing any 
vesting schedule under the plan does not 
satisfy the minimum vesting standards 
of section 411 (a)(2) if the nonforfeitable 
percentage of the accrued benefit derived 
from employer contri bu tion~ (determined 
as of the applicable amendment date)1 
of any employee who is a participant in 
the plan is less than the nonforfeitable 
percentage computed under the plan with
out regard to the amendment. Section 
411(a)(lO)(B) provides that a plan amend
ment changing any vesting schedule under 
the plan does not satisfy the minimum 
vesting standards of section 411 (a)(2) un
less each participant with at least 3 years 
of service is permitted to elect to have his 
or her nonforfeitable percentage computed 
under the plan without regard to the plan 
amendment. 

Section 411(d)(6)(A) provides that a 
plan is treated as not satisfying the re
quirements of section 411 if the accrued 
benefit of a participant is decreased by 

an amendment of the plan, other than an 
amendment described in section 412(c)(8) 
of the Code or section 4281 of ERISA. 
Section 411(d)(6)(B) provides that a plan 
amendment that has the effect of elim
inating or reducing an early retirement 
benefit or a retirement-type subsidy, or 
eliminating an optional form of benefit, 
with respect to benefits attributable to ser
vice before the amendment, is treated as 
impermissibly reducing accrued benefits. 
This protection applies with respect to 
an employee who satisfies the preamend
ment conditions for the subsidy either 
before or after the amendment. Section 
411(d)(6)(B) also authorizes the Secretary 
of the Treasury to provide, through regu
lations, that section 411(d)(6)(B) does not 
apply to any plan amendment that elim
inates an optional fonn of benefit (other 
than a plan amendment that has the effect 
of eliminating or reducing an early retire
ment benefit or a retirement-type subsidy). 

Section 645(b)( I) of the Economic 
Growth and Tax Relief Reconciliation 

Act of 2001. Public Law 107-16 (lIS 
SIal. 38) (EGTRRA) amended section 
41I(d)(6)(B) of the Code to direct the Sec
retary of the Treasury to issue regulation, 
providing that section 411(dJ(6)iB) does 
not apply to any amendment that reduces 
Qf eliminates early retirement benefir, 
or retirement-type subsidie~ that create 
significant burdens or complexities for 
the plan and plan participants unless such 
amendment adversely affects the rights of 
any participant in a more than de minimis 
manner. 

Section 204(g) of ERISA contains par
allel rules to section 411 (d)(6) ofthe Code, 
including a similar directive to the Secre
tary of the Treasury to issue regulations 
providing that section 204(g) of ERISA 
uoes not apply to any amendment that re
duces or eliminates early retirement ben
efits or retirement-type subsidies that cre
ate significant burdens or complexities for 
the plan and plan participants unless such 
amendment ad versely affect~ the right;; of 
any participant in a more than de minimis 
manner. Under section 10J of Reorganiza
lion Plan NO.4 of 1978 (43 FR 47713) and 
section 204(g) of ERISA, the Secretary of 
the Treasury has interpretive jurisdiction 
over the subject matter addressed in these 
regulations for purposes of ERISA, as well 
as the Code. Thus, these final regulations 
issued under section 411 (d)(6) of the Code 
also apply for purposes of section 204(g) 
of ERISA. 

In Central Laborers', the plaintiffs 
were two inactive participants in a Illulti
employer pension plan who commenced 
payment of their benefits in 1996 after 
qualifying for subsidized early retirement 
payments. The plan terms required that 
payments be suspended if a participant 
engaged in "disqualifying employment." 
At the time of their commencement of 
benefits, the plan defined disqualifying 
employment to include only employment 
covered by the plan, but not work as a 
construction supervisor. Both participants 
were employed as construction supervi
sors after they commenced payment of 
benefits. After the two participants' ben
efit payments had commenced in I YI)6, 
the plan was amended in 1998 to expand 
its definition of disqualifying employment 
to include any employment in the same 
trade or craft, industry. and geographil: 

area covered by the plan, and the plan 
stopped payments to the two panicipants 
on account of their disqualifying employ
ment as construction ;;upervisors. The two 
participants sued to recover the suspended 
payments, claim1l1g that the Jl11enliment 
expanding the plan's suspension provi
~ions violated section 204(g) of ERISA. 

The Supreme Court, holdIng for the 
two participants. ruled that section 204(g) 
of ERISA prohibits a plan amendment ex

panding the categories of post-retirement 
employment that result in sU'pension of 
the payment of early retirement benefits 
already accrued. The Court held that, 
while ERISA permits certain conditions 
that are elements of the benefit itself (such 
as suspensions under section 411 (a)(3)(B) 
of the Code and section 203(a)(3)(B) of 
ERISA), such a condition may not be im
posed on a benefit after the benefit has 
accrued, and that the right to receive ben
efit payments on a certain date may not 
bc limited by a new condition narrow
ing that right. The Court agreed with the 
7th Circuit that "Ia] participant's benefits 
cannot be understood without reference 
to the conditions imposed on receiving 
those benefits, and an amendment placing 
materially greater restrictions on the re
ceipt of the benefit 'reduce,' the benefit 
just as surely as a decrease in the size of 

the monthly benefit." Central Laborer~', 
547 U.S. at 744, quoting Heinz v. Central 
Laborers' Pension Fund, 303 F.3d 802, 
805 (7th Cif. 2002). 

On July II, 1988, final regulations 
(T.D. 8212) under section 4Il(li)(6) were 
published in the Federal Register (53 FR 
26050). Those regulations are contained 
m § 1.41 1 (d)-4 (the 1988 regulations). 
On August 12. 2005, final regulations 
(T.O. 9219, 2005-38 I.R.B. 538) under 
section 4IUd)(6) were publi~hed in the 
Federal Register (70 FR 47109) (the 
2005 final regulations). Those 2005 final 
regulations, which are largely contained 
in §1.411(d)-3, set forth conditions under 
which a plan amendment is permitted to 
eliminate an oplional form of benefit and 
to eliminate or reduce an early retirement 
benefit or a retirement-type subsidy that 
creates significant burdens or complexi
ties for the plan and its participants, but 
only if the elimination does not adversely 
affect the nghts of any panicipant in a 

I The term applicahle amendmefl( date mean' the late' of the effective date of the amendment or the Jat< that the amendment" adorlcd Sec * I.J t t Id)-.\( g)(4). 
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more than de minimis manner. However. 
those regulations reserved two topic~ for 
later guidance-a utilization test and the 
interaction of the permitted forfeiture rules 
under section '+11(a) with the anti-cutback 
rules under ~ection .+ II (d)( 6) after taking 
Into account the decision in Central Lu
iJlJrers' . 

In connection with the 2005 final reg
ulations. a notice of public rulemaking 
(REG-IS6SIX-O'+. 200S-3X I.R.B. 582) 
under ,ection '+11(d)(6) of the Code was 
published in the Federal Register (70 FR 
'+7IS5) !the 200S proposed regulations) 
to address the two reserved topics dis
cussed in this preamble. On December 
6. 200S. the IRS held a public hearing on 
the 2005 proposed regulations. Written 
comments responding to the notice of pub
lic rulemaking were also received. After 
conSideration of all the comments. the 
20US proposed regulations are adopted. as 
amended by this Treasury Decision. The 
revisions are discussed in this preamble. 

Explanation of Provisions 

Application of Seerioll 41 !(d)(6) to Plall 
.4ll1CllcllllCllts Allccting Vestillg 

In applying the holding in Central La
horen··. these regulations retain the rule 
in the 200S proposed regulations that pro
vides that a plan amendment that places 
greater restrictions or conditions on a par
ticipant's rights to section 411(d)(6) pro
tected benefits by adding or modifying a 
plan provision relating to suspension or 
benefit payments during a period of em
ployment or reemployment violates sec
tion .+ II( d)( 6). This rule applies for peri
ods beginning on or after June 7. 2004. the 
date of the decision in Cellfral Laborers '. 
For relief limiting the retroactive applica
tion of Celltml Luhorers'. see the discus
,Ion under the heading "Effective Dates" 
in thi., preamble. 

These regulations also address a 
broader questioll of the interaction of 
the \e,ting rules in section 411(a) with the 
requirements of section 41 I(d)(6). apply
ing the rea,oning in Cenfral La!Jorers' to 

other situations, These regulations gener
ally retain the rule in the 200S proposed 
regulations that a plan amendment that 
decreases a participant's accrued benefits. 
or otherwise places greater restrictions 
or conditions on a participant's rights 
to section 411(d)(6) protected benefits. 
violates section 4ll(d}(6). even if the 
amendment merely adds a restriction or 
condition that is otherwise permitted un
der the vesting rules in section 411(a)(3) 
through (II ).2 These regulations also pro
vide examples of the application of this 
rule. including an example illustrating. 
for changes in a plan's vesting schedule. 
the protection of a participant's right to 
have post-amendment vesting of the par
ticipant's pre-amendment accrued benefit 
determined under the old vesting schedule, 
Of course. these regulations also retain the 
rule that such a plan amendment is permit
ted under section 411(d)(6) to the extent 
it applies to benefits accruing after the 
applicable amendment date. 

Some commentators agreed with the 
rule in the 2005 proposed regulations that 
adopts the holding and rationale of Cen
trul Laborers', but other commentators 
raised concerns about the scope of the 
rule, Several commentators argued that 
Central Laborers' only addresses the in
teraction of section 411(d)(6) with the 
suspension of benefit rules under section 
411 (a)( 3)( B). and does not require the ex
tension of its holding to plan amendments 
relating to the other vesting provisions 
under section 411(a). Those commenta
tors recommended that the regulations be 
revised to narrow the scope of the rule 
in the 2005 proposed regulations to the 
fact pattern in Central Lahorers'. Other 
commentators recommended that the fi
nal regulations provide that. for a plan 
amendment changing the plan's vesting 
schedule. the rule in the 2005 proposed 
regulations does not apply, so that section 
411 (a)( 10) would provide the exclusive re
quirements for vesting schedule changes, 
Some of these commentators supported 
this request by stating that the rule in the 

200S proposed regulations had the etJec 
of rendering section 411 (a)( 10) moot. 

After consideration of the comments reo 
lating to the rule in the 2005 proposec 
regulations, the Treasury Department ane 
the IRS believe that the holding and ra· 
tionale in the Cel/tral Laborers' decisio~ 
control and. thus. the rule in the 200S pro· 
posed regulations should be retained. sub
ject to certain modifications. In this reo 
gard, the Treasury Department and the IRS 
note that the protection provided by sec
tion 411 (a)( I 0) applies with respect to fu
ture accruals, whereas the protection ex
tended by these regulations to changes in a 
vesting schedule applies only with respect 
to benefits accrued before the applicable 
amendment date, However, in light of the 
comments, these final regulations provide 
a limited exception from the requirement 
in the 2005 proposed regulations for a plan 
changing its vesting computation period, 
Under this exception, a plan amendment 
that satisfies the rules for changing a plan's 
vesting computation period, as set forth in 
applicable Department of Labor Regula
tions,3 does not fail to satisfy the require
ments under section 411(d)(6) merely be
cause the plan changes the plan's vesting 
computation period. 

Utilization Test 

These regulations generally retain the 
rule in the 2005 proposed regulations 
that a plan is permitted to be amended to 
eliminate optional forms of benefit that 
comprise a generalized optional form4 

for a participant with respect to benefits 
accrued before the applicable amendment 
date if certain requirements relating to 
the use of the generalized optional form 
are satisfied, Under the utilization test, 
a plan is not permitted to eliminate any 
core optionS offered under the plan and 
the plan amendment eliminating the gen
eralized optional form cannot apply to 
an optional form of benefit with an an
nuity commencement date that is earlier 
than the number of days in the maximum 
QJSA explanation period (for example, a 

: He>\\ c\ or. 1],,11' Ihal 'coli"ll " III d 1101 Joc, nol pn,hlbn a pion Jmcndmcnt that reduce, or ,u'pend, benetit, under a multiemployer plan as permitted under section 411 (a)(3)(F) (e.g .. a plan 
,llllcndllll'nt (1.1 rl'dU\.l' [-Il'lldlh cI" 11cIIllllkJ L1lldo ,,>.:cllon -+1~D or tll "u,"'pcnd benefit paym~nt~ d~ permilled under ~ection 418E). 

,,',' ,,, OR "~II 2111·211'111" luh rcl,jlln~ I" lh,jll~lll~ a plan', IC'ling cllmputation period. See also §§1.411(a)-8(b)(3) and 1.411(a)-8T(b)(3), 

j 111 ... ' :\.'1111 t.:t iiI Idie, l/ i!{l/lrnldl ,1(1//1,1 1"\ Jefined ][1 ~ I A III J)-3( t;)( t'l) J:-. a glllup of optiunal furm" of benefit that are identical except for difference~ due to the actuarial factors that are used 
[l' l',~'ll'rllllll~' [th' dlllllUllI pI till' diqnhuti(ln" L1IlJ('r tho"L' llptiunJI form"- of henefit amI the annuity ~tarting dates. 

, 1 '11..' :1..'1 III \ ,J/( I ',PUr 'II h ddllll..'Li In ~ 1 -+1 II d)-'":;( ~)( 5) ,I-. ~I "tralghl life ~mnult!, a 75r;; joint and contingent annUity. a 10-year term certain and life annuity, and the mo . ..,t valuable option for a 
I~·lllkl[),lril \\ .lh.1 "hllrt 1111..' '-'\r('(.:LlnL·~ 
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90-day period) after the date the amend
ment is adopted. The utilization test, 
along with the redundancy method and the 
core options method, are three permitted 
methods for eliminating or reducing sec
tion 411(d)(6)(B) protected benefits. See 
§IAll(d)-3(c), (d), and (e) of the 2005 
final regulations for rules relating to the 
redundancy and core options methods. 

These regulations provide that, in or
der to eliminate a noncore optional form 
of benefit under the utilization test, the 
plan must satisfy two conditions. First, the 
generalized optional form must have been 
available to at least a minimum number 
of participants who are taken into account 
during the relevant look-back period. Sec
ond, no participant must have elected the 
optional form of benefit that is part of the 
generalized optional form with an annu
ity commencement date that is within the 
look-back period. 

Under the 2005 proposed regulations, 
the look-back period was generally the 2 
plan years immediately preceding the date 
on which the plan amendment eliminat
ing the general optional form is adopted. 
These regulations modify the look-back 
period from the 2005 proposed regulations 
to include the portion of the plan year in 
which the plan amendment is adopted that 
precedes the date of adoption (the pre
adoption period). Adding the pre-adoption 
period to the look-back period ensures that 
participants who elected the generalized 
optional fonn with an annuity commence
ment date within the year of adoption are 
taken into account. However, in order to 
reduce burdens for plans, the regulations 
permit a plan to exclude from the look
back period the calendar month in which 
the amendment is adopted and the I or 
2 preceding calendar months (to the ex
tent those preceding months are within the 
pre-adoption period). These regulations 
also retain the rule under the 2005 pro
posed regulations permitting a plan to ex
tend the look-back period to include an ad
ditional 1, 2, Of 3 plan years. 

Under the utilization test in the 2005 
proposed regulations, the generalized op
tional form being eliminated must have 
been available to at least 100 participants 
who are taken into account during the 
look-back period. A pal1icipant is gener
ally taken into account only if, during the 
look-back period. the participant was eli
gible to commence payment of an optional 

form of benefit that is part of the gen
eralized optional form heing eliminated. 
However, the 2005 proposed regulations 
provided that a participant is not taken 
into account if the participant did not elect 
any optional form of benefit with an annu
ity commencement date that is within the 
look-back periud, elected an optional fOfm 
of benefit that includes a single-sum distri
bution that applies with respect to at least 
25% of the participant's accrued benefit, 
elected an uptional form of benefit that 
was only available during a limited period 
of time that contained a retirement-type 
subsidy that was not extended to the gener
alized optional form being eliminated. or 
elected an optional form of benefit with an 
annuity commencement date that is more 
than 10 years before normal retirement 
age. 

Commentators recommended that the 
regulations be revised to provide an alter
native for smaller plans that cannot meet 
the IOO-participant requirement, even with 
the 5-year look-back rule. Commenta
tors also recommended that the utiliza
tion test be revised to permit a plan to 
use the utilization test to eliminate a gen
cral optional form even if a small per
centage of participants elected the general
ized optional form. The percentages pro
posed by the commentators ranged from 
I % to 5% of the participants. Commen
tators further recommended that the reg
ulations be revised to permit participants 
who elected single-sum distributions to be 
taken into account in determining the ap
plicable number of participants. 

In light of these comments, these regu
lations include a number of revisions. In 
applying the utilization test, the general
ized optional form must be available to at 
least the applicable number of participants 
who are taken into account. These regu
lations define the term applicable number 
of participants as 50 participants. These 
regulations also set forth a special rule that 
permits a plan to take into account any par
ticipant who elects a single-sum distribu
tion that applied with respect to at least 
25% of the participant's accrued benefit, 
provided the applicable number of partici
pants is increased to 1,000 participants. 

The Treasury Department and IRS con
tinue to believe that the utilization test. 
by its nature, determines which optional 
forms are considered valuable to partici
pants. This determination is made by ref-

erence to participants' elections. The fact 
that, during a 2-year period, no participant 
in a substantial number of participant elec
tions clcctcd any optional form of benefit 
that is within a generalized optional form 
is a compelling indication that elimination 
of that generalized optional form would 
not adversely affect the rights of any par
ticipant in a more than de minimis man
ner. Conversely. if at least one participant 
in the sample elected the generalized op
tional form. that election would provide 
significant evidence that the elimination 
of the generalized optional form could ad
versely affect the rights of some other par
ticipant in a more than de minimis man
ner. In addition, a plan that satisfies the 
requirements of the utilization test is per
mitted to be amended to eliminate all of 
the optional forms of benefit that comprise 
a generalized optional form without hav
ing to satisfy separately the requirements 
of § 1.411 (d)-3(e). Thus, these regulations 
retain the requirement from the 2005 pro
posed regulations that no participant must 
have elected any optional form that is part 
of the generalized optional form that is be
ing eliminated. 

Other Issues 

These regulations also include a few 
modifications to the 2005 final regulations. 
Specifically, the regulations include spe
cific reference to amendments permitted 
under sections 4l8D and 418E (relating to, 
respectively, to multiemployer plans in re
organization and accrued benefits attrib
utable to employer contributions that are 
not eligible for the Pension Benefit Guar
anty Corporation's guarantee) as not be
ing subject to the requirement~ of section 
411 (d)(6). See se<.:tion 411 (a)(3)(F), which 
permits the reduction and suspension of 
accrued benefits by a multiemployer plan 
pursuant to sections 4l8D and 418E, as 
well as section 4281 of ERISA. 

These regulations also revise the 
method fur determining whether an op
tional form of benefit is within a family 
of optional forms of benefit for purposes 
of eliminating redundant optional forms 
of benefit in situations in which a plan 
permits a participant to make different 
distribution elections with respect to two 
or more separate portions of the partici
pant's accrued benefit. Comments were 
received recommending that the regu-
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lations be revised to permit a plan that 
provides different elections with respect to 
separate portiom of a participant's benefit 
(for example. plans with one set of gener
ally applicable distribution options and a 
second set of distribution options that ap
ply only to a participant's henefit earned 
while employed hy a former employer) 
to he permitted to apply the redundancy 
rules separately to each set of distribution 
options. 

In light of thi~ comment. these regula
tions permit a plan to apply the redundancy 
rules separately to each portion of the par
ticipant's benefit to which separate distri
bution elections apply as if that portion 
were the participant's entire benefit. This 
change is similar to the bifurcation rule in 
*1.'+17(a)(3)-I(c)(5)(iii), which permits a 
plan that permits a participant to make sep
arate distribution elections with respect to 
two or more portions of the participant's 
henefit to descrihe the financial effect and 
relative value of comhined optional forms 
of benefit separately for each such portion 
of the benefit, rather than for each optional 
form of benefit (for example. each combi
nation of possible elections). 

Effective Dates 

Applicubility Dutes for Amelldmellts 
Rel(/tillg to Vesting 

With respect to a plan amendment that 
places greater restrictions or conditions on 
a participant's rights to section 411(d)(6) 
protected beneCits by adding or modifying 
a plan provision relating to suspension of 
benefit payments, the rules in these regu
lations apply for periods beginning on or 
after June 7. 200'+. However. for a plan 
amendment that places greater restrictions 
or conditions on a participant's rights to 
section '+11(d)(6) protected henefits with 
respect to vesti ng. other than a plan amend
ment relating to a sll.spension of henefit 
payments, the rules in these regulations ap
ply to plan amendments adopted after Au
gust Y. 20()6. 

Applicuhifity Date fi)r Change to 
Redulldallcy Rille Regllrding Bijilrcafion 
of Benefi ts 

The change to the regulations permit
ting a plan to apply the redundancy rules 
separately to each portion of a participant's 
benefit to which separate distribution elec
tions apply is applicable for amendments 
adopted after August 9. 2006. 

Apf)ficahility Date fin' Utili::.arioll Test 

The rules provided in the utilization test 
are applicable for amendments adopted af
ter December 31. 2006. 

Relief Limiting the Retroactil'e Application 
of Central Laborers' 

Rev. Proc. 2005-23, 2005-1 C.B. 
991. as modified by Rev. Proe. 2005-76. 
2005-50 I.R.B. 1139, limits the retroac
ti ve application of Central Laborers' for 
qualified plans under section 40 I (a) pur
suant to the Commissioner' s authority 
under section 7805(b)(8). Rev. Proe. 
2005-23 provides that a qualified plan 
will not be treated as having failed to sat
isfy the requirements of section 40 I (a) 
merely because a plan amendment that 
was adopted before June 7,2004, violated 
section 411(d)(6) by adding or expanding 
a provision under which a suspension of 
henefit provision occurs. To receive this 
treatment. a plan must adopt a reforming 
plan amendment, comply operationally 
with the reforming amendment. and pro
vide to affected participants notice of the 
right to elect retroactively to commence 
payment of benefits. All of these actions 
must be completed on or before January 
I. 2007. 

In response to the 2005 proposed reg
ulation~. some commentators expressed 
concern on how section 411 (d)(6) would 
apply to plan amendments adopted many 
years in the past when both the rules for 
interpreting the suspension of benefit pro
vi~ions under section '+11(a)(3)(B) and 
the rub for satisfying section 411(d)(6) 
were still being developed. Commentators 

specifically raised the issue of whether the 
adoption of a benefIt suspension amend
ment in response to the final suspension 
of benefit regulations issued by the De
partment of Labor would violate section 
411(d)(6).6 

In light of these comments and taking 
into account the Supreme Court's sugges
tion for relief in Celltral Laborers'J the 
Treasury Department and IRS believe that 
it is appropriate not to require that a plan 
correct under Rev. Proc. 2005-23 in or
der to qualify for relief from disqualifica
tion under section 401 (a) for a plan amend
ment that added or expanded a suspension 
of benefit provision if the amendment was 
adopted before the effective date of the 
1988 regulations under section 411 (d)(6). 
Providing this section 7805(b) treatment 
for any such amendment is appropriate be
cause it would be difficult to determine 
whether a plan amendment adding or ex
panding a suspension of benefit payment 
that was adopted at that time violated sec
tion 411(d)(6). In addition, any correc
tion made for any affected plan participant 
would likely be insignificant (especially in 
light of subsequent accruals), while creat
ing significant administrative burdens for 
the plan. 

Accordingly, pursuant to the Com
missioner's authority under section 
7805(b)(8), a plan will not fail to sat
isfy section 401(a) merely because the 
plan was amended to add or expand a 
suspension of benefit provision, provided 
that the amendment was adopted before 
January I, 1989. In the case of collectively 
bargained plans, this relief applies to plan 
amendments adopted before January I, 
1991. These dates are based on the effec
tive dates of the 1988 regulations under 
~ 1.411 (d)-4 for plans generally existing 
as of August 1, 1986. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 

,. See c'l n'R .:) 'tl . .:'tH .'. I'COl Id",~ rub Ihe,t pernllt a plan t" \I ,thhold permanentl\' a plan partICipant', benefit payment, on account of a continuation of employment or reemployment after 
IhL' (1.!~ IllL'lll-' l..\l[lIllh:rh .. 'L'd St.''': .11 .... (1 ;\ pi ru.' S2 2.1. IlJS2 2 e.B. 752 (pro\ ruing guidance t10 the n~ed tu ~mC"nJ and the timmg for a plan to be amended to comply with the final ..,u<.,pemion 
,d hCIlL'!l1 il';2ULltll)rhl 

- rill' (,llll"[ ,Llll'l.! III (',-'IlILd Lrrllfcf"" 

\\llhlll~ \\ L' hl'lJ h)JJ~ require, thl' IRS ttl fn hit tht: t,L\-L'\L'lllpt \taW ... in rJ~t year'., of plan .... that were amended in reliance on the agency \ repre~entatjon ... in ih manual by expanding the 
o...,Lk;,ln"·,, \\1 \\llrk lh.ll \\llulJ tflg:~('r .... u"pC'Il'>1l11l 01 hL'I1t:,fit pJ.)menh a'> to alreJ.U)-LlC(Tucd benefit.... The Internal Rl:\"cnue C()d~ gl .... e:-. the Commi~""loner di!-.cretion to decline to apply 
I.kLl'illll' III {hI' ((lUri rC[rn.h."tl\\.'l: Thh \\oulJ JuUhlk" he- an aprropriate occa~ion for exerci .... e of that discretion. 
(-/ !ludl LJh,lrt /"\ ~41 l· S . .It ;4~. n 4 

454 2006-2 C.B. 



is not required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) does 
not apply to these regulations. In addition, 
because no collection of information is im
posed on small entities. the provisions of 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) do not apply. and therefore, a 
Regulatory Flexibility Analysis is not re
quired. Pursuant to section 7805(b) of the 
Code, the notice of proposed rulemaking 
preceding these regulations was submitted 
to the Small Business Administration for 
comment on its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Pamela R. Kinard of the Office 
of the Division Counsel/Associate Chief 
Counsel (Tax Exempt and Government 
Entities), Internal Revenue Service. How
ever, personnel from other offices of the 
Internal Revenue Service and Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.411 (a)-8 is amended 

by adding paragraph (c )(3) to read as fol
lows: 

§1.411(a)-8 Changes in vesting schedule. 

* * * * * 
(c) " '" * 
(3) Relationship with section 411 (d)(6). 

For additional requirements relating to 
section 411(d)(6), see §1.411(d)-3(a)(3). 

* * * * * 
Par. 3. Section 1.411(d)-3 is amended 

by: 
1. Revising the first sentence of para

graph (a)(1). 
2. Revising paragraphs (a)(3) and (0. 
3. Adding Examples 3 and 4 to para

graph (a)(4), Example 3 to paragraph 
(b)(4), and Example 6 to paragraph (h). 

4. Adding paragraphs (c)(6), (j)(3), 

(j)(4), and W(5). 
The revisions and additions read as fol

lows: 

§1.411(d)-J Section 411(d)(6) protected 
benefits. 

(a) Protection of accrued benefits-( I) 

General rule. Under section 41 I(d)(6)(A). 
a plan is not a qualified plan (and a trust 
forming a part of such plan is not a quali
fied trust) if a plan amendment decreases 
the accrued benefit of any plan participant, 
cxcept as provided in section 412( c )(8), 
section 4281 of the Employee Retirement 
Income Security Act of 1974 as amended 
(ERISA). or other applicable law (see, 
for example. sections 418D and 418E of 
the Internal Revenue Code, and section 
1541 (a)(2) of the Taxpayer Relief Act of 
1997, Public Law 105-34 (111 Stat. 788. 
1085)). * * * 

* * * * * 
(3) Application of section 411 (a) no/!

forfeitability provisions with respect to 
section 411(d)(6) protected benefits-(i) 
In general. The rules of this paragraph 
(a) apply to a plan amendment that de
creases a participant's accrued benefits, 
or otherwise places greater restrictions 
or conditions on a participant's rights to 
section 411 (d)(6) protected benefits, even 
if the amendment merely adds a restriction 
or condition that is permitted under the 
vesting rules in section 411( a)(3) through 
(II). However, such an amendment does 
not violate section 411(d)(6) to the extent 
it applies with respect to benefits that ac
crue after the applicable amendment date. 

See section 41 \(a)( 10) and *1.41 \(a)-8 

for additional rules relating to changes in 
a plan's vesting schedule. 

(ii) Exception for changes in ({ plan '.\' 
vesting comput(/tion period. Notwith
standing paragraph (a)(3 Hi) of Ihis sec
tion, a plan amendment that ,atisfies the 
applicable requirements under 29 CFR 
2S30.203-2(c) (rules relating to vesting 
computation periods) does not fail to sat
isfy the requirements of section 411 (d)(6) 
merely because the plan amendment 
changes the plan's vesting computation 
period. 

* * * * * 
(4) " * * 
Example 3. (i) F(!uI. Employer N maintains Plan 

C. a qualified defined benefit plan under which an 

employee become, a participant ullon completion uf 
I year of service and i, vested 10 100'7(· of the em
ployer-derived accrued benefit upon completion of 
5 year, of service. Plan C provides that a former 
employee's years of service prior to a break in ser
vice will be rein,tated upun cumplelJon of I year 
of ,ervice after being rehired. Plan C has partici
pants who have fewer than 5 years of service and 
who are accordingly O'lr vested in their employer-de
rived accrued benefits. On December j I. 2007, ef
fective January I. 200S, Plan C is amended. in ac
cordance with sectIon 411 (a)l6)ID). to provide that 
any nonve,ted participant who has at least 5 consec

utive I-year breaks in service and whose number of 
consecutive I-year breaks in service exceeds his or 
her number of years ot service before the breaks will 
have his or her pre-break service disregarded in de
termining vesting under the plan. 

(ii) Conclusion. Under paragraph (a)(3) of thIS 
section, the plan amendment does not satisfy the 
requirements of thIS p,tragraph (il). and thus violates 
section 411(d)(6). because the amendment places 
greater restrictions or conditions on the rights to 
section 41I1d)(6) protected beneht,. <IS ut J<Inuary 1, 
2008, for p<Irticipants who have fewer than 5 years of 
service, by restricting the ability of those panicipanh 
to receive further vesting protection.> on benefit.> 
accmed as (If that date 

EWlIlple 4. (I) Filets. (A) Employer 0 sponsors 

Plan D, a qualified profit sharing plan under which 
each employee has a nonforfeitable right loa percent
age of his or her employer-derived accrued benefit 

based on the following tahle: 
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Completed ~ e<lh of ,en ice 

F e\1 er than 3 

:< 

.. 
5 

() 

7 

I B I In J~nll~r\ ~illlh, Emplo> er 0 ~cqulre, C llm

p.m> ,\, II hlch 11l.lIn!aln, Plan E, J qualified pfllfit 

,harlng plan under I\hich eaL'h emphl\ee "ho ha, 
c(lmpkted :; > ear- of ,eryice ha, a nllnfort'eilable 

right tIl I (lil', of the empll» er-dem cd accrued ben

d-It. In ~1)1I7, Plan E i, merged II1t" Plan D, On the 

el'fectile date tllr Ihe merger. PI~n D " amendeJ 

tIl pWI Ide that Ihe le,lIng ,cheduk for pamclpant, 

"f Plan E i, the 7-> ear graded \ e,ting ,chedule of 

Plan D, In aL'cllrdance "ith ,ection '+11'ali ]()IiAI. 

Ihe plan amendment prm ide' that an> participant of 

Plan E "ho had l'pmpleted 5 : ear' of 'er. ICe prior 
II) the amendment" full: I eqed In additilln, a, re

yUlred umler ,eCtilln .+ III a II 10 II B I. the amendmem 

pHl\ ide, that an> partiCipant III Plan E II hn ha' at 

Ieaq .1 \ ear' of ,en Ice prior to the amendment j, 

pcrmilled to mAe an IITe\ oca]'1le election to hal'e 
the I ,,\llns of hi, or her nonfnrfeltable right to the 

empl"> er-Jeril cd Jccrued benefit determined under 
either the 'i-lear cliff le\ling ,chedule or the 7->ear 
~raded I e,u ng 'chedule, Participant G, II ho ha, an 

~ccount balanl'e of" I (),OOO on the apphca]'11e amend

ment date, i, a partlL'ipant 111 Plan E \\ ith 2 ~ ear, of 

,en Ice J' of the appl icable amendment date. A, of 
the date of the merger. Parlicipant G', nonfort'eita]'1le 
nght to G', empl,,>er-deri,ed accrued henefit i, 0', 

under hl'th the 7-\ ear gr dded \ e\llng 'chedule of 
Plan D and the 5-~ ear diff I esting schedule of Plan 
F. 

liil COlillulioll. ender paragraph (a1l31 of this 

'"etinn, the plan amendment doe' not sati'f> the re
Ljulremenh of thl' paragraph I al and llOlates 'ection 
.+ III d II n I, becau,e Ihe amendment place' greater 

re'trlction, or L'I)ndltion, on the rights to section 
-+ III d II h I protected henefits \\ ith re'peet to G and 

.In> partICipant \\ ho ha' fell er than" I ear' of 'en ic'e 
dnd \\hll eiedeJ lor IIJ' made ,uhJect 101 the nell 
I eqIng ,chedule, ,-,\ method of aloidlng a <ectlon 
.. IIIJllnl IH1latHln \\ith re'pec't to account balance, 

~ttrlhUla]'11e tIl henet'ib accrued J' I" the applicable 
~ll1endment date "nd earning' therc'lln \\ I)uld ]'1" f,'r 
Pl."l D 1\ 1 pr, II IJe Illi the I e,ted percenl,,;:e I If li 

.mJ e~c h Ilther parllc Ipant In PIJn F t,> be nl> Ie" 
!h.ln the ~r\?,ltt?r lIt' [he \ L' ... tln~ rcr~cnt.J~c' under the 

t\\ll le'tIng "hedule, 'lpr e\alllpk, tor G Jnd each 
lIther r.lrt I 1.'1 r.-ml In PLin E til h(' ~j)( ( \c"'[eJ upon 

"-'~)!llrll'(j\ln lIt _-::. }C.lr ... \It ... ('r\h..c. -1.1)(, \(""ted Upt1n 

.... \I/llpkIHI[l Id ~ >('.1[ ... lit" '('i\kc. J.nJ full: \t ... [~J 

ur\)n I..'\lmrktilwi llf ." :e..Jf' 1,lf '('r\kC! LIT [h,."'-': 

J .... I..\)unt D.ll...tn~c ... J.nJ l'.Jmln,:: .... 

f \,,1':/,,'(.:( II FUl '\ P1Jn C. J mu\tit'Tllrit';cr 

J,'lln,'J renelil rLr In \\ hl,h r"nklr.J!I<'~ I' 1'[))HcJ 
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:\onfllrteltabk percentage 

Il', 

:OC( 

"Il', 

()W, 

S()'; 

lOW, 

tll electriCian, 111 the con,truction indu,trl, prm ide, 

that a participant ma> ckct to commence di,tri]'1u

tilln, Ilnil if the partJL'lpant I, not currelltl> emplo) cd 

I'll a participating elllplll> er and pHl\ IJe, that. if the 

raniclpant ha' a 'pecltled number of! car, of ,enice 
.md allain, a 'pecilleJ age, the dl,tributlon h II ith

nut ~n~ dctuanJI rcJuctllln fllr commencement be

fore normal retirement age, Since the plan', Incep

lion, Plan C ha, prm Ided for ,u'pen,ion of pen'lon 

hcndih during perioJ, of dbljualif> II1g emrloyment 

II::RISA ,ection 203131131181 ,er.icel, Before :007, 

the plan detlned di"lualif> ing emplo: ment to include 
an) Job a;; an electrician in the particular industry and 

geographic location tll "hlch Plan C applies, This 

definition llf di'Ljualif: ing emplo: ment diJ not CO\ er 
a JOb a, an electnclan ,uper. isor, In ~()05, Participant 

E, haling rendered the 'pecitled number of : ears of 
,en ice and attained the specified age to relire II ith a 

full> sub,idized earl) retirement benefIt, reme, from 
E', Job a, an electriCian II Ith Emplll:er Y and ,tarts 

a PI1,Itlllll II Ith EIllPlll) er Z a, an electrician ,uper

I],or Empll1~er Z i, nllt a pJrticipating emplo>er in 

Plan C but I, an emplo> er in the 'ame indu,tr: and 
geographic location as Emplm cr Y. When E left ,er
I Ice II Ilh EmpiLl\ er Y E', po,itlllil a' an electrician 

,upen "or 1\ J' not d"LJualifl ing empl('~ ment for pur
pme, 01 Plan C, ,u'pen'lon of pen'lon ]'1enetlt pro
I i'lon, and E elecled to l'ommenc'c benefit pal menh 
111 2()05 In 200fl, effectile Januar> I 2007, Plan C 

I' amended to expand the definition of di,qualif) ing 

emplo> mcnt 10 Include an> Job lincludlllg ,upen 1-

,or> po,itlOn'l d' an electriCian in the ,ame indu,tr> 
and ~:e(lgraphic location to "hich Plan C applie,. The 

plan', d"fillltlon of dl'qualth ing emplol ment sati,
tie, the requiremenh ohecllon.+ III a 11311 B I. On Jan
uar> I, 2U07, E', pen,,"n bene!lh are ,u,pended ]'1e

CJu'e of E', dl'Ljualli~lIlS cmplll)ment a, an e1cctn
(l..tn .... Upen 1'-tlr 

Iii' (Ol)<l//\/(HI. {-nder raragraph, "u(l I and 

Ihlill ,"f Ihl' ,ection, Ihe 20{)7 plan amendment 
'.Iolate, ,ectll1n -+ III d)l n I, becau,e the amendment 

plaLe, grealer re,trIctllln, or condition, on a partici
pant', right, tl> ,eetlllil .+ III d II 6) protected benetlt, 

i(l Ih,' e\t~nt II .Iprlle, "Ilh re'pen to benefits that 
ac(rued before JJnuar> I, ~()()" The re,ult \\ ould 

he the 'ame c\ en if the amendment did not appl> 
In !llrmer emplolee, anJ 1Il,tead applied unl) to 

pal1lLlpanb "ho lIere J.:tllel> emplo>ed al the time 
"f Ihe "ppilL"rle JmenJrnent. 

ICI "" "" 

161 St:pu/'(/re uppiication or redundancy 
ndel.fc!I' bitimared benefits, If a plan per
mih the participant to make different di~
tribution elections \\ith respect to two or 

more separate portions of the participant's 
benefit. the rule~ of this paragraph (c) are 
permitted to be applied separately to each 
"uch portion of the participant"s benefit as 
if that portion were the participant's entire 
benefit. Thus, for example. if one set of 
distribution elections applies to a portion 
of the participant" s accrued benefit and an
other set of distribution elections applies 
to the other portion of the participant' s ac
crued benefit. then with respect to one por
tion of the participant" s benefit. the deter
mination of whether any optional fonn of 
benefit is within a family of optional forms 
of benefit is pennitted to be made disre
garding elections that apply to the other 
portion of the participant's benefit. Sim
ilarly. if a participant can elect to receive 
any portion of the accrued benefit in a sin
gle sum and the remainder pursuant to a set 
of distribution elections. the rules of this 
paragraph (c) are permitted to be applied 
separately to the set of distribution elec
tions that apply to the portion of the partici
pant"s accrued benefit that is not payable in 
a single sum (for example, for the portion 
of a participant" s benefit that is not paid in 
a single sum. the detennination of whether 
any optional fonn of benefit is within a 
family of optional fonns of benefit is per
mitted to be made disregarding the fact that 
the other portion of the participant" s bene
fit is paid in a single sum J. 

(0 Utili:ation test-( I) General rule, A 
plan is pennitted to be amended to elim
inate all of the optional fonns of benefit 
that comprise a generalized optional fonn 
(as defined in paragraph (gj(8) of this sec
tion) for a partici pant with respect to ben
efits accrued before the applicable amend
ment date if-

(i) ;-,; one of the optional fonns of bene
fit being eliminated is a core option, within 
the meaning of paragraph ig)(5) of this 
section: 



(ii) The plan amendment is not applica
ble with respect to an optional form of ben
efit with an annuity commencement date 
that is earlier than the number of days 
in the maximum QJSA explanation pe
riod (as defined in paragraph (g)(9) of this 
section) after the date the amendment IS 

adopted: 
(iii) During the look-back period-
(A) The generalized optional fom1 has 

been a\'ailable to at least the applicable 
number of participants who are taken into 
account under paragraph (fl(3) and H) of 
this section: and 

(B) No participant has elected any op
tional form of benefit that is part of the 
generalized optional form with an annu
ity commencement date that is within the 
look-back period. 

(2) Look-back period-(i) III general. 
For purposes of this paragraph (1). the 
look-back period is the period that in
cludes-

(A) The portion of the plan year in 
which such plan amendment is adopted 
that precedes the date of adoption (the pre
adoption period): and 

(B) The 2 plan :- ears immediately pre
ceding the pre-adoption period. 

(ii) Special look-back period 
rules-(A) 12 -II/o/l{h plan year. In the 
look-back period. at least I of the plan 
years must be a 12-month plan) ear. 

(B) Permirred 3-lIIonrh exclusion in rhe 
pre-adoption period. A plan is permitted 
to exclude from the look-back period the 
calendar month in which the amendment 
is adopted and the preceding 1 or 2 calen
dar months to the extent those preceding 
months are contained \\·ithin the pre-adop
tion period. 

(C) Per11lissiml to extend Ihe look-hack 
period. In order to haw a look-back pe
riod that satisfies the minimum applica
ble number of participants requirement in 
paragraph (fl(l l(iiil(A) of this section. the 
look-back penod described in paragraph 
(f)(2)(i)(B) of this section is permitted to 
be expanded. so as to include the 3. 4. or 5 
plan years immediately preceding the plan 
year in which the amendment is adopted. 
Thus. in determining the look-back pe
riod. a plan is permitted to substitute the 
3. -l. or 5 plan years immedIately preced
ing the pre-adoption period for the 2 plan 
years described in paragraph (t)(2)(il(B) 
of this section. Ho\\·eYef. if a plan does 
not satisfy the minimum applicable num-

ber of participants requirement of para
graph (fI( I )(iiil(A) of this secnon using the 
pre-adoption period and the immediatel:
preceding 5 plan years. the plan i~ not per-
111ltted to be amended in accordance with 
the utilization test in this parccgraph (n. 

(3) Parricipallfs taken into ([C("(JIIIlI. A 
participant is taken into account for pur
poses of this parClgraph (I) only if the par
ticipant was eligible to elect to commence 
payment of an optional form of benefit that 
is part of the generalized optional form be
ing eliminated with an annuity commence
ment date that is \\ithin the look-back pe
rim!. Ho\ve\er. a participant is not taken 
into account if the participant-

(i) Did not elect any optional form of 
benefit with an annuity commencement 
date that was within the look-back period: 

(ii) Elected an optional form of benefit 
that included a single-sum distribution that 
applied with respect to at \east 25S:;' of the 
participant's accrued benefit: 

(iii) Elected an optional form of bene
fit that was only available during a limited 
period of time and that contall1ed a retire
ment-type subsidy where the subsidy that 
is part of the generalized optional form he
ing eliminated was not extended to an~ op
tional form of benefit \\ ith the same annu
it: commencement date: or 

(i\) Elected an optional form of benefit 
\\ith an annuit;. CDmmencement date that 
was more than 10 years before normal re
tirement age. 

(-+) Determining the applicable /llImber 

(~tparticipal1ts, For purposes of applying 
the rules in this paragraph (fl. the appli
cable number of participants is 50 partic
ipants. Howe\'er. notwithstanding para
graph (f)(3)(ii) of this section. a plan is 
pemlitted to take into account any partic
ipant who elected an optional form of ben
efit that included a singh:-~um distribution 
that applied \\itll respect to at least 2Y:-f of 
the participant's accrued benefit. but onl:
if the applicable number of participants is 
increased to 1.000 participants, 

(5) Default elections. For purposes of 
this paragraph (il. an election includes the 
payment of an optional form of benefit that 
applie~ in the absence of an affirmati\t: 
election, 

* * * * * 
(h) 
EXlIIllplc 0, I i I F'iC!1 illlO!lill~ dilllilidiioll ('1" 

lllJr]corc oprion5 using urili;ullol7 l{'.\/-i:-\) //1 g01-
",.,,1. Plan G i, a calendar, em deflneJ henefit pl'lIl 

unJer "hich partlL'lrant, 11111\ ekct t,. c·{lI1lI11eI1Ce 

J"tnbuilons aller tdl1ll11Jlil\l\ Lll c'l1lrll1\ mC'llt lI\ the 
1"']]011 ing actuarialil eLjui\ ,dent fL\I'nh, \\ Itll 'PLll""i 

(\'Il,cm. it .lpplicahk J 'trai~ht lik annllil\: " ~()'; 
7:;(. (,r 100'"( joint 11IlJ C\'ntlnf!ent .Innult,. (lr ,I 

'i-~ear. IIl-leJ!'. I"r Ii l'i-\e.lr lerm certain ;!I1d life .10-

nUlt:- .. \ panic'ipant i, pall1lticd to ekL't a "11~k-'UIII 
distribution if the pre'ent \ ;due 01 the pal"lr(ipant" 
nonforfeitable a(cTued bendit I' not gre,\ler than 
55.000. Tht ,tnnuiUe' offered under the piJn .Ire 

generall, III ailal>k both II illl anu II ith\lUI a "Klal 
';'t,.'curit) le\~llng te:..1ture. The: "tll"ial "t'I.·urit: k>\ding 

Icature prm idt" for an a"umed L'Oll\mer.L'ement of 
.ocial ,ecurit) benet!" at an, age ,,,Ic,'leJ h) the 
ranic'ipant bel\\ccn Ihe age' Llf 6: dnd (17. l·nJer 
Plan G. the normal retireillent age I' LkfineJ a, age 

65. 

IBI Oili;"li"" r,'H, In ~007, the plan 'pollsor 
Ill' PiJn G. afttr reI Ic\1 ing parlicipanh· benefit elec-
1I11m. Jelernlille, Ihac JUring the period from Janllar, 
l. ~005. lhrough June J(). ~()()7. nll pal1icipalll ha, 
c:lected J )., ear term <"<:l"Ililn and life annuit:- \1 ith II 

;"I)ciai ",cLUrtt: k\c!mg ortil)n. During th:.lt period. 

Plan G ha, made the 'i-war term cCftaln and lifc 
annuity Ilith J ,oCJal'ccuril, Icychng option ;11 ail
able tll l-+c pdrll,·ipJIH' II hn \\erc a! lea,! age~:; and 
\\ Ill> deC led Llptil1llal form. or bendi! \\ ith an annu
il~ c·'lIlll11('nc·emelll Jate, dunn)! that perillu. In ad
dnion. during that period. 20 of the 142 panicipant' 
elected II single-sul11 diqrihution and Ihere \I a, no re

urelllCI1l-t.1 pe ,uh,iJ\ <1\ <lila\">1e for a ilmilcu period o! 

tllne Plan G. in acc·ord,lIlc( \lith paragraph IC)lll 01 

thl' 'C(tl,'n. I' all1enueu on Septemher 15. ~()()7. d

feLtl\ C ch of hnllan I coml. to eliminate all '-year 
term (crt<lin and life annuitie, II ith ;1 ,ocial 'eCUrity 

le\ ding ortion for all annuit\ ClllllrnenCtlllent date' 
\)Jl \)[ .itler J.UlUJr: L ~tlDtL 

I ii I (O"c/III;,J/', The amendment ,at"fie, the re

'luirement, nf paLlgrClph I fI ,.f thi, ". ,'tll)[\ , Firq. the 
)-, car tc:rm ceruin ,md life annun~ II I til a '()(Iai 'c
<'uri!\ leI ('ling (lpliun i, nut a COI'e (lptillil a' defined 
in pJra"rarh IglI~ 1,,[ !hi, ,ectinn, SL·c·"lllJ. Ihe plan 
alllendment i, no! aprlicable \\ ith r,"pec'l ILl an ,11'
tlonal f,'nn nf heneflt II ith Iln annulII c'LlIllmcllce
Illent dale lhal i, earlicr th,lIl the nUlllher ofda), III the 
llla,imuJ1l QJS.-\ (\planation period after the Liale the 
amendment I' adopted, Third. the 5-:ear term certain 
anJ life annuit: \\ ilh J ~nl·li.l.1 ~ccunt~ lc\chng dptiun 
ha, heen al ailahle In;1I lea,t 5(1 p:lni(ipanh \\ h,] are 
taken into aC((lunt f,'r PUrpll,c' nt pangraph If) of 
thi, ,t(tion uurin~ the look-back period, Fourth. Jur

int' the h'"k-ha,k period. no rarlicipant eleL·tcJ an~ 
"ptillnal h'rm that I.' part of the gencralilc'd optiondl 
f,'rm hcing t'limin,lIcd tlor <,,\ample.lht' )-:ear term 

anJ lik JIUlUllI \1 nh II 'ouai 'ecurit) lelding "1'
lIonl 

(j) " * " 
\ 3) Efj'eoi\"(' dmes filJ- min refllting 

10 section ../ II ((/) lIonfi)J/eiro/Jifit1 pro
l/sio/lS-( i) Appliclilioll of slI.lpcnsion o!' 
hCllcfir mil'S to section-lll(d)(6) I)mlteri'd 

I)ene/lls. With respect tn a plan amend
ment that pLlCes greater re,trictions or 
conditions on a partlcipant"s rights to sec
tion 411 (d)( 6) protected benefits by adding 
or modifying a plan prmision relating tt) 
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suspension of benefit payments during a 
period of employment or reemployment. 
the rules provided in paragraph (a)( 3) of 
this section apply to peliods beginning on 
or after June 7, 2004. 

(ii) Appiicutiu/I oj' sectio/l 4//((/) 
llollfeJrfeitu/Jilitr prol'isiollS to sectioll 
4//(d)(6) protected benefits. With respect 
to a plan amendment that places greater 
restrictions or conditions on a participant's 
rights to section 411 (d)( 6) protected bene
fib other than a plan amendment described 
in paragraph (j)( 3)( i) of this section, the 
rules provided in paragraph (a)(3) of this 
section apply to plan amendments adopted 
after August 9, 2006. 

(4) Effectil'e dute/e}r chunge to redlln
dune\' rule regurdillg bijilrcariol1 oj' bene
(its. The rub provided in paragraph (c)(6) 
of this section are applicable for amend
ments adopted after August 9. 2006. 

(5) Effectil'e clute j(n' I"//Ies relating to 
IItili:::.atioll test. The rules provided in para
graph (f) of this section are applicable for 
amendmcnts adopted aftcr December 31, 
2006. 

* * * * * 
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Mark E. Matthews, 
Depllty Commissioner for 
Serl'ices and Enforcement. 

Approved July 31, 2006. 

Eric Solomon, 
Acting DeplIty Assistalll Secretary 

of lhe Treasury (Tax Policy). 

(Filed b) (he Office of the F~deral Reg;,ter on Augu,t S. 
~1l1l6. K:-15 a 111. and puhli,hed in lhe ",u~ of lhe Federal 
Regi,ler ror Augu\! 9. 2006. 71 FR. -15379) 

Section 446.-General Rule 
for Methods of Accounting 
26 CFR 1..J.J6-1: General mil' F,r mt'fhod\ of' (Ie· 

cOllllfing. 

The Service mOllifie;. Rev. Proc. 2006-12. 

2006-3 I.R.B. 310. to allow a taxpayer to utilize the 

advance consent procedures of Rev. Proc. 97-n. 

1997-1 e.B. 680. as modified and amplified by 

Re\. Proc. 2002-19. 2002-1 e.B. 696. as ampli

fied and clarified by Rev. Proc. 2002-54. 2002-2 

C.13. 432. when seeking a change to a method of 

accounting provided in ~§ 1.263(a)-4. 1.263(a)-5. 

or 1.167(a)-3(bl of the Income Tax Regulations in 

conjunction with a change for the same item to a 

method of accounting ulililing the y, month rule 

authofllcd b) § 1.461-4(dl(6)(iil or the recurring 

item e\cepti()n authoriled by § 1.461-5. See Rev. 

Proc. 200h· _~ 7. page 4<)9. 

Section 461.-General 
Rule for Taxable Year 
of Deduction 

The Service modIfies Rev. Proc. 2006-12. 

2006-.1 I.R.B . .1 I D. to allow a taxpayer to utilize the 

advance consent procedures of Rev. Proc. 97-27. 

1997 -I e. B. 680. as modi fied and amplified by 
Rev. Proc. 2002-19. 2002-1 e.B. 696. as ampli· 

fied and clarified by Rev. Proc. 2002-54. 2002-2 

e.B. 432. when seeking a change to a method of 

accounting provided in ~* 1.263(a)-4, 1.263(a)-5, 

or 1.167(a)-3(b) of the Income Tax Regulalions in 

conjunction with a change for the same item 10 a 

method of accounting utilizing the 3'/' month rule 

authorized by * 1.461-4(d)(6I(ii) or the recurring 

item exception authorized by ~ 1.461-5. See Rev. 

Proc. 2006-37. page 499. 



Part III. Administrative, Procedural, and Miscellaneous 
Examples Under Section 
937(b) 

Notice 2006-76 

SECTION I. PCRPOSE 

This notice provides additional exam
ples to illustrate and confirm the applica
tion of section 937(b) and Temp. Treas. 
Reg. §§ 1.937-2T and -3T in determining 
whether income is derived from sources 
within a U.S. possession or territory speci
tied in section 937(a)( I) (hereinafter "U.S. 
territory") or whether income is effectively 
connected with the conduct of a trade or 
business within a U.S. territory. The ex
amples address solely the application of 
the rules under section 937 (b) and do not 
address any other issue, including the cir
cumstances in which a taxpayer would be 
engaged in the conduct of a trade or busi
ness within the United States within the 
meaning of section 864 or how any trans
action should be appropriately character
ized. The Treasury Department and the 
Internal Revenue Service (IRS) intend to 
include these or substantially similar ex
amples in additional guidance to be pro
vided on the application of the so-called 
U.S. income rule in final regulations under 
section 937(b). Until additional examples 
are included in final regulations, taxpayers 
may treat the examples set forth in this no
tice as illustrative of the rules in the tem
porary regulations. 

SECTION 2. BACKGROUND 

.01 Section 937(b) 
Section 937 was added to the Inter

nal Revenue Code by section 908 of the 
American Jobs Creation Act (Public Law 
108~357). Section 937(a) provides rules 
for determining whether an individual is a 
bonafide resident of a U.S. territory. Sec
tion 937(b) provides rules for determining 
whether income is derived from sources 
within a U.S. territory and whether income 
is effectively connected with the conduct 
of a trade or business within a U.S. ter
ritory. Section 937(b)(1) provides that, 
except as provided in section 937(b)(2), 
rules similar to the rules for determining 
whether income is income from sources 
within the United States or is effectively 

connected with the conduct of a trade or 
business within the United States shall ap
ply for purposes of determining whether 
income is from sources within a U.S. terri
tory or effectively connected with the con
duct of a trade or husiness within a U.S. 
territory. 

Section 937(b)(2) sets forth the US 
income rule, which provides that income 
treated as income from sources within the 
United States or as effectively connected 
with the conduct of a trade or business 
within the United States is not treated as in
come from sources within a U.S. territory 
or as effectively connected with the con
duct of a trade or business within aU .S. ter
ritory. Section 937(b) grants the Secretary 
regulatory authority to provide exceptions 
to the rules provided in sections 937(b)( I ) 
and (b)(l) . 

. 02 Treasury Regulations under section 
937(b) 

On April II, 2005, Treasury and the 
IRS published in the Federal Register 
temporary regulations (T.D. Y I Y4, 2005-1 
C.B. 1016 [70 FR 18920-01], as cor
rected at 70 FR 32489-01), which pro· 
vided rules to implement section 937 and 
to conform existing regulations to other 
legislative changes with respect to U.S. 
territories. A notice of proposed rulemak
ing (REG-159243-03, 2005-1 c.B. 1075 
[70 FR 18949-0 I]) cross-referencing the 
temporary regulations was published in 
the Federal Register on the same day. A 
public hearing was held on July 21. 2005. 
Final regulations relating to the residence 
rules under section 937(a) were issued as 
T.D. 9248, 2006-9 I.R.B. 524, on January 
31, 2006. Final regulations under section 
937(b) will be issued in a forthcoming 
Treasury decision. 

In general, the proposed and temporary 
regulations under section 937(b)( I) pro
vide that the principles of sections 861 
through 865 and the regulations thereun
der are to be applied in determining gross 
and taxable income from sources within 
and without a U.S. territory. See Temp. 
Treas. Reg. § 1.937-2T(b). The proposed 
and temporary regulations further provide 
that the principles of section 864( c) and the 
regulations thereunder are to be applied in 
determining whether incomc is effectively 
connected with the conduct of a trade or 

business in a U.S. territory. See Temp. 
Treas. Reg. § 1.937-3T(b). 

The proposed and temporary regula
tions under section Y37(b)(2) incorporate 
the U.S. income rule, which limits ap
plication of the principles of the source 
and effectively connected income rules 
under sections 861 through 865 in order 
to prevent erosion of the U.S. tax base. 
See Temp. Treas. Reg. §§ 1.937-2T(c)( I) 
and -3T(c)(l); see also H.R. Rep. No. 
108-755, at 794 (2004). Although the pro
posed and temporary regulations include 
several examples applying section 937(b) 
and Temp. Treas. Reg. §§ 1.937-2T and 
-3T, some of the comments received by 
Treasury and the IRS indicate an urgent 
need for additional examples illustrating 
the operation of the U.S. income rule. Ac
cordingly, this notice provides two such 
examples. 

Treasury and the IRS plan to include 
these or substantially similar examples in 
final regulations. Until regulations under 
section 937(b) are issued in final form, tax
payers may treat the examples set forth in 
this notice as illustrative of the rules in the 
temporary regulations. In addition, Trea
sury and the IRS continue 10 con~itler com
ments received that have requested excep
tions or other modifications to the US. Ill

come rule. 

SECTION 3. EXAMPLES 

The following examples illustrate the 
application of section 937(b): 

Example 1. (i) Facts. Corporation A. a corpo· 
ralion organiLed in a US. territory <Territory X). i, 
engaged in a business consisting of the development 
of computer software and the sale of that software. 
Corporation A has its sale place of business in Ter· 
ritory X. Assume for purposes of this example that 
Corporation A is not engaged in the conduct of a 
trade or business in the United States. Corporation 
A receives order, for ih software from customers in 
the United States and around the world. After orders 
are accepted, Corporation A s software is either: (I) 

loaded onto compact discs at Corporation A's Terri
tory X facility and shipped via common carrier, or 

I~) downloaded from Corporation As ,erver in Ter
riwry X. The sale, contract provides that the rights, 
titte. and interest in the product WIll P,l" from Cm· 
poration A w the customer either at Corporation A\ 
place of busine\s in T~ITitory X (if shipped in coill' 
pact disc form) or at Corporation A, server in Ter· 
ritory X (if electronically downloaded). As\umc for 
purposes orthis example that each transaction is clas· 
sIfied as a sale of a copyrighted article under Trea, 
Reg. §§ 186l-18tc)( I )(ii) and (1')(2). 
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(ii) Anal),'ls. Under the principles of section 
863( a), as applied pur,uant [0 Temp. Treas. Reg. 

~ 1937-2T(h), hecause Corporation A pa"es the 
rights, title, and Interest to the COPYrIghted articles In 
Territory X, Corporation A s sales income is sourced 
to Territory X. Corporation A's sales income IS also 
effeclIvcly connected II ith the conduct of a trade or 
bUSIness in Territory X, under the pnnciples of 'te
lIon RM(c)( 31 as applied pursuant to Temp. Treas. 
Reg. ~ 19)7-~T(hl Corpmation As Income is 
not from sources II ithin the United State" nor is it 
effecllvely connected with the conduct of a trade or 
hUsIness in the United States. AccordIngly, the U.S. 
incDme rule of ,ection 937(h)(2) ami TeInp. Treas. 
Reg. ~~ 1937-2Tlcll I) and 1937-3T(c)( I) does not 
operate to prevent Corporation As sales income from 
being Territory X source and Territory X effectively 
connected income under section 937(h)( I) 

h(/mp/£'::. (i) Facts. Corporation B, a corpo
ration organized in Territory X, has its sole place of 
hu,ine" in Territory X. Assume for purposes of this 
example that Corporation B is not engaged in the con
duct of a trade or husiness in the United States. Cor
poration B employs a software husiness model gener
ally rekrreu to as ,111 "application service provider." 
Employees of Corporation B In Territory X develop 

tomers pa) a monthly fee to Corporation B under a 
"Suh,cription Agreement." and they can use the soft· 
II are to generate reports analyzing the data at any 
time but do not receive a copy Df the software. Cor
poration B's software allows ilS customers to gener
ale the reports ffllm their location and to keep track 
of their relationships with their own customers. As
sume for purposes of this example that Corporation 
B's income from these transactions is derived from 

the provision of services. 
1 ii 1 Analysis. Under the principles of section 

861Ia)(3) and Treas. Reg. ~ 1.861-4(3), as applied 
pursuant to Temp. Treas. Reg. * 1.937-2T(b), 
because Corporation B performs personal services 
wholly within Territory X. the compensation Corpo
ration B receives for services IS sourced to Territory 
X. Corporation B's services income is also effec
ti vel y connected with the conduct of a trade or 
bUSiness in Territory X, under the principles of sec
tion 864lc)(3) as applied pursuant to Temp. Treas. 
Reg. § 1.937-3T(h) Corporation B's income is 
not from sources within the United States, nor is it 
effectively connected with the conduct of a trade 
or business in the United States. Accordingly, the 
U,S, income rule of section 937(b)(2) and Temp, 
Treas. Reg. §§ 1.937-2T(c)(J) and 1.937-3T(cJ(J) 

software and maintain it on Corporallon B's server In does not operate to prevent Corporation B's services 
Territury X. Corporation B's customers in the United income from being Territory X source or Territory X 
State, and around the world transmit detailed data effectively connected income within the meaning of 
about their own customers to Corporallon B's server seClIon 937(b)(l). 
and electronic storage facility in Territory X. The cus-

NOTE: 

SECTION 4, EFFECTIVE DATE 

The examples in this notice illustrate 

the principles of section 937(b) and the 
temporary regulations, which generally 
apply to taxable years ending after Octo
ber 22, 2004, except with respect to the 
U,S, income rule of section 937(b)(2) and 
Temp. Treas. Reg, §§ 1.937-2T(c)(l) and 
1.937-3T(c)( I), which apply to Income 
earned after December 31, 2004, 

SECTION 5, DRAFTING 

INFORMATION 

The principal author of this notice is 
Cleve Lisecki of the Office of Associate 
Chief Counsel (International), For further 

information regarding this notice, contact 
Mr. Lisecki at (202) 435-5262 (not a toll
free call), 

Following is a list of related instructions and forms for filing Form 1042-5 ElectronicallylMagnetically: 

• 
• 
• 

• 
• 

• 

• 

• 

Current Instructions for Form 1042-S 

Form 4419 - Application for Filing Information Returns ElectronicallylMagnetically 

Form 4804 - Transmittal of Information Returns Reported Magnetically 

Form 8508 - Request for Waiver From Filing Information Returns ElectronicallylMagnetically 

Form 8809 - Application for Extension of Time To File Information Returns 

Notice 210 - Preparation Instructions for Media Labels 

Publication 515 - Withholding of Tax on Nonresident Aliens and Foreign Entities (for general information and expla
nation of tax law associated with Form 1042-S) 

Publication 901 - U.S. Tax Treaties 

The Internal Revenue Service (IRS), Enterprise Computer Center at Martinsburg (ECC-MTB) encourages filers to make copies 
of the blank forms in the back of this publication for future use, These forms can also be obtained by calling 1-800-TAX-FORM 
(1-800-829-3676), You can also download forms and publications from the IRS Web Site at www.irs.gov. 
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IMPORTANT NOTES: 

IRSIECC-MTB now offers an Internet connection at http://fire.irs.~ov for electronic filing. 
The FIRE System will be down from Dec. 22, 2006, through Jan. ,2007, for upgrading. It 
is not operational during this time for submissions. 

For files submitted on the FIRE System, it is the responsibility of the filer to check the status 
within 5 business days to verify the results of your transmission. ECC·MTB will no longer 
mail error reports for files which are bad. See Part B, Sec. 1, .03. 

IRSIECC-MTB no longer accepts 31h-inch diskettes for filing information returns. 

For tax year 2008 forms filed in calendar year 2009, IRSIECC-MTB will no longer accept 
tape cartridges. Electronic filing will be the ONLY acceptable method for filing Form 
1042-S at ECC-MTB. 
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Usc this Revenue Procedure to prepare Tax Year 2006 and prior year information returns for submission to Internal Revenue Service 
(IRS) using any of the following: 
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Instructions for Form IO .. U-S are revised every year. Be sure to consult current instructions when preparing Form l042-S. 
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Part A. General 

Revenue Procedures are generally revised annually to retlect legislative and form changes. Comments concerning this Revenue 
Procedure, or suggestions for making it more helpful, can be addressed to: 

Sec. 1. Purpose 

Internal Revenue Service 
Enterprise Computing Center - Martinsburg 
Attn: Information Reporting Program 
230 Murall Drive 
Kearneysville, WV 25430 

.01 The purpose of this Revenue Procedure is to provide the specifications for filing Form 1042-S with IRS electronically through 
the FIRE (Filing Information Returns Electronically) System or magnetically, using IBM 3480,3490, 3490E, 3590, or 3590E com
patible tape cartridges. This Revenue Procedure must be used to prepare current and prior year information returns filed beginning 
January 1,2007, and received by IRS/ECC·MTB or postmarked by December 31, 2007 . 

. 02 Generally, the box names on the paper Form 1042-S correspond with the fields used to file electronically/magnetically: how
ever, if discrepancies occur, the instructions in this Revenue Procedure govern . 

. 03 This Revenue Procedure supersedes Rev. Proc. 2004-63 published as Publication 1187, Specifications for Filing Form 1042-S, 
Foreign Person's U.S. Source Income Subject to Withholding, Electronically or Magnetically . 

• 04 Refer to Part A, Sec.16, for definitions of terms used in this publication . 
. 05 Specifications for filing Forms W-2, Wage and Tax Statements, electronically/magnetically are available from the Social Secu

rity Administration (SSA) only. Filers can call 1-800-SSA-6270 to obtain the phone number of the SSA Employer Service Liaison 
Officer for their area . 

. 06 IRSIECC-MTB does not process Forms W-2. Paper and/or magnetic media for Forms W-2 must be sent to SSA. IRS/ECC
MTB does, however, process waiver requests (Form 8508) and extension of time to file requests (Form 8809) for Forms W-2 and 
requests for an extension of time to provide the employee copies of Forms W-2 . 

. 07 The following Revenue Procedures and publications provide more detailed filing procedures for certain information returns: 
(a) 2006 Instructions for Form 1042-S. 
(b) Publication 1179, General Rules and Specifications for Substitute Forms 1096,1098,1099,5498, W-2G, and 1042-S. 
(e) Publication 1239, Specifications for Filing Form 8027, Employer's Annual Information Return of Tip Income and Allocated 

Tips, Electronically or Magnetically. 
(d) Publication 1220, Specifications for Filing Forms 1098, 1099,5498, and W-2G, Electronically or Magnetically. 

Sec. 2. Nature of Changes-Current Year (Tax Year 2006) 

.01 Editorial changes of a clarifying nature have been made throughout this publication. Please read the entire publication carefully . 

. 02 The procedure for submitting amended returns has completely changed. Please review Part A, Sec. 13, Amended Returns 
carefully before submitting amended Forms 1042-S . 

. 03 For files submitted on the Fire System, it is the responsibility of the filer to check the status of the file within 5 business days 
to verify the results of the transmission. ECC-MTB will no longer mail error reports to filers for files that are bad Information about 
the errors including the number of errors, a description and the first occurrence will be provided on the FIRE System. if additional 
information is needed to understand the errors, the filer can call toll- free 1-866-455-7438 . 

. 04 Paper filing of Form 1042-S and 1042-T is now handled by the Ogden Service Center, P.O. Box 40910 I, Ogden, UT 84409 . 
• 05 The following changes were made to Withholding Agent 'W' Record: 

(a) Type of Return Indicator, position 2, has changed. There are now two indicators to select from, 0 (zero) for original return 
and I (one) for amended return. There is no longer a void return. 

(b) The new field 'Withholding Agent Contact Name', positions 273-317, was added. 
(c) The new field 'Withholding Agent's Department Title', positions 318-362, was added. 
(d) The Contact Phone Number and Extension was moved to positions 363-382. 
(e) The Final Return Indicator was moved to position 383. 
(f) Positions 384-770 are now reserved . 

. 06 The following change was made to the Recipient 'Q' Record: 
(a) Type of Return Indicator, position 2, has changed. There are now two indicators to select from, 0 (zero) for original return 

and 1 (one) for amended return. There is no longer a void return. 

2006-2 C.B. 463 



(b) The new field U.S. Tax Withheld Indicator, position 761 \\JS added. There are 3 values to choose from, 0 (zero)forcorrectly 
reponeLl, I (one) for oyer \\ ithhelLl, and 2 for unLler withheld. 

Sec. 3. Where To File and How to Contact the IRS, Enterprise Computing Center at Martinsburg 

.01 All information returns filed electronically or magndically are processed at IRS/ECC-MTB. Files containing information re
turns and reqLle,ts for IRS electronic filing and tape cartridge information are sent to the following address: 

IRS-Enterprise Computing Center -- Martinsburg 
Attn: IO..J.2-S Reporting 
230 Murall Drive 
Kearneysville, WV 25..J.30 

.02 All requests for an extension of time to file information returns with IRSIECC-MTB or to the recipients, and requests for undue 
hardship wai\'ers filed on Form 8508. are sent to the following address: 

IRS-Enterprise Computing Center -- Martinsburg 
Information Reporting Program 
Attn: Extension of Time Coordinator 
240 Murall Drive 
Kearneysville, WV 25430 

.03 The telephone numbers for electronic or tape cartridge inquiries submissions are: 

Information Reporting Program Customer Service Section 

TOLL-FREE 1-866-455-7438 or 
Outside the U.S. 304-263-8700 

email at mccirp@irs.gov 

304-267-3367 -- TOO 
(Telecommunication Device for the DeaD 

304-264-5602 -- Fax ~achine 

Electronic Filing -- FIRE System 
http://fire.irs.gov 

TO OBTAIN FOR~S: 
1-8()0-TAX-FOR~ (1-800-829-3676) 

www.irs.gov -- IRS Web Site access to forms and publications . 

. 04 Current Inslructions for Form I 042-S have been included in the Publication 1187 for your convenience. The Form 1042-Tis 
lI~ed only to transmil Copy A of paper Forms 10..J.2-S. If filing paper returns, follow the mailing instructions on Form I042-T and 
~lIbmit the paper returns to the OgdeJl Sen'ice Center. PO. Box 409101, Ogden, UT 84409 . 

. 05 Requests for paper Form 1042-S should be made by calling the IRS toll-free number 1-800-TAX-FORM (1-800-829-3676) 
or ,ia the IRS Web Sile at www.irs.gov . 

. 06 Questions pertaining to magnetic media filing of Form~ W-2 must be directed to the Social Security Administration (SSA). 
Filers can call 1-800-772-6270 to obtain the phone number of the SSA Employer Service Liaison Officer for their area . 

. 07 Filers should not contact IRSiECC-MTB if they have received a penalty notice and need additional information or are request
ing an abatement of the penalty. A penalty notice contain\ an IRS representative's name and/or phone number for contact purposes; 
or. the tiler may he instructed to re~p()nd in writing to the addre~s provided. IRS/ECC-MTB does not issue penalty notices and does 
not haw the authority to abate penalties. For penalty information, refer to the Penalty section of the current Instructions for Form 
I (l .. L'-S . 

. 08 :\ ta\pa~ er or authorized representatin: may request a copy of a tax return, including Form W-2 filed with a return, by submitting 
FOlm.f506. Rl:"ljut'st for CDpy of T,n Return. to IRS. Thi, form may be obtained by calling 1-800-TAX-FORM (1-800-829-3676). 
For an) ljuestInns regarding thIS form. call 215-516-2000 and select option I. This is not a toll-free number. 
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.09 The lnfonnation Reporting Program Customer Service Section (lRPICSS), located at IRSfECC-MTB. answers electronic, tape 
cartridge, paper filing and tax law questlOns from the payer community relating to the filing of business information returns (Forms 
1096, 1098, 1099,5498,8027, and W-2G), IRP/CSS also answers questions relating to the electronic/tape cartridge filing of 
Forms 1642-S. t:all toll-free 1-800-455-7438 ext. 6 for specific information on 1042-S filing. Inquiries dealing with backup 
withholding and reasonable cause requirements due to missing and incorrect taxpayer identification numbers are also addressed by 
IRP/CSS, Assistance is available year-round to payers, transmitters, and employers nationwide, Monday through Friday, 8:30 a.m. 
104:3D p.m. Eastern Standard Time, by calling toll-free 1-866-455-7438 or via email at mccirp@irs,gov. Do not include SSNs or 
EINs on emails since this is not a secure line. The Telecommunications Device for the Deaf (TDD) toll number is 304-267-3367. 
Call as soon as questions arise to avoid the busy filing seasons. Recipients of information returns (payees) should continue te contact 
1-800-829-1040 with any questions on how to report the information returns data on their tax returns. 

Note: The Customer Service Section does not answer tax law questions concerning the requirements for withholding of tax 
on payments of U.S. source income to foreign persons under Chapter 3 of the Code. If you need such assistance, you may rail 
215-516-2000 and select option 1 (not a toll-free number) or write to: Philadelphia Internal Revenue Service, International 
Section, P.O. Box 920, Bensalem, PA 19020-8518. 

Sec. 4. Filing Requirements 

.01 The regulations under section 6011(e)(2)(A) of the Internal Revenue Code provide that any person, including a corporation, 
partnership, individual, estate, and trust, who is required to file 250 or more information returns must file such returns electroni
cally/magnetically. Withholding agents who meet the threshold of250 or more Forms 1042-S are required to submit their infonnation 
electronically or magnetically. 

Note: Even though filers with less than 250 information returns are not required to submit the information returns electroni
cally or magnetically and may submit them on paper, IRS encourages filers to transmit those information returns electronically 
or magnetically . 

. 02 These requirements apply separately to both originals and amended records filed electronically/magnetically . 

. 03 All filing requirements that follow apply individually to each reponing entity as defined by its separate Taxpayer Identification 
Number (TIN), [Social Security Number (SSN), Employer Identification Number mIN), Individual Taxpayer Identification Number 
(ITIN), or Qualified Intermediary Employer Identification Number (QI-EIN), Withholding Foreign Partnership Employer Identifica
tIOn Number (WP-EIN), Withholding Foreign Trust Employer Identification Number (WT-EIN)]. For example, if a corporation with 
several branches or locations uses the same EIN, the corporation must aggregate the total volume of returns to be filed for that EIN 
and apply the filing requirements to each type of return accordingly . 

. 04 Filers who are required to submit their information returns on magnetic media may choose to submit their documents by elec
tronic filing. IRS/ECC-MTB has ODe method for filing infonnation retums electronically; see Part B . 

. 05 The above requirements do not apply if the filer establishes hardship (see Part D, Sec. S). 

Sec. 5. Vendor List 

.01 IRSIECC-MTB prepares a list of vendors who support electronic or tape cartridge filing. The Vendor List (Pub. 1582) contains 
the names of service bureaus that will produce files on tape cartridges or via electronic filing. It also contains the names of vendors 
who provide software packages for filers who wish to produce electronic or tape cartridge files on their own computer systems. This 
list is compiled as a courtesy and in no way implies IRSIECCMTB approval or endorsement. 

.02 If filers meeting the filing requirements engage a service bureau to prepare media on their behalf, the filers should be careful 
not to report duplicate data, which may cause penalty notices to be generated . 

. 03 The Vendor List, Publication 1582, is updated periodically. The most recent revision will be available on the IRS website at 
www.irs.gov . 

. 04 A vendor who offers a software package, has the ability to produce tape cartridges for customers, or has the capability to 
electronically file information returns, and would like to be included on the list, must submit a written request to IRS/ECC-MTB. The 
request should include: 

(a) Company name, 
(b) Address (include city, state, and ZIP code), 
(c) Telephone number (include area code), 
(d) Email address, 
(e) Contact person, 
(f) Type(s) of service provided (e,g" service bureau andlor software), 
(g) Type(s) of media offered (e,g .. tape cartridge, or electronic filing), 
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(b) Type(s) of return«,) 

Sec. 6. Form 4419, Application for Filing Information Returns ElectronicallyjMagnetically 

.01 Tran~mitter~ are n:qllired to ~lIhmit Form -l-ill). AppliL'ation for Filing infllnnation Returns Electronically/Magnetically. to 
requeq authoriJation to file InfurJ11atioll rdurn, \\ Ith IRS/ECC-MTB A ,jngle FtJrJ11·U I Y may be filed. IRS/ECC-MTB encourages 
transmitters who file for multiple withholding agenh or qualified intermediaries to submit one application and to use the assigned 
Transmitter Control Code (TCC) for all. Please make sure you submit your electronic/magnetic files using the correct TCe. 

Note: EXCEPTIONS - An additional Form ·U19 is required for filing Forms 1098, 1099,5498 and W2-G and Form 8027, 
Employer's Annual Information Return of Tip Income and Allocated Tips. See back of Form 4419 for detailed instructions . 

. 02 Tape cartridge. and electronically filed returns may not be submitted to IRS/ECC-MTB until the application has been approved. 
Please read the instruction~ on the back of Form 4419 carefully. A Form -+419 is included in the Publication 1187 for the filer's use. 
This form may he photocopied. Additional forms may he oht~lined by calling 1-800-TAX-FORM (1-800-829-3676). The form is 
also a v ai lable at www.irs.gov . 

. 03 Upon approval. a fi\e-character alpha/numeric Transmitter Control Code (TCC) beginning with the digits "22" will be assigned 
and included in an apprll\alletter. The TCC must be coded in the Transmitter ''1''' Record. If a transmitter uses more than one TCC 
to fi Ie. each TCC must be reported on separate media or in separate transmissions if filing electronically . 

. 04 If any of the information (name, TIN or address) on the Form 4419 changes, please notify IRS/ECC-MTB in writing so the 
IRS/ECC-MTH database can be updated. However, a change in the method by which information returns are being submitted is not 
information which needs to he updated (e.g .. cartridge to electronic), The transmitter should include the TCC in all correspondence . 

• OS ForTll -+-+1 Y Tllay he suhmitted anytime during the year: however, it must be submilted to IRS/ECC-MTB at least ]0 days before 
the due date of the return\~) for current year processing. This will allow IRS/ECC-MTB the minimum amount of time necessary 
to proce~s and respond to applications, In the event that computer equipment or software is not compatible with IRSIECC-MTB, a 
waiver may be requested to file returns on paper documents . 

. 06 IRS/ECC-MTB encourages a transmitter who files for multiple withholding agents to submit one application and to use the 
assigned TCC for all withholding agents . 

• 07 If a withholding agent's files are prepared by a service bureau, it may not be necessary for the withholding agent to submit an 
application to obtain a TCe. Some service bureaus will produce files, code their own TCC on the media, and send it to IRSIECC
MTB for the withholding agent. Other service bureaus will prepare tape cartridges and return the media to the withholding agent for 
submission to IRS/ECC-MTB. These service bureaus may require the withholding agent to obtain a TCC to be coded in the Transmitter 
"T" Record. Withholding agents should contact their ~crvice bureaus for further information, 

.08 Once a transmitter is approved to file electronically or magnetically, it is not necessary to reapply each year unless: 
(a) The withholding agent has discontinued filing electronically or magnetically for two consecutive years; the withholding 

agent's TCC may have been reassigned by IRS/ECC-MTB. Withholding agents who are aware that the TCC assigned will 
no longer be used are requested to notify IRS/ECC-MTS so these numbers may be reassigned; or 

(b) The withholding agent" s tape cartridge fi les were transmitted in the past by a service bureau using the service bureau's TCC, 
hut now the withholding agent ha~ computer equipment compatible with that of IRS/ECC-MTB and wishes to prepare his 
or her own files. The withholding agent must request a TeC by filing Form 4419 . 

. 09 One Form -+-+19 may be ,ubmitted regardless of how many types of media or methods are used to file the return. Multiple TCes 
will only be is~ued to withholding agents with multiple TINs. Only one TCC will be issued per TIN unless the filer has checked the 
application for the following forms in addition to the Form I042-S: Forms [098. 1099,5498, W-2G, and/or 8027. A separate TCC 
will be assigned for these forms . 

. 10 Approval to file dlle~ not imply endorsement by IRS/ECC-MTB of any computer software or of the quality of tax preparation 
sef\'ice~ proVided by a service bureau or ~oftware vendor. 

Sec. 7. Test Files 

.01 IRS/ECC -MTS strongly encourages all electronic or tape cartridge filers to submit a test. The test file must consist of a sample 
of each type of record: 

(al Transmitter 'T' Record 
(b) Withholding Agent "W" Record 
Ie) Multiple Recipient "Q" Records (at least 20) 
(d) Reconciliation "C' Record 
(l') End (If Tr<tll~mi"I(ln "F' Record 

.02 LI,e the Test Indic ator "TEST" (Lipper ca se lin Fie Id Positions 195-198 of the 'T' Record to show this is a test file. 

466 2006-2 C.B. 



.03 IRSIECC-MTB will check the file to ensure it meets the specifications of this Revenue Procedure. For cunent filers, sending a 
test file will provide the opportunity to ensure their software renects all required programming changes. Filers are reminded that no 
validity, consistency, or math error tests will be conducted . 

• 04 Tests should be sent to IRSIECC-MTB between November 1,2006 and February 15,2007. Tests must be received at ECC-MTB 
by February 15,2007 in order to be processed . 

• 05 For tests filed on tape cartridge the transmitter must include the signed Form 4804 in the same package with the corresponding 
tape cartridge. Mark the "TEST" box in Block 1 on the form. Also, mark "TEST" on the external media label. 

.06 JRSfECC-MTB will send a letter of acknowledgment to indicate the test results for tape cartridges identifying the fatal errors. 
Resubmission of a tape cartridge test file must be received by IRS/ECC-MTB no later than December 15. See Part B, Sec. 4.03 for 
information on electronic test results . 

• 07 Magnetic media will not be returned to filers. 

Note: Most validity, consistency and related math error checks within individual "Q" Records will no longer be conducted as 
part of ECC-MTB's testing procedures. 

Sec. 8. Filing of Information Returns Magnetically and Retention Requirements 

.01 Form 4804, Transmittal of Information Returns Reported Magnetically, or a computer-generated substitute, must accompany 
all tape cartridge shipments . 

. 02 IRSIECC"MTB allows for the use of computer-generated substitutes for Form 4804. The substitutes must contain all informa
tion requested on the original forms including the affidavit and signature line. Photocopies are acceptable but an original signature is 
required. When using computer-generated forms, be sure to mark very clearly which tax year is being reported. This will eliminate a 
phone communication from JRSfECC-MTB to question the tax year. 

.03 Cunent and prior year data may be submitted in the same shipment: however, each tax year must be on separate media, and a 
separate Form 4804 must be prepared to clearly indicate each tax year. 

.04 Filers who have prepared their information returns in advance of the due date should submit this infonnation to IRSfECC-MTB 
no earlier than January I of the year the return is due . 

. 05 Do not report duplicate information. If a filer submits returns electronically/magnetically, identical paper documents must not 
be filed. This may result in erroneous penalty notices . 

. 06 Form 4804 may be signed by the withholding agent or the transmItter, service bureau, paying agent, or disbursing agent (all 
hereafter refened to as agent) on behalf of the payer. Failure to sign the affidavit on Form 4804 may delay processing or could 
result in IRSIECC-MTB requesting a replacement file. An agent may sign the Form 4804 if the agent has the authority to sign the 
affidavit under an agency agreement (either oral, written, or implied) that is valid under state law and adds the caption "FOR: (name 
of withholding agent/payer)." 

.07 Although an authorized agent may sign the affidavit, the withholding agent is responsible for the accuracy of the Form 4804 
and the returns filed. The withholding agent will be liable for tax and interest penalties for failure to comply with filing requirements . 

. 08 A self-adhesive extemal media label, created by the filer. must be affixed to each tape cartridge. For instructions on how to 
prepare an external media label, refer to Notice 210 in the forms section of this publication . 

. 09 On the outside of the shipping container, affix or attach a label which reads "IRB Box of " reflecting the 
number of containers in the shipment. (Filers can create a label with this information or cut out one of the labels on the special label 
page provided in this publication.) If there is only one container, mark the outside as Box J of 1. For multiple containers, include the 
sequence (for example, Box I of 3, 2 of 3, 3 of 3) . 

.10 When submitting magnetic files include the following: 
(a) A signed Form 4804: 
(b) External media label (created by filer) affixed to the tape cartridge; 
(c) IRB Box of outside label. 

.11 IRSIECC-MTB will not pay for or accept "Cash-on-Delivery" or "Charge to IRS" shipments of tax information that an indi
vidual or organization is legally required to submIt. 

.12 Withholding agents should retain a copy of the information returns filed with IRS or have the ability to reconstruct the data for 
at least 3 years from the due date of the returns. 

Sec. 9. Due Dates 

.01 The due dates for filing paper returns with IRS also applies to electronic/magnetic filing of Form 1 042-S which is on a calendar 
year basis . 

. 02 Form 1042-$ filed electronically/magnetically must be submitted to IRSIECC-MTB on or before March J 5 . 

. 03 If any due date falls on a Saturday, Sunday, or legal holiday, the return or statement is considered timely if filed or furnished 
on the next day that is not a Saturday, Sunday, or legal holiday. 
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.04 Tape cartridge returns postmarked by the United States Postal Service (USPS) on or before March 15. and delivered by United 
States mail to IRS/ECC-:\1TB after the due date. are treated as timely under the "timely mailing as timely filing" rule. Notice 97-26. 
1997-1 C.B. -+13. provides rules for determining the date that is treated as the postmark date. A similar rule applies to items delivered 
by private delivery sen ices (PDSs) designated by the IRS. A PDS must be designated by the IRS before it will qualify for the timely 
mailing rule. (See Note.) NotIce 200-J.-X3. 20()..j.-52 I.R.B. lm(). pnnides the list of designated PDSs. Designation is effective until 
the IRS issues a re\i~ed li~t. For items deli\ered by a non-designated PDS. (he actual date of receipt by IRS/ECC-MTB will be used 
as the filing date. rOT item, deli\t~red by a designated PDS. but through a type of service not designated in Notice 2004-83. the actual 
date of receipt by IRS/ECC-MTB will he used as the filing date. 

Note: Due to securit~ regulations at ECC-MTB. the Internal Revenue police officers will only accept media from PDSs or 
couriers from 8:UU a.l1I. to 3:00 p.m .• l\londay through Friday . 

. 05 Statements to recipients must be mailed on or before March 15. 

Sec. 10. Processing of Information Returns Magnetically at IRSjECC-MTB 

.01 All data received at IRS/ECC-MTB for proce"ing will be given the same protection as individual income tax returns (Form 
1040). IRS/ECC-MTB will process the data and determine if the records are formatted and coded according to this Revenue Procedure . 

. 02 If the data is formatted incorrectly, IRSIECC-MTB will request a replacement file in writing. When IRSIECC-MTB 
requests a replacement tile, it is because we encountered errors and were unable to process the media. Filers wiU receive a 
Media Tracking Slip (Form 9267) and letter detailing the reason(s) their media could not be processed. It is imperative that 
tilers maintain backup copies and/or recreate capabilities for their information return files. 

A replacement is an information return file sent by the filer at the request of IRSIECC-MTB because of errors encountered 
while processing the filer's original submission. After necessary changes have been made. the file must be resubmitted for 
processing along with the Media Tracking Slip (Form 9267) which was included in the correspondence from IRS/ECC-MTB. 
Filers should never send anything to IRS/ECC-MTB marked "Replacement" unless IRS/ECC-MTB has requested a replace
ment file in writing or via the FIRE System . 

. 03 All fields indicated as "Required" in the record layouts in Part C must contain valid information. If information is not valid. 
IRS/ECC-MTB will request a replacement file. For example: In the Recipient "Q" Record, position 2, Return Type Indicator, the 
only valid characters arc "0" or "I ". If any other character is entered. a replacement file will be requested . 

. 04 Tape cartridge files must be corrected and returned with the Media Tracking Slip (Form 9267) to IRS/ECC-MrB within 45 

days from the date of the letter. Refer to Part B. Section 6. for procedures for correcting files submitted electronically. A penalty for 
failure to file correct information returns by the due date will he assessed if the files are not corrected and replaced within the 45 days 
or if IRSIECC-MTB requests replacement tiles more than two times. A penalty for intentional disregard of the filing requirements 
will be assessed if a replacement file is not received. (For penalty information, refer to the Penalty section of the current Instructions 
tor Form 1042-S.) 

.05 A letter identifying errors encountered will be provided. It is the responsibility of the transmitter to check the entire replacement 
file for errors before resubmitting . 

. 06 IRS/ECC-MTB will not return tape cartridge~. Therefore. if the transmitter wants proof that IRS/ECC-MTB received a ship
ment. the transmitter should select a service with tracking capabilities or one that will provide proof of delivery . 

. 07 IRS/ECC-MTB will work with filers as much as possihle to assist with processing problems. 

Sec. 11. Validation of Information Returns at IRS Service Center 

.01 The accuracy of data reponed on Form 1042-S will now be reviewed and validated at the IRS Service Center. All fields 
indicated as "Required" in the record layouts in Part D must contain valid information. If the Service identifies an error. you will 
he notified and required to provide correct information . 

. 02 Know your recipient! See Nolice 20(}6-35, 2006-14 I.R.B. 708. f(1!' know-\our-customer rules . 

. 03 The tax rate entered must be a valid tax rate based on the Internal Revenue Code or on a valid treaty article. The valid treaty 
rate is hased on the recipient's country of residence for tax purpo~es. The rate selected must be justified hy the appropriate treaty. A 
\ alid Tax Rate Table can be found in the Instructions for Forms I042-S . 

. tI~ The Gross Income amount field must reflect pretax income. The Gross Income amount is the total income paid before any 
deduction of tax at source . 

. tlS If a qualified intermediary. withholding foreign partnership. or withholding foreign trust is acting as such, either as a withhold
il1.f! Cl.f!ent or as a rel·ipient. the TIN reponed must be a QI-EIN, WP-EIN. or WT-EIN and must begin with "98". See definition ofQI 
In the Instrucl!on~ for Form IO-+2-S. 
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.06 Country Codes used must be valid codes taken from the Country Code Table. Generally, the use of "OC' or "UC" will generate 
an error condition. If a recipient is claiming treaty benefits, the Country Code can never be "OC" or "UC" . 

. 07 If a recipient is an "Unknown Recipient" or "Withholding Rate Pool", no address should be present. These are the only two 
situations where a street address is not required . 

. 08 A U.S. TIN for a recipient is now generaIIy required, particularly for most treaty benefits. The exceptions are very limited and 
are listed In the current Instructions for Form 1042-S . 

• 09 Apply the following formula to determine U.S. Federal Tax Withheld (field positions 48-59 of the "Q" Record). All field 
positions described below are in the "Q" Record. 

Income Codes (15-19) 

Gross Income Paid (6-17) 
- Withholding Allowance (18-29) 
= Net Income Amount (30-41) 
X Tax Rate (42-45) 
= U.S. Federal Tax Withheld (48-59) 

All other Income Codes 

Gross Income Paid (6-17) 
X Tax Rate (42-45) 
= U.S. Federal Tax Withheld (48-59) 

.10 If the Recipient Code is 20 (Unknown Recipient), the tax rate must be 30% . 

. 11 When making a payment to an international organization (e.g., United Nations) or a tax-exempt organization under IRC 501 (a), 
use Country Code "OC". Use "UC" only when you have an "Unknown Recipient" . 

.12 When using Exemption Code 4, the Recipient Country of Residence Code for Tax Purposes MUST he a VALID treaty country 
(e.g., tax resident of Northern Ireland use United Kingdom). Do not use Exemption Code 4 unless a reduction or exemption of tax is 
based on a treaty claim . 

.13 Generally, payments under Income Codes 06 and 08 are not exempt from withholding, however, certain exceptions apply. See 
the current Instructions for Form 1042-S . 

.14 If income is from gambling winnings (Income Code 28) or is not specified (Income Code SO), the tax rate must generally be 
30%. This type of income is only exempt from withholding at source if the exemption is based on a tax treaty that has an "Other 
Income" article . 

. 15 If Income Code 20 (Earnings as Artist or Athlete) is used, the Recipient Code must be 09. Do not use Recipient Code 01 
(Individual), 02 (Corporation), or 03 (Partnership). Generally, the tax rate cannot be reduced even if a treaty may apply . 

.16 When paying scholarship and fellowship grants (Income Code 15), the Recipient's Country of Residence for Tax Purposes 
must be identified and cannot be "OC" or "UC". Grants that are exempt unuer Code Section 117 are no longer required to be reported 
on Form 1042-S. 

Note: Grants that are exempt under Code 117 include only amounts provided for tuition, fees, books, and supplies to a quali
fied student. Amounts provided for room and board can only be exempted under a tax treaty and must be reported on Form 
1042-S whether exempt from tax or not . 

• 17 If a student is receiving compensation (Income Code 19) or a teacher or a researcher is receiving compensation (Income Code 
18), all or part of which i~ exempted from tax under a tax treaty, the Country of Residence for Tax Purposes must be identified and 
cannot be "OC" or "UC". 

Sec. 12. Common Submission Problems 

.01 Publication 1187 is a format document, not a tax law document. Therefore, this publication cannot provide for all possible 
reporting situations. For any given record entry, it is the responsibility of the filer to make sure that the relevant tax law is applied to 
the record entry being made. 

1. Incorrect TIN indicator in the "W" Record 

Be careful that the correct TIN Indicator is used. A U.S. withholding agent always has an EIN. Only a foreign withholding agent 
that has entered into a Qualified Intermediary agreement with the IRS can have a QI-EIN. If the withholding agent is a foreign 
company then a foreign address must be entered in the withholding agent address fields. 

2. Blank or invalid information in the Withholding Agent's name and address fields 

The IRS error correction process requires that the "W" Record be checked for validity before the "Q" Record can he corrected. 
Please ensure that the withholding agent's Name, ElN, Street Address, City and State or Country is present along with the 
appropriate Postal or ZIP Code. Withholding Agent's Name Line-I must contain the withholding agent's name. 
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3. Missing Recipient TIN in the "Q" Record 

A Recipient TIN must be present in order to allow a reduction or exemption from withholding at 30'k tax rate. The only major 
exceptions to thi~ rule imohe paymenh of portfolio interest, dividends, and certain royalty pa;ments. If the recipient doesn't have 
a TIN, one must be applied for and pnn-ided to the withholding agent before a reduction or exemption of withholding is allowed. 

4. Invalid recipient name and address information 

The recipient name entered in Recipient's Name Line-l must be the same name shown on the withholding certification document 
provided tn :md reLlined hy the withholding agent. Recipient's Street Line-I should only show the official street address. Use 
Recipient" s Street LlI1e-~ for additional internal distribution information such as mail stop numbers or attention information. 
Follow the in,truction~ for entry of foreign postal codes, cities and countries. Do not input all information in the City field. 
U.,e the appropriate fields and codes. 

5. Incorrect use of Recipient Code 20 (Unknown Recipient) 

Thi~ Recipient Code may be used only if no withholding ccrtification document has been provided to and retained by the 
withholding agent. Of the withholding certification document provided to and retained has been determined by the withholding 
agent to be incomplete or other\vi~e unreliable. If Recipient Code 20 is used, then Recipient Name Line-l must contain the 
words Unknown Recipient and the other name and address fields must be blank. 

6. Incorrect use of Recipient Code 20 and the Tax Rate and U.S. Tax Withheld fields 

If Recipient Code 20 is used. the Tax Rate and the U.S. Tax Withheld must always he 30%. Exemption Code 04 (treaty 
exemption) CANNOT BE lISEO. 

7. Incorrect use of Country Codes in the "Q" Record 

There are 3 places in the "Q" Record where country information must be entered. Generally, the information entered in these three 
fields should be consistent. The country list in the Instructions for Form I042-S is comprehensive. Do not use any code that isn't 
on the list. Read the instructions for Form 1042-S regarding the use of "OC" and "UC". Do not use these two codes under any 
circurmtance other than those specifically indicated in the Instructions for Form I042-S. 

8. Incorrect reporting of Tax Rates in the "Q" Record 

A valid Tax Rate Table can be found in the Instructions for Form I 042-S. Please refer to table and only use the tax rates listed. 
"Blended rates" are not allowed. If a tax rate for a given recipient changes during the year, two "Q" Records must be submitted. 

9. Total amounts reported in the "C" Record do not equal the total amounts reported in the "Q" Records. 

The total Gross Income and U.S. Tax Withheld reported in the "Q" Record must equal the total Gross Income and Total U.S. 
Tax Withheld reported in the corresponding "C" Record . 

. 02 Problems relating specifically to filing Form I 042-S electronically can be found in Part B, Sec. 9. 

Sec. 13. Amended Returns 

.OJ Ifyoll./iini II Form lO·J2-S lrith tilt' IRS und lutf'r di.l·cOI'ered (Ill error 011 the jiling. rOll must send an amended 1042-5 as soon 
liS possible. 

Note: Jf allY illformation you correct 011 Form(s) 1042-S challges the informatioll previously reported 011 Form 1042, you must 
also correct the Form 1042 by filing all amellded return . 

. 02 The 1I1i1,~l/l'lic IIll'dio/ifilig reqlli rell/l'l1t of in/iml1atiol1 n;'turns of250 or more applies separately to both original und amended 
retllrns. 

E If (/'i"ith/wldillg agellt has lOG Forms J 042-5 to be {[mended, thev can be filed on paper because they fall 
X IInder {hI' 250 [hw~h()ld. HOl\"eVet; if thl' l\·ithholding agent has 300 Forms 1042-5 to be amended, they must 
A. /1(' tiled el('cfmnicall, or lI1uglleti('({{{\, because they exceed the 250 threshuld. lffor some reason a withholding 
M agent Wllnot file the 300 Clmended returns on magnetic media. to avoid penalties, a request for a waiver must 
P /1e suhlllitted hetcJretilil1g Oil papel: If ([ waiver is approved for original documents. any amended returns for 
L the sallie '-'"{'I' of relun! ll"ill be em·cred IInder this H'aiver. 
E 
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.03 Amended returns should he filed as soon as possible. Amended returns filed after AI/Rust J //loy be subject to the maximum 
penalty of $50 per return. Amended returns filed by August 1 may be subjecl to a lesser penalty. For in/nrmatioll on pellalties, refer to 
the Penalty section of the current Instructions/or Form 1042-S. Howevel; if a withholding agent discovers errors after AUKust }, the 
withholding agent is still required tofile amended returns or be subjecl to a pellilltyfor intentional disre,Rard ()l thefiling requirements. 
If a record is incorrect, all fields 011 that record I11t1St he completed with the corren information. Submit amended returns all Iv for the 
returns filed In error. Do not submit the entire file. Furnish amended statements to recipients os soon {IS possible . 

. 04 Amended returns must be identified (Ill the Form 4804 and the external media label b.-v indicating "Correction ". 

Note: Do not include original returlls and amended returns on the same media or ill the same electronic file . 

. 05 If filers discover that certain information returns were omitted on rheir original file. they must not code these documents as 
amended returns. The file must be coded and submitted as an original file . 

. 06 Prior year data, original and amended, must be filed according to the requirements oj'this Revenue Procedure. Ifsubmittinx 
prior year amended returns, use the record format for the current year and submit Oil separate media. However, use the actual year 
designation of the amended return in Field Positions 2-5 of the "T" Record. Iffi1inX electronicalI)~ a separate transmission must be 
madf' for each tax year. 

.07 In general, filers should submit amended r('turns for returns .filed within the last 3 calendar years. 
,08 All paper returns, whether original or amended, must be filed with IRS, Ogden Serl'ice Center, PO. Box 409101, Ogden, UT 

84409 . 
. 09 Form 4804 must be submitted with amendedfiles submitted magnetically . 
.10 Thf' "Q" Record provides a 20-pusiliofl field (posilions 72-9 J ) for rhe recipient's acnmnt nllmber assigned by the withholding 

agent. This number .vill help identify the appropriate incorreCT return if more than one return is filed fur a porlieular payee. This 
number should appear on the indial return and on the amended return in order to identify and process the amended return properly. 
Do not enter a TIN in this field . 

. 11 The record sequence for filing amended returns is the same as for original returns . 

.12 Following is a chart showing the steps 10 be takenfor amending Form 1042-S: 

Guidelines for Filing Amended Returns Electronically/Magnetically 

The record sequence for filing amended returns is the same as for original returns. Create the file in the following order exactly 
the same as the original transmission: 

(a) Transmitter "T" Record 
(b) Withholding Agent" W" Record with a Return Type Indicator of" J" (J = Amended) in field 

position 2 
(c) Recipient "Q" Record( s) with the correct information includillg the recipiellt name and address, 

money amounts and codes with a Return r"pe Indicator of" J" for amellded in field position 2. 
(d) Prepare a Reconciliation "C" Record summarizing the preceding amended "Q" Records. 

Sample data sequence for amended records: 

"T" Record 
"W" Record coded as amended 
"Q" Record coded as amended 
"Q" Record coded as amended 
"Q" Record coded as amellded 
"Q" Record coded as amended 
"Q" Record coded as amended 
"C" Record to summariz.e amended records 
"F" Record 

.14 For information on wilen an amended Form J 042 is required, refer to Pub. 515, Withholding of Tax all Nonresidel1t Aliens Gild 
Foreign Entities. 

Sec. 14. Taxpayer Identification Number (TIN) 

.01 Section 6109 of the Internal Revenue Code establishes the general requirements under which a person is required to furnish a 
U.S. TIN to the person obligated to file the infonnation retum. 

.02 The Withholding Agent must provide its EIN, QI-EIN, WP-EIN or WT-ErN as appropriate, in the "'0.''' Record and 'T' Record 
if the Withholding Agent is also the transmitter. 
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.03 A recipient U.S. TIN (SSN. !TIN. EIN. QI-EIN. WP-EIN. WT-EIN) must be provided on every "Q'" Record when: 
(a) Tax rate is less than 30Ck (See the current Instruction~ for Form I042-S for exceptions) 
(b) Income is effectively connected with the conduct of a trade or bu~iness in the United States 
(c) Recipient claims tax treaty benefits Igenerally) 
(d) Recipient is a Qualified Intermediary 
(e) An NRA individual is claiming exemption from withholding on independent personal ser\'ices 
(f) Other situations may apply. see Publication 5 15 

.04 In the event the recipient ooe.,> not ha\e a U.S. TIN. the withholding agent should ad\ise the recipient to take the necessary 
steps to apply for one . 

. 05 The recipient's U.S. TIN and name comhination are used to associate information returns reported to IRS/ECC-MTB with 
corresponding information on recipients' tax returns. It is imperative that correct US. Taxpayer Identification Numhers (TINs) for 
recipients be provided to IRS/ECC-MTB. Do not enter hyphens or alpha characters. Entering all zeros. ones. twos. etc .. will have 
the effect of an incorrect TIN . 

. 06 The withholding agent and recipient names with associated TINs should be consistent with the names and TINs used on other 
tax returns. 

;'IIote: A withholding agent must have a valid EIN, QI-EIN, WP-EIN, and/or WT-EIN. It is no longer valid for a withholding 
agent to use SSNs and ITINs. 

Sec. 15. Effect on Paper Returns and Statements to Recipients 

.01 Electronic/magnetic reporting of Form 1042-5 eliminates the need to submit paper documents to the IRS. CAUTION: Do not 
send Copy A of the paper forms to IRS for any forms tiled electronically or on tape cartridge. This will result in duplicate filing . 

. 02 Withholding agents are responsible for providing statements to the recipients as outlined in the current Instructions for Form 
I 042-S. Refer to those instructions for filing Form 1042-S on paper with the IRS and furnishing statements to recipients . 

. 03 Statements to recipients should be clear and legible. If the official IRS form IS not used. the filer must adhere to the specifica
tions and guidelines in Publication 1179. General Rules and Specifications for Substitute Forms 1096. 1098, 1099,5498, W-2G, and 
I042-S . 

. 04 The address for filing paper Forms 1042-S and Form 1042 is: Ogden Service Centel; PO. Box 409101. Ogden, UT 84409. Do 
NOT send paper Forms 1042-5 or 1042 to IRSIECC-MTB. 

Sec. 16. Definition of Terms 

Element 

Amended Return 

Beneficial Owner 

Employer Identification 
Number (EIN) 

Electronic Filing 

File 

Filer 
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Description 

An amended return is an information return submitted by the transmitter to amend an 
information return that was previously submitted to and processed by IRS/ECC-MTB. 
but contained erroneous information. 

The beneficial owner of income is. generally. the person who is required under U.S. 
tax principles to include the income in gross income on a tax return. For additional 
information and special conditions see Definitions in the current Instructions for 
Form 1042-S. 

A nine-oigit number assigned by IRS for Federal lax reporting purposes. 

Submission of information returns electronically via the internet. See Part B of this 
publication for specific information on electronic filing. 

For purposes of this RevenuE' Procedure. a file consists of one Transmitter "T' Record 
at the beginning of the file. a Withholding Agent "W" Record, followed by the 
Recipient "0" Record(s), a Reconciliation "C" Record summarizing the number 
of preceding "0" Records and total of preceding money fields. Follow with any 
additional "W". "Q", and "C" Record sequences as needed. The last record on the file 
will be the End of Transrnission "F" Record. Nothing should be reported after the End 
of Transmis5ion 'F' Record. A file format diagram is located at the end of Part D. 

Person (may be withholding agent and/or transmitter) submitting information returns 
to IRS. 



Element 

FIRE 

Filing Year 

Flow-Through Entity 

Foreign Person 

Gross Income 

Individual Taxpayer Identification 
Number (lTIN) 

Information Return 

Intermediary 

Magnetic Media 

Media Tracking Slip 

Nonqualified Intermediary (NQI) 

Payer 

Presumption Rules 

Pro-Rata Basis Reporting 

Description 

Filing Information Returns Electronically (FIRE) System is the method for submitting 
Forms 1042-5 electronically to IRS/ECC-MTB. See Part B. 

The calendar year in which the information returns are being ,ubmitted to IRS. 

A flow-through entity is a foreign partnership (other than a withholding foreign 
partnership) or a foreign simple or grantor trust (other than a withholding foreign 
trust). For any payments for which a reduced rate of withholding under an income 
tax treaty is claimed, any entity is considered to be a tlow-through entity if it is 
con~idered to be fiscally tran"parent under IRe Section 894 with respect to the 
payment by an interest holder's jurisdiction. 

A foreign person includes a nonresident alien individual, a foreign corporation, 
a foreign partnership, a foreign trust, a foreign estate, and any other person that 
is not a U.S. person. The term also includes a foreign branch or office of a U.S. 
financial institution or U.S. clearing organizalion if the foreign branch is a Qualified 
Intermediary. Generally. a payment to a U.S. branch of a foreign person is a payment 
to a foreign person. 

Gross income includes income from all sources, except certam items expressly 
excluded by statute. Gross income is the starting point for computing adjusted gross 
income and taxable income. 

A nine-digit number issued by IRS to individuals who are required to have a U.S. 
taxpayer identification number for tax purposes but are not eligible to obtain a Social 
Security Number (SSN). ITIN may be used for tax purposes only. 

The vehicle for withholding agents to submit required tax information ahout a 
recipient to IRS. For this Revenue Procedure, it is information about a foreign 
person's U.S. source income subject to withholding, and the information return is 
Form 1042-S. 

An intermediary is a person that acts as a custodian, broker, nominee, or otherwise as 
an agent for another person, regardless of whether that other person is the beneficial 
owner of the amount paid, a flow-through entity, or another intermediary. 

For this Revenue Procedure, the term magnetic media refers to IBM 3480, 3490, 
3490E, 3590. or 3590E compatible tape cartridge. 

Form 9267 accompanies correspondence sent by IRS/ECC-MTB requesting a 
replacement file due to incorrect format or certain errors encountered when trying to 
process the media. This form must be returned with the replacement tile. 

A Nonqualified Intermediary is a foreign intermediary that is not a U.S. person and 
that is not a Qualified Intermediary. 

A payer is the person for whom the withholding agent acts as a paying agent pursuant 
to an agreement whereby the withholding agent agrees to withhold and report a 
payment. 

The presumption rules are those rules prescribed under Chapler 3 and Chapter 61 
of the Internal Revenue Code that a withholding agent must follow to determine 
the status of a beneficial owner as aU .S. or foreign person when it cannot reliably 
associate a payment with valid documentation. 

If the withholding agent has agreed that an NQI may provide information alIocating 
a payment to its account holders under [he provisions of Regulations section 
1.1441-l(e)(3)(iv)(D), and the NQI fail~ to allocate the payment in a withholding rate 
pool to the specific recipients in the pool, the withholding agent must file a Form 
\o42-S for each recipient on a pro-rata basis. 
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Element 

Qualified Intermediary (QI) 

Qualified Intermediary Employer 
Identification 

Recipient 

Replacement File 

Service Bureau 

Social Security Number (SSN) 

Special Character 

Taxpayer Identification )lumber (TIN) 

Tax Year 

Transmitter 

Transmitter Control Code 
(TCC) 

Unknown Recipient 

Vendor 
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Description 

A Qualified Intermediary i~ a foreign intermediary that is a party to a withholding 
agreement with the IRS, in which it agrees to comply with the relevant terms of 
Chapters 3 and 61 of the Internal Revenue Code unci is ill (/ COlIllTrY \\'itll appro\'ed 

hw\\,-yollr-clIS!OIller rules. See Notice 2006-35 

A nine-digit number assigned by IRS to a QI for Federal tax reporting purposes. A 
QI-EIN is only to be used when a QI is acting as a qualified intermediary. 

Person (nonresident alien individuaL fiduciary, foreign partnership, foreign 
corporation. Qualified Intermediary. Withholding Rate Pool, or other foreign entity) 
that receives payments from a withholding agent as a beneficial owner or as a 
qualified intermediary acting on behalf of a beneficial owner. A non-qualified 
intermediary cannot be a recipient. 

A replacement file is an information return file sent by the filer at the request of 
IRS/ECC-MTB because of cel1ain errors encountered while processing the filer's 
original submission. 

Person or organization with whom the withholding agent has a contract to prepare 
and/or submit information return files to IRS/ECC-MTB. A parent company 
submitting data for a subsidiary is not considered a service bureau. 

A nine-digit number assigned by Social Security Administration to an individual for 
wage and tax reporting purposes. 

Any character that is not a numeric. an alpha, or a blank. 

Refers to either an Employer Identification Number (EIN), Social Security Number 
(SSN). Individual Taxpayer Identification Number (ITIN), or a Qualified Intermediary 
Employer Identification Number (QI-EIN). 

The year in which payments were made by a withholding agent to a recipient. 

Refers to the person or organization submitting file(s) electronically/magnetically. 
The transmitter may be the payer. agent of the payer. or withholding agent. 

A five-character alpha/numeric number assigned by IRS/ECC-MTB to the transmitter 
prior to filing electronically or magnetically. An application Form 4419 must be 
filed with IRS/ECC-MTB to receive this number. This number is in~el1ed in the 
Transmitter 'T' Record (field positions 190-194) of the file and must be present 
before the file can be processed. Transmitter Control Codes assigned to 1042-S filers 
will always begin with "22". 

For this Revenue Procedure, an unknown recipient is a recipient for which no 
documentation has been received by a withholding agent or intermediary or for which 
documentation received cannot be reliably associated. This includes incomplete 
documentation. An unknown recipient is always subject to withholding at the 
maximum applicable rate. No reduction of or exemption from tax may be applied 
under any circumstances. 

Vendors include service bureaus that produce information return files on tape 
cartridges or via electronic filing for withholding agents. Vendors also include 
companies thaI provide software for those who wish to produce their own media 
or electronic files. 



Element 

Withholding Agent 

Withholding Foreign Partnership (WP) 
or Withholding Foreign Trust (WT) 

Sec. 17. State Abbreviations 

Description 

Any person, U.S. or foreign, that has control, receipt. or custudy of an amount subject 
to withholding or who can C\i~bur:',e or make payments of an amount subject to 
withholding. The withholding agent may be an individual. corporation, partnership. 
trust. association. or any othe, entity. The term withholding agent also includes. but is 
not limited to, a qualified intermediary, a nonqualified intermediary, a withholding 
foreign partnership, a withholding foreign trust, a flow-through entity. a U.S. branch 
of a foreign insurance company or foreign bank that is treated as a U.S. person, and an 
authorized foreign agent. A person may be a withholding agent under U.S. Jaw even 
if there is no reqUlrement to withhold from a payment or even if another person has 
already withheld the required amount from a payment. 

A foreign partnership or trust that has entered into a withholding or Withholding 
Foreign Trust agreement with the IRS in which it agrees to assume primary 
withholding responsibility for all payments that are made to it for its partners, 
beneficiaries, or owners. 

.01 The following state and U.S. territory abbreviations are to be used when developing the state code portion of address fields. 
This table provides state and territory abbreviations. 

SMe Code State Code State Code 

Alabama AL Kentucky KY No. Mariana Islands MP 

Alaska AK Louisiana LA Ohio OH 

American Samoa AS Maine ME Oklahoma OK 

Arizona AZ Marshall Islands MH Oregon OR 

Arkansas AR Maryland MD Pennsylvania PA 

California CA Massachusetts MA Puerto Rico PR 

Colorado CO Michigan MI Rhode Island RI 

Connecticut CT Minnesota MN South Carolina SC 

Delaware DE Mississippi MS South Dakota SD 

District of Columbia DC Missouri MO Tennessee TN 
Federated States of Micronesia FM Montana MT Texas TX 

Florida FL Nebraska NE Utah UT 

Georgia GA Nevada NV Vermont VT 

Guam GU New Hampshire NH Virginia VA 
Hawaii HI New Jersey NJ U.S. Virgin Islands VI 

Idaho ID New Mexico NM Washington WA 

Illinois IL New York NY West Virginia WV 

Indiana IN North Carolina NC Wisconsin WI 

Iowa IA North Dakota ND Wyoming WY 

Kansas KS 

.02 When reporting APOIFPO addresses use the following format: 

EXAMPLE: 

Recipient Name PVT Willard J. Doe 

Mailing Address Company F, PSC Box 100 
167 Infantry REGT 

Recipient City APO (or FPO) 

Recipient State AE, AA, or AP* 
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EXAMPLE: 

Recipient ZIP Code 098010100 

* AE is the designation for ZIPs beginning with 090-098, AA for ZIP 340, and AP for ZIPs 962~966. 

Part B. Electronic Filing Specifications 

Note: The FIRE System is now on the Internet at http://fire.irs.gov.ltis no longer a dial-up connection. 

Sec. 1. General 

.01 Electronic filing of Form 1042~S (originals, amended and replacement files) is offered as an alternative to tape cartridge or 
paper filing. Filing electronically will fulfill the magnetic media requirements for those payers who are required to file magnetically. 
Payers \\ ho are under the fding threshold requirement, are encouraged to file electronically. If the original file was sent magnetically, 
but IRS/ECC -MTB has requested a replacement file, the replacement may be transmitted electronically. Also, if the original file was 
submitted via tape cartridge, amended returns or replacement files may be transmitted electronically . 

. 02 All electronic filing of information returns are received at IRS/ECC-MTB via the FIRE (Filing Information Returns Electron
ically) System. To connect to the FIRE System, point your browser to http://flre.irs_gov. The system is designed to support the 
electronic filing of information returns only . 

. 03 For/ill'S sl/bmitted Oil the FIRE System, it is the responsibility of the filer to check the status of your file within 5 business days 
to ('aify the resliits (~frollr transmission. ECC-MTB will no longer mail error reports to filers for files that are bad. Information ahout 
the amn inc/uding the number of errors, a description and the first occurrence will be provided on the FIRE System. Ifadditiona! 
il!formation is needed to understand the errors, the filer can call toll-free 1-866-455-7438 . 

. 04 The electronic filing of information returns is not affiliated with any other IRS electronic filing programs. Filers must obtain 
separate approval to participate in each of them. Only inquiries concerning electronic filing of information returns should be directed 
to IRS/ECC-MTB . 

. 05 Files submitted to IRSIECC-MTB electronically must be in standard ASCII code. Do not send tape cartridges or paper forms 
with the same information as electronically submitted files. This would create duplicate reporting resulting in penalty notices . 

. 06 The record formats of the 'T", "W", "Q", "C", and "F" records are the same for both electronically or magnetically filed 
records. See Part D, Record Format Specifications and Record Layouts. 

Sec. 2. Advantages of Filing Electronically 

Some of the advantages of filing electronically are: 
(1) Paperless, no Form 4804 requirements. 
(2) Security - Secure Socket Layer (SSL) 128-bit encryption. 
(3) Results available within 5 husiness days regarding the acceptability of the data transmitted. It is the filer's responsibility to 

log mto the system and check the results. 
(4) Better customer service due to on-line availability of transmitter's files for research purposes, 

Sec. 3. Electronic Filing Approval Procedure 

.01 Filers must obtain, or already have, a Transmitter Control Code (TCC) assigned prior to submitting their files electronically. 
(Filers who currently have a TCC for magnetic media filing of Form I 042-S, beginning with "22", will not be assigned a second Tee 
for electronic filing.) Refer to Part A. Sec. 6, for information on how to obtain a TCe. 

.02 Once a TCC is obtained, electronic filers assign their own user ID, password and PIN (Personal Identification Number) and do 
not need prior or special approval. See Part B, Sec. 6, for more information on the PIN . 

. 03 If a filer is submitting files for more than one TCC, it is not necessary to create a separate logon and password for each TCC. 

.04 For all passwords, it is the user's responsibility to remember the password and not allow the password to be compromised. 
Passwords are user assigned at first logon and must be 8 alpha/numerics containing at least I uppercase, I lowercase, and I numeric. 
Howc\t:r. filer, who forget their password or PIN, can call at toll-free 1-866-455-7438 or outside the U.S. at 304-263-8700 for 
'ls~istance. The FIRE System may require users 10 change their passwords on a yearly basis. 
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Sec. 4. Test Files 

.01 Filers are not required to submit a test file; however, the submission of a test file is encouraged for all new electronic filers to 
test hardware and software. If filers wish to submit an electronic test file for Tax Year 2006 (returns to be filed in 2UUh it must be 
submitted to IRSIECC-MTB no earlier than November 1.2006, and no later than Fehruary 15,2007 . 

. 02 Filers who encounter problems while transmitting the electronic test fjle can contact IRS!ECC-~TB toll-free at 
1-866-455-7438 or outside the U.S. at 304-263-8700 for assistance . 

. 03 Filers must verify the status of the transmitted test data by going to l1ttp:ijJ:irc.i!~.gov and verifying the status of their file by 
clicking on CHECK FILE STATUS. This information will be available wahin 5 bu~iness uays after the tran~!llissiol1 i~ receiveu by 
IRS/ECC -MTB . 

. 04 Form 4804 is not required for test files suhmitted electronically. See Part B, Sec. 6. 

Sec. 5. Electronic Submissions 

.01 Electronically filed infonnation may he suhmitted to IRS/ECC -MTB 24 hours a day. 7 days a week. Technical assistance will 
be available Monday through Friday between 8:30 a.m. and 4:30 p,m. Eastern Standard Time by calling toll-free at I-S66-455-7438 
or outside the U.S. at 304-263-S700 . 

. 02 The FIRE System will be down from December 22,2006, through January 2, 2007. This allows IRS/ECC-MTB to update 
its system to reflect current year changes . 

. 03 If you are sending files larger than 10,000 records electronically, data cOlT1pre~sion is encouraged. If you are considering 
sending files larger than 5 million records. please contact IRS/ECC-MTB for specific,. WinZip and PKZip are the only acceptable 
compression packages. IRS/ECC-MTB cannot accept self-extracting zip files or compressed files containing multiple files. The time 
required to transmit information returns electronically will vary depending upon the type of connection to the internet and if data 
compression is used. The time required to transmit a tile can be reduced by as much as 95 percent by using compression . 

. 04 Transmitters may create files using self assigned files name(sj. Files submitted electronically will be assigned a new unique 
file name by the FIRE System. The filename assigned by the FIRE System will consist of submission type (TEST, ORIG [original], 
AMEN {amended return}. and REPL [replacement]). the filer's TCC and a four-digit number sequence. The sequence number will 
be incremented for every file sent. For example, if it is your first original file for the calendar year and your TCC is 22000, the IRS 
assigned filename would be ORIG.22000.000l. Record the tile name. This information will be needed by ECC-MTB to identify the 
file, if assistance is required, 

.05 If a file was submitted timely and is bad, the filer will have up to 60 days from the day the file was transmitted to transmit an 
acceptable file. If an acceptable file is not received within 60 days, the payer could be subject to late filing penalties. This only applies 
to flIes originally submitted electronically . 

. 06 The following definitions have been provided to help distinguish between a amended return and a replacement: 

• An amended return is an information return submitted by the transmitter to correct an infonnation return that was previously 
submitted to and processed by IRS/ECC-MTB, but contained erroneous information. (See Note.) 

Note: Amended return should only be submitted for records that have been submitted incorrectly, not the entire file. 

• A replacement is an information retum file sent by the filer because the CHECK FILE STATUS option on the FIRE System 
indicated the original/amended file was bad. After the necessary changes have been made, the file must be transmitted through 
the FIRE System. (See Note.) 

Note: Filers should never transmit anything to IRS/ECC-MTB as a "Replacement" file unless the CHECK FILE STATUS 
option on the FIRE System indicates the file is bad . 

. 07 The TCC in the Transmitter "T" Record must be the TCC used to transmit the file; otherwise, the file will be considered an 
error. 

Sec. 6. PIN Requirements 

.01 Form 4804 is not required for electronic files. Instead. the user will be prompted to create a PIN consisting of 10 numerics 
when establishing their initial logon name and password, 

.02 The PIN is required each time an ORIGINAL, AMENDED, or REPLACEMENT file is sent electronically and is permission 
to release the file. It is not needed for a TEST file. An authorized agent may enter their PIN, however. the payer is responsible for the 
accuracy of the returns. The payer will he liable for penalties for failure to comply with filing requirements. If you forget your PI!'l, 
please call toll-free at 1-866-455-7438 ext. 3 or outside the U.S. at 304-263-8700 ext. 3 for assistance. 
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Sec. 7. Electronic Filing Specifications 

.01 The FIRE System is designed exclusively for the filing of Forms 1042-S. 1098.1099.5498.8027. and W-2G . 

. 02 A transmitter must have a TCC (see Part A. Sec. 6) before a file can be transmitted. A TCC assigned for 1042-S magnetic 
media tiling should also be used for electronic filing . 

. 03 The results of the electronic transmission will be available in the CHECK FILE STATUS area of the FIRE System within 5 
business day\. It i.., the tiler's responsibility to verify the acceptability of tiles submitted by selecting the CHECK FILE STATUS 
option. 

Sec. 8. Connecting to the FIRE System 

.01 Point your brmvser to http://fire.irs.gov to connect to the FIRE System . 

. 02 Bdme connecting. have your TCC and EIN available . 

. 03 Your browser must support SSL 128-bit encryption . 

. 04 Your browser must be set to receive "cookies". Cookies arc used to preserve your User 10 status. 

First time connection to The FIRE System (If you have logged on previously. skip to Subsequent Connections to the FIRE 
System. ) 

Click "Create New Account". 

Fill out the registration form and click "Submit". 

Enter your User ID (most users logon with their first and last name). 

Enter and verify your password (the password is user assigned and must be 8 alpha/numerics, 
containing at least 1 uppercase. 1 lowercase and 1 numeric). FIRE may require you to change 
the password once a year. 

Click "Create". 

If you receive the message "Account Created". click "OK". 

Enter and verify your 10-digit self-assigned PIN (Personal Identification Number). 

Click "Submit". 

If you receive the mcssage "Your PIN has been successfully created!", click "OK". 

Read the bulletin(s) and/or click "Click here to continue". 

Subsequent Connections to The FIRE System 

Click "Log On". 

Enter your User ID (most users logon with their first and last name). 

Enter your password (the pa~~word is user assigned and is case sensitive). 

Uploading your file to the FIRE SYstem 

At Menu Options: 
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Click "Send Information Returns" 
Enter your TCC: 
Enter your EIN: 
Click "Submit". 



Uploading your file to the FIRE System 

The system will then display the company name, address, city, state, ZIP code, phone number. 
contact and email address. This information will be used to contact or send correspondence (if 
necessary) regarding this transmission. Please verify your email address is correct as this will be 
increasingly used to contact filers in the future. Update as appropriate and/or Click "Accept". 

Click one of the following: 

Original File 
Amended File 
Test File (This option will onl\' be available /1//12006 - 0211512007.) 

Replacement File (if you select this option, select one of the following): 

Electronic Replacement (file was originally transmitted on this system) 
Click the file to be replaced 

Magnetic Media Replacement 
Enter the alpha character from Form 9267, Media Tracking Slip. that was 
sent with the request for replacement file. Click "Submit". 

Enter your IO-digit PIN. 
Click "Submit". 
Click "Browse" to locate the file and open it. 
Click "Upload". 

When the upload is complete, the screen will display the total bytes received and tell you the name of the file you just 
uploaded. Record this information. 

If you have more files to upload for that TCe: 

Click "File Another?"; otherwisc, 
Click "Main Menu". 

It is your responsibility to check the acceptability of your file; therefore, be sure to check back into the system in 5 
business days using the CHECK FILE STATUS option. 

Checking your FILE STATUS 

At the Main Menu: 

Click "Check File Status". 
Enter your TCe: 
Enter your EIN: 
Click "Search". 

If "Results" indicate: 

"Good" - File has heen released to our mainline processing. 

"Bad" - Correct the errors and timely resubmit the file as a "replacement". 

"Not yet processed" - File has been received, but we do not have results 
available yet. Please check back in a few days. 

Click on the desired file for a detailed report of your transmission. 
When you are finished, click on Main Menu. 
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Checking your FILE STATUS 

Click "Log Out" 
Close your Web Browser. 

Sec. 9. Common Problems and Questions Associated with Electronic Filing 

.01 Refer to Part ,\. For Major Prnblerm Encountered with Form 10'+2-S electronic/magnetic files . 

. 02 The following are the major errors associated with electronic filing: 

NON-FORl'tIAT ERRORS 

1. Transmitter does not check the FIRE System to determine file acceptability. 

The results of your file transfer are posted to the FIRE System within 5 business days. It is your responsibility to verify file 
acceptability and. if the file contains errors, you can get an online listing of the errors. Date received and number of recipient 
reconh are abo di;.played. 

2. Transmitter uses the Tee assigned for filing 1098, 1099, 5498 or W-2G Forms. 

Use rOllr IO..f.2-S Tee which begins with '22' to transmit your J 042-S file. otherwise. il will be automatically considered an errOl: 

3. Incorrect file is not replaced timely. 

If we have advised you your file is bad, correct the file and timely resubmit as a replacement. 

4. Transmitter compresses several files into one. 

Only compress one file at a time. For example, if you have 10 uncompressed files to send, compress each file separately and 
;.end 10 separate compressed files. 

5. Transmitter sends a file and CHECK FILE STATUS indicates that the file is good, but the transmitter wants to send a 
replacement or amended file to replace the original/amended/replacement file. 

Once a file has been transmitted. you cannot send a replacement file unless CHECK FILE STATUS indicates the file is bad 
(5 business days after file was transmitted). If you do not want us to process the file, you must first contact us toll-free at 
1-866-455-7438 or outside the U.S. at 304-263-8700 to see if this is a possibility. 

6. Transmitter sends an original tile that is good, and then sends an amended file for the entire file even though there are 
only a few changes. 

The amended file, containing the proper coding. should only contam the records needing correction, not the entire file. 

7. File is formatted as EBCDIC. 

All files submitted electronically must be in standard ASCII code. 

8. Transmitter has one TeC number, but is filing for multiple companies, which EIN should be used when Jogging 
into the system to send the file? 

When sending the file electronically, you will need to enter the EIN of the company assigned to the Tee. When you upload the 
file, it will contain the EINs for the other companies that you are filing for. This is the information that will be passed forward. 

9. Transmitter sent the wrong file, what should be done? 

Call us as soon as possible toll-free at 1-866-455-7438 or outside the U.S. at 304-263-8700. We may be able to stop the file 
hcfore it has heen processed. Please do not send a replacement for a file that is marked as a good file. 

Part C. Tape Cartridge Filing Specifications 

Sec. 1. General 

.n I The specifications contained in this part of the Revenue Procedure define the required format and content of the records to be 
IJ1c'luded in the electronic/tape cartridge file. Do not deviate from this format. 
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.02 Transmitters must be consistent in the use of recording modes and density on files. If the media does not meet these specifica
tions, IRSIECC-MTB will request a replacement file. Filers are encouraged to submit a test prior to submitting the actual file. Contact 
IRS/ECC-MTB for further information toll-free at 1-866-455-7438 or outside the U.S. at 304-263-8700 . 

. 03 Regardless of the type of media used or if returns are filed electronically, the record length must be 780 positions. 

Sec. 2. Tape Cartridge Filing Specifications 

.01 Tn most instances, IRSIECC-MTB can process tape cartridges that meet the following specifications: 
(a) Must be IBM 3480, 3490, 3490E, 3590, or 3590E compatible. 
(b) Must meet American National Standard Institute (ANSI) standards and have the following characteristics: 

(1) Tape cartridges will be 112-inch tape contained in plastic canridges which are approximately 4-inches by 5-inches by 
I-inch in dimension. 

(2) Magnetic tape will be chromium dioxide particle based lh-inch tape. 
(3) Cartridges must be 18-track, 36-track, 128-track, or 256-track parallel (See Note). 
(4) Cartridges will contain 37,871 CPI or 75,742 CPI (characters per inch). 
(5) Mode will be full function. 
(6) The data may be compressed using EDRC (Memorex) or IORC (IBM) compression. 
(7) Either EBCDIC (Extended Binary Coded Decimal Interchange Code) or ASCII (American Standard Coded Information 

Interchange) may be used . 
. 02 The tape cartridge records defined in this Revenue Procedure may be blocked subject to the following: 

(a) A block must not exceed 23,400 tape positions. 
(b) All records, except the header and trailer labels, may be blocked or unblocked. A record may not contain any control fields 

or block descriptor fields which describe the length of the block or the logical records within the block. The number of 
logical records within a block (the blocking factor) must be constant in every block with the exception of the last block 
which may be shorter (see item (b) above). The block length must be evenly divisible by 780. 

(c) Records may not span blocks . 
. 03 Tape cartridges may be labeled or unlabeled . 
. 04 For the purposes of this Revenue Procedure, the following must be used: 

Tape Mark: 
(a) Signifies the physical end of the recording on tape. 
(b) For even parity, use BCD configuration 001111 (8421). 
(c) May follow the header label and precede and/or follow the trailer label. 

Note: Filers should indicate on the external media label whether the cartridge is I8-track, 36-track, 128-track or 256-track. 

Part D. Record Format Specifications and Record Layouts 

Sec. 1. Transmitter "T" Record 

.01 This record identifies the entity preparing and transmitting the file. The transmitter and the withholding agent may be the same, 

but they need not be . 
. 02 The first record of a file MUST be a Transmitter "T" Record (preceded only by header labels). The 'T' Record must appear 

on each electronic file and cartridge; otherwise, a replacement file may be requested . 
. 03 The ''T'' Record is a fixed length of 780 positions . 
. 04 All alpha characters entered in the "I" Record must be upper case. 

Note 1: For all fields marked "Required", the transmitter must provide the information described under Description and 
Remarks. If required fields are not completed in accordance with these instructions, IRS will contact you to request a replace
ment file. For those fields not marked Required, a transmitter must allow for the field, but may be instructed to enter blanks 
or zeroes in the indicated media position(s) and for the indicated length. All records have a fixed length of 780 positions. 

Note 2: A copy of the current Instructions for Form 1042-S for this revision of the Publication 1187 is included at the end of 
this publication. These instructions should be used for the proper coding of each field in this record where applicable. The 
instructions are updated each year as required. Since Publication 1187 may not be revised every year, be sure to use the most 
current instructions. 
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Note 3: Valid characters for all name a1ld address fields are alpha, 1lumeric, bla1lk, ampersand (&), hyphe1l (-). comma (,), apos
trophe (' },forward slash (/), pound sign (#), period (.), and the percent (%). The percent [% (used as "ill care o1')J is valid in the 
first position only. 

Field 
Positions Field Title 

2-5 

6-14 

15-54 

Record Type 

Tax Year 

Transmitter's 
Taxpayer 
Identification 
Number (TIN) 

Transmitter Name 

Record Name: Transmitter "T" Record 

Length Description and Remarks 

9 

..to 

Required. Enter "T." 

Required. Enter year for which income and withholding are being reported. 

Required. Enter the Taxpayer Identification Number of the Transmitter. This can 
be a Social Security Number (SSN). Individual Taxpayer Identification Number 
(lTIN), Employer Identification Number (EIN) or Qualified Intermediary Number 
(QI-EIN), DO NOT ENTER blanks, hyphens or alpha characters. A TIN 
consisting of all the same digits (e.g., 111111111) is not acceptable. 

Required. Enter name of transmitter of file. Abbreviate if necessary to fit 
40-character limit. Omit punctuation if possible. Left-justify and blank fill. 

Note: Do not use special characters in names or addresses that are unique to a language other than English. For example: 
it = A, re = A, u = U, () = 0, Ii = N, etc. 

55-94 

95-114 

115-116 

117-1I1s 

l1LJ-120 

Transmitter's 
Address 

City 

State Code 

Province Code 

Province Code 
AB 
BC 
1.8 
MB 
NI3 
NF 
NS 
NT 
NU 
ON 
PE 
QC or PQ 
SK 
YK 

Country Code 

40 

20 

2 

2 

Province 
Alberta 

Required. Enter full mailing address of the transmitter. This will include number, 
street, and apartment or suite number (P.O. Box can be used if mail is not delivered 
to street address). Abbreviate as needed to fit 40-character limit. Omit punctuation 
if possible. Left-justify and blank fill. 

Required. Enter the city or town (or other locality name) of transmitter. If 
applicable, enter APO or FPO unly. Left-justify and blank fill. 

Required if U.S. Transmitter. Enter only the two-alpha State Code. DO NOT 
spell out the state name. See State Code Table, Part A, Sec. 17. 

Required if Foreign Country Code is "CA" (Canada). Enter only the two-alpha 
character Province Code as shown in the Province Code table. DO NOT spell out 
the Province Name. If foreign country other than Canada, blank fill. 

British Columbia 
Labrador 
Manitoba 
New Brunswick 
Newfoundland 
Nova Scotia 
Northwest Territories 
Nunavut 
Ontario 
Prince Edward Island 
Quebec 
Saskatchewan 
Yukon Territory 

2 Required if Foreign Transmitter. If Country Code is present, State Code field 
MUST be blank. Enter only the two-alpha Country Code from the Country Code 
table. DO NOT spell out the Country Name. 

Note 1: COUNTRY CODES: The list of country codes provided in the current Instructions for Form 1042-S includes all 
internationally recognized country codes and must be used to ensure the proper coding of the Country Code field. This list 
is updated each year as required. Do not enter U.S. in the Country Code field. 
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Record Name: Transmitter "T" Record 

Field 
positions Field Title Length Description and Remarks 

121-129 Postal or ZIP Code 9 Required if u.s. address. Enter up to nine numeric characters for all U.S. 
addresses (including territories. possessions and APOIFPO). 

130-169 

170-189 

190-194 

195-198 

199 

200-770 

771-778 

779-780 

Record 
Type 

1 

Country 
Code 

119-120 

Contact Name 

Contact Telephone 
Number 

Transmitter Control 
Code (TCC) 

Test Indicator 

Prior Year Indicator 

Reserved 

Record Sequence 
Number 

Blank or Carriage 
Return Line Feed 

40 

20 

5 

4 

571 

8 

2 

Tax Transmi tter' s 
Year TIN 

2-5 6-14 

Postal Contact 

Conditional for foreign addresses. Enter the alpha/numeric foreign postal code. 
Left-justify and hlank fill the remaining positions. DO NOT use hyphens. 

Required. Enter the name of the person to contact if any questions should arise 
with the transmission. 

Required. Enter the contact person's telephone number, and extension. if 
applicable. If foreign, provide appropriate codes for overseas calls. Left-justify. 

Required. Enter the five-character alpha/numeric TCC assigned ONLY for Form 
1042-S repol1ing. (The first two numbers will always be 22). 

Required if this is a test tile. Enter the word "TEST'. Otherwise enter blanks. 

Required. Enter a "P" only if reporting prior year data; otherwise, enter blank. Do 
not enter a "p" for current year information. 

Blank fill. 

Required. Enter the number of the record as it appears within your file. The record 
sequence number for the ''1'' record will always be 'T' (one), since it is the first 
record on your file and you can have only one ''1'' record in a file. Each record, 
thereafter, must be incremented by one in ascending numerical ~equence, i.e., 2, 
3,4, etc. Right-justify numbers with leading zeroes in the field. For example, the 
''1'' record sequence number would appear as "00000001" in the field, the first 
"W" record would be "00000002", the first "Q" record, "00000003", the second 
"Q" record, "00000004" and so on until you reach the final record of the file, the 
"F" record. 

Enter blanks or carriage return line feed (CRlLF) characters. 

Transmitter "T" Record Layout 

Transmitter Transmitter City State Code Province 
Name Address Code 

15-54 55-94 95-114 115-116 117-118 

Contact TCC Test Prior Year Reserved Record Blank or 

or Name Telephone Indicator Indicator Sequence Carriage 

ZIP Number Number Return 

Code Line Feed 

121-129 130-169 170-IR9 190--194 195-198 199 200-770 771-778 779-780 

Sec. 2. Withholding Agent uW" Record 

.01 The "W" Record identifies the Withholding Agent. 

.02 Enter a "W" Record after the initial "1" Record on the file. followed by the Recipient "Q" Records, and a Reconciliation "C" 
Record. Do not report for a Ivithholding agent if there are no correspondinj!, Recipient "Q" records. 
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.03 Several "W" Records for different Withholding Agents may appear on the same Transmitter's File . 

. 04 Each "W" Record is a fixed length of no positions . 

. 05 All alpha characters entered in the "W" Record must be upper case. 

Note 1: For all fields marked "Required", the transmitter must provide the information described under Description and 
Remarks. If required fields are not completed in accordance with these instructions, your file may not process correctly. For 
those fields not marked "Required", a transmitter must allow for the field, but may be instructed to enter blanks or zeroes in 
the indicated media position(s) and for the indicated length. All records have a fixed length of 780 positions. 

Note 2: A copy of the current Instructions for Form 1042-S for this revision of the Publication 1187 is included at the end of 
this publication. These instructions should be used for the proper coding of each field in this record where applicable. The list 
of country codes in the instructions includes all recognized country codes and MUST be used for coding. The instructions are 
updated each )ear as required. Since Publication 1187 may 1I0t be revised every year, be sure to use the most current instructions. 

i\' ole 3: Valid characters for all name and address fields are alpha, numeric, blank, ampersand (&), hyphen (-), comma (,), apos
trophe (' ), forward slash (I), pound sign (#), period (.), and the percent (%). The percent [% (u.~ed as "ill care or)J is valid;n the 
first positioll only. 

Field 
Positions Field Title 

4-12 

Record Type 

Return Type 
Indicator 

Pro Rata Basis 
Repofting 

Wi thholdi ng 
Agent's EIN 

Record Name: Withholding Agent "w" Record 

Length Description and Remarks 

9 

Required. Enter "W". 

Required. Enter the one position value below to identify whether the record is 
Original Of Amended. Do not enter a blank or alpha character. 

Acceptable Values are: 

• 0 (Zero) = Original 
• J = Amended 

Required. Enter the one position value below to identify if reporting on a Pro 
Rata Basis. 

Acceptable Values are: 

• 0 (Zero) = Not Pro Rata 
• I = Pro Rata Basis Reporting 

Required. Ent~r th~ nine-digit Employer Identification Number of the Withholding 
Agent. Do NOT enter blanks, hyphens or alpha characters. An EIN consisting of 
al\ the same digits (e.g" 111111111) is not acceptable. Do NOT enter the recipient's 
TIN in this field. 

Note: See current Instructions for Form 1042-S to determine when a Qualified Intermediary, Withholding Foreign 
Partnership, or Withholding Foreign Trust must provide its QI-ElN, WP-EIN or WT-EIN in this field. 

13 Withholding 
Agent\ EIN 
Indicator 

Required. Enter the Withholding Agent's EIN indicator from the following values: 

• 0 
• I 
• =: 

= EIN 
= Ol-EIN, WP-EIN, WT-EIN 
= NO(-EI~ 

Note: llse EIN indicator 1 only if the Withholding Agent's EIN begins with "98" AND the Withholding Agent's City, State 
and C()untr~ Code fields indicate that the Withholding Agent is not a U.S. withholding agent. 

1'+-53 Withholding -to Required. Enter the Withholding Agent's Name as established when filing for the 
Agent's Name EIN or OJ-EIN which appears in positions 4-12 of the "W" Record. Left-justify 
Line-I and blank fill. 

:\ote: Do not use special characters in names or addresses that are unique to a language other than English. For example: 
:1 = A, a' = A, ii = l'. 0 = 0, n = N, etc. 
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Record Name: Withholding Agent "W" Record 

Field 
Positions Field Title Length Description and Remarks 

54-93 Withholding 40 Enter supplementary withholding agent's name information; otherwise, enter 
blanks. Use this line for additional names (e.g., partners or joint owners). for trade 
names, stage names, alIases or titles. Also use this line for "care of" or "via". See 
Note 3 at the beginning of the "w" Record. 

Agent's Name 
Line-2 

94-133 Withholding 40 See above. 

134-173 

174-213 

214-253 

254-255 

Agent's Name 
Line-3 

Withholding 40 
Agent's Street 
Line-l 

Withholding 40 
Agent's Street 
Line-2 

Withholding 40 
Agent's City 

Withholding 2 
Agent's State Code 

Required. Enter the mailing address of the withholding agent. Street address 
should include number. street, and apartment or suite number (or P.O. Box if mail is 
not delivered to street address). Abbreviate as needed. Left-justify and blank fill. 

Enter supplementary withholding agent street address information. Otherwise, 
blank fill. 

Required. Entcr the city or town (or other locality name). Enter APO or FPO 
only if applicable. Do not enter a foreign postal code in the city field. Left-justify 
and blank fill. 

Required if Withholding Agent has a U.S. address. Enter the two-character State 
Code abbreviation. If not aU .S. state, territory or APOfFPO identifiers, blank fill. 
Do not use any of the two character Country Codes in the State Code Field. 

Note: If the withholding agent has a U.S. address, leave the country code in positions 258-259 blank. 

256-257 

258-259 

Withholding 
Agent's Province 
Code 

2 Required if Foreign Country Code is "CAl' (Canada). Enter only the two-alpha 
character Province Code as shown in the Province Code Table. See "T" record 
positions 117-118 for Province Code Table. DO NOT spell out the Province 
Name. If foreign country other than Canada, blank fill. 

Withholding 2 Required if QI or NQI or other foreign withholding agent. Enter only the 
Agent's Country two-alpha Country Code from the Country Code Table. DO NOT spell out the 
Code Country Name. 

Note: COUNTRY CODES: The list of country codes provided in the current Instructions for Form l042-S includes all 
internationally recognized country codes and MUST be used to ensure the proper coding of the Country Code field. This 
list is updated each year as required. Do not enter U.S. in the Country Code field. 

260-268 Postal or ZIP Code 9 

269-272 Tax Year 4 

273-317 Withholding Agent 45 
Contact Name 

318-362 Withholding 45 
Agent's Department 

Title 

Required if U.S. address. Enter up to nine numeric characters for all U.S. 
addresses (including territories, possessions and APOIFPO). 
Conditional for foreign addresses. Enter the alpha/numeric foreign po~ta\ code. 
DO NOT use hyphens or blanks within the Postal Code. Left-justify and blank fill 
the remaining positions. 

Required. Enter the four-digit year of the current tax year unless you entered a 
"P" in the Prior Year Indicator Field of the 'T' Record. All recipient "Q" Records 
must report payments for this year only. Different tax years may not appear on 
the same file. 

Required. Enter the name of the prr.son IRS can contact if questions arise 

concerning this filing. Left-justify and blankfill the remaining positions. 

Required. Enter the title of the cOlltoet person ur Ihf dept. which can handle 

inquiries concerning this filing. Left-justify and blank fill the remaining positions. 
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Record Name: Withholding Agent "WI' Record 

Field 
Positions 

363-3R2 

3R3 

3X.J-77U 

771-77S 

779-780 

Field Title 

COil tact Phone 
Number and 

Extension 

Finui Rcll/nI 
II/ciic(/Iil/' 

Resen'ui 

Record Sequence 
Number 

Blank or Carriage 
Return Line Feed 

Length 

2U 

3X7 

8 

2 

Description and Remarks 

Required. Ellter the telepholle Illimber ola persoll fo COl/faC! regarding electronic 
or magl/elic{rles. Omit hvphells, Ifno extension is ami/ahie. letr-juslifl' alld/ill 
1II1l1sed positiolls with blallks. flforeign, pml'ide appropriate codes ,tiu' Ol'erseas 
call. 

Required. Ellter the olle positioll \'(dlle be/oil' to indicate Irilether Will \I'iff be.fifillg 
Forms 1042-5 ill the filtur£' . 

• 0 (Zero) = I\'ill hetlling 

• I = l\'illl/(1{ he filing 

Bialik jill. 

Required. Enter the number of the record as it appears within your file, The record 
sequence number for the "I" record will always be "I" (one), since it is the first 
record on your file and you can have only one "T" record in a file. Each record, 
thereafter. must be incremented by one in ascending numerical sequence, i,e., 2, 
3,4. etc. Right-justify numbers with leading Leroe~ in the field. For example, the 
"r record sequence number would appear as "0000000 I" in the field, the first 
"WOO record would be "00000002", the first "Q" record, "00000003", the second 
"Q" record, "00000004" and so on until you reach the final record of the file, the 
"F'record. 

Enter blanks or carriage return line feed (CRlLF) characters. 

Withholding Agent "W" Record Layout 

Record Return Pro Rata Withholding Withholding Withholding Withholding 
Type Type Basis Agent's EIN Agent's EIN Agent's Name Agent's Name 

Indicator Reporting Indicator Line-I Line-2 

I 2 3 4-12 13 14-53 54-93 

Withholding Withholding Withholding Withholding Withholding Withholding Withholding 
Agent's Agent's Agent's Agent's City Agent's State Agent's Agent's 
Name Street Street Code Province Code Country Code 
Line-3 Line-I Line-2 

94-\33 134-173 174-213 214-253 254-255 256-257 258-259 

Postal or ZIP Tax Year Withholding Agent With/widing Contact Phone Final Return 
Code Contact Na/llr> Agent's Number and indicator 

Department Title Extension 

260-268 269-272 273-317 3J8-362 363-382 383 

Resen'cd I Record Sequence Number I Blank or Carriage Return Line Feed 

38-1-770 771-778 779-780 
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Sec. 3. Recipient "Q" Record 

.01 The '"Q" Record contains name and address information for the Recipient of Income, Non-Qualified Intermediary or Flow
Through Entity if appropriate, Payer, and all data concerning the income paid and tax withheld that is required to be reported under 
U.S. law. Each Recipient "Q" Record is treated as if it were a separate Form 1042-S . 

. 02 Since the "Q" Record is restricted to one type of income and one tax rate, under certain circumstances it may he nece,sary to 
submit more than one "Q" Record for the same recipient. Failure to provide multiple Recipient "Q" Records when necessary may 
generate math computation errors during processing. This will result in IRS contacting you for correct information . 

. 03 Following are some of the circumstances when more than one "Q" Record for a recipient would be required: 
(a) Different types of income. For example, Recipient X derived income from Capital Gains (Income Code 09) and Industrial 

Royalties (Income Code I 0). A separate "Q" Record must be reported for each Income Code, providing Gross Income Paid 
and U.S. Federal Tax Withheld pertaining to that Income Code. 

(b) Change in Country Code during the year. For example, the Withholding Agent received notification via Form W -SBEN that 
the recipient's country of residence for tax purposes changed from country X to country Y. A separate "Q" Record must be 
reported for each Country Code providing Gross Income Paid, Tax Rate, U.S. Federal Tax Withheld and Exemption Code, 
if any. The amounts reported must be based on each country. 

(c) Change in a country's tax treaty rate during the year. For example, effective April I, country X Changes its tax treaty rate 
from I 0% to 20%. A separate "Q" Record must be reported for each of the tax rates. Provide the Gross Income Paid, Tax 
Rate, and U.S. Federal Tax Withheld under each tax rate . 

. 04 All recipient "Q" Records for a particular Withholding Agent must be written after the corresponding Withholding Agent "W" 
Record, followed by a Reconciliation "Coo Record, and before the "Woo Record for another Withholding Agent begins . 

. 05 All alpha characters entered in the "Q" Record must be upper casco 

.06 Report income and tax withheld in whole dollars only. Round up or down as appropriate. DO NOT enter cents. 

Note 1: For all fields marked "Required", the transmitter must provide the information described under Description and 
Remarks. If required fields are not completed in accordance with these instructions, IRS will contact you to request a replace
ment file. For those fields not marked "Required", a transmitter must allow for the field, but may be instructed to enter blanks 
or zeroes in the indicated media position(s) and for the indicated length. All records have a fixed length of 780 positions. 

Note 2: A copy of the current Instructions for Form 1042-S for this revision of the Publication 1187 is included at the end of 
this publication. These instructions should be used for the proper coding of each field in this record where applicable. The list 
of country codes in the instructions includes all recognized country codes and MUST be used for coding. The instructions are 
updated each year as required. Since Publication 1187 may not be revised every year, be sure to use the most current instructions. 

Note 3: Valid characters for all name and address fields are alpha, numeric, blank, ampersand (&), hyphen (-), comma (,), apos
trophe (' ), forward slash (I), pound sign (#), period (.), and the percent (%). The percent [% (used as "in care o/")J is valid in the 
first position only. 

Field 
Positions Field Title 

2 

3 

Record Type 

Return Type 
Indicator 

Pro Rata Basis 
Reporting 

Record Name: Recipient "Q" Record 

Length Description and Remarks 

Required. Enter "Q". 

Required. Enter the one position value below to identify whether the record is 
Original or Amended. Must be the same value as in the "W" Record. Values are: 

• 0 (Zero) = Original 
• I = Amended 

Required. Enter the one position value below to identify whether reporting Pro 
Rata Basis. Must be the same value as in the "w" Record. Values are: 

• 0 (Zero) = Not Pro Rata 

• 1 = Pro Rata Basis Reporting 
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Field 

Positions Field Title 

4-S Income Code 

Record Name: Recipient "Q" Record 

Length Description and Remarks 

:: Required. Enter the two-position value EXACTLY as it appears from the income 
code tahle. The Income Code must accurately reflect the type of income paid. 

DO NOT enter blanks or 00 (zeroes). 

Note: Refer to the current Instructions for Form l042-S for more information. 

6-17 Gross Income 12 Required. Enter the gross income amount in whole dollars only. rounding to the 
nearest dollar (do not enter cents). For example report $600.75 as 000000000601. 
An income amount of zero cannot be shown. Numeric only, right-justify and 

zero fill. 

Note: Do not report negative amounts in any amount field. 

18-29 

30-41 

42-45 

Withholding 
Allowance 

Net Income 

Tax Rale 

12 

12 

Used with Income Codes 15 through 19 ONLY. Enter the withholding allowance 
amount in whole dollars only, rounding to the nearest dollar (do not enter cents). 
Numeric only, right-justify and zero fill. Otherwise, enter blanks. 

Required if Dollar Amount is Entered in Withholding Allowance Field. Enter 
the net income in whole dollars only, rounding to the nearest dollar (do 110t enter 
cents). An amount other than zero must be shown. Numeric only, right-justify 

and zero fill. Otherwise. enter blanks. 

Required. Enter the correct Tax Rate applicable to the income in gross income 
field or net income field, as appropriate. Enter the Tax Rate as a 2-digit whole 
number and 2-digit decimal (e.g., enter 39.6% as 3960, IS% as ISOO or 6% as 
0600). See Note below. 

Note: The correct Tax Rate must be entered, even if withholding was at a lesser rate. See the current Instructions 
for Form 1042-S. 

46-47 Exemption Code 2 Required. Read Carefully. 
• If the tax rate entered is OSIc. enter the appropriate exemption code "0 I" through 
"09" from the current Instructions for Form I 042-S. 
• If the tax rate entered is I c,f through 30%, enter "00". 
• If the tax rate entered is 33% or higher, blank fill. DO ~OT enter "00". 
See the current Instructions for Form 1042-S for circumstances under which 
Exemption Code "99" must be used. 

Note: If an incorrect amount of tax was withheld, report the amount that was actually withheld and use the correct 
tax rate in field positions 42-45. 

48-59 U.S Tax Withheld 12 Required. Enter the U.S. Federal tax withheld amount in whole dollars, rounding 
to the nearest dollar (do not enter cents). For example, report $600.25 as 
0000000(0600). Numeric only. right-justify and zero fill. 

Note: If the 11. S. tax withheld was either under or over reported, see Field Position 761 of the "Q" Record. 

60-71 

72-91 

Amount Repaid 

Recipient's 
Account Number 

Recipient Code 
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12 

20 

:2 

This field should be completed only if: 

• you repaid a recipient an amount that was over-withheld and you are going to 
reimburse your~elf by reducing. by the amount of tax actually repaid, the amount of 
any deposit made for a payment period in the calendar year following calendar year 
of withholding. Otherwise. enter blanks. 

Enter the account number assigned by the withholding agent to the recipient. 
Do not enter the recipient'S U.S. or foreign TIN. If account numbers are NOT 
assigned. then blank fill. This field may contain numeric, alpha characters, blanks 
or hyphens. Left-justify and blank fill. 

Required. Enter the appropriate Recipient Code. Refer to the list of appropriate 
codes in the current Instructions for Form 1042-S. No other codes or values are 
\alid. 



Record Name: Recipient "Q" Record 

Field 
Positions Field Title Length Description and Remarks 

Note: If recipient code "20" is used then Recipient's Name Line-l must be "UNKNOWN" or "UNKNOWN RECIPIENT" 
and Recipient's Name Lines 2 and 3 must be BLANK. The tax rate must be 30%. 

94-133 Recipient's Name 
Line-l 

40 Required. Provide the complete name of the recipient. If the recipient has a U.s. 
TIN, enter the name as establi~hed when applying for the TIN. If recipient code 
"20" is used then "UNKNOWN" or "UNKNOWN RECIPIENT" must be entered 
and Recipient's Name Lines 2 and j mu~t be blank. See Cllrrent Instructions for 

Form 1042-S for specifics on "Unknown Recipient" and "Withholding Rate Pool". 
See Note 3 at the beginning of the "Q" Record. 

Note 1: A Non-Qualified Intermediary (NQI) can NEVER be entered as the recipient. 

Note 2: Do not use special characters in names or addresses that are unique to a language other than English. For 
example: a = A, re = A, ii = U, () = 0, n = N, etc. 

134-173 

174-213 

214-253 

254-293 

294-333 

334-335 

Recipient's Name 
Line-2 

Recipient's Name 
Line-3 

Recipient's Street 
Line-l 

Recipient's Street 
Line-2 

Recipient's City 

Recipient's State 

40 

40 

40 

40 

40 

2 

Enter supplementary recipient name information including titles; utherwise, enter 
blanks. Use this line for additional names (e.g., partners or joint owners), for trade 
names, stage names. aliases or titles. Also use this line for "care of', "Attn." or 
"via". See Note 3 at the beginning of the "Q" Record. 

See above. 

Required. Enter the mailing address of the recipient. Street address should include 
number, street, apartment, or suite number (or P.O. Box if mail is not delivered 
to street address). Abbreviate as needed. Left-justify and blank fill. See Note 3 
at the beginning of the "Q" Record. 

Enter supplementary recipient street address information. If a P.O. Box is used in 
addition to a street address, enter it here; otherwise, blank fill. 

Required. Enter the city or town (or other locality name). Enter APO or FPO 
only, if applicable. Do not enter a foreign postal code in the city field. Left-justify 
and blank fill. 

Required if U.S. address. Enter the two-character State Code abbreviation. If no 
U.S. state, territory or APOfFPO identifier is applicable then blank fill. Do not use 
any of the two character Country Codes in the State Code Field. 

Note: If the recipient has a U.S. address, leave the province code in positions 336-337 and country code in positions 
338-339 blank. 

336-337 

338-339 

Recipient's 
Province Code 

2 

Recipient's Country 2 
Cude 

Required if Recipient Country Code in positions 338-339 is "CA". Enter only 
the two-alpha character Province Code as shown in tbe Province Code Table. See 
"T" record positions 117-118 for Province Code Table. DO NOT spell out the 
Province Name. If foreign country other than Canada, blank fill. 

Required if the recipient has a foreign address. Enter the two-character Country 
Code abbreviation. 

Note 1: If the state code is entered in positions 334-335, leave this field blank. 

Note 2: COUNTRY CODES: The list of country codes provided in the current Instructions for Form 1042-S includes 
all internationally recognized country codes and MUST be used to ensure the proper coding of the Country Code field. 
This list is updated each year as required. 

Note 3: Enter "UC" (unknown country) onlv if the payment is to an unknown recipient. If you are making a payment to a 
QI or QI withholding rate pool, enter the country code of the QI. 
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Field 
Positions 

340-348 

349-357 

Field Title 

Postal or ZIP Code 

Recipient's U.S. 
TIN 

Record Name: Recipient "Q" Record 

Length Description and Remarks 

9 Enter up 10 nine numeric characters for all U.S. addresses (induding territories, 
possessions and APO/FPO). For foreign addresses, enter the alpha/numeric foreign 
postal code. if applicable. Enter this code in the left most position and blank fillihe 
remaining positions. DO NOT use hyphens or blanks between numbers or letters 
(e.g .. if the postal code is written as A6B 3C5 input as A6B3C5). Left-justify. 

9 Enter the recipient's nine-digit U.S. Taxpayer Identification Number (TIN). DO 
NOT enter hyphens or alpha character". If TIN is not required under regulations, 
blank fill. 

Note: U,S. TINs are now required for most recipients. See current Instructions for Form 1042-S. 

358 

359-398 

399-400 

Recipient's U.s. 
TIN Type 

Recipient's Country 40 
of Residence 
for Tax Purposes 

Recipient's Country 2 
of Residence 
Code for Tax 
Purposes 

Required. Enter the recipient's U.S. TIN type indicator from the following values: 

• 0 (Zero) 

• I 
• 2 
• 3 

'" No TIN required 
= SSN/ITIN 
= EIN 
= QI-EIN, WP-EIN. WT-EIN 

See current Instructions for Form 1042-5 for when a TIN is not required. 

Required. Enter the complete name of the recipient's country of residence for tax 
purposes in which the recipient claims residency under that country's tax law, 
whether or not you are applying a tax treaty benefit to this payment. 

Required. Enter the two-character Country Code for which the recipient is a 
resident for tax purposes and on which the tax treaty benefits are based, whether or 
not you are applying a tax treaty benefit to this payment. The rate of tax withheld is 
determined by this code. 

Note: Do not enter U.S. in the Country Code field. Enter "OC" (other country) only when the country of residence does 
not appear on the list or the payment is made to an international organization. 

401-440 NQIIFLW-THR 
Name 
Line-I 

40 Provide the complete name of the NQIIFLW -THR Entity. It is very important that 
the complete name of the NQIIFLW -THR entity be provided. left-justify and blank 
fill. See Note 3 at the beginning of the "Q" Record. 

Note: All NQIIFLW-THR fields are REQUIRED if the NQIIFLW-THR entity is involved in the payment structure. 

441-480 NQIIFLW-THR 40 Enter supplementary information: otherwise, enter blanks. Use this line for 

481-520 

523-502 

503-602 

Name additional names (e.g .. partners or joint owners), for trade names, stage names, 
Line-2 aliases or titles. Also use this line for "care of' or "via". See Note 3 at the 

beginning of the "Q" Record. 

NQIIFLW-THR 
:--Jame 
Line-3 

Reserved 

NQIIFLW-THR 
Street 
Line-\ 

NQI/FLW -THR 
Street 
Line-2 

NQIIFLW-THR 
Cit: 

-w 

40 

40 

40 

See <lbove. 

Enter blanks. 

Enter the mailing address of the NQIIFLW-THR entity. Street address should 
include number. street. apartment, or suite number (or P.O. Box if mail is not 
delivered to ~treel address). Abbreviate as needed. Left-justify and blank fill. 

Enter supplementary NQIIFLW-THR entity street address information; otherwise, 
blank fill. 

Enter the city or town (or other locality name). Left-justify and blank fill 

Enter blank'>. 
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Record Name: Recipient "Q" Record 

Field 
Positions Field Title Length Description and Remarks 

645-646 NQIIFLW-THR 2 Enter the two-alpha character Province Code abbreviation, if applicable. SeeHr 

Province Code record positions 117-118. 

647-648 NQIIFLW-THR 2 Enter the two-character Country Code abbreviation, where the NQIIFLW-THR is 
Country Code located. 

649-657 NQIIFLW-THR 9 Enter the alpha/numeric foreign postal code. Enter this code in the left most 
Postal Code position and blank fill the remaining positions. DO NOT use hyphens or blanks 

between numbers or letters (e.g., if the postal code written as A6B 3C5 input as 
A6B3C5). Left-justify. 

658-666 NQIIFLW-THR 9 Enter the NQI/FLW-THR nine-digit U.S. Taxpayer Identification Number (TIN). 
U.S. TIN Do NOT enter hyphens or alpha characters. 

667-706 Payer's Name 40 Enter the name of the Payer of Income if different from the Withholding Agent. 
Abbreviate as needed. If Withholding Agent and Payer are the same, blank fill. 

707-715 Payer's U.S. TIN 9 Enter the Payer's U.S. Taxpayer Identification Number if there is an entry in the 
Payer Name Field; otherwise, leave blank. 

716-727 State Income Tax 12 If State Tax has been withheld, enter that amount, in whole dollars (do not enter 
Withheld cents). Right-justify and zero fill. If no entry, zero fill. 

728-737 Payer's State Tax 10 Enter the employer's state LD. number assigned by the state. 
Number 

738-739 State Code 2 Enter the two-character State Code abbreviation. 

740-760 Special Data Entries 21 This field may be used for the filer's own purposes (e.g., Do Not Mail). If this 
field is not used. enter blanks. 

761 U.S. Tax Withheld 1 Required. Indicate if the U.S. tax withheld was correct or incorrect using the 

Indicator following values: 

• 0 = Correctly reported 
• J = Over withheld 
• 2 = Under withheld 

Note: Please refer to u.s. Tax Withheld positions 48-59. 

762-770 

771-778 

779-780 

Reserved 

Record Sequence 
Number 

Blank or Carriage 
Return Line Feed 

9 

8 

2 

Enter blanks. 

Required. Enter the number of the record as it appears within yuur file. The record 
sequence number for the "T" record will always be "1" (one), since it is the first 
record on your file and you can have only one "T" record in a file. Each record, 
thereafter, must be incremented by one in ascending numerical sequence, i.e .. 2, 
3,4, etc. Right-justify numbers with leading zeroes in the field. For example. the 
"T" record sequence number would appear as "00000001" in the field. the first 
"W" record would be "00000002", the first "Q" record, "00000003", the second 
"Q" record, "00000004" and so on until you reach the final record of the file, the 

"F" record. 

Enter blanks or carriage return line feed (CRILF) characters. 
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Recipient "Q" Record Layout 

Record Return Pro Rata Income Gross Withholding Net Tax Rate Exemption 
Type Type Basis Code Income Allowance Income Code 

Indicator Reporting 

I 2 J 4-5 6-17 18-29 30--41 42--45 46--47 

U.S. Tax Amount Recipient's Recipient Recipient's Recipient's Recipient's Recipient's 
Withheld Repaid Account Code Name Line-I Name Line-2 Name Line-3 Street Line-I 

Number 

48-59 60-71 72-91 92-93 94--133 134-173 174-213 214-253 

Recipient's Recipient's Recipient's Recipient's Recipient's Postal or Recipient's Recipient's 
Street Line-2 City State Province Country ZIP Code U.S, TIN U,S. TIN 

Code Code Type 

254-293 294--333 334-335 336-337 338-339 340-348 349-357 358 

Recipient's Recipient's NQIIFLW-THR NQIIFLW-THR NQIIFLW-THR Reserved 
Country of Country of Name Line-I Name Line-2 Name Line-3 

Residence for Residence Code 
Tax Purposes for Tax Purposes 

359-398 399-400 401-440 441-480 481-520 521-522 

NQIfFLW-THR NQIIFLW-THR NQlfFLW-THR Reserved NQI/FLW-THR 
Street Line-I Street Line-2 City Province 

Code 

523-562 563-602 603-642 643-644 645-646 

NOIlFLW-THR NQIIFLW-THR NQIIFLW-THR Payer's Payer's State Income Payer's State 
Country Code Postal Code U.S. TIN Name U.S. Tax Withheld Tax Number 

TIN 

647-648 649-657 658-666 667-706 707-715 716-727 728-737 

State Code Special Data U. S. Tax Reserved Record Sequence Number Blank or Carriage Return 
Entries Withheld Line Feed 

indicator 

738-739 740-760 761 762-770 771-778 779-780 

Sec. 4. Reconciliation "C" Record 

.01 The "C" Record is a fixed record length of 780 positions and all positions listed are required. The "c" Record is a summary 
of the number of "0" Records for each Withholding Agent. Gross Amount Paid, and Total U.S. Tax WithheJd . 

. 02 This record will be written after the last "Q" Record filed for a given withholding agent. For each "W" Record and group of 
"Q" Records on the file. there must be a corresponding "C" Record . 

. 03 All alpha characters entered in the "C" Record must be upper case. 
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Record Name: Reconciliation "e" Record 

Field 
positions Field Title Length Description and Remarks 

Record Type 

2-9 Total "Q" Records 8 

10-15 Blank 6 

16-30 Total Gross Amount 15 
Paid 

31-45 Total U.S. Tax 15 
Withheld 

46-770 Reserved 725 

771-778 Record Sequence 8 
Number 

779-780 Blank or Carriage 2 
Return Line Feed 

Record Total "Q" 
Type Records 

1 2-9 

Required. Enter "C". 

Required. Enter the total number of "Q" Records for this withholding agent. 
Right-justify and zero fill. Do not enter all zeros. For example, 53 "Q" records are 
entered as 00000053. See Part A, Sec. 4, Filing Requirements. 

Enter blanks. 

Required. Enter the total gross income amount in whole dollars (do not enter 
cents). For example report $600.00 as 000000000600. An income amount other 
than zero must be shown. Right-justify and zero fill. 

Required. Enter the total U.S. Federal tax withheld amount in whole dollars (do 
not enter cents). For example report $600.00 as 000000000600. Right-justify 
and zero fi II. 

Blank fill. 

Required. Enter the number of the record as it appears within your file. The record 
sequence number for the 'T' record will always be "1" (one), since it is the first 
record on your file and you can have only one 'T' record in a file. Each record, 
thereafter, must be incremented by one in ascending numerical sequence, i.e., 2, 
3,4, etc. Right-justify numbers with leading zeroes in the field. for ex.ample, the 
''I'' record sequence number would appear as "00000001" in the field, the first 
"W" record would be "00000001", the first "Q" record, "00000003", the second 
"Q" record, "00000004" and so on until you reach the final record of the file. the 
"P" record. 

Enter blanks or carriage return line feed (eRJLF) characters. 

Reconciliation "C" Record Layout 

Blank Total Gross Total U.S. Reserved Record Blank or 
Amount Tax Sequence Carriage 

Paid Withheld Number Return Line 
Feed 

10-15 16-30 31-45 46-770 771-778 779-780 

Sec. 5. End of Transmission "F" Record 

.01 The "F" Record is a fixed record length of 780 positions and all positions listed are required. The "F" Record is a summary of 
the number of withholding agents and media count in the entire file . 

. 02 This record will be written after the last "C" Record of the entire file. End the file with an End of Transmission "P" Record. 
No data will be read after the "F" Record. Only a "e" Record may precede the "F" Record. The "F" Record may only be followed 
by a tape mark, a trailer label or a combination of both . 

• 03 AlI alpha characters entered in the "F" Record must be upper case. 
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Record Name: End of Transmission "F" Record 

Field 
Positions Field Title Length Description and Remarks 

Record Type 

2-4 Withholding Agent .3 
Count 

5-7 Media Count .3 

S 770 Reserved 763 

771-77S Record Sequence 8 
Number 

779-780 Blank or Carriage 2 
Return Line Feed 

Required. Enter "F". 

Required. Enter the total number of withholding agents on this file. This count 
must be the same as the total number of "W" records. Right-justify and zero fill. 

Required. Enter the total number of media for this transmission. Right-justify 
and zero fi II. 

Blank fill. 

Required. Enter the number of the record as it appears within your file. The record 
sequence number for the 'T" record will always be ''I'' (one), since it is the first 
record on your file and you can have only one 'T' record in a file. Each record, 
thereafter. must be incremented by one in ascending numerical sequence, i.e., 2, 
3,4. etc. Right-justify numbers with leading zeroes in the field. For example, the 
.or record sequence number would appear as "0000000 I" in the field, the first 
"W" record would be "00000002", the first "Q" record, "00000003", the second 
"Q" record, "00000004" and so on until you reach the final record of the file, the 
"F" record. 

Enter blanks or carriage return line feed (CRlLF) characters. 

End of Transmission "F" Record Layout 

Record Type Withholding Agent Media Count Reserved Record Blank or Carriage 
Count Sequence Return 

Number Line Feed 

I 2--4 5-7 8-770 771-778 779-780 

Part E. Extensions of Time and Waivers 

Sec. 1. General - Extensions 

.Ill An extension of time to file may be requested for Form 1042-5 . 
• 112 Submit Form 8809. Application for Extension of Time To File Information Returns, to IRSfECC-MTB at the address listed in 

.OX of this section. This form may be used to request an extension of time to file Form 1042-S submitted on paper, electronically, or 
magnetically to the IRS. Use a separate Form 8809 for each method of filing information returns you intend to use, i.e., electronically 
anu/or magnetically . 

. 03 To be con~idereu, an extension request mu~t be postmarked or transmitted by the due date of the returns; otherwise, the request 
will be denied. (See Part A. Sec. 9.) If requesting an extension of time to file several types of forms, use one Form 8809; however, 
Form X809 or file must be postmarked no later than the earliest due date. For example, if requesting an extension of time to file both 
forms I 099-INT and I 042-S. submit Form 8809 on or before February 28. 2007 . 

. 04 As soon as it is apparent that a 30-day extension of time to file is needed. an extension request should be submitted. It will take 
a minimum of 30 days for IRS/ECC-YlTB to respond to an extension request. Generally. IRSfECC-MTB does not begin processing 
extension requests untillanuary. Extension requests received prior to January are input on a first come, first served basis. 

,OS L1nuer certain circuIllstances. a request for an extension of time may be denied. When a denial letter is received, any additional 
lli' neces"ary information may be resubmitted within 20 days . 

. 06 Requeqing an extension of time for multiple withholding agents (SO or less) may be done by submitting Form 8809 and attach
Illg a list of the withholding agents names and associated TINs. The listing must be attached to ensure an extension is recorded 
for all withholding agents. Form 8809 may be computer-generated or photocopied. Be sure to use the most recently updated version 
and illl'lude all the pertinent informmion. 
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.07 Requests for an extension of time to file for more than 50 withholding agents are required to be submitted electronically or 
magnetically. IRS encourages requests for 10 to 50 withholding agents to be filed electronically or magneticaIly. (See Sec. 3. for the 
record layout.) The request may be filed electronically or on tape cartridges . 

. 08 All requests for an extension of time filed on Form RR09 or tape cartridge should be sent using the following address: 

IRS-Enterprise Computing Center at Martinsburg 
Information Reporting Program 
Attn: Extension of Time Coordinator 
240 Murall Drive 
Kearneysville. WV 25430 

Note: Due to the large volume of mail received by IRS/ECC-MTB and the time factor involved in processing Extension of 
Time (EOT) requests, it is imperative that the attention line be present on all envelopes or packages containing Form 8809 . 

. 09 Requests for extensions of time to file postmarked by the United States Postal Service on or before the due date of the returns, 
and delivered by United States mail to IRSIECC-MTB after the due date, are treated as timely under the "timely mailing as timely 
filing" rule. A similar rule applies to designated private delivery services (PDSs). See Parl A, Sec. 9. for more information on PDSs. 
For requests delivered by a designated PDS, but through a non-designated service, the actual date of receipt by IRS/ECC-MTB will 
be used as the filing date . 

. 10 Transmitters requesting an extension of time for multiple withholding agents will receive one approval letter, accompanied by 
a list of withholding agents covered under that approval. 

.11 If an additional extension of time is needed, a second Form 8809 or file must be filed by the initial extended due date. Check 
line 7 on the form to indicate that an additional extension is being requested. A second 30-day extension will be approved only in 
cases of extreme hardship or catastrophic event. If requesting a second 30-day extension of time, submit the information return 
files as soon as prepared. Do not wait for ECC-MTB's response to your second extension request. 

.12 If an extension request is approved, the approval letter should be kept on file. DO NOT send the approval letter or copy of the 
approval letter to IRSIECC-MTB with the tape cartridge file or to the Ogden Service Center where the paper Forms 1042-S are filed . 

. 13 Request an extension for only one tax year . 

. 14 A signature is not required when requesting a 30-day extension. If a second 30-day extension is requested. the Form 8809 must 
be signed . 

. IS Failure to properly complete and sign Form 8809 may cause delays in processing the request or result in a denial. Carefully 
read and follow the instructions on the back of Form 8809 . 

. 16 Form 8809 may be obtamed by calling 1-800-TAX-FORM (1-800-829-3676). The form is also available on the IRS Website 
at www.irs.gov. 

Sec. 2. Specifications for ElectronicjMagnetic Filing of Extensions of Time 

.01 The specifications in Sec. 3 include the required 200-byte record layout for extensions of time to file requests submitted elec
tronically or magnetically. Also included are the instructions for the information that is to he entered in the record. Filers are advised 
to read this section in its entirety to ensure proper filing . 

• 02 If a filer does not have an IRSfECC-MTB assigned Transmitter Control Code (TCC), Form 4419, Application for Filing Infor
mation Returns ElectronicallylMagnetically, must be submitted to obtain a TCe. This number must be used to submit an extension 
request electronically/magnetically. (See Part A. Sec. 6.) 

.03 For extension requests filed on tape cartridge, the transmitter must mail the completed, signed Form 8809. Application for 
Extension of Time To File Information Returns, in the same package as the corresponding media or fax it to 304-264-5602. For 
extension requests filed electronically, the transmitter must fax Form 8809 the same day the transmission is made . 

. 04 Transmitters su bmitting an extension of time electronically or magnetically should not submit a list of withholding agent 
names and TINs with Form 8809 since this information is included on the electronic or magnetic file. However, Line 6 of Form 
8809 must be completed with the total number of records included on the electronic file or tape cartridge . 

. 05 Do not submit extension requests filed on tape cartridge before January 1. or electronically before January 3 . 

. 06 Each tape cartridge must have an external media label containing the following information: 
(a) Transmitter name 
(b) Transmitter Control Code (TCC) 
(c) Tax year 
(d) The words "Extension of Time" 

(e) Record count 
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.07 Electronic filing, and tape cartridge ~peL'ification~ for extensions are the same as the specifications for filing of information 
returns. (See Part B. or C for specific technicallnfllrmation.) 

Sec. 3. Record layout - Extension of Time 

,01 Position __ 6 through I tltlof the following record should contain information about the withholding agent for whom the e:.;.tension 
of time to file is being requested, Do not enter transmitter information in these fields. Only one TCC may be present in a file. 

Field 
Positions 

1-5 

6-14 

15-5-1. 

55-9-1. 

95-134 

135-174 

Field Title 

Transmitter 
Control Code 

Withholding 
Agent's TIN 

Withholding 
Agent's Name 

Second 
Withholding 
Agent's Name 

Withholding 
Agent's Address 

Withholding 
Agent'~ City 

Length 

5 

9 

-1.0 

40 

40 

40 

Record Layout for Extension of Time 

Description and Remarks 

Required. Enter the five-digit Transmitter Control Code (TCC) issued by IRS, 
Only one TCe per file is acceptable. 

Required. Must OC the valid nine-digit TIN assigned to the withholding agent. 
Do not enter blanks, hyphens or alpha characters. All zeros, ones, twos, etc., 
will havc the effect of an incorrect TIN. For foreign entities that are not required 
to have a TIN. this field may be blank; however, the Foreign Entity Indicator, 
position 187. must be set to "X," 

Required. Enter the name of the withholding agent whose TIN appears in positions 
6-14. Left-justify informatIon and fill unused positions with blanks. 

If additional space is needed, this field may be used to continue name line 
information (e.g .. c/o First National Bank); otherwise. enter blanks. 

Required. Enter the withholding agent's address. Street address should include 
number, street. apartment or suite number (or P.O. Box if mail is not delivered to 
a street address). 

Required. Enter withholding agent's city, town, or post office, 

Note: For foreign addresses, filers may use the payer city, state. and ZIP Code as a continuous 51-position field. Enter 
information in the following order: city. province or state, postal code, and the name of the country. 

175-176 

177-185 

186 

Itl7 

188 

Withholding 
Agent's State 

Withholding 
Agent's 
ZIP Code 

Document 
Indicator 

Foreign Entity 
Indicator 

Recipient Request 
Indicator 

2 

9 

Required. Enter the withholding agent's valid U.S. Postal Service state 
abbreviation. (Refer to Part A. Sec, 16,) 

Required. Enter withholding agent's ZIP Code. If using a five-digit ZIP Code, 
left-justify information and fill unused positions with blanks. 

Required. Enter the appropriate document code that indicates the form for which 
you are requesting an extension of time. 

Code Document 
4 1042-S 

Enter "X" if the withholding agent is a foreign entity. 
Note: A foreign entity is not required to have a TIN. 

Enter "X" if the exten~ion request is to furnish statements to the recipients of the 
information return, 

Note: A separate file is required for this type of extension request. A tile must either contain all blanks or all X's in this field. 

ISll-llltl Blank 10 Enter blanks, 

199-200 Blank Enter blanks or carriage returnlline feed (CR/LF) characters. 
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Extension of Time Record Layout 

Transmitter Withholding Withholding Second Withholding Withholding 
Control Code Agent's TIN Agent's Name Withholding Agent's Agent's City 

Agent's Name Address 

1-5 6-14 15-54 55-94 95-134 135-174 

Withholding Withholding Document Foreign Recipient Blank Blank or 
Agent's State Agent's ZIP Indicator Entity Request CRILF 

Code Indicator Indicator 

175-176 177-l85 186 187 188 189-198 199-200 

Sec. 4. Extension of Time for Recipient Copies of Information Returns 

.01 Request an extension of time to furnish the statements to recipients of Form 1042-S by submitting a letter to IRSIECC-MTB 
at the address listed in Part D, Sec. 1.08. The letter should contain the following information: 

(a) Withholding Agent" s name 
(b) TIN 
(c) Address 
(d) Type of return 
(e) Specify that the extension request is to provide statements to recipients 
(f) Reason for delay 
(g) Signature of withholding agent or duly authorized person . 

. 02 Requests for an extension of time to furnish statements to recipients of Form I 042-S are not automatically approved; however, 
if approved, generally an extension will allow a maximum of 30 additional days from the due date. The request must be postmarked 
by the date on which the statements are due to the recipients . 

. 03 Generally, only the withholding agent may sign the letter requesting the extension for recipient copies. A transmitter must 
have a contractual agreement with the withholding agents to submit extension requests on their behalf. This should be stated in your 
letter of request for recipient copy extensions. If you are requesting an extension for multiple withholding agents electronically or 
magnetically, you must use the format speCifications in Sec. 3 . 

. 04 Requests for a recipient extension of time to file for more than 50 withholding agents are required to be submitted electronically 
or magnetically. IRS encourages requests for 10 to 50 withholding agents to be filed electronically or magnetically (See Sec. 3, for 
record layout.) The request may be filed electronically, or on tape cartridges. 

Sec. 5. Form 8508, Request for Waiver From Filing Information Returns 
Electronically /Magnetically 

.01 If a withholding agent is required to file on magnetic media but fails to do so (or fails to file electronically in lieu of magnetic 
media filing) and does not have an approved waiver on record, the withholding agent will be subject to a penalty of $50 per return in 
excess of 250 unless reasonable cause is established. (For penalty information, refer to the Penalty Section of the General Instructions 
for Form 1042-S.) 

.02 If withholding agents are required to file original Or amended returns on magnetic media, but such filing would create an 
undue hardship, they may request a waiver from these filing requirements by submitting Form 8508, Request for Waiver From Filing 
Information Returns ElectronicallylMagnetically, to IRS/ECC-MTB. Form 8508 can be obtained on the IRS Website at www.irs.gov 
or by calling toll-free 1-800-829-3676 . 

. 03 Even though a withholding agent may submit as many as 249 amended returns on paper, IRS encourages electronic or magnetic 
filing of amended returns. Once the 250 threshold has been met, filers are required to submit any returns of 250 or more electronically 
or magnetically. However, if a waiver for original documents is approved, any amended returns for the same type of returns will be 
covered under this waiver . 

• 04 Generally, only the withholding agent may sign Form 8508. A transmitter may sign if given power of attorney; however, a 
letter signed by the payer stating this fact must be attached to Form 8508 . 

. 05 A transmitter must submit a separate Form 8508 for each withholding agent. Do not submit a list of withholding agents . 

. 06 All information requested on Form 8508 must be provided to IRS for the request to be processed. 
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.07 The waiver. if approved. will pro\ide exemption from the magnetic media filing requirement for the current tax year only. 
Withholding agents may not apply for a wai\ er for more than one tax year at a time: application must be made each year a waiver is 
necessary. Waivers. after the first year. are granted only in cases of undue hardship or catastrophic events . 

. 08 Form 8508 may be photocopied or computer-generated as long as it contains all the information requested on the original form . 

. 09 Filers are encouraged to submit Form 8508 to IRS/ECC-MTR at least 45 days before the due date of the returns. Generally. 
IRS/ECC-MTB doe~ not process waiver requests until January. Waiver requests received prior to January are processed on a first 
come, first served basis . 

. 10 All requests for a waiver should be sent using the following address: 

IRS-Enterprise Computing Center - Martinsburg 
Information Reporting Program 
240 Murall Drive 
Kearneysville, WV 25430 

.11 Waiver~ are evaluated on a case-by-case basis and are approved or denied based on criteria set forth in the regulations under 
~cction 60 II (e) of the Internal Revenue Code. The transmitter must allow a minimum of 30 days for IRS/ECC-MTB to respond to a 
""aivcr request. 

.12 If a waiver request is approved. keep the approval letter on file. DO NOT send a copy of the approved waiver to the Ogden 
Scnicc Center . 

. 13 An approved waiver only applies to the requirement for filing Form I 042-S electronically/magnetically. The withholding agent 
must timely file information returns on the official IRS paper forms or an acceptable substitute form with the Ogden Sen'ice Center. 

Procedures for Requesting 
Special Statistical Studies and 
Compilations Involving Return 
Information 

Rev. Proc. 2006-36 

SECTION I. PURPOSE 

The purpose of this revenue procedure 
is to set forth the Internal Revenue Ser
vice's procedures for other Government 
agencies or members of the public to re
quest the creation of special statistical 
studies and compilation, involving return 
information pursuant to section 61 08( b) 
of the Internal Revenue Code. and to set 
forth the criteria for determining reason
able fees for costs associated with the 
creation of the special statistical studies 
and compilations. 

SECTION 2 BACKGROUND 

.01 Under section 6108(b), the IRS 
may. upon written request. create and 
produce special statistical studies and 
compilations involving return informa
tion (as defined by section 6103(b)(2)). 
In processing requests for special statis
tical studies and compilations. the IRS. 
pursuant to section 6108(cl. will not dis
close information that could. directly or 
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indirectly, be associated with or identify a 
particular taxpayer. The IRS may charge 
a reasonable fee for the cost of work or 
services associated with making special 
statistical studies and compilations. The 
IRS will determine the amount of the fee 
as discussed below in Section 5 . 

. 02 Definitions 
(a) A "special statistical study" is an 

ad hoc statistical examination or analy
sis of return information that generally re
quires new programming and analysis ac
cording to specifications provided in the 
request. A special statistical study might 
comprise tabulations as well as accompa
nying reports on methodology and analyt
ical details. 

(b) A statistical "compilation" is an ad 
hoc accumulation of existing (or readily 
available) data into a data set or data file, 
which generally requires new program
ming according to specifications provided 
in the request. Both special statistical 
studies and compilations will be reviewed 
for accuracy by IRS staff before they are 
considered completed. The IRS staff, 
including clerical and computer program
ming personnel. will ensure, as reasonably 
practicable, the correctness of the special 
statistical study or compilation in conjunc
tion with the original request. 

(c) A special statistical study or com
pilation is not: 

(i) statistical data contained in re
ports or releases already made available to 
the public, or 

(ii) statistical data that is read
ily reproducible. "Readily reproducible" 
means, with respect to electronic format, a 
record or records that can be downloaded 
or transferred intact to a floppy disk, com
pact disk (CD), tape, or other electronic 
medium using equipment currently in 
use by the office or offices processing 
the request. Records that require ma
nipulation of data within a database or 
several databases, reprogramming one or 
more databases, or analysis of the data to 
produce the records, are not readily repro
ducible. 

SECTION 3. PROCEDURES FOR 
REQUESTING SPECIAL STATISTICAL 
STUDIES AND COMPILATIONS 
PURSUANT TO SECTION 6108(b) 

.0 I In general. Requests for special sta
tistical studies or compilations (involving 
either new projects or changes in recurring 
projects) must be submitted in writing with 
specifications as complete and definite as 
practicable. Specifications that are concise 
and mutually understood by the requester 
and IRS are essential for a project's suc
cessful completion. Specifications should 
include the source and availability of data 
and content. manner of presentation (e.g., 



particular medium or application) and tim
ing of results (e.g., scheduling). 

.02 All requests for special statistical 
studies or compilations must be addressed 
to the Director, Research, Analysis, and 
Statistics, at the following address: 

Internal Revenue Service 
1111 Constitution Avenue 
Washington, DC 20224 
Attention: RAS 

The Director, Research, Analysis, and Sta
tistics, will review all requests for spe
cial statistical studies or compilations and 
make a determination whether to grant or 
deny the request for such special statisti
cal studies or compilations based on the 
considerations stated in paragraph 4.01 be
low. If a significant amount of resources 
is needed to accommodate a request, such 
determination will be made in consultation 
with the heads of the responsible IRS of
fices and, when Statistics of Income (501) 

resources are involved, the Director, Of
fice of Tax Analysis, Department of the 
Treasury. 

.03 If assistance is needed, IRS staff is 
available to help the requester in detailing 
the specifications. Consultations at initial 
stages, i.e., while planning by the requester 
is underway, may facilitate the undertaking 
of a special study or compilation. In some 
instances, initial consultation may reveal 
that an existing IRS product contains all 
the data necessary to fulfill the request. 
In addition, there is information available 
on the irs.gov website through the "Tax 
Stats" link. SOl's Statistical Information 
Services Office may be reached by phone 
at (202) 874-0410 (not a toll-free num
ber), by fax at (202) 874-0964, by email 
at SfS@fRS.GOV, or by mail at the address 
given in paragraph 3.02 above. 

SECTION 4. AVAILABILITY OF 
SPECIAL STATISTICAL STUDIES 
AND COMPILATIONS 

.01 The fulfillment of requests submit
ted pursuant to this Revenue Procedure 
will be subject to: staff availability and 
workload (including the potential impact 
on studies required by the Office of Tai\. 
Analysis), the complexity and/or magni
tude of the request, the impact on tax ad
ministration, software capabilities, data
base configurations and equipment func-

tionalities, and disclosure considerations. 
A request will be declined if the IRS de
termines at the time of the initial request 
that the special statistical study or compi
lation could reveal return information or 
other confidential information the disclo
sure of which is not required by law and 
no reconfiguration of the request can avoid 
disclosure of return information or other 
non-disclosable data. 

.02 If the configuration of a completed 
special statistical study or compilation 
may result in the disclosure of return in
formation, or produce other confidential 
information the disclosure of which is not 
required by law, the IRS will inform the 
requester and offer to discuss with the re
quester, to the extent practicable, possible 
reconfigurations of data to avoid the pro
hibited disclosure. If the special statistical 
study or compilation cannot be reconfig
ured, the requester will be so informed and 
the special statistical study or compilation 
will not be released. 

.03 In generaL the IRS will consider 
whether to grant or deny requests for spe
cial statistical studies and compilations in 
the order of receipt. 

SECTION 5. DETERMINATION OF 
FEES 

. 0 I Fees will be charged for a special 
statistical study or compilation. These fees 
will be determined in accordance with prc
vailing Government standards, but in no 
case will work be done before a cost esti
mate is provided to the requester and, if ac
cepted, a reimbursable agreement entered 
into between IRS and the requester. 

.02 Fees are based on the actual, full 
cost of providing the product or service. 
"Full cost" includes all direct and indirect 
costs to any part of the IRS of providing 
the special statistical study or compilation. 
These costs include, but are not limited to: 

(a) direct costs such as computer 
costs, ~alaries, management and supervi
sory costs; 

(b) indirect personnel costs such as 
fringe benefits, e.g., medical insurance 
and retirement (generally as~essed at a 
percentage of direct salary costs); and 

(c) physical overhead, consulting, and 
other indirect costs such as material and 
supply costs and utilities. 

.03 The IRS may charge fees for any 
costs incurred during the processing of 

an accepted request for special statIsti
cal studies and compilations. even if no 
special statistical study or compilation is 
ultimately disclosed. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective 
September 18, 2006. 

SECTION 7. DRAFTING 
INFORMATION 

The principal drafter of this revenue 
procedure is A. M. Gulas of the Office 
of Chief Counsel, Procedure and Admin
istration (Disclosure and Privacy Law 
Division). For further information re
garding this revenue procedure, contact 
A. M. Gulas at (202) 622-4560 (not a 
toll-free number). 

26 CFR 601.204: Changes in accounting period.\ 
olld ill methods oj accounting. 
(Also Part 1. .9.~ 162. 263. 446. 461. 481. 
1. 167(a)-3(bJ. 1.263(a1-4. 1.263(a)-5. 1.446-1. 
1.48/-/) 

Rev. Proc. 2006-37 

SECTION I. PURPOSE 

This revenue procedure modifies Rev . 
Proc. 2006-12,2006-3 I.R.B. 310, which 
provides procedures under which a tax
payer may obtain automatic consent to 
change to a method of accounting pro
vided in §§ 1.263(a)-4, 1.263 (a)-5, or 
I. I 67(a)-3(b) of the Income Tax Regula
tions (the "final regulations") for a taxable 
year ending on or after December 31, 
2005, and for any earlier taxable year that 
is after the taxpayer's second taxable year 
ending on or after December 31, 2003. 
The modifications provided by this rev
enue procedure allow a taxpayer to utilize 
the advance consent procedures of Rev. 
Proc. 97-27, 1997-1 C.B. 680, as modi
fied and amplified by Rev. Proc. 2002-19, 
2002-1 c.B. 690, as amplified and clari
fied by Rev. Proc. 2002-54, 2002-2 C.B. 
432, when seeking a change to a methou 
of accounting provided in the final regu
lations in conjunction with a change for 
the same item to a method of accounting 
utilizing the 3112 month rule authorized by 
§ 1.461-4( d)( 6 )(ii) or the recurring item 
exception authorized by § 1.461-5. 
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SECTION 2. BACKGROUND 

.01 Rev. Proc. 2006-12 provide~ 

procedures under whIch a taxpayer may 
obtain automatic consent to change to 
a method of accounting prO\ided in the 
final regulations for a taxable year end
ing on or after December 31, 2005, and 
for any earlier taxable year that is after 
the taxpayer's second taxable year end
ing on or after December 31, 20m. Rev. 
Proc. 2006-12 modified and amplified 
Rev. Proc. 2002-9,2002-1 CB. 327, as 
modified and clarified by Announcement 
2002-17.2002-1 CB. 561. modified and 
amplified by Rev. Proc. 2002-19, 2002-1 
C.B. 696, and amplified, clarified and 
modified by Rev. Proc. 2002-54, 2002-2 
C.B. 432, to include the changes to meth
ods of accounting provided in the final 
regulations that are withm the scope of 
Rev. Proc. 2006-12. 

.02 Section 6.02 of Rev. Proc. 2006-12 
provides. in part. that if a taxpayer seeks to 
change to a method of accounting utilizing 
the 31/2 month rule or the recurring item ex
ception for the item for which the taxpayer 
also seeks to change to a method provided 
in the final regulations. the taxpayer must 
file two separate applications for change 
in accounting method - one for a change 
in method of accounting under Rev. Proc. 
2006-12 to the method of accounting pro
vided in the final regulations and the other 
for a change in method of accounting un
der Rev. Proc. 97-27 to a method of ac
counting utilizing the 31/:. month rule or the 
recurring item exception. 

SECTION 3. CHANGES TO REV. 
PROC 2006-12 

.0 I The third sentence of section 2.07 of 
Rev. Proc. 2006-12 is modified to read as 
follows: 
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"Except as provided in section 3 of 
this revenue procedure. for any change in 
method of accounting to which this rev
enue procedure applies. a taxpayer may 
not file an application for a change in 
method of accounting under Rev. Proc. 
97-27. 1997-1 CB. 680. as modified and 
amplified by Rev. Proc. 2002-19.2002-1 
CB. 696. as amplified and clarified by 
Rev. Proc. 2002-54. 2002-2 CB. 432." 

.02 Section 3 of Rev. Proc. 2006-12 
is modified by adding the following two 
sentences to the end: 

"However. a taxpayer that seeks to 
change its method of accounting to uti
lize the 31/2 month rule authorized by 
§ 1,461-4(d)(6)(ii) or to utilize the re
curring item exception authorized by 
§ 1.461-5 for the item for which the tax
payer also seeks a change to a method of 
accounting provided in the final regula
tions may apply for both changes for the 
same item on an application for a change 
in method of accounting filed under Rev. 
Proc. 97-27. The terms and conditions in 
this revenue procedure apply to a request 
for a change to a method of accounting 
provided in the final regulations filed un
der Rev. Proc. 97-27." 

. 03 Section 6.02 of Rev. Proc. 2006-12 
is modified by adding the following two 
sentences to the end: 

"However. instead of filing two sepa
rate applications for a change in method 
of accounting utilizing the 31/:: month rule 
or the recurring item exception in conjunc
tion with a change to a method provided in 
the final regulations. a taxpayer may ap
ply for both changes for the same item on 
an application for a change in method of 
accounting filed under Rev. Proc. 97-27. 
The terms and conditions in this revenue 
procedure apply to a request for a change 
to a method of accounting provided in the 

final regulations filed under Rev. Proc. 
97-27." 

SECTION 4. APPLICATIONS 
PREVIOUSLY FILED UNDER 
REV. PROC 97-27 

If a taxpayer has already filed a FornI 
3115. Application for Change in Account
ing Mcrhod. under Rev, Proc. 97-27 
to uti! ize the 3 112 month rule or the re
curring item exception with respect to an 
item under the final regulations, the tax
payer may amend the Form 3115 filed un
der Rev. Proc. 97-27 to include a change 
to a method of accounting provided in the 
final regulations for the same item. 

SECTION S. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2006-12 is modified. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective for 
a taxable year ending on or after Decem
ber 31. 2005, and for any earlier taxable 
year that is after the taxpayer's second tax
able year ending on or after December 31, 
2003 . 

SECTION 7. CONTACT 
INFORMATION 

For further information regarding this 
revenue procedure. call Grace Matuszeski 
of the Associate Chief Counsel (Income 
Tax and Accounting) at (202) 622-7900 
(not a toll-free call). 



Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-57 

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

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

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

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

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

Name Address 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may suspend an attorney, certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

Crane, Stephen Palm Springs, CA Enrolled Agent 

Cohen, Ronald 1. Newburgh, NY Attorney 

Layson, David A. Corydon, IN Attorney 

Brough, Donald L. Salem, IN CPA 

Gulian, Yervant Great Neck, NY CPA 

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

Date of Suspension 

May 4,2006 
to 

August 3, 2007 

Indefinite 
frorn 
June 21, 2006 

April 7, 2006 
to 
October 6, 2007 

luly 1,2006 
to 
lune 30,2010 

April 17, 2006 
to 
December 16,2007 
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Name Address Designation Date of Suspension 

Rivera-Smith, Dawn Brick, NJ CPA May 30, 2006 
to 
November 29,2008 

Eckstein, Matthew Woodbury, NY CPA June 15, 2006 
to 
March 14, 2007 

Hecht, Jodee L. Clifton, VA CPA Indefinite 
from 
June 19, 2006 

Finch, Phillip W. Yorktown, VA CPA Indefinite 
from 
June 22, 2006 

Troese Jr., Henry A. Clarion, PA Enrolled Agent Indefinite 
from 
June 22, 2006 

Robbins, Ronald E. Pittsford, VT CPA June 24, 2006 
to 
June 23, 2008 

Shapiro, Sidney C. West Palm Beach, FL CPA Indefinite 
from 
July I, 2006 

Martini, Anthony Stamford, CT CPA June 18, 2006 
to 
December, 17, 2007 

Cunningham, William Philadelphia, PA CPA July 1,2006 
to 
March 31, 2007 

Simontacchi, Joseph F. Morris Plains, NJ CPA Indefinite 
from 
July 1,2006 

Carroccio, Ronald P. Staten Island, NY CPA Indefinite 
from 
July 1,2006 

Miller, Walter P. Roanoke, VA CPA Indefinite 
from 
July 1,2006 

Aneji. Patrick Houston. TX CPA Indefinite 
from 
June 22, 2006 

Rosenhloom. Mark L. Chicago.IL Attorney August 15, 2006 
to 
August 14, 2007 

Viener. Ira S. Fort Lee, NJ CPA Indefinite 
from 
August I, 2006 
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Name Address 

Ganz, Sheldon M. Great Neck, NJ 

Tomasulo, Maria Wantagh, NY 

Galpern, Joel G. North Miami, FL 

Designation 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
August I, 2006 

Indefinite 
from 
August 7. 2006 

Indefinite 
from 
September I, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

the expedited proceeding is instituted (I) 

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

Name Address Designation 

Dolan Jr., John L. Memphis, TN Attorney 

St. Mary, Randall L. Snohomish, WA Attorney 

Theriault, Michael 1. Bel Air, MD Attorney 

Smith, Bernard P. Marblehead, MA Attorney 

Bradley, Phillip M. West Point, VA Attorney 

Haefele, Richard J. Wayzata, MN Attorney 

Decker, William E. Mandeville, LA Attorney 

Arbour, John 1. Monroe, LA Attorney 

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

Date of Suspension 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

[ndefinite 
from 
April 3, 2006 

[ndefinite 
from 
April 3, 2006 

[ndefinite 
from 
April 3, 2006 
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Name Address Designation Date of Su~pension 

Keller, John S. Martin Kenner, LA Attorney Indefinite 
from 
April 3, 2006 

Fallon, Charles D. Neptune. NJ Attorney Indefinite 
from 
April 3, 2006 

Agresti, Thomas J. CentenniaL CO Attorney Indefinite 
from 
April 3, 2006 

Kirsch, Craig F. Pittsburgh, PA CPA Indefinite 
from 
April 3, 2006 

HalL Lenny G. McDowell, KY CPA Indefinite 
from 
April II, 2006 

Hultgren, Jerry R. Fresno, CA Attorney Indefinite 
from 
April II, 2006 

Loutos, Peter A. Chicago,IL Attorney Indefinite 
from 
April 11,2006 

Smith Ill. Frank L. BushnelL FL Attorney Indefinite 
from 
April II, 2006 

Morley, Michael J. Springfield, PA CPA Indefinite 
from 
April II, 2006 

Waters, Richard W. Smithfield, UT CPA Indefinite 
from 
April II, 2006 

Hartgraves, Travis M. Abilene, TX Attorney Indefinite 
from 
April 14, 2006 

Dunn, George T. Lockhart, TX Attorney Indefinite 
from 
April 14, 2006 

Adkins, Thomas R. Houston, TX Attorney Indefinite 
from 
April 14, 2006 

Hairston, John W. Sugar Land, TX Attorney Indefinite 
from 
April 26, 2006 

Marcone, Frank J. Upper Providence, PA Attorney Indefinite 
from 
May 1,2006 
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Name Address Designation Date of Suspension 

Fraley, Donald J. Minneapolis, MN Attorney Indefinite 
from 
May 3,2006 

Tooke,S. Judd Shreveport, LA Attorney Indefinite 
from 
May 3,2006 

Reilly, Michael G. Council Bluffs, IA Attorney Indefinite 
from 
May 3, 2006 

Faneuil, Robert A. Newton, MA Attorney Indefinite 
from 
May 3,2006 

Maignan, Peter R. Upper Marlboro, MD Attorney Indefinite 
from 
May 3, 2006 

Son, David Phoenix, AZ Attorney Indefinite 
from 
May 5,2006 

Susman, Warren I. New York. NY Attorney Indefinite 
from 
May 8, 2006 

Wurst, Jerome Arlington, TX Attorney Indefinite 
from 
May 8,2006 

O'Shea, Joseph G. Jackson Heights, NY Attorney Indefinite 
from 
May 8, 2006 

Biegelson, Alan Brooklyn, NY Attorney Indefinite 
from 
May 8,2006 

Leonard, Robert K. Winston-Salem. NC Attorney Indefinite 
from 
May 8,2006 

Cassidy, Michael M. Madison, WI Attorney Indefinite 
from 
May 8, 2006 

Dobkin, Daniel B. New Hyde Park, NY Attorney Indefinite 
from 
May 8, 2006 

Nealy, Joseph L. Sugariand, TX Attorney Indefinite 
from 
May 16.2006 

Conrney, Edwin W. Oconomowoc, WI Attorney Indefinite 
from 
May 16.2006 

Knott Jr., Robert T. Los Angeles, CA Attorney Indefinite 
from 
May 16,2006 
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Name Address Designation Date of Suspension 

Diamond, Howard S. Mendham, NJ Attorney Indefinite 
from 
May 16,2006 

Fitzgerald, Bill L. Lubbock, TX Attorney Indefinite 
from 
May 16,2006 

Brubaker, Gregor) A. San Francisco, CA Attorney Indefinite 
from 
May 18,2006 

Dodenbier. Robert F. Lehi, UT Attorney Indefinite 
from 
May 18,2006 

Young, PaulJ. Taft, CA Attorney Indefinite 
from 
June 8, 2006 

Dahodwala, Fatema Andover, MA Attorney Indefinite 
from 
June 8, 2006 

Mendola, Joseph E. Monessen, PA CPA Indefinite 
from 
June 8, 2006 

Rooney. Edward F. Minneapolis, MN Attorney Indefinite 
from 
June 8, 2006 

Long, Rebecca L. Wichita, KS Attorney Indefinite 
from 
June 8, 2006 

West, Clifton C. Fayetteville, NC Attorney Indefinite 
from 
June 8, 2006 

Silva, Zoilo I. City Island, NY Attorney Indefinite 
from 
June 8, 2006 

Tyler Jr., Earle S. Bangor. ME Attorney Indefinite 
from 
June 12, 2006 

Horneber. Alice S. Sioux City, IA Attorney Indefinite 
from 
June 12, 2006 

Donnelly, Christine M. Blue Springs, MO Attorney Indefinite 
from 
June 12, 2006 

Driscoll Jr., Peter Columbia, MD Attorney Indefinite 
from 
June 12, 2006 

Souza. John C. Pocatello, ID Attorney Indefinite 
from 
June 12, 2006 
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Name Address Designation Date of Suspension 

Crockett, Kevin J. Midvale, UT Attorney Indefinite 
from 
lune 12. 2006 

White, Dehra M. Wyatt Navasota, TX CPA Indefinite 
from 
June 12, 2006 

Wilkins, Daniel J. Chelmsford. MA Attorney Indefinite 
from 
lune 12, 2006 

Merica, Chad L. Murray, UT CPA Indefinite 
from 
lune 12,2006 

Wintroub, David S. Omaha, NE Attorney Indefinite 
from 
lune 12,2006 

Smith, Roderick E. Kansas City, MO Attorney Indefinite 
from 
June 12, 2006 

Guida, Joseph M. Aberdeen, MD Attorney Indefinite 
from 
June 12,2006 

Sonibare, Nash St. Paul, MN CPA Indefinite 
from 
June 12, 2006 

Braun, Marc W. St. Louis, MO Attorney Indefinite 
from 
June 12, 2006 

Coffey, John 1. Rye, NH Attorney Indefinite 
from 
June I 2, 2006 

Whitehead, H. Allen New York, NY Attorney Indefinite 
from 
June 12, 2006 

Lansky, Sidney Mattapoisett, MA Attorney Indefinite 
from 
June 12, 2006 

Pazniokas, Paul M. Norwood, MA Attorney Indefinite 
from 
June 12, 2006 

Bajgrowicz, James 1. Santa Rosa, CA Attorney Indefinite 
from 
June 12. 2006 

Davis, Bret J. Los Angeles, CA Attorney Indefinite 
from 
June 12, 2006 

McAvoy, Timothy Chicago,IL Attorney Indefinite 
from 
June 12, 2006 
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Name Address Designation Date of Suspension 

Loffadelli, Thomas C. Studio City, CA Attorney Indefinite 
from 
June 12, 2006 

Emeziem, Kelechi C. Antioch. CA Attorney Indetinite 
from 
June 12, 2006 

Pugh. William C. Wayzata. MN Attorney Indefinite 
from 
June 12.2006 

Lamanna, Eugene C. Reading, PA Attorney Indefinite 
from 
June 12, 2006 

Bartels, John R. St. Paul, MN Attorney Indefinite 
from 
June 12, 2006 

Shapiro, Kenneth S. Bala Cynwyd, PA CPA Indefinite 
from 
June 14,2006 

Stone, Jerry W. Austin, TX Attorney Indefinite 
from 
June 21, 2006 

Vanriper, Philip E. Binghamton, NY Attorney Indefinite 
from 
June 21,2006 

Simuro. Valerie T. Gardiner. NY Attorney Indefinite 
from 
June 21, 2006 

Simms, William K. Brooklyn. NY Attorney Indefinite 
from 
June 21, 2006 

Weaver, Terring M. Clarksburg, WV CPA Indefinite 
from 
July I, 2006 

Norman. Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Knight. John G. Winston-Salem. NC Attorney Indefinite 
from 
August 3, 2006 

Kronegold, Sheldon H. Englewood, NJ Attorney Indefinite 
from 
August 3, 2006 

Foushee, Wayne H. \Vinston-Salem. NC Attorney Indefinite 
from 
August 3, 2006 
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Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

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

Name Address 

Kahn, Harold Hollis. NY 

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

DesignatIon 

CPA 

from practice before the Internal Revenue 
Service: 

Effective Date 

June 26, 2006 
to 
June 25, 2010 

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

Under Title 31, Code of Federal Regu- tunity for a proceeding before an adminis- :lIs have been disbarred from practice be
lations, Part 10, after notice and an oppor- trative law judge, the following individu- fore the Internal Revenue Service: 

Name Address Designation 

Gailey, James N. Huntersville, NC CPA 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg

ulations, Part 10, in lieu of a proceeding 
being instituted or continued, an attorney. 
certified public accountant, enrolled agent, 

Name Address 

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

Designation 

Williams, Daniel S. Carlsbad, CA Attorney 

Azan, Reinaldo L. Miami Beach, FL CPA 

Golub, Stephen B. Norwalk, CT CPA 

Application of Separate 
Limitations to Dividends From 
Noncontrolled Section 902 
Corporations; Correction 

Announcement 2006-67 

AGENCY: Inlemal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to temporary regula
tions. 

SUMMARY: This document contains cor
rections to temporary regulations (T.D. 
9260, 2006-23 I.R.B. 1001) that were 
published in the Federal Register on 
Tuesday, April 25, 2006 (71 J-R 24516) 
regarding the application of separate for
eign tax credit limitations to dividends 
received from noncontrolled section 902 
corporations under section 904(d)(4). 

Effective Date 

June 5,2006 

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

Date of Censure 

March 29, 2006 

July 24. 2006 

August 3. 2006 

DATES: These corrections are effective 
April 25, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Ginny Chung (202) 622-3850 
(not a toll-free call). 
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SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulation~ (T.D. 9260) 
that are the subject of this correction are 
under section 904 of the Internal Revenue 
Code. 

Need for Correction 

As published. (T.D 9260) contains er
rors that may prove to he misleading and 
are in need of clarification. 

Correction of Publication 

Accordingly. the publication of the tem
porary regulations (T.D. 9260) which was 
the subject of FR Doc. 06-3882. is cor
rected as follows: 

§ 1.904-4 [Corrected] 

I. On page 24530. column 2. 
~ 1.904--4. Instructional Par. II .. numher 
3. the language "3. In paragraph (e)(5)(iii)' 
remove the language "and paragraph (9) 
ofthis section" and add the language "paid 
in taxable years beginning before January 
I, 2003" in il~ place." is corrected to read 
"3. In paragraph (e)(5)(iii). remove the 
language "and paragraph (g) of this sec
tion" and add the language "paid in taxable 
years beginning before January I, 200},' 
in its place." 

Guy R. Traynor, 
Chief PublicaTions and 

Regulations Branch, 

Legal Processing Divisioll. 

AssociaTe Chief Counsel 
(Pmcedure alld Administration). 
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IFikd D) the Oftke of {he Federal Register on Augu,{ 18. 
~()06. R.jS "m ;md ruhli,hed in the i"ue of the Federal 
RC~I'lcr 1m .""ugu,121. cOOl>. 71 FR. .jg-l7-l) 

REMIC Residual 
Interests-Accounting for 
REMIC Net Income (Including 
Any Excess Inclusions) 
(Foreign Holders); Correction 

Announcement 2006-68 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to final regulations. 

SUMMARY: This document contains cor
rections to final regulations n.D. 9272, 
2006-35 LR.B. 332) that were published 
in the Federal Register on Tuesday, Au
gust I, 2006 (71 FR 43363) relating to in
come that is associated with a residual in
terest in a Real Estate Mortgage Invest
ment Conduit (REMIC) and that is allo
cated through certain entities TO foreign 
persons who have invested in those enti
ties. 

DATES: These corrections are effective 
August I, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Dale Collinson, (202) 
622-3900 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The correction notice that i~ the subject 
of this document is under sections 860A, 

860G(b).863. 1441, and 1442 of the Inter
nal Revenue Code. 

Need for Correction 

As published. final regulations (T.D. 
9272) contain errors that may prove to be 
misleading and are in need of clarification. 

Correction of Publication 

Accordingly, the publication of the fi
nal regulations (TD. 9272), which was the 
subject of FR Doc. E6-12363, is corrected 
as follows: 

I. On page 43364, column I, in the 
preamble, under the paragraph heading 
"Background and Explanation of Provi
sions", first full paragraph of the column, 
line 6, the language "furtherance of the 
congressional" is corrected to read "fur
therance of the Congressional". 

2. On page 43365, column I, in the 
preamble, under the paragraph heading 
"Special Analyses", line 5 from bottom of 
the paragraph, the language "Code, these 
temporary regulations will" is corrected to 
read "the Code, these temporary regula
tions will". 

LaNita Van Dyke, 
Acting Chief Publications 

and Regulations Branch. 

Legal Processing Division. 

Associate Chief Counsel 
(Procedure and Administration). 

(Filed by the Office of the Federal Register on August 23. 
2006. 8:45 •. m .. and published in the issue of the Federal 
Regmer for August 24, 2006. 71 F.R.49992) 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low·lncome 
Housing Credit 

26 eFR 1.42-14: Allocation rules for pO.II-1989 

State housillg credit ceiling amounts. 

Guidance is provided to state housing credit agen
cies of qualified states that request an allocation 
of unused housing credit carryover under section 

42(h)(3)(D) of the Internal Revenue Code. Sec Rev. 

Proc. 2006-38, page 530. 

Section 61.-Gross Income 
Defined 
26 eFR 1.61-2/. Taxation of/ringe bellffitJ. 

Fringe benefits aircraft valuation for
mula. The Standard Industry Fare Level 

Period During Which 
the Flight Is Taken 

7/I 106 - I 2/3 1106 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Kathleen Edmondson of the 
Office of Division Counsell Associate 
Chief Counsel (Tax ExemptJGovem
ment Entities). For further information 
regarding this revenue ruling, contact 
Ms. Edmondson at (202) 622-0047 (not a 
toll-free cal/). 

Section 126.-Certain 
Cost-Sharing Payments 

Conservation Security Program 
(CSP). This ruling holds that the Con
servation Security Program is substan
tially similar to the type of programs 
described in section 126( a)(I ) through (8) 
of the Code within the meaning of section 
126(a)(9). As a result, all or a portion of 
cost -share payments received under the 
CSP is eligible for exclusion from gross 

(SIFL) cents-per-mile rates and terminal 
charge in effect for the second half of 2006 
are set forth for purposes of determining 
the value of noncommercial flights on 
employer-provided aircraft under section 
1.61-21(g) of the regulations. 

Rev. Rul. 2006-47 

For purposes of the taxation of fringe 
benefits under section 61 of the Inter
nal Revenue Code. section 1.61-21 (g) of 
the Income Tax Regulations provides a 
rule for valuing noncommercial nights 
on employer-provided aircraft. Section 
1.61-21 (g)(5) provides an aircraft valua
tion formula to determine the value of such 
flights. The value of a flight is determined 

Terminal 
Charge 

$37.85 

income to the extent permitted by section 
126. 

Rev. Rul. 2006-46 

ISSUE 

Is the Conservation Security Program 
(CSP) within the scope of § 126(a)(9) ~o 
that cost-share payments received under 
the CSP are eligible for exclusion from 
gross income to the extent permitted by 
§ 126'1 

FACTS 

The CSP, authorized under the provi
sions of §§ 1238-l238C of the Food Secu
rity Act of 1985, Pub. L. No. 99-198.99 
Stat. 1354. as amended by the Farm Se
curity and Rural Investment Act of 2002, 
Pub. L. No. 107-171, 116 Stat. 134. 16 
U .S.c. ~~ 3838-3838c, is a voluntary pro
gram that supports ongoing conservation 

under the base aircraft valuation formula 
(also known as the Standard Industry Fare 
Level formula or SIFL) by mUltiplying 
the SIFL cents-per-mile rates applicable 
for the period during which the flight was 
taken by the appropriate aircraft multiple 
provided in section l.61-21 (g)(7) and then 
adding the applicable terminal charge. The 
SIFL cents-per-mile rates in the formula 
and the terminal charge are calculated by 
the Department of Transportation and are 
reviewed semi-annually. 

The fo\lmving chart sets forth the termi
nal charges and SIFL mileage rates: 

SIFL Mileage 
Rates 

Up to 500 miles 
::: $.2071 per mile 

501-1500 miles 
::: $.1579 per mile 

Over 1500 miles 
::: $.1518 per mile 

stewardship of agricultural lands by pro
viding financial assistance to agricultural 
producers who maintain and enhance nat
ural resources. The CSP is administered 
by the U.S. Depattment of Agriculture 
(USDA). An agricultural producer who 
wishes to participate in the CSP must enter 
into a long-tenT! conservation security con
tract with the USDA's Natural Resources 
Conservation Service (NRCS). The CSP is 
available to agricultural producers owning 
private agricultural land (including crop
land, grassland, prairie land, improved 
pasture land, rangeland, land under the 
jurisdiction of an Indian tribe, or forested 
land that is an incidental part of an agri
cultural operation). The NRCS, using 
the USDA's Commodity Credit Corpo
ration. provides contract payments that 
may include (1) an annual stewardship 
component for the existing base level con
servation treatment: (2) an annual existing 
practice component for maintaining exist
ing conservation practices; (3) a one-time 
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new practice component for additional 
needed practices: and (-+) an enhancement 
component for exceptional con,en ,ltion 
effort and additiunal cllnsenation prac
tices or activities that pnl\ide increased 
resource benefit:; be~ ond the pre~cribed 

leve\. Pa y menh for pract ice~ included 
in the e\istin~ practin: ,1Ild new practice 
cOlllponellh are limited, unLler III U.S.C 
~ 3H3Hc, III 75 percent (or, in the case of a 
beginning farmer or rancher. YO percenn 
uf the average county costs or the practices 
for the 2()() I crop year. Payments under 
the stc\\ ardship component are not limited 
to the t'l\]layer'\ costs hut are instead a 
percL'ntage of tlie rental rate applicable to 

the land, as determined by the NRCS. Pay
ments under the enhancement component 
may be based either on an activity's cost 
or 011 ih expected cOJ1senation benefits. 

The Secretary of Agriculture has deter
mined that payment, under the CSP are 
pnmarily for the purpose of conserving 
soil and water resources or protecting and 
re,toring the em ironment. In addition, the 
Secretary of Agriculture has informed the 
Treasury Department that USDA believes 
the CSP is a small watershed program. 

L-\ Hi AND ANALYSIS 

Under ~ 12ll(a). gros, income doe, not 
Include the excludable portion of pay
ment, received under certain con,ervation 
program, set f()rth in ~ 126(a)( I) through 
(H). Section 126( a)(9) provides that a 
'mall \\ ater,hed program administered by 
the Secretary of Agriculture abo is cJigi
ble fur ~ 126 treatment if the Secretary of 
the TI'easury determines that the program 
i, suh,tantially ,imilar to the type of pro
grams descrioed in ~ 126(a)( I) through 
(X). Sec ~ 16A.12ll-1 (d) of the Temporary 
Income Regulations Relating To The Par
tial Exc1w-ion Fur Certain Cust-Sharing 
Pay menh fur rules permitting the (om
missillner to make these determination, 
,lIld annOllllce them in the Internal Re\
ellue Bulletin and for the definition of 
",mall \\ atershed." 

1/ the Cnl11111i,sioner has determined 
that a prugralll is '>ub,tantiall) similar 
10 thL' I) PL'S of programs de,>crihed in 
~ 126( a)( I) through (X l. taxp~l) er, re
lel\ iilg ~'(ht-,hare paYlllenh under that 
prugLlIl1 lIlu'-.l determine \\ hat portion 
llf the L'(l,t-,h,lre pay men" is exL'iuuable 
Inll1l gl'OS' inc(lllle Linder * 12f1. Under 
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§ 1261b). the excludable portion of a pay
ment i, limited to the portion that (I) is 
determined by the Secretary ()f Agricul
tun: to be made primarily for the purpose 
of consening soil and water resources, 
protecting or restoring the environment, 
impn)\ing forests. or providing a habitat 
fllr wildlife, 1.2) Joes not substantially 
increase the income derived from the 
property. and (3) is not properly associ
ated \\ ith a deductible expense. Payments 
in the nature of rent or compensation for 
~ef\ices do not ljualify for the exclusion. 
See ~ 126(11) and § 16A.126-1, relating to 
the partial exclusion of certain cost-,hare 
payments, to determine what portion of the 
cost-~hare payments is excludable from 
gross income under § 126. 

HOLlJING 

The Internal Revcnuc Service accepts 
USDA s conclusion that thc CSP is a small 
watershed program. Accordingly, the CSP 
will be treated for purposes of * 126 as a 
small watershed program administered by 
the Secretary of Agriculture. In addition, 
the Commissioner has determined that the 
CSP is ,uostantially similar to the type of 
programs described in ~ 126(a)( I) through 
n~). 

Payments for practices included in the 
existing practice and new practice com
ponents are limited to a percentage of the 
average county costs of the practices and 
<.jualify as cost-share paymenh. The cost
share pay illents recei ved under the exist
ing practice and new practice componenb 
of the CSP are eligible for exclusion from 
gross income to the extent permitted by 
~ 126. 

Payments under the stewardship com
ponent are based on the rental rate applica
ble to the land and are not cost-share pay
mcnh that are excludable from gross in
come. 

Paymenh under the enhancement com
ponent ljuality as cost-share payments if 
they arc bascd on an activity'S cost rather 
than on its expected conservation benefits. 
The coq-share payments received under 
the enhancement component are eligible 
for exclusion from gross income to the ex
tent permitted by * 126. Payments under 
the enhancement componcnt ba~ed on the 
acti\ity's expected conservation benefits 
rather than on its cost are not cost-share 

payments and are not excludable from 

gross lI1come. 
See * 126(b) and ~ 16A.126-1 to de

termine the extent III which cost-share 
payments under the existing practice, new 
practice, ano enhancement components 
are excludable from gross income under 
§ 126. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Jennifer C. Bernardini of the Office 
of Associate Chief Counsel (Passthroughs 
& Special Industries). For further informa
tion regarding this revenue ruling, contact 
Jennifer C. Bernardini at (202) 622-3120 
(not a toll-free call). 

Section 162.-Trade or 
Business Expenses 
26 eFR 1.162Ik!-I: Di.I(lilo\l'ilIICe oldedllctioll/or 
reilcquisitlOn f!ilymenls 

26 eFR I. 4IJ4 ( k)-3: LJisalimmllce of dedllclioll ]lJI' 
'"ellcCjlli.","ifioJl payment.",. 

T.D.9282 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Dividends Paid Deduction for 
Stock Held in Employee Stock 
Ownership Plan 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under sections 162(k) 
and 404(k) of thc Internal Revcnue Code 
(Cooe) providing that a payment in re
demption of employer securities held by 
an employee stock ownership plan (ESOP) 
is not deductible. These regulations gen
erally affect administrators of, employers 
maintaining, participants in, and benefi
ciaries of ESOPs. In addition, they will 
affect corporations that make distributions 
in redemption of stock held in an ESOP. 

DATES: Effective Date: These regulations 
are effective on August 30, 2006. 



Applicability Dates: These regulations 
apply with respect to payments to reac
quire stock that are made on or after and 
amounts paid or incurred on or after Au
gust 30,2006. See §§1.162(k)-i(c) and 
1.404(k)-3, Q&A-2. 

FOR FURTHER INFORMATION 
CONTACT: John T. Ricotta at (202) 
622-6060 with respect to section 404(k) 
or Jean R. Brenner at (202) 622-7790 with 
respect to section l62(k) (not toll-free 
numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains final regu
lations (26 CFR Part I) under sections 
162(k) and 404(k) of the Code. 

Section 162(k)( I) generally provides 
that no deduction otherwise allowable un
der chapter 1 of the Code is allowed for 
any amount paid or incurred by a corpora
tion in connection with the reacquisition of 
its stock or the stock of any related person 
(as defined in section 465(b)(3)(C». The 
legislative history of section l62(k) states 
that the phrase "in connection with" is 
"intended to be construed broadly." H.R. 
Conf. Rep. No. 99-841, at 168 (1986). 

Section 404(k)( I) provides a deduction 
for an applicable dividend paid in cash by 
a C corporation with respect to applica
ble employer securities held by an ESOP, 
as defined in section 497S(e)(7). Section 
404(k)(2) generally provides that the term 
applicable dividend means any dividend 
which, in accordance with the plan provi
sions, is either paid in cash to plan partic
ipants or beneficiaries or paid to the plan 
and distributed in cash to participants or 
beneficiaries not later than 90 days after 
the close of the plan year in which paid. 
An applicable dividend also includes a div
idend which, at the election of participants 
or their beneficiaries, is payable as pro
vided in the preceding sentence or paid to 
the plan and reinvested in qualifying em
ployer securities. Finally, an applicable 
dividend also includes a dividend that is 
used to make payments on a loan described 
in section 404(a)(9), the proceeds of which 
were used to acquire the employer secu
rities (whether or not allocated to partici-

pants) with respect to which the dividend is 
paid. Under section 404(k)(4), the deduc
tion is allowable in the taxable year of the 
corporation in which the dividend is paid 
or distributed to the participant or benefi
ciary. 

Prior to 2002, section 404(k)(5 )(A) pro
vided that the Secretary may disallow the 
deduction under section 404(k) for any 
dividend if the Secretary determines that 
such dividend constitutes, in substance, an 
evasion of taxation. Section 662(b) of the 
Economic Growth and Tax Relief Recon
ci liation Act of 2001 (11 S Stat. 38, 200 I) 
amended section 404(k)(S)(A) to provide 
that the Secretary may disallow a deduc
tion under section 404(k) for any divi
dend the Secretary determines constitutes, 
in substance, an avoidance or evasion of 
taxation. 

Rev. Rul. 2001-6, 2001-1 c.B. 
491 (see §601.601(d)(2) of this chapter), 
states that distributions to participants of 
amounts paid by an employer to reacquire 
shares of its stock from the employer's 
ESOP (redemption proceeds) are made 
in connection with the reacquisition of 
the employer's stock and that section 
162(k)( 1) therefore bars the deduction 
under these circumstances regardless of 
whether the distributions to participants 
would otherwise be deductible under sec
tion 404(k). The revenue ruling also states 
that the treatment of redemption proceeds 
as "applicable dividends" under section 
404{k) would produce such anomalous 
results that the section cannot reasonably 
be construed as encompassing such pay
ments. The revenue ruling states that the 
application of section 404(k) to redemp
tion proceeds not only would allow em
ployers to claim deductions for payments 
that do not represent true economic costs, 
but also, as further explained below, would 
vitiate important rights and protections for 
recipients of ESOP distributions. Finally, 
the ruling states that a deduction would 
be disallowed under section 404(k)(5)(A) 
because a deduction under these circum
stances would constitute, in substance, an 
evasion of taxation. 

These positions were reiterated in 
Notice 2002-2, Q&A-ll, 2002-2 C.B. 
285 (See §601.601(d)(2) of this chapter). 
which states that, in accordance with Rev. 

Rul. 2001-6, payments in redemption of 
stock held by an ESOP that are used to 
make distributions to terminating ESOP 
participants constitute an evasion of tax
ation under section 404(k)(S)(A) and are 
not applicable dividends under section 
404(k)(l). Moreover, the notice states that 
any deduction for such payments in re
demption of stock is barred under section 
162(k). 

Notice 2002-2 (Q&A-7) also discusses 
the tax treatment of section 404(k) divi
dend distributions, stating that dividends 
paid in cash to a participant (rather than 
reinvested at the option of the partici
pant under section 404(k)(2)(A)(iii) are 
taxable without regard to the return of 
basis provisions under section 72, and are 
not subject to the consent requirements 
of section 411(a)(1I) or the distribution 
restrictions of section 401 (k)(2)(B). In ad
dition, the notice provides that dividends 
paid to participants under section 404(k) 
are not eligible rollover distributions under 
section 402(c), even if the dividends are 
distributed at the same time as amounts 
that do constitute an eligible rollover dis
tribution (or are reported on Form 1099-R 
(Distributions From Pensions, Annuities, 
Retirement or Profit-Sharing Plans, lRAs, 
Insurance Contracts, etc.) in accordance 
with Announcement 85-168).1 See also 
§ I A02(c)-2, Q&A-4(e), under which 
dividends paid on employer securities un
der section 404(k) are not eligible rollover 
distributions under section 402(c). 

In Boise Cascade Corporation v. 
United States, 329 F.3d 751 (9 th Cir. 
2003), the Court of Appeals for the Ninth 
Circuit held that payments made by the 
issuer of stock to redeem its stock held 
by its ESOP were deductible as dividends 
paid under section 404(k), and that the 
deduction was not precluded by section 
I 62(k). The IRS issued Chief Coun
sel Notice 2004-038 (October 1, 2004) 
(available at www.irs.govlfoia through the 
electronic reading room) to indicate that it 
disagreed with the Court's interpretation 
and would continue to assert in any matter 
in controversy outside the Ninth Circuit 
that sections 162(k) and 404(k) disallow 
a deduction for payments to reacquire 
employer securities held by an ESOP. For 
any matter in controversy within the Ninth 

I Announcement 85-168. 1985-48 I.R.B. 40, states that section 404(k) distributions are reportable as diVidends on a recipient· s tax return and that such distributions are fully taxahle without 
regard to return of basis. 
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Circuit. agents or district counsel attorneys 
are to consult the National Office. 

A notice of propo<,ed rulemaking con
taining proposed regulation~ under sec
tions 162(k) and 404(k) was i,,~ued on Au
gust 25, 200S (REG-LB5711-05, 2()()S-3Y 
I.R.B. olD 170 FR 4l)Sl)7]) to addre<,s two 
issues: I) which corporation is entitled 
to the deductIOn tor applicable di\idends 
under ~ection .t().+( k) where the payor 
and employer are different entities: and 
2) whether a payment in redemption of 
employer secunties held by an ESOP is 
deductible. The issue in the pf'()posed 
regulations cOl1L'erning which corporation 
is entitled to the deduction for applicable 
dividends under section 404(k) is expected 
to be addressed 1I1 future regulations. 

The notice of proposed rulemaking in
cluded proposed regulations under section 
404(k) that would provide that payments 
made to reacquire stock held by an ESOP 
are not deductible under section 404(k) 
because such payments would not con
stitute applicable dividends under section 
..J.04( k)( 2.) and a deduction for such pay
ments would constitute, in substance, an 
avoidance or evasion of taxation within 
the meaning of ~ection 404(k)(5) because 
it would allow a corporation to claim 
two deductions for the same economic 
cost. It also included proposed regula
tions under section l62.(k) providing that 
section l62( k), subject to certain excep
tion~, would disallow any deduction for 
amounts paid or incurred by a corporation 
in connection with the reacquisition of its 
stock or the ~t()ck of any related person 
(as defined in section 465(b)(3)(C)). Fi
nally, the proposed regulations provided 
that amllunh paid or incurred in connec
tion with the reacquisition of ~tock include 
amounts raid by a corporation to reacquire 
its stock from an ESOP that arc then dis
tributed by the ESOP to its participants (or 
their beneficiaries) or otherwise used in a 
manner described in section 404(k)(2.)(A), 

A public hearing on the proposed reg
ulations was held on January IS. 2006. 
A fter consideration of the comments 
rt'cei\ed, these final regulations adopt 
without material change the provisions 
of [he proposed regulations concerning 
pa\ menb in redt'l11ption Df employer se
(uritles held b:- an ESOP. 
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Explanation of Provisions 

With respcct to the treatment of pay
ments in redemption of employer securi
ties, these final regulations adopt the rule 
or the proposed regulations under which 
payments made to reacquire stock held by 
an ESOP are not deductible under section 
40.+( k) because such payments do not con
stitute applicable dividends under section 
'+04(k)(2) and a deduction for such pay
ments would constitute, in substance, an 
avoidance or evasion of taxation within the 
meaning of section 404(k)(5). These final 
regulations also adopt the rule of the pro
posed regulations that explicitly provides 
that section 162(k) disallows any deduc
tion, including any deduction under sec
tion 404( k), for amounts paid or incurred 
by a corporation in connection with the 
reacquisition of its stock or the stock of 
any related person (as defined in section 
465(b)(3)(C»), In addition, these final reg
ulations adopt the rule of the proposed reg
ulations providing that amounts paid or in
curred in connection with the reacquisition 
of stock include amounts paid by a corpo
ration to reacquire its stock from an ESOP 
that arc then distributed by the ESOP to its 
participants (or their beneficiaries) or oth
erwise used in a manner described in sec
tion 404(k)(2)(A). 

These provisions aroused little opposi
tion and only two comments were received 
regarding the treatment of payments made 
to reacquire stock. A trade aSSOCIation rep
resenting companies that sponsor ESOPs 
supported the position of the proposed 
regulations that a repurchase of shares of 
ESOP stock hom ESOP participants in 
a stock redemption does not qualify as a 
deductible dividend under section 404(k). 

The other commentator disagreed with 
the position in the proposed regulations, 
arguing that redemptions of stock held by 
an ESOP that are recharacterized as divi
dend~ under sectIon 302 nevertheless are 
proper dividends that should be treated the 
same as ordinary dividends paid with re
spect to stock held by an ESOP. The com
mentator argued that. by enacting section 
40-Hk), Congress intended to allow a dou
ble deduCllon for contributions to purchase 
employer ,;tock because the value of stock 
purchased with employer contributions 
includes the present value of expected 
future di\·idends. Thus, the commentator 
argued, a deduction for redemptive pro-

ceeds should not be characterized as an 
avoidance or evasion of taxation within 
the meaning of seClioll 404(k)(5). Finally, 
the commentator argued that. because the 
legislative history to st'ction 162(k) does 
not specifically refer to section 404(k) 
dividends and section 162(k) was enacted 
only two years after section 404(k), sec
tion 162(k) does not preclude a deduction 
for a redemptive dividend under section 
404(k). 

These arguments are unpersuasive. Al
though the present value of expected fu
ture dividends is an element of the value 
of shares of stock at any point in time, and 
Congre~s did authorize a current deduc
tion for the value of stock contributions 
to qualified plans, as well as a later de
duction for certain dividends paid on those 
shares under section 404(k), these deduc
tions are carefully limited to dividends ac
tually paid in certain specified ways while 
the stock is held by the ESOP. There is 
no evidence that Congress intended to au
thorize yet another deduction for the full 
value of the shares upon their redemption. 
To allow a deduction for redemption pro
ceeds would be to allow a second deduc
tion that includes the present value of div
idends that are paid out after the date of 
distribution from the ESOP, contrary to the 
intent of the statute. Moreover, the amount 
of the deduction with respect to a redemp
tion could be many times the amount that 
would be deducted for that year for a con
ventional diVIdend. (In fact, permitting a 
second deduction for the full value of the 
shares would allow a corporation to claim 
one deduction for a share of stock con
tributed to an ESOP and allocated to an 
employee early in a tax year and another 
deduction if the share is redeemed to make 
a distribution to the employee later in the 
same tax yeaL) There is a no indication 
that such a result was intended and there is 
no obvious purpose that would be served 
by such a result. 

Congress recognized that an arrange
ment that might be argued to come within 
the literal language of section 404(k) might 
nevertheless be inconSIstent with its pur
pose. Congress therefore granted authority 
to the Secretary, in section 404(k)(5)(A), 
to disallow a deduction for any dividend 
that the Secretary finds to be, in substance, 
an evasion of taxation, The statute was 
clarified, for years beginning in 2002, to 
explicitly broaden that authority to permit 



the Service to di,allow any deduction that 
is an avoidance or evasion of taxation. A 
deduction for redemption proceeds is both 
excessive in amount and inconsistent with 
the purpose of section 404(k). so that this is 
clearly an appropriate case for the author
ity under section 404(k)(5)(A) to be exer
cised.2 

The IRS and Trea~ury Department 
also continue to believe. as provided in 
Rev. Rul. 2001-6, that a deduction for 
redemption of benefit distributions is 
appropriately disallowed under section 
404(k)(5)(A) because a deduction under 
these circumstances would constitute, in 
substance. an evasi()n of taxation. As 
stated in Rev. RuL 2001-6, the treatment 
of redemption proceeds as "applicable 
dividends" under section 404(k) would 
produce such anomalous results that the 
section cannot reasunably be construed 
as encompassing such payments. As one 
example, if a redemption of a benefit 
distribution were an applicable dividend 
under section 404(k), there would be no 
reason why such a redemption could only 
occur unce with respect to a participant, so 
that multiple redemptions (or theoretically 
even an unlimited number of redemp
tions3) might be possible, a result that is 
clearly not consistent with the intent of 
section 404(k). 

Further, as described in Rev. RuL 
2001-6, the application of section 404(k) 
to redemption amounts also would viti
ate important rights and protections for 
recipients of ESOP distributions. These 
important rights and protections include 
the right to apply the return of basis pro
visions under section 72 (whereas an 
applicable dividend under section 404(k) 
is includible in gross income without re
gard to return of basis under section 72), 
and the protection against involuntary 
cash-outs (section 411(a)(I1». See sec
tion 72(e)(5)(D), and Q&A-7 of Notice 
2002-2, 2002-1 C.B. 285. Similarly, if 
redemption amounts distributed as a nor
mal benefit distribution were treated as an 
applicable dividend under section 404(k), 
then a participant would not have the right 
to elect a direct or indirect rollover with 
respect to redemption proceeds that are 
distributed from the ESOP, and any notice 

provided to the employee as required by 
scction 402(f) would have to identify the 
lo~s of this valuable right to the partici
pant. See * I .402(c)-2. Q&A-4(e) 

Congress also provided for other spe
cial treatment for applicable dividends un
der section 404(k) that would be incon
sistent with redemption of a normal hene
fit distribution being treated liS an applica
hie dividend under section 404(k). Section 
72(t)(2)(A)(vi) provides for an exception 
to the 10 percent additional income tax for 
early distributions for dividends paid with 
re~pect to stock of a corporation which are 
described in section 404Ik). Further, sec
tion 404(k)(5)(B) provides that a plan will 
not violate the requirements of sections 
40 1,409, or 497S(e)(7) or be engaging in a 
prohibited transaction merely by reason of 
distributing an applicable dividend under 
section 404(k). Thus, for example, a distri
hution of an applicable dividend under sec
tion 404(k) is not subject to the prohibition 
against in-service distributions of amounts 
attributable to elective deferrals under sec
tion 401(k)(2). Clearly, these broad ex
ceptions under section 72(t)(2)(A)(vi) and 
404(k)(5)(R) were not intended to apply to 
normal benefit distributions from ESOPs, 
essentially at the election of the cmployer 
or distributee. 

Finally, even if the IRS declined 
to exercise its authority under section 
404(k)(5)(A), the plain language of sec
tion 162(k) precludes the deduction for 
payments by a corporation to redeem its 
stock including deductions otherwise al
lowed under section 404(k). As de~cribed 
under the Back~roufld section of this pre
amble, section 162(k) provides that "no 
deduction otherwise allowable shall be 
allowed under this chapter for any amount 
paid or incurred by a corporation in con
nection with the reacquisition of its stock" 
(emphasis added) and section 404(k) is in 
the same chapter as section 162(k) The 
commentator's attempt to avoid the effect 
of the plain language of the statute by ref
erence to a supposed negative inference in 
the legislative history is unavailing. 

Accordingly. these regulations adopt 
the rule in the proposed regulations with
out material change. 

Effective Date 

Section 1.1621 k)-I applie~ with respect 
to amounts paid or incurred on or after 
August 30, 2006. 

Section I A04(k)-3 applie~ with respect 
to payments to reacquire stock that are 
made on or after August 30, 2006. Rev. 
Rul. 2001-6 remains in effect for all peri
ods, including periods before the effective 
date of this regulation. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(h) of the Admin
istrative Procedure Act (5 U.S.c. chapter 
5) does not apply to these regulations, and 
because the regulations do not impose a 
collection of information on small entities. 
the Regulatory Flexibility Act (S U.S.C 
chapter 6) does not apply. Pursuant to sec
tion 7805( f) of the Code, the proposed reg
ulations preceding these regulations were 
submitted to the Chief Counsel for Advo
cacy of the Small Bu~iness Administration 
for comment on its impact on small busi
ness. 

Drafting Information 

The principal authors of these reg
ulations are John T. Ricotta, Office of 
Di vision Counsell Associate Chief Coun
!-oel (Tax Exempt and Government Entities) 
and Jennifer D. Sledge, Office of Asso
ciate Chief Counsel (Corporate). How
ever, other personnel from the IRS and the 
Treasury Department participated in the 
development of these regulations. 

* * * :/: * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

2 Given the special rules of <.;t'ction ..t.04(h, which g~ncral!y entItie par(icipant~ to recei\ c ca"h for l'rnrlnycr "ct'llritic~ that arl' not puhl rdy tr~dcJ, If Cong:n.: ...... had :-'0 inknueu, il would likely 
have identified the interaction of the,e provi,iom in light 0( the potentially large additional deduction, ,u(h ,I rule would permit Ct, C"((rin Ilfeld Co, \ Henul/u!c:, 2Y2 US 62 (1914). 

3 Forexample. a plan participant might elect to ha ve hi, or her account balance reeecrneo to the extent inveqed In elllpillye"ecufllie,. and then prolllpily h," e the c,,,h reinvc'ted in employer 
sccuritie,'\, anJ then ,,:(lulu immedi<ltely repeat ,hi..., rcJempti()n/reinvc~tment prm:e ... s wilh no thcorClical111111l 
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PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read a~ follows: 

Authority: 26 U.s.c. 7805 *' '" 

Section 1.162(k)-1 is also issued under 
section 26 U.S.C. 162(k). ::~ :;: :;: 

Section IA04(k)-3 is al,o i~sued 

under scctiom 26 U.S.c. 162(k) and 
404(k)(5)(A). "' * '" 

Par. 2. Section 1.162(1\ )-1 is added to 
read as follows: 

.~1.162(k)-1 /)isall()\\"(Illce urdeductioll 

.III!' reaUlllisitioll paYlIlents. 

(a) 111 gel/erai. Except as provided 
in paragraph (b) of this scction. no de
duction otherwise allowable is allowed 
under Chapter I of the Internal Revenue 
Code for any amount paid or incurred 
by a corporation in connection with the 
reacquisition of its stock or the stock of 
any related person (as defined in section 
465(b)(3)(C). Amounts paid or incurred 
in wnnection with the reacquisition of 
stock include amounts paid by a corpora
tion to reacquire its stock from an ESOP 
that are used in a manner described in 
section 404(k)(2)(A). See § 1.404(k)-3. 

(b) Exceptions. Paragraph (a) of this 
section does not apply to any-

( I ) Deduction allowable under section 
163 (relating to intere~t): 

(2) Deduction for amounts that are 
properly allocable to indebtedness and 
amortized over the term of such indebted-
ness: 

(3) Deduction for dividends paid 
(within the meaning of section 561); or 

(4) Amount paid or incurred in connec
tion with the redemption of any stock in a 
regulated investment company that issues 

only srock which is redeemable upon the 
demand of the shareholder. 

(c) Effecfil'c dare. This section applies 
with respect to amounts paid or incurred on 
or after August 30. 2006. 

Par. 3. Section 1.404(k)-3 is added to 
read as follows: 

~ J. -t04( k )-3 Dis(Ji fOIl'Cll!ce of deduction 
.fiJI" reacqllisirion paYlllents. 

Q-l: Are payments to reacquire stock 
held by an ESOP applicable dividends that 
are deductible under section 404(k)( I)? 

A-I: (a) Payments to reacquire stock 
held by an ESOP. including reacquisition 
payments that are used to make benefit dis
tributions to participants or beneficiaries, 
are not deductible under section 404(k) be
cause-

(I} Those payments do not consti
tute applicable dividends under section 
404(k)(2); and 

(2) The treatment of those payments 
as applicable dividends would constitute. 
in substance. an avoidance or evasion of 
taxation within the meaning of section 
404(k)(5). 

(b) See also § 1.162(k)-1 concerning the 
disallowance of deductions for amounts 
paid or incurred by a corporation in con
nection with the reacquisition of its stock 
from an ESOP. 

Q-2: What is the effective date of this 
section? 

A-2: This section applies \vith respect 
to payments to reacquire stock that are 
made on or after August 30. 2006. 

Mark E. Matthews. 
Deputv Commissioner for 
Sen'ices and Enforcemenr. 

Approved August 22. 2006. 

Eric Solomon. 
Acting DepUTy Assista1l1 Secretary 

of" rhe Treasury (Tin Poficr). 

IFikd hI Ih~ Ortlce (If Ih,' FeuCial Regi,lcr (lll Augu,1 ~9. 

2006. S:'~5 a.m .. and plloli,heJ in the i,sue of the Feder.t1 
Reg,,\cr I'm Augu,! .'n. 2006. 7l F.R. 5\-I7l) 

Section 472.-Last-in, 
First-out Inventories 
26 CFR /..j72-I: Lasl-ill.jinl-olll im·olfories. 

LIFO; price indexes; department 
stores. The July 2006 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first-out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, July 31, 2006. 

Rev. Rul. 2006-48 

The following Department Store In
ventory Price Indexes for July 2006 were 
issued by the Bureau of Labor Statistics. 
The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-I(k) 
of the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, July 31, 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total, which covers all departments, 
including some not listed separately, ex
cept for the following: candy, food, liquor, 
tobacco, and contract depa11ments. 

BUREAU OF LABOR STATISTICS. DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(Januarv 194/ = 100. unless otherwise noted) 

I. 

Groups 

Piece Goods, . 
Dome~(ic~ and Draperies, .... , .. 
\\'omen', and Children', Shoes 
1\1<::11' s Shoes. 
Infant<;' Wear, .... 
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July 2005 

495.0 
517.7 
629.0 
867.0 
548.0 

July 2006 

465.0 
488.7 
655.7 
875.4 
557.7 

Percent Change 
from July 2005 
to July 20061 

-6.1 
-5.6 
4.2 
1.0 
1.8 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Percent Change 
from July 2005 

Groups July 2005 July 2006 to july 2006 1 

6. Women's Underwear ..................................... . 541.2 546.8 1.0 
7. Women's Hosiery ....................................... . 339.7 343.8 1.2 
8. Women's and Girls' Accessories .......................... . 5l50.5 544.5 -6.2 
9. Women's Outerwear and Girls' Wear .................... , .. 321.7 327.3 1.7 
10. Men's Clothing ......................................... . 520.6 514.2 -1.2 
11. Men's furnishings ....................................... . 552.6 550.3 -0.4 
12. Boys' Clothing and Furnishings ........................... . 386.1 37L3 -3.8 
13. jewelry ................................................ . 870.2 898.0 3.2 
14. Notions ................................................ . 809.2 822.9 L7 
15. Toilet Articles and Drugs ................................. . 997.1 995.1 -0.2 
16. Furniture and Bedding ................................... . 599.1 602.4 0.6 
17. Floor Coverings ......................................... . 609.8 614.1 0.7 
18. Housewares ............................................. . 712.2 697.1 -2.1 
19. Major Appliances ........................................ . 203.5 204.2 OJ 
20. Radio and Television ..................................... . 38.9 35.8 -8.0 
21. Recreation and Education2 ................................ . 77.9 76.3 -2.1 
22. Home Improvements2 .................................... . 
23. Automotive Accessories2 ................................. . 

137.6 139.6 1.5 
115.1 120.7 4.9 

Groups 1-15: Soft Goods ................................... . 537.3 538.3 0.2 
Groups 16-20: Durable Goods .................................. . 
Groups 21-23: Misc. Goods2 ......... " ...................... , .. 

379.6 373.2 -1.7 
93.0 93.4 0.4 

Store Total3 ............................................. . 481.6 480.8 -0.2 

1 Absence of a minus sign before the percentage change in this column signifies a price increase. 

2Indexes on a January 1986 = 100 base. 

3The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor, 
tobacco and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael B urkom of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
taU-free call). 

Section 882.-Tax on 
Income of Foreign 
Corporations Connected 
With United States Business 
26 CFR 1.882-5: Determin(.ltion of interest dPdur

tion. 

T.D.9281 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Determination of Interest 
Expense Deduction of Foreign 
Corporations 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains re
vised Income Tax Regulations relating to 
the determination of the interest expense 
deduction of foreign corporations and 
applies to foreign corporations engaged 
in a trade or business within the United 
States. This action is necessary to conform 
the rules to subsequent u.s. Income Tax 
Treaty agreements and to adopt changes 
to facilitate improved administrability for 
taxpayers and the IRS. 

DATES: Effective Date: These regula
tions are effective starting the tax year end 
for which the original lax return due date 
(including extensions) is after August 17, 
2006. 

AGENCY: Internal Revenue Service Applicability Date: These regulations 
(IRS), Treasury. are applicable starting the tax year end 
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for which the original tax retum due date 
(including extensions) is after August 17. 
2006. 

FOR FURTHER INFORMATION 
CONTACT: Gregory Spring or 
Paul Epstein, (202) 622-3870 (not a 
toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These temporary regulations are being 
issued without prior notice and public pro
cedure pursuant to the Admini~trative Pro
cedure Act (5 U.S.c. 553). For this reason, 
the collection of information contained in 
these regulations has been reviewed and 
pending receipt and evaluation of public 
comments, approved by the Office of l\-1an
agement and Budget under control number 
1545-2030. Responses to this collection 
of information are mandatory. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number. 

ror further information concerning 
these collections of information, and 
where to suhmit comments on the col
lection of information and the accuracy of 
the estimated burden, and suggestions for 
reducing this burden, please refer to the 
preamble of the cross-referencing notice of 
proposed rulemaking (REG-120509-06) 
published in this issue of the Bulletin. 

Books and records relating to a collec
tion of information must be retained as 
long as their contents m:.ly become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and tax 
return information are confidential, as re
quired by 26 U.s.c. 6103. 

Background 

On December 30, 1980, the Treasury 
Department and the IRS published final 
regulations T.D. 7749. 1981-1 C.B. 390 
[-1.6 FR 16100 (sec *601.60!(d)(~) of this 
chapter)i undpr ,ection 88~(c) of the In
ternal Reyenue Code (Code) regarding 
the determination of a foreign corpora
tion', interest expense allocable to income 
dfecti\ eI) connected \\ith the conduct 
of a traJe or bu~ine" within the United 
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States. On March 8. 1996, the Treasury 
Department and the IRS published final 
regulations T.D. 8651\, 1996-1 C.B. 161 
[61 FR 15X91 (see *601.601(d)(2) of this 
chapter)], and new proposed amendments 
INTL-0054-95, IlJ96-1 C.B. 844 [61 
FR 2811g) (see §601.601(d)(2) of this 
chapter) J. The 1996 amendments imple
mented certain statutory changes enacted 
in the Tax Reform Act of 1986, Public Law 
99-514 (100 Stat. 2085)' and took account 
of developments in intemational financial 
markets. Comments were received on 
both the final and proposed 1996 regula
tions. Since then, two new U.S. income tax 
treaties have entered into force that follow 
a different approach for determining the 
limit on profits attributable to a pennanent 
establishment in a contracting state and 
for determining interest expense allowed 
in computing such profits. On July 14, 
2005, the Treasury Department and the 
IRS published Notice 2005-53, 2005-2 
C.B. 32, see §601.601(d)(2)), which de
scribed those new treaties and announced 
the intention to update the final § 1.882-5 
regulations to take account of changes in 
the international banking sector and to 
promote both ease of administration and 
certainty of application. 

These temporary regulations in this 
document implement Notice 2005-53, 
make effective one part of the 1996 pro
posed regulations, make miscellaneous 
clarifications to the 1996 final regu
lations, and modify the branch profits 
tax liability reduction regulations under 
~ 1.884-1(e)(3). 

Explanation of Provisions 

The following discussion is divided 
into several parts. Section I of the fol
lowing discussion summarizes Notice 
2005-53. Section 2 addresses the coordi
nation of ~ 1.882-5 with U.S. tax treaties 
and discusses other modifications made 
by these temporary regulations to the 
three-step calculation of interest expense 
under ~ 1.882-5. Section 3 addresses 
changes made to the branch profits tax 
regulations under section 884. Section 
4 then addresses miscellaneous technical 
modifications made by these temporary 
regulations that clarify application of 
the existing final regulations. Section 5 
describes the effective date of these regu
lations. 

I. Notice 2005-53 

Notice 2005-53 provided guidance re
garding the interaction of § 1.882-5 and 
U.S. income tax treaties and explained that 
since the recent treaties with the United 
Kingdom and Japan entered into force, 
§ 1.882-5 no longer provides the exclusive 
rules for determining the interest expense 
attributable to the business protits of a 
U.S. permanent establishment. The no
tice also provided guidance and requested 
comments regarding certain potential 
modifications to certain elements of the 
three-step calculation of interest expense 
under § 1.882-5. More specifically, the 
notice requested information regarding a 
possible increase to the existing 93-per
cent fixed ratio in Step 2 of the calculation 
and announced the intention to allow the 
use of a safe-harbor interest rate for deter
mining excess interest under the "adjusted 
U.S.-booked liabilities" method in Step 
3. The notice also requested comments 
regarding the effect of intangibles on the 
Step--I determination of U.S. assets under 
the elective fair market value method and 
the Step-2 determination of U.S. liabilities 
using the fixed or actual ratio. 

2. Modifications to Three-Step 
Calculation Under §1.882-5 

a. Introductionlbackground 

Section [.882-5 generally requires a 
foreign corporation to use a three-step cal
culation to determine the amount of inter
est expense that is allocable under section 
882(c) to income effectively connected (or 
treated as effectively connected) with the 
foreign corporation's conduct of a trade or 
business within the United States. 

Step I determines the total value of a 
foreign corporation's U.S. assets, which 
generally are the assets that produce (or 
would produce) income effectively con
nected with the foreign corporation's con
duct of its U. S. trade or business. The 
value of the U.S. assets for this purpose 
is their adjusted basis, or, if the taxpayer 
makes an election, their fair market value. 

Step 2 determines the "U.S.-connected 
liabilities" of a foreign corporation as the 
product of the foreign corporation's U.S. 
assets multiplied either by the actual ratio 
of the foreign corporation's worldwide li
abilities to worldwide assets, or by a fixed 



ratio. In the case of a bank, the fixed ratio 
is 93 percent. If a taxpayer elects to value 
its assets at fair market value for purposes 
of Step I, then the taxpayer must value 
worldwide assets at fair market value for 
purposes of Step 2, as well. 

Step 3 determines the allocable amount 
of interest expense under either the ad
justed U.S.-booked liabilities (AUSBL) 
method or the separate currency pools 
method. Under the AUSBL method, a 
foreign bank's interest expense alloca
ble to effectively connected income is 
determined by comparing ·'U.S.-booked 
liabilities" with U.S.-connected liabilities 
and making appropriate adjustments as 
necessary. For this purpose, U.S.-booked 
liabilities generally include liabilities that 
are both entered on books relating to an 
activity that produces effectively con
nected income before the close of the 
day on which the liability is incurred and 
are directly connected to that activity. 
In consequence, U.S.-booked liabilities 
are not limited to liabilities reflected on 
books within the United States. If a tax
payer's U.S.-booked liabilities exceed 
its U.S.-connected liabilities, then its 
U.S-booked interest expense is propor
tionately disallowed under a "scale down" 
ratio. If a taxpayer's U.S.-connected lia
bilities exceed its U.S.-booked liabilities, 
then interest expense in addition to the 
U.S.-booked interest expense is allocated 
in an amount equal to the product of the 
excess U.S.-connected liabilities multi
plied by the borrowing rate on U.S.-dollar 
liabilities that are not U.S.-booked liabil
ities. 

Under the separate currency pools 
method, a foreign corporation's interest 
expense allocable to income effecti vel y 
connected with the conduct of a trade or 
business within the United States is the 
sum of the separate interest deductions for 
each of the currencies in which the foreign 
corporation has U.S. assets. The separate 
interest deductions generally are deter
mined using a three-step calculation that 
multiplies the worldwide borrowing rate 
by the U.S.-connected liabilities relevant 
to U.S. assets denominated in each foreign 
currency. 

Elections under § 1.882-5T, as under 
the 1996 final regulations, generally are 
binding for a minimum of fi ve years unless 
specifically provided otherwise. For ex
ample, consistent with the binding nature 

of a domestic corporation's fair market 
value election under section 861, a fair 
market value election under § 1.882-5T 
may be changed only with consent of the 
Commissioner. 

b. Treaty coordination - modification of 
.§1.882-5 exclusivity rule 

The preamble to the 1996 final regula
tions states that § 1.882-5 was fully consis
tent with all of the United States' then-ex
isting treaty obligations, including Busi
ness Profits articles, and the 1996 final reg
ulations state that § 1.882-5 provides the 
exclusive rules for determining the interest 
expense attributable to the business profits 
of a U.S. permanent establishment under a 
U.S. income tax treaty. However, the Trea
sury Department Technical Explanation to 
Article 7 of the United States-United King
dom income tax treaty which entered into 
force on March 31, 2003, and the Treasury 
Department Technical Explanation to Arti
cle 7 of the United States-Japan income tax 
treaty which entered into force on March 
30, 2004, note that § 1.882-5 may pro
duce an inappropriate result in some cases. 
As a result, the implementing documen
tation of these treaties provides that the 
1995 Organization for Economic Co-Op
eration and Development (GECO) Trans
fer Pricing Guidelines will apply by anal· 
ogy for the purpose of determining the 
business profits attributable to a permanent 
establishment. Thus, as noted in Notice 
2005-53, the exclusivity provision in the 
1996 final regulations is no longer accu
rate. 

These temporary regulations modify 
the exclusivity provision by recognizing 
that express provision may he made by or 
pursuant to an income tax treaty or accom
panying documents (such as exchange of 
notes) that alternative principles will ap
ply by analogy to determine the business 
profits attributable to a permanent estab
lishment. Such treaty provisions may be 
used to determine the limit on the business 
profits attributable to a U.S. permanent es
tablishment, but taxpayers remain eligible 
to use §1.882-5, as explained in the Trea
sury Department Technical Explanations 
to Article 7(3) of the United States-United 
Kingdom and United States-Japan income 
tax treaties. The Treasury Department 
and the IRS believe that these treaties 
and agreements provide that a taxpayer 

must apply either the domestic law or the 
alternative rules expressly provided in 
the treaty in their entirety, in accordance 
with the consistency principle articulated 
in Rev. Rul. 84-17, 1984-1 c.B. 308 
(see §601.60!(d)(2) of this chapter), and 
described in the Treasury Department 
Technical Explanation to Article 1(2) of 
the United States-United Kingdom and 
United States-Japan income tax treaties. 
The Treasury Department and the IRS 
are continuing to consider the specific 
application of this consistency principle 
including the application of ~ 1.882-5, the 
interaction of § 1.882-5 with other U.S. in
come tax treaties (particularly those being 
renegotiated in whole or in part), and the 
application of the branch profits tax under 
alternative rules for determining interest 
expense attributable to business profits. 

c. Modific(Jtion~ to step one 

Consistency Requirement for Fair Market 
Value Election 

Under the 1996 final regulations, a 
taxpayer that uses the fair market value 
method for Step I must also use the fair 
market value method for Step 2. Notice 
2005-53 clarified that this consistency 
rule applies only when the taxpayer has 
elected to use the actual ratio in Step 2, 
because assets are not valued when the 
fixed ratio is used. Accordingly, under the 
final regulations, electing the fair market 
value method under Step I does not ob
ligate a taxpayer to elect the actual ratio 
under Step 2. 

Notice 2005-53 also stated that the 
prevalence and significance of intangibles 
in the banking industry warrants reevalu
ating the right to elect both the fair market 
value method in Step I and the fixed ratio 
in Step 2. The Treasury Department and 
the IRS are concerned that applying the 
fixed ratio to intangibles when a Step I fair 
market value election is in place would 
have the effect of treating existing intan
gibles as highly leveraged assets when in 
fact such items often are more properly 
reflected in the taxpayer's equity accounts 
under U.S. tax principles. Comments were 
requested. 

The single comment received in re
sponse to this request stated that distor
tions could result either by failing to take 
the value of intangibles into account when 
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revising the fixed ratio for banks or by ap
plying the fixed ratio to directly purchased 
intangibles that are valued at lax ba~is. 

As further discussed in this section in 
connection with modifications to Step 2, 
these temporary regulations adopt a fixed 
ratio that is believed to represent an ap
proximation of current average banking
industry balance-sheet ratios estimated un
der U.S. tax principles. Following due 
consideration of the comment. these tem
porary regulations require that the fair mar
ket value method may be elected in Step I 
only if a taxpayer is eligible to elect and 
in fact Llses the actual ratio in Step 2. The 
consistency rule continues to require that 
the fair market value method, once elected, 
must be used in both Step I and Step 2. 
This consistency rule applies to all foreign 
corporations that are subject to * 1.882-5. 

Conforming-Election Requirement 

A taxpayer that has both a valid fair 
market value method election for Step 
I and a valid fixed ratio method elec
tion for Step 2 in effect on the date these 
temporary regulations are effective must 
conform those elections to the new rules. 
Accordingly, such a taxpayer either may 
maintain the fixed ratio method for Step 
2 and elect the adjusted basis method for 
Step I, or may maintain the fair mar
ket value method for Step I and elect 
the actual ratio method for Step 2. Such 
conforming elections must be made for 
the first year these temporary regulations 
are effective, on either an original timely 
filed return (including extensions) or an 
amended return within 180 days after 
the extended due date. If a conforming 
election is not made by the extended due 
date for filing the amended return, the 
Director of Field Operations may make a 
binding conforming election on the tax
payer's behalf. Conforming elections are 
subject to the minimum five-year period 
applicable to the adjusted basis method, 
fixed ratio and actual ratio method elec
tions. Elections with respect to Step 1 
and Step 2, whether made by the taxpayer 
(either under the terms of the regulations 
nr pur,uant to the Commi"ioner's grant 
or consent within what would otherwise 
be a fiw-year minimum period) or im
pllsed by the Commissioner. are separate. 
Thus. rur e\ample. the Commissioner may 
(nnsent to a taxpayer's request to Illove 

520 2006-2 C.B. 

from the fair market value method to the 
adjusted basis method for Step I without 
granting consent 10 move from the actual 
ratio method to the fixed ratio method for 
Step 2. 

Average Value of Securities Subject to 
Section ~75 or Section 1256 

The 1996 proposed regulations provide 
that financial instruments that are subject 
to mark-to-market valuation under section 
~75 or section 1256 must be valued for 
purposes of § 1.882-5 on each "determina
tion date" (as defined) within the taxable 
year. Taxpayers generally assess funding 
needs throughout the year, ami this rule is 
intended to reflect such assessments more 
accurately than a single year-end valuation 
would do. 

These temporary regulations adopt this 
rule from the 1996 proposed regulations. 
The rule applies solely to determine the av
erage values of relevant assets for purposes 
of computing the average valuation of U.S. 
assets in Step I of the formula. The rule 
does not determine the actual tax basis of 
an asset for any other purpose. "Determi
nation dates" for purposes of the rule are 
defined as the most frequent regular inter
vals for which data are reasonably avail
able. These temporary regulations pro
vide that a taxpayer that has elected the ac
lUal ratio in Step 2 must also take interim 
mark-to-market values into account using 
the most frequently available data but in no 
event less frequently than actual-ratio tax
payers are required to do. 

d. Modifications to step two 

New Fixed Ratio 

The 1996 final regulations revised the 
fixed ratio for banks downward to 93 per
cent. Since then, foreign bank taxpayers 
have commented that 93 percent is not rep
resentative of regulated banking industry 
capital structures. Foreign bank taxpay
ers also have commented that usc of the 
actual ratio in Step 2 presents the poten
tial for significant tax risk and uncertainty 
of results, particularly when adjusting their 
books to conform to U.S. tax principles. 
It appears that many foreign banks have 
adopted the 93-percent fixed ratio despite 
indications that many operate on a smaller 
equity capital structure. 

Notice 2005-53 indicated that the Trea
sury Department and. the IRS were con
sidering increasIl1g the fixed ratio. In or
der to improve administration by aligning 
the fixed ratio more closely with an ap
proximation of current average banking in
dustry balance sheet ratios estimated un
der U.S. tax principles, these temporary 
regulations revise the fixed ratio for for
eign banks upward to 95 percent. The 
new fixed ratio may be adopted. by for
eign banks for the first year in which the 
original tax return due date (including ex
tensions) is after August 17, 2006, or for 
any subsequent year. The ratio may be 
adopted, for example, for the 2005 calen
dar year even if the original return was 
filed before these regulations were pub
lished. Taxpayers that want to try to sup
port any further revision to the fixed ra
tio would have to submit detailed, specific, 
compelling evidence to that effect. 

Branch Profits Tax Consequences of 
Fixed-Ratio Election 

Use of the new 95-percent fixed ratio 
in Step 2 conceivably could give rise to 
branch profits tax consequences. For ex
ample, a taxpayer that elects the new fixed 
ratio and that had been using either the 
93-percent fixed ratio or an actual ratio that 
is less than 95 percent could be viewed 
under the branch profits tax rules as hav
ing experienced a decrease in net equity. 
thus giving rise to a dividend equivalent 
amount. One comment received in re
sponse to Notice 2005-53 requested that 
regulations implementing the notice pro
vide special immunity from branch profits 
tax consequences except to the extent that 
a taxpayer benefited from the 1996 reduc
tion of the fixed ratio from 95 percent to 
93 percent. 

Such consequences under the branch 
profits tax rules should arise only to the 
extent a taxpayer uses a 95-percent ra
tio that is substantially higher than the ra
tio used in the prior year, and the tax
payer's asset base has not increased suf
ficiently in the ordinary course of busi
ness to cause current and acculllulated ef
fectively connected earnings and profits 
to be treated as reinvested. The 1996 fi
nal regulations identify the actual ratio as 
the preferred method, and taxpayers have 
always been entitled to elect their actual 
ratio. Accordingly, the Trea~ury Depart-



ment and the IRS believe that granting the 
commenter's request is unnecessary and in 
some cases could produce an inappropri
ate windfall. In addition, considerable ad
ministrative difficulties would complicate 
efforts to identify and recapture prior tax 
benefits that may have resulted from the 
increase in net equity when the fixed ra
tio was reduced in the 1996 final regula
tions and to track the deferred component 
of the computation through the intervening 
years up to and including the effective date 
of the new fixed ratio. Further, a special 
rule of the type requested is inconsistent 
with the expectation of reduced effectively 
connected income through increased inter
est expense allocations that result from the 
higher ratio. Finally, any branch profits 
tax consequences of a new fixed-ratio elec
tion may be mitigated by applicable tax 
treaties and by the expanded availability of 
the liability-reduction election under sec
tion 884, as further discussed in Section 3. 
Accordingly, the comment is not adopted, 

Elections 

Taxpayers that currently have elected 
the fixed ratio for Step 2 may use the re
vised 95-percent ratio for the first tax year 
for which the original tax return due date 
(including extensions) is after August 17, 
2006. Remaining on the fixed ratio does 
not constitute the election of a new five
year minimum period. For example, a tax
payer that used the 93-percent fixed ratio 
for three years preceding the publication of 
these regulations and used the 95-percent 
fixed ratio for three more years would be 
entitled to elect the actual ratio method in 
the following year. 

Foreign bank taxpayers that currently 
use the actual ratio for Step 2 may make 
a binding five-year election to use the new 
95-percent fixed ratio for the first year this 
amendment is effective, on either an orig
inal return or on an amended return filed 
within 180 days of the extended due date, 
An amended return election may not be 
made for any year where the extended due 
date for a timely filing is after December 
31, 2006. If a fixed-ratio election is not 
made for the first year these regulations are 
effective, a taxpayer using the actual ratio 
may make the fixed-ratio election in any 
subsequent year, but only on a timely filed 
return. 

Eligibility 

Under the 1996 final regulations, the 
93-percent fixed ratio is available to for
eign banks, which are defined for this 
purpose as banks within the meaning of 
section 585(a)(2)(B), without regard to the 
second sentence thereof. This definition 
excludes foreign banking corporations 
that are not engaged in a banking business 
within the United States. This has the 
etfect of excluding a foreign corporation 
that is engaged in the banking business 
outside the United States but terminates 
its U.S, banking licenses and continues to 
engage in a nonregulated trade or business 
within the United States. 

The Treasury Department and the IRS 
intend that a taxpayer that meets the re
quirements of section 581 when consid
ered on a worldwide basis should be eli
gible to elect the fixed ratio applicable to 
banks under § 1.882-5 without regard to 
whether it remains engaged in a banking 
business within the United States. There
fore, a taxpayer that is regulated as a bank 
in its home country, takes deposits, and 
makes loans as a substantial part of its 
business outside the United States will be 
eligible to elect the 95-percent fixed ratio. 

e. Modifications to step three 

Excess Interest 

A foreign bank that uses the AUSBL 
method to determine its allocable inter
est expense may be required to allocate 
interest expense in addition to its U.S.
booked interest expense if U.S.-connected 
liabilities exceed U.S.-booked liabilities. 
The 1996 final regulations provide that 
the interest rate required to be applied to 
excess U.S.-connected liabilities is gener
ally the foreign bank's average U.S.-dollar 
borrowing rate outside the United States. 
This rule was a change from the 198) 
regulations, which had allowed taxpayers 
to use published rates under certain con
ditions. Taxpayers have commented in
formally that using actual non-U.S. dollar 
borrowing costs in all circumstances im
poses significant administrative burdens. 

The Treasury Department and the IRS 
agree that the use of published data rather 
than the actual borrowing rate requirement 
would simplify administration of the ex
cess-interest computation both for taxpay
ers and for the IRS. Notice 2005-53 an-

nounced the intention to permit the use 
of the publishecl 30-day average London 
Interbank Offering Rate (UBOR) for tax 
years beginning after the date the notice 
was published. 

In response to Notice 2005-53, two 
comments were received. One comment 
stated that the proposal to use published 
30-day UBOR rates would make sense if 
it has been difficult for banks to calculate 
their actual rate of interest and that con
sideration might be given to making such 
a rule available for prior years. The other 
comment stated that a small sample of 
available information suggested that the 
90-day UBOR rate rather than the 30-day 
rate may be more representative of the 
sampled banks and suggested that the IRS 
review tax returns with excess interest. 

IRS experience in actual cases involv
ing excess interest supports the adoption of 
a 30-day UBOR rate rather than a 90-day 
LIBOR rate. In view of IRS experience 
and the iib~ence of contrary data, these 
temporary regulations allow an annual 
binding election to use a published 30-day 
average UBOR rate beginning with the 
first tax year in which an original tax re
turn is due (including extcn~ions) after 
August 17,2006. Taxpayers may continue 
lU use their actual U.S.-dollar borrowing 
rate in lieu of the 30-day UBOR rate. 

Relevant excess U.S.-connected liabilities 

These temporary and proposed regu
lations provide thai the determination of 
the actual U.S.-dollar borrowing rate ap
plicable to excess U.S.-connected liabil
ities i" made with regard only to U.S.
dollar liabilities that are booked outside 
the United States and that do not con
stitute U.S.-booked liabilities as defined. 
The rate applicable to excess U.S.-con
nected liabilities is intended to reflect the 
rate applicable to relevant borrowings and 
book interest expense that has not other
wise been allocated. Becau~e interest with 
respect to U.S.-booked liabilities is alloca
ble under Step 3 of the AUSBL method, 
including such interest expense in the de
termination of the rate applicable to excess 
U.S.-connected liabilities could distort the 
calculation. 

Elections 

The 30-day UBOR election may be 
adopted on a year-to-year basis. For the 

2006-2 C.B. 521 



first tax year in which the original ta:l.-re
tum due date (including extensioml l~ af
ter August 17, 2006 and not later Ihan De
cember 31, 2006, taxpayer, may make the 
30-day LIBOR election Oil an original re
turn, or on an amended return \\ ithill I SO 
days of the original extended due date. 
For subsequent years, the eiecticln mu~t be 
made on an original t;l\ return timely filed 
(including extensions)' The electIOn is 
made by attaching a ,tatemcnt to the return 
identifying the three->teps of the AUSBL 
calculation and the publi,hed rate used. 
An election to u,e a 30-day LIBOR rate is 
binding for ~uch taxable year and may not 
be changed on an amended return for any 
year. Accordingly, a taxpayer is bound by 
the published rate used on its original re
turn. If a taxpayer does not timely file an 
income tax return, then the opportunity to 
make a timely 30-day LIBOR election will 
he forfeited for the tax year. Con.~istent 

v.:ith the general rules for untimely elec
tions. in such circumstances, the Director 
of Field Operations may require a taxpayer 
to use the actual U.S.-dollar borrowing rate 
or apply a published 30-day LIBOR rate 
for the year. 

3. Liability Redllctio/l Election Under 
Brunch Profits Tax 

I n generaL the branch profi ts tax is 
imposed under ,ection 8X.+(a) in addition 
10 the corporate income tax under section 
XX2 and applies only to amounts that are 
treated as repatriated from the branch. 
These amounts are determined by refer
ence to a foreign corporation's effectively 
connected earnings and profits for a year 
amI accumulated effecti \ely connected 
earnings and profits, adjusted upward to 
retlect decreases in U.S. net equity and 
adjusted downward to retlect increase~ in 
U.S. net equity. Adjustmenh to net equity 
generally are made by comparing U.S. net 
equity at the end of a taxable year to U.S. 
net equity at the beginning of a taxahle 
) t.'ar. 

Tht.' branch profit> tax rule, impute 
equity capital to a branch accordi ng 10 a 
forIllula that treab a portilln of reinvested 
Clmounh ,[\ ba\ ing been funded by in
debtedne~~. Thi~ generally reduces U.S. 
net equit: and ,0 gi\es rise to a di\ idend 
cqui\ alent amount. Regulations pro\ide 
that a ta\pa) er may elect to treat reinvested 
l'arnings .h equit) c,lpital (rather than a~ 
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debt-funded capital) by reducing U.S. lia
bilities as of the determination date. The 
amollnt of liabilities eligible for reduction 
under this election is limited to the ex
ces, of U.S. liabilities (which is generally 
based on U.S.-connected liahilities, as de
fined under ~ 1.8lQ-5) over U.S.-hooked 
I iahilities (as defined under ~ 1.882-5) as 
of the determination date. An election 
to reduce liabilities under * 1.884-1 also 
reduces the interest deduction available 
under ~ 1.882-5. 

Taxpayers have expressed uncertainty 
regarding the policy served hy setting 
U.S.-booked liabilities as a tloorfor liabil
ity reduction and have requested greater 
latitude to treat earnings as reinvested. 
For example, taxpayers have noted that 
the amount of U.S.-booked liabilities is 
not relevant to the * 1.11112-5 allocation 
under the separate currency pools method. 
They have noted also that the amount of 
U.S.-booked Iiahilities taken into account 
under the AUSBL method is an average 
balance for the year that may differ signif
icantly from a year-end balance. 

The Treasury Department and the IRS 
believe thar it is desirable to more nearly 
align the branch profits tax treatment of 
distributed earnings with the tax treatment 
ora subsidiary'S distributed earnings while 
retaining integration with the interest al
location rules provided in § 1.882-5. In 
view of taxpayer comments, these tempo
rary regulations permit a taxpayer to re
duce U.S. liabilities to the extent neces
sary to prevent recognition of a dividend 
equivalent amount. However, this elec
tion may not reduce U.S. liabilIties below 
zero. The other liability-reduction rules of 
§1.884-I(e)(:l) continue to apply in their 
entirety. An example in the final regula
tions is amended in the temporary regula
tions to retlect the new limitation rule. The 
new liability reduction election is effective 
for the first year for which the original tax 
return due date (inc luding extensions) is 
after August 17, 2006. For tax years for 
which the first original tax return due date 
(including extensions I is not later than De
cember 31,2006, a liability reduction elec
tion may be made on an amended return 
within 180 days after the original extended 
due date for fi ling the original return. 

-I.. Clarifications lif 1996 Filial 
Regulations 

Questions h;l\e arisen regarding the ap
plication of certain rules contained in the 
1996 final regulations. These temporary 
regulations clarify the application of the 
1996 final regulations with respect to cer
tain direct interest allocations, certain re
quirements applicable to elections gener
ally under § 1.882-5, the definition of U.S.
booked liu/;ilit\', and the treatment of cer
tain currency gain and loss for purposes of 

* 1.882-5. 

a. Direct interest allocatiolls 

The direct interest allocation rules un
der § 1.882-5 provide generally that a for
eign taxpayer with both a U.S. asset and 
indebtcdness that meet the requirements 
of both § l. 861-1 OT(b) and (c) may treat 
the asset and the indebtedness as an inte
grated financial transaction and so may al
locate interest expense with respect to the 
indebtedness directly to income from the 
asset. In genera!, § 1.861-1 OT(b) provides 
rules for certain nonrecourse indebtedness, 
and §1.861-IOT(c) provides rules forcer
tain integrated financial transactions. Fi
nancial institutions may allocate interest 
directly only to the extent provided by 
the nonrecourse indebtedness rules. These 
temporary regulations clarify that a finan
cial institution is not disqualified from di
rect allocation treatment by satisfying only 
the rules provided in § 1.861-1 OT(b) with 
respect to particular nonrecourse indebted
ness transactions. These temporary regu
lations also clarify that direct allocation is 
mandatory for cligible taxpayers if the re
quirements of either * 1.86l-IOT(b) or (c) 
are satisfied. 

b. General elecTion requirements 

The 1996 final regulations specify 
the time, place, and manner for making 
election, under each step of the formula. 
These temporary regulations clarify that a 
taxpayer eligible to change an election as 
of right after the minimum five-year pe
riod may do so only on an original timely 
filed return. These temporary regulations 
also clarify that the election procedures 
prohibit relief under *301.9100 for future 
elections as well as the clections in the 
first year a taxpayer is subject to the rules. 
These temporary regulations also clarify 



that after the minimum five-year period, 
a taxpayer may change an election on a 
timely filed return for any subsequent year. 
For example, leaving an election in place 
in the sixth year after the election was 
made does not constltute a new election 
subject to a new 5-year minimum period. 
The general election provision is updated 
to provide expressly that the elections to 
use the fair market value method elec
tion and the 30-day LIBOR rate election 
are subject to their own specific period 
requirements instead of the five-year min
imum period. 

c. U.S.-booked liabilities 

The definition of U.S.-booked liability 
has changed ovcr time. The 1981 final 
regulations defined U.S.-booked liabili
ties to include only liabilities shown on 
the books and records of the U.S. trade 
or business. This definition excluded as
sets that produced effectively connected 
income but were booked and maintained 
in a foreign branch. The 1996 final regu
lations modified the definition to include 
generally, for non hanks, liabilities that are 
recorded reasonably contemporaneously 
with their acquisition on a set of books 
that has a direct relationship to an activity 
that gives rise to effectively connected in
come. For banks, liabilities generally mu~t 
be recorded contemporaneously with their 
acquisition. These rules do not require 
tracing of specific borrowings to specific 
effectively connected uses. Whether thcre 
is a direct connection between the liability 
and an activity that produces effectively 
connected income is determined under all 
the facts and circumstances. 

These temporary regulations amend the 
definition of U.S.-booked liability and pro
vide an example to clarify that in the case 
of a bank, the liability must be recorded on 
a set of books before the end of the day 
on which it is incurred, and the liability 
relates to an activity that produces effec
tively connected income. The rcasonably 
contemporaneous booking rule is retained 
for non banks and the language clarified 
to reassert that the liability must relate to 
an activity that produces effectively con
nected income. 

d. Currency gain and loss 

A foreign bank's U.S. branch com· 
monly books third-party liabilities de-

nominated in non-dollar currencies and 
uses the proceeds to make interbranch 
loans. Because interbranch transactions 
generally are not recognized for U.S. tax 
purposes, the third-party liabilIty is treated 
as unhedged. As noted 111 the pream
ble to the 1996 final regulations, foreign 
currency gain or loss from an un hedged 
liability remains subject to the rules of sec
tion ygg. As a result, the U.S. branch may 
have currency gain or loss with respect to 
the third-party borrowing but may not be 
entitled to recognize currency gain or loss 
with respect to the offsetting interbranch 
transaction. In addition, any scaling dov,/I1 
of interest expense that might otherwise be 
required under the AUSBL method does 
not apply to foreign currency gain or loss. 

Some taxpayers have suggested infor
mally that. despite the absence of a gen
eral tracing principle in the interest allo
cation rules, currency gain and loss from 
such thlrd-party liabilities should be trace
able to currency gains and losses with re
spect to specific interbranch and noneffec
tively connected assets. The Treasury De
partment and the [RS solicit comments re
garding the allocation, sourcing, and ap
portionment of currency gain or loss from 
un hedged third-party borrowings between 
effectively connected and non-effecti vely 
connected income. Comments are specif
ically requested regarding the viability of 
a tracing principle for this purpose and 
the extent to which current booking prac
tices may provide an administrable basis 
for such rules in accordance with existing 
authority. 

S. Effective Date 

The temporary regulations are applica
ble for the first tax year end for which 
the original tax return due date (includ
ing extensions) is after August 17, 2006. 
Accordingly, for calendar-year taxpayers, 
the applicability date is for the tax year 
ended December 31, 2005. The rules pro
vide an additional 180 days to make certain 
one-time special elections on an amended 
return for tax years for which the original 
tax return due date is not later than Decem
ber 31, 2006. 

Special Analyses 

It has been determined that this Treasury 
decision is not a significant regulatory ac
tion as defined in Executive Order 12866. 

Therefore. a regulatory asse"ment is not 
required. It also ha~ been determined that 
section 553(h) of the Administrative Pro
cedure Act (5 U.s.c. chapter S) does not 
apply to these regulations. For applica
bdity of the Regulatory Flexibility Act 
(5 U.s.c. chapter 6) please refer to the 
cross reference notice of proposed rule
making published elsewhere in this issue 
of the Bulletin. Pursuant to section 7805(0 
of the Code. this regulation has been sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Drafting Information 

The principal authors of these 
regulations are Paul S. Epstein and 
Gregory A. Spring of the Office of As
sociate Chief Counsel (international). 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR parts 1 and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding entries in nu
merical order to read in part as follows: 

Authority: 26 U.s.c. 780S * * * 
Section 1.882-5 also issued un

der 26 U.s.c. 8~Q, 26 U.s.c. 864(e), 
26 U.s.C 988(d). and 26 U.s.c. 7701(\). 

* * * 
Section 1.884-1 i~ also issued under 

26 U.S.C 884. * * * 
Par. 2. Section 1.882-0 is amended by: 
I. Revising the entries for * 1.8g2-

5(a)( I). (a)(I )(i), (aJ( I )Iii). (a)(I )(ii)(A), 
(a)(I )(ii)(B), (a)(2), (a)(7), (a)(7)(i), 
(a)(7)(ii), (bJ(2)(ii)(A), (b)(3)_ (cj(2)(iv), 
«(;)(4). (d)(2)(iii)(A), and (d)(5)(ii). 

2. Removing the entry for ~ 1.882-
5(b)(2j(iv). 

3. Adding entries for * 1.882-5T. The 
revisions and additions read as follows: 

.~1.882-0 Table of contents. 

* * * * * 

§ 1.882-5 Determination of interest 
deduction. 

* * * * * 
(a)( I) through (a)(2) [Reserved]. 
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* * * * * 
(a)(7) through (a)(7)(iii) [Reserved]. 

* * * * * 
(b)(2)(ii)(A) [Reserved]. 

* * * * * 
(b)(3) [Reserved]. 

* * * * * 
(c)(2)(iv) [Reserved]. 

* * * * * 
(c)(4) [Reserved]. 

* '" * * * 
(d)(2)(iii)(A) [Reserved). 

(d)(5)(ii) [Reserved). 

* * * * * 

~ 1 . 8.8.2-5 T Determination of interest 

deductio/l (temporary). 

(a) [Reserved]. 
( I ) Overview. 
(i) In general. 
(ii) Direct allocations. 
(Aj In general. 
(B) Partnership interests. 
(2) Coordination with tax treaties. 
(3) through (6) [Reserved). 
(7) Elections under § 1.882-5. 
(i) In general. 
(ii) Failure to make the proper election. 
(iii) Step 2 special election for banks. 
(8) through (b)(2)(ii) [Reserved]. 
(A) In general. 
(b)(2)(ii)(B) through (b)(2)(iii)(B) [Re

served]. 
(3) Computation of total value of U.S. 

assets. 
(i) General rule. 
(ii) Adjustment to basis of financial in

struments. 
(el through (c)(2)(iii) [Reserved]. 
(i\) Determination of value of world

wide assets. 
(c)(2)(v) through (c)(3) [Reserved]. 
(-+) Elective fixed ratio method of deter-

mining U.S. liabilities. 
(e1(5) through (d)(2)(iii) [Reserved]. 
(A) In general. 
(8) through (d)())(i) [Reserved]. 
(ii) Interest rate on excess U.S.-con-

nected liabilities. 
(A) General rule. 
(B I Annual published rate election. 
(6) through (f)(2) [Reserved]. 
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Par. 3. Section 1.882-5 is amended by: 
I. Revising paragraphs (a)( I ) 

through (a)(2), (a)(7) through (a)(7)(ii), 
(b)(2j(ii)(A). (b)(3), (c)(2)(iv), (c)(4), 
(d)( 2)( ii)( A )(2), (d)( 2 )(ii )(A)(3), 
(d)(2)(iii)(A), and (d)(5)(ii). 

2. Removing paragraph (b)(2)(iv). 
3. Adding paragraph (d)(6) Example 5. 

The revisions and additions read as fol-
lows: 

.91.882-5 Determination of interest 

deduction. 

(a)( I) through (a)(2) [Reserved]. 
For further guidance, see entry In 

§ 1.882-ST(a)(l) through (a)(2). 

* * * * * 
(a)(7)(ii) [Reserved]. For further 

guidance, see § 1.882-ST(a)(7) through 
(a)(7)(ii). 

* * * * * 
(b )(2)(ii)(A) [Reserved]. For further 

guidance, see § 1.882-5T(b )(2)(ii)(A). 

* * * * * 
(b)(3) [Reserved]. For further guid

ance, see § 1.882-5T(b)(3). 

* * * * * 
(c)(2)(iv) [Reserved]. For further guid

ance, see §1.882-ST(c)(2)(iv). 

" * " * * 
(c)(4) [Reserved]. For further guid

ance, see § 1.882-5T(c)(4). 

* * * * * 
(d)(2)(ii)(A)(2) through (J) [Re-

served). For further guidance, see 
§ 1.882-ST(d)(2)(ii)(Aj(2) through (3). 

* * * * * 
(d)(2)(iii)(A) [Reserved]. For further 

guidance, see § 1.882-5T(d)(2)(iiij(A). 

* * * * * 
(d)(5)(ii) [Reserved]. For further guid

ance, see § 1.882-5T(d)(S)(ii). 

* * * * * 
(d)(6) Example 5 [Reserved). For fur

ther guidance, see § I .882-5TCd)(6) Exam
ple 5. 

Par. 4. Section 1.882-5T is added to 
read as follows: 

~ 1.882-5T Determination of interest 
deduction !temporary). 

(a) [Reserved]. For further guidance, 
see § 1.882-5(a). 

(I) O\'eITiell'-(i) 111 general. The 
amount of interest expense of a foreign 
corporation lhat is allocable under section 
882(c) to income which is (or is treated 
as) effectively connected with the conduct 
of a trade or business within the United 
States (ECI) is the sum of the interest al
locable by the foreign corporation under 
the three-step process set forth in para
graphs (b), (c), and (d) of this section and 
the specially allocated interest expense 
determined under paragraph (a)( 1 )(ii) of 
this section. The proviSIOns of this section 
provide the exclusive rules for allocating 
interest expense to the ECI of a foreign 
corporation under section 882(c). Un
der the three-step process, the total value 
of the U.S. assets of a foreign corpora
tion is first determined under paragraph 
(b) of this section (Step I). Next, the 
amount of U.S.-connected liabilities is 
detem1ined under paragraph (c) of this 
section (Step 2). Finally, the amount of 
interest paid or accrued on U.S.-booked 
liabilities, as determined under paragraph 
(d)(2) of this section, is adjusted for inter
est expense attributable to the difference 
between U.S.-connected liabilities and 
U.S.-booked liabilities (Step 3). Alterna
tively, a foreign corporation may elect to 
determine its interest rate on U.S.-con
nected liabilities by reference to its U.S. 
assets, using the separate currency pools 
method described in paragraph (e) of this 
section. 

(ii) Direct allocations-CAl In gen

eral. A foreign corporation that has a 
U.S. asset and indebtedness that meet the 
requirements of §1.861-IOT(b) or (c), as 
limited by § 1.861-IOT(d)(I), shall di
rectly allocate interest expense from such 
indebtedness to income from such asset 
in the manner and to the extent provided 
in § 1.861- lOT. For purposes of paragraph 
(b)(I) or (c)(2) of this section, a foreign 
corporation that allocates its interest ex
pense under the direct allocation rule of 
this paragraph (a)(l )(ii)(A) shall reduce 
the basis of the asset that meets the re
quirements of § 1.861-1 OT(b) or (c) by the 
principal amount of the indebtedness that 
meets the requirements of § 1.86J-JOT(b) 
or (c). The foreign corporation shall also 
disregard any indebtedness that meets the 
requirements of §J.861-IOT(b) or (c) in 
determining the amount of the foreign 
corporation's liabilities under paragraphs 
(c)(2) and (d)(2) of this section and shall 



not take into account any interest expense 
paid or accrued with respect to such a lia
bility for purposes of paragraph (d) or (e) 
of this section. 

(B) Partnership interest. A foreign cor
poration that is a partner in a partnership 
that has a U.S. asset and indebtedness that 
meet the requirements of § \.861-1 OT(b) 
or (c), as limited by §1.861-IOT(d)(l), 
shall directly allocate its distributive share 
of interest expense from that indebtedness 
to its distributive share of income from 
that asset in the manner and to the extent 
provided in § 1.861-1 OT. A foreign corpo
ration that allocates its distributive share 
of interest expense under the direct allo
cation rule of this paragraph (a)(I)(ii)(B) 
shall disregard any partnership indebt
edness that meets the requirements of 
§1.861-IOT(b) or (c) in determining the 
amount of its distributive share of part
nership liabilities for purposes of para
graphs (b)(l), (c)(2)(vi), and (d)(2)(vii) 
or (e)(l )(ii) of this section, and shall not 
take into account any partnership interest 
expense paid or accrued with respect to 
such a liability for purposes of paragraph 
(d) or (e) of this section. For purposes of 
paragraph (b)(l) of this section, a foreign 
corporation that directly allocates its dis
tributive share of interest expense under 
this paragraph (a)(I )(ii)(B) shall-

(1) Reduce the partnership'S basis in 
such asset by the amount of such indebt
edness in allocating its basis in the partner
ship under § 1.884-1 (d)(3)(ii); or 

(2) Reduce the partnership's income 
from such asset by the partnership's inter
est expense from such indebtedness under 
§ 1.884-1 (d)(3 )(iii). 

(2) Coordination u'ith tax treaties. Ex
cept as expressly provided by or pursuant 
to a U.S. income tax treaty or accompa
nying documents (such as an exchange 
of notes), the provisions of this section 
provide the exclusive rules for determin
ing the interest expense attributable to the 
business profits of a permanent establish
ment under a U.S. income tax treaty. 

(3) through (a)(6) [Reserved). For fur
ther guidance, see § 1.882-5(a)(3) through 
(a)(6). 

(7) Elections under .§1.882-5-(i) In 
general. A corporation must make each 
election provided in this section on the 
corporation's original timely filed Fed
eral income tax return for the first taxable 
year it is subject to the rules of this sec-

tion. An amended return does not qualify 
for this purpose, nor shall the provisions 
of ~30 1.91 00-1 of this chapter and any 
guidance promulgated thereunder apply 
Except as provided elsewhere in this sec
tion, each election under this section, 
whether an election for the first taxable 
year or a subsequent change of election, 
shall be made by the corporation calcu
lating its interest expense deduction in 
accordance with the methods elected. An 
elected method (other than the fair market 
value method under ~ 1.882-5(b)(2)(ii), or 
the annual 30-day London Interbank Of
fered Rate (LIBOR) election in paragraph 
(d)(5)(ii) of this section) must be used for 
a minimum period of five years before the 
taxpayer may elect a different method. To 
change an election before the end of the 
requisite five-year period, a taxpayer must 
obtain the consent of the Commissioner 
or his delegate. The Commissioner or 
his delegate will generally consent to a 
taxpayer's request to change its election 
only in rare and unusual circumstances. 
After the five-year minimum period, an 
elected method may be changed for any 
subsequent year on the foreign corpora
tion's original timely filed tax return for 
the first year to which the changed election 
applies. 

(ii) Failure to make the proper election. 
If a taxpayer, for any reason, fails to make 
an election provided in this section in a 
timely fashion, the Director of Field Oper
ations may make any or all of the elections 
provided in this section on behalf of the 
taxpayer, and such elections shall be bind
ing as if made by the taxpayer. 

(iii) Step 2 special electio/l jor banks. 

For the first tax year for which an origi
nal income tax return is due (including ex
tensions) after August 17, 2006 and not 
later than December 31, 2006, in which 
a taxpayer that is a bank as described 10 

§J882-5(c)(4) is subject to the require
ments of this section, a tax.payer may make 
a new election to use the fixed ratio on ei
ther an original timely filed return, or on 
an amended return filed within 180 days 
after the original due date (including ex
tensions). A new fixed ratio election may 
be made in any subsequent year subject to 
the timely fIling and five-year minimum 
period requirements of paragraph (a)(7)(i) 
of this section. A new fixed ratio election 
under this paragraph fa)(7)(iii) is suhject 
to the adjusted basis or fair market value 

conforming election requirements of para
graph (b)(2)(ii)(A)(2) of this section and 
may not be made if a taxpayer elects or 
maintain~ a fair market value election for 
purposes of 91.882-5(b). Taxpayer\ that 
already lise the fixed ratio method under 
an existing election may continue to u\e 
the new fixed ratio at the higher percentage 
without having to make a new five-year 
election in the first year that the higher per
centage is effective. 

(8) through (b)(2)(ii) [Reserved]. For 
further guidance, ~ee §1.882-S(aj(H) 
through (b)(2)(ii) . 

(A) III general-( I) Fair market value 

conformity reqlliremel1l. A taxpayer may 
elect to value all of its U.S. assets on 
the basis of fair market value, subject to 
the requirements of § 1.861-9T(g)(l Hiii), 
and provided the taxpayer i~ eligible 
and uses the actual ratio method under 
§ 1.882-S(c)(2) and the methodology pre
scribed in * 1.861-9T(h). Once elected, 
the fair market value must be used by the 
taxpayer for both Step I and Step 2 de
scribed in ** 1.882-S(b) and (c), unu must 
be used in all subsequent taxahle years 
unless the Commissioner or his delegate 
consents to a change. 

(2) ConFirming electioll requirement. 
Taxpayers that as of the effectivc date 
of this paragraph (b)(2)(ii)(A)(2) have 
elected and currently use both the fair 
market value method for purposes of 
§ 1.882-5( b) and a fixed ratio for purposes 
of paragraph (c)( 4) of this section must 
conform either the adjusted basis or fair 
market value methods in Step I and Step 
2 of the allocation formula by making an 
adjusted hasis election for ~ 1 882-5(b) 
purposes while continuing the fixed ratio 
for Step 2, or by making an actual ratio 
election under ~ 1.882-5(c)(2) while re
maining on the fair market value method 
under * 1.882-5(b). Taxpayers who elect 
to conform Step I and Step 2 of the for
mula to the adjusted basis method must 
remain on both methods for the minimum 
five-year period in accordance with the 
provisions of paragraph (a)(7) of this sec
tion. Taxpayers that elect to conform Step 
I and Step 2 of the formula to the fair 
market value method must remain on the 
actual ratio mcthod until the consent of the 
Commissioner Or his delegate is obtained 
to switch to the adjusted basis method. If 
consent to use the adjusted basis method 
in Step I is granted in a later year, the 
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taxpayer must remain on the actual ratio 
method for the minimum five-year period 
unless consent to use the fixed ratio is 
independently obtained under the require
ments of paragraph (a)(7) of this section. 
For the first tax year for which an original 
int:ome tax return is due (including exten
sions) after August 17, 2006 and not later 
than December 31, 2006, taxpayers that 
are required to make a conforming elec
tion under this paragraph (b)(1)(ii)(A)(2). 
may do so either on a timely filed original 
return or on an amended return within 180 
days after the original due date (including 
extemions). If a conforming election is 
not made within the timeframe provided 
in this paragraph. the Director of Field 
Operations or his delegate may make the 
conforming elections in accordance with 
the provi~ions of paragraph (a)(7)(ii) of 
this section. 

(B) through (b)(2)(iii)(B) [Re-
,erved I. For further 
see * 1.882-5(b)(2)(ii)(B) 
(b)(2)(iii)(B). 

guidance. 
through 

(1) Comput(/tioN of fOtal l'a/lle of US. 
assets-( i) General rule. The total value 
of U.S. assets for the taxable year is the 
average of the sums uf the values (deter
mined under paragraph (b)(2) of this sec
tion) of U.S. assets. Fur each U.S. asset, 
value shall be computed at the most fre
yuent regular intervals for which data are 
reasonably available. In no event shall 
the value of any U.S. asset be computed 
less frequently than monthly (beginning of 
taxable year and monthly thereafter) by a 
large bank (as defined in section 585(c)(2)) 
or a dealer in securities (within the mean
ing of section 475) and semi-annually (be
ginning. middle and end of taxahle year) 
hy any other taxpayer. 

(ii) Adjllstment to basis o{fill(Jncial ill

sfr{(/I/Cnfs. For purposes of determining 
the total average value of U.S. assets in 
thi~ paragraph [b)(3)_ the value of a se
curity or contract that is marked to mar
ket pursuant to section 475 or section 1256 
will be determined as if each determina
tion date is the most frequent regular inter
\<11 for which data are reasonably available 
that retlect,; the taxpayer's consistent bu~i
ness practices for retlecting mark-to-mar
let \aluations on its books and records. 

Ie) through (c)(2){iii) [Reservedl. For 
further gUIdance, see * 1.882-5{c) through 
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(iv) Detennil/arion oj'l'Qluc o(lI'orld

wide assets. The value of an asset must be 
determined consistently from year to year 
and must be substantially in accordance 
with U.S. tax principles. To be substan
tially in accordance with C.S. tax princi
ples. the principles used to determine the 
value of an asset must not differ from U.S. 
tax plinciples to a degree that will ma
terially affect the value of the taxpayer" s 
worldwide assets or the taxpayer's actual 
ratio. The value of an asset is the adjusted 
basis of that asset for determining the gain 
or loss from the sale or other disposition of 
that asset, adjusted in the same manner as 
the basis of U.S. assets are adjusted under 
paragraphs (b)(2)(ii) through (iv) of this 
section. The rules of * 1.882-5(b)(3)(ii) 
apply in determining the total value of 
applicable worldwide assets for the tax
able year, except that the minimum num
ber of determination dates are those stated 
in § 1.882-5(c)(2)(i). 

(c)(2)(v) through (c)(3) [Reserved1. For 
further guidance, see § 1.882-5(t:)(2)(v) 
through (c)O). 

(4) Elecfive fixed ratio method oj'deter
mininR US. liabilities. A taxpayer that is 
a bank as defined in section 585(a)(2)(B) 
(without regard to the second sentence 
thereof or whether any such activities are 
effectively connected with a trade or busi
ness within the United States) may elect to 
use a fixed ratio of 95 percent in lieu of the 
actual ratio. A taxpayer that is neither a 
bank nor an insurance company may elect 
to use a fixed ratio of 50 percent in lieu of 
the actual ratio. 

(5) through (d)(2)(ii)(A)(/) [Reserved]. 
For further guidance. see *1.882-5(c)(5) 
through (d)(2)(ii)(A)(/). 

(2) The foreign corporation enters the 
liability on a set of buoks reasunably con
temporaneous with the time at which the 
liability is incurred and the liability relates 
to an activity that produces Eel. 

(3) The foreign corporation maintains a 
set of books and records relating to an ac
ri viry that produces Eel and the Director of 
Field Operations determines that there is a 
direct connection or relationship between 
the liahility and that activity. Whether 
there IS a direct connection between the li
ability and an activity that produces Eel 
depends on the facts and circumstances of 
each case. 

(d)(2)(ii)(B) through (d)(2)(iii) (Re-
served). For further guidance, see 
§ 1.882-5(d)(2)(ii)(B) through (d)(2)(iii). 

(A) III gl'llcral. A liability, whether 
interest bearing or non-interest bearing, 
is properly reflected on the books of the 
U.S. trade or business of a foreign corpo
ration that is a bank as described in section 
585(a)(2)(B) (without regard to the second 
sentence thereof) if-

(I) The bank enters the liability on a 
set of books before the close of the day 
on which the liability is incurred, and the 
liability relates to an activity that produces 
Eel: and 

(2) There is a direct connection or rela
tionship between the liability and that ac
tivity. Whether there is a direct connection 
between the liability and an activity that 
produces Eel depends on the facts and cir
cumstances of each case. For example, a 
liability that is used to fund an interbranch 
or other asset that produces non-ECI may 
have a direct connection to an Eel pro
ducing activity and may constitute a U.S.
booked liability if both the interbranch or 
non-ECI activity is the same type of activ
ity in which Eel assets arc also reflected 
on the set of books (for example, lending 
or money market interbank placements), 
and such Eel activities are not de minimis. 
Such U.S. booked liabilities may still be 
subject to § 1.882-5(d)(2)(v). 

(B) through (d)(5)(i) [Re-
served]. For further guidance, see 
§ 1.882-5(d)(2)(iii)(B) through (d)(5)(i). 

(ii) interest rate on excess US.-con
nected liabilities-(A) General rule. 
The applicable interest rate on excess 
U.S.-connected liabilities is determined by 
dividing the total interest expense paid or 
accrued for the taxable year on U.S.-dol
lar liabilities that are not U.S.-booked 
liabilities (as defined in § 1.882-5(d)(2)) 
and that are shown on the books of the 
offices or branches of the foreign corpo
ration outside the United States by the 
average U.S.-dollar denominated liabili
ties (whether interest-bearing or not) that 
are not U.S.-booked liabilities and that 
are shown on the books of the offices or 
branches of the foreign corporation out
side the United States for the taxable year. 

(B) Annual published rate election. 
For each taxable year beginning with the 
first year end for which the original tax 
return due date (induding extensions) is 
after August 17, 2006, in which a tax-



payer is a bank within the meaning of 
section 585(a)(2)(8) (without regard to 
the second sentence thereof or whether 
any such activities are effectively con
nected with a trade or business within the 
United States), such taxpayer may elect to 
compute its excess interest by reference 
to a published average 30-day London 
Interbank Offering Rate (LIBOR) for the 
year. The election may be made for any 
eligible year by attaching a statement to 
a timely filed tax return (including exten
sions) that shows the 3-step components of 
the taxpayer's interest expense allocation 
under the adjusted U.S.-booked liabilities 
method and identifies the provider (for 
example, International Monetary Fund 
statistics) of the 30-day LIBOR rate se
lected. Once selected, the provider and the 
rate may not be changed by the taxpayer. 
If a taxpayer that is eligible to make the 
30-day UBOR election either does not 
file a timely return or files a calculation 
that allocates interest expense under the 
scaling ratio in §1.882-5(d)(4) and it is 
detennined by the Director of Field Oper
ations that the taxpayer's U.S.-connected 
liabilities exceed its U.S.-booked liabili
ties, then the Director of Field Operations, 
and not the taxpayer, may choose whether 
to determine the taxpayer's excess interest 
rate under paragraph (d)(5)(ii)(A) or (B) of 
this section and may select the published 
30-day UBOR rate. For the first taxable 
year for which an original ta'( return due 
date (including extensions) is after August 
17, 2006 and not later than December 31, 
2006, an eligible taxpayer may make the 
30-day LIBOR election one time for the 
taxable year on an amended return within 
180 days after the original due date (in
cluding extensions). 

(d)(6) through (d)(6) Example 4 
[Reserved]. For further guidance, see 
§1,882-5(d)(6) through (d)(6) Example 4. 

Example 5. U.S. booked liabilities- direct rela
tionship. (i) Facts. Bank A, a resident of Country X 
maintains a banking office in the U.S thM record, 
transactions on three sets of books for State A, an 
International Banking Facility (IBF) for its bank 
regulatory approved il1temational transactlOns, and a 
shel! branch licensed operation in Country C. Bank A 
records substantlal ECI assets from its bank lending 
and placement activities and a mix of interbranch 
and non·ECI producing asset; from the same or 
similar activities on the books of State A branch 
and on its lBE Bank A' 5 Country C branch borrows 
substantially from third parties. as well as from its 
home office, and lends all of its funding to its State A 
branch and IBF to fund the mix of ECI, interbranch 

and non-ECI activities on those two books. The con
solidated booh of Slate A branch and IBF indicate 
that a substantial amount of the total book assets 
constitute U.S. assets under Ii 1.882~5(b). Some of 
the third-party borrowings on the books of the State 
A branch are used to lend directly to Bank A', home 
office In Country X. These borrowings reflect the 
average borrowing rate of the State A hnmch, I B F 
and Country C branches as a whole. All third-party 
borrowings retlected 011 the books of State A branch. 
the IBF and Country C branch were recorded on sueh 
books before the close of business on the day the 
liahilities were acquired by Bank A. 

(ii) Us. booked liabilities. The fact<; demonstrate 
that the separate State A branch. IBF and Country C 
branch books taken together, con,titute a sel of book~ 
within the meaning of (d)(2)(iii)(A)(I) of this sec· 
tion. Such set of books as a whole has a direct rela
tionship to an Eel activity under (d){Z)(iii)(A)(2) of 
this section even though the Country C branch books 
standing alone would not. The third-party liabilities 
recorded on the books of Country C constitute U.S. 
booked liabilities because they were timely recorded 
and the overall SEt of hooh on which they were re
flected has a direct relationship to a bank lending 
and interbank placement ECI producing activity. The 
third-party liabilities that were recorded on the books 
of State A hranch that were used to lend funds to Bank 
A'" home office also constitute U.S, booked liabili
ties because the interbranch activity the funds were 
used for is a lending activity of a type that also gives 
rise to a substantial amount of ECI that is properly 
retlected 00 the same set of books as the interbranch 
loans. Accordingly. the liabilities are not traced to 
their specific inttrbranch use but to the overall activ
ity of bank lending and interbank placements which 
gi yes rise to substantial ECI. The facts show that the 
liabilities were not acquired to increase artificially the 
mterest expense of !:lank A's U.S. booked liabilIties as 
a whole under § 1.882~5(d)(2)(v). The third-party lia
bilities also constitute U.S. booked liabilities for pur
po~es of determining Bank A's branch interest under 
§l 884-4(bl(l)(i)(A) regardless of whether Bank A 
uses the Adjusted U.S. booked liability method, or 
the Separate Currency Poul method to allocate its in
terest expense under § 1.882~5(e). 

(e) through (f)(2) [Reserved]. For fur
ther guidance, see § 1.882-5(e) through 
(f)(2). 

(g) Effective date. (I) This section is 
applicable for the first tax year in which 
an original tax return due date (including 
extensions) is after August 17,2006. 

(2) The applicability of this section ex
pires on or before August 14,2009. 

Par. 5. Section 1.884-1 is amended 
by revising the entries for paragraphs 
(c)(3)(ii), (e)(3)(iv) and (e)(5) Example 2. 

§1.884-1 Branch profits lax. 

* * * * * 
(e)(3)(ii) [Reserved]. For further guid

ance, see entry in § 1.884-1 T(e)(3 )(ii). 

* * * * * 

(e)(3)(iv) [Reserved]. For further guid
ance, see entry in ~ 1.884-IT(c)(3)(iv). 

* * * * " 
(e)(5) Example 2 [Reserved]. 

For further guidance, see entry in 
*L884-IT(e)(5) Example 2. 

* * * * * 
Par. 6. Section \.884-1 T is added to 

read 8S follows: 

§ 1.884-IT Branch profits tax (telllporan'j. 

(a) through (e)(3)(i) [Reserved]. For 
further guidance. see § 1.884-1 (a) through 
(e)(3 )(i). 

(ii) Limitatioll. For any taxable year, 
a foreign corporation may elect to reduce 
the amount of its liabilities determined un
der paragraph § 1.884-1 (e)(I) of this sec
tion by an amount that does not exceed the 
lesser of the amount of u.s. liabilities as 
of the determination date, or the amount of 
U.S. liability reduction needed to reduce a 
dividend equivalent amount as of the de
termination date to zero. 

(iii) [Reserved I. For further guidance, 
see § 1.884-1 (e)(3)(iii). 

(iv) Methad o/electian. A foreign cor
poration that elects the benefits of this 
paragraph (e)(3) for a taxable year shall 
state on its return for the taxable year (or 
on a statement attached to the return) that 
it has elected to reduce its liabilities for the 
taxable year under this paragraph (e)( 3) 

and that it has reduced the amount of its 
U.S.-connected liabilities as provided in 
§1.884-I(e)(3)(iii), and shall indicate the 
amount of such reductions on the return or 
attachment. An election under this para
graph (e)(3) must be made before the due 
date (including extensions) for the foreign 
corporation's income tax return for the 
taxable year, except that for the first tax 
year fur which the original tax retum due 
date (including extensions) is after August 
17, 2006 and not later than December 31, 
2006, an election under this paragraph 
(e)(3) may be made on an amended return 
within 180 days after the original due date 
(including extensions). 

(v) through (e)(S) Example J \Re
served). For further guidance, see 
§1.884-I(e)(3)(v) through (e)(S) Example 
1. 

Examplt 2. FJl'I'lioll made fi! r"dllCe Iii/hili fin. 

(I) As of the close of 2()07. foreign corporatIOn A. a 
real estate company. own; U.S. asset, wilh an E&P 
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,I"eh ,Inri iiahiiilic, under paragraph :c)( II of lhi, 

\L'l"ticlll rCIlI,lin ,·on"ant. A \\' ill need to make an elec-

CFR part or section where 
identified and descrihed 

I.XX2-:H 

Mark E. Matthews, 
Deputy Commissioller 

fi!l' Sen'ice.1 lIlId Ellji!/'CI:'l1Iellt. 

Approved August 2, 2006. 
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llclll to reduce ih lrahiiIlJ~s h! 5120 to reduce 10 lew 
11\ LeEP III 2(10Y and to C'ontlnue to relain fnr expan

'Ion I II nhollt the p,l~ m,'llt of the branch [1rofih ta\.l 

the ~60 III [eEP earnl'd in 20m\. Without all rkction 

tn reduce' liahilille,. '-\', dn ideno (quil alcnl JIlIOUnt 

for 2(}()l) Ilouid he SI20 (So() of ECEP pili, the $60 

rcduCliolll1l L'.S. Ill't equit! trom S26() to S2001. If A 

make, the dCLl10n to reduce IIJhilitles hy S 120 (from 

SXO(l 10 S6XOI, A', U.S. net equily will increase hy 

"6() UWIll ,,2flO at Ihe end of the pre\ious year to 

'1-'20 I. tile alllount llcco,ar! tn rcduce ih ECEP to $0. 
HI)\\c\cl. the reduction of liahilities will itself create 

aJdlllllllai FClcP ,uhJcct to ,cL'lIOIl ~~-i hCL'Jusl' of the 

reduction in miele>! c'\pel1,e a!!l'Ihutabk l\l the $120 
of IlahJ!illcs A L'an 1ll,Il-.C the elcdion to rcduL'" liabJ!

ilie, hy i> I ~() II Ithout C\ceedlllg the limitation on the 

electioll pro\ided in paragraph (el(.lllii) of this se(

tinn r,CL'JU'C the $12() rCduL'lion ooc, not exeeed the 

alllount needed to trcat the 200l) and 20()X ECEP as 

rein\ (sle'd ill the net equll) of the trade or business 

within the United StJte,. 

I iii) If A terminate, Its U.S. trade or husiness in 

2()Ol) in a,'eordanct with the rub in ~ I.XH4-2T(al, A 

would nllt he ,ubject to the branL'h profits wx on the 
~o() of ECEP earned in that year. Under paragraph 

~ I.XX-i-I(e)(.')(\,) of thi, ,<'etion, however, it would 

he subject til the branch profit\' tax on the por!Jon of 

Eric Solomon, 
Acting Deplltl· Assis[{[1lf S(!(Tc[(lry 

(~r {he Trl:'({SlIIT (7i.l.t Polin'). 

the :iiflO of ECEP that il earned in 2008 that became 

accuillulated ECEP heeJusc of an eketion to reduce 

li.Jhilitic,. 

(f) through (j)(2)(ii) [Reser\'(~d], For 
further guidance, see * I ,884-1 (0 through 
(j)(2)(ii), 

PART ()02-0MB CONTROL 

NUMBER UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 7, The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.s.c. 7805. 
Par. 8. In *()02.1 0 1. paragraph 

(b) is amended by adding an entry for 
"* 1.882-5T" to the table to read as fol
lows: 

§()OI.IOl OMS Control /lllll/bers. 

* * * " * 
(b) * * * 

Current OMB 
Control No, 

1545-2030 

(Filed by the Office 01 the rederal Regisrer on August 15, 
2illih. S''') a m. and punlj-,h~d in the j,-,ue of the Federal 
Reg"r"r for Augu,t 17. 200fl, 7J FR. 474431 



Part III. Administrative, Procedural, and Miscellaneous 
Extension of Replacement 
Period for Livestock Sold on 
Account of Drought 

Notice 2006-82 

SECTION I. PURPOSE 

This notice provides guidance regard
ing the replacement period under § l033(e) 
of the Internal Revenue Code for livestock 
sold on account of drought. 

SECTION 2. BACKGROUND 

.01 Nonrecognition of Gain on Invol
untary Conversion of Livestock. Section 
1033(a) generally provides for nonrecog
nition of gain when property is involun
tarily converted and replaced with prop
erty that is similar or related in service or 
use. Section I 033( e)(I) provides that a 
sale or exchange of Ii vestock (other than 
poultry) held by a taxpayer for draft, breed
ing, or dairy purposes in excess of the num
ber that would be sold following the tax
payer's usual business practices is treated 
as an involuntary conversion if the live
stock is sold or exchanged solely on ac
count of drought, flood, or other weather
related conditions. 

.02 Replacement Period. Section 
1033(a)(2)(A) generally provides that 
gain from an involuntary conversion is 
recognized only to the extent the amount 
realized on the conversion exceeds the 
cost of replacement property purchased 
during the replacement period. If a sale 
or exchange of livestock is treated as an 
involuntary conversion under § 1033(e)(l) 
and is solely on account of drought, flood, 
or other weather-related conditions that re
sult in the area being designated as eligible 
for assistance by the federal government, 
§ 1033(e)(2)(A) provides that the replace
ment period ends four years after the close 
of the first taxable year in which any part 
of the gain from the conversion is realized. 
Section I033(e)(2)(B) provides that the 
Secretary may extend this replacement pe
riod on a regional basis for such additional 
time as the Secretary determines appro
priate if the weather -related conditions 
that resulted in the area being designated 
as eligible for assistance by the federal 
government continue for more than three 

years. Section I033(e)(2) is effective for 
any taxable year with respect to which the 
due date (without regard to extensions) for 
a taxpayer's return is after Decemher 31, 
2002. 

SECTION 3. EXTENSION OF 
REPLACEMENT PERIOD FOR 
PERSISTENT DROUGHT 

. 01 In General. If a sale or exchange 
of livestock is treated as an involun
tary conversion on account of drought 
and the taxpayer's replacement period is 
determined under § 1033(e)(2)(A), the 
replacement period will be extended un
der § 1033(e)(2)(B) until the end of the 
taxpayer's first taxable year ending after 
the first drought-free year for the appli
cable region. For this purpose, the first 
drought-free year for the applicable region 
is the first 12-month periud that-

( 1) Ends on August 31 ; 
(2) Ends in or after the last year of the 

taxpayer's 4-year replacement period de
tennined under § 1033(e)(2)(A); and 

(3) Does not include any weekly period 
for which exceptional, extreme, or severe 
drought is reported for any location in the 
applicable region. 

.02 Applicable Region. The applicable 
region with respect to a sale or exchange of 
livestock on account of drought conditions 
is the county that experienced the droughr 
conditions on account of which the live
stock was sold or exchanged and all coun
ties that are contiguous to that county. 

.03 Exceptional. Extreme. or Severe 
Drought. (I) U.S. Drought Monitor Maps. 
A taxpayer may determine whether ex
ceptional, extreme, or severe drought is 
reported for any location in the applica
ble region by reference to U.S. Drought 
Monitor maps produced by the National 
Drought Mitigation Center. [n determin
ing whether a 12-munth period ending on 
August 31 of a calendar year includes any 
period for which exceptional. extreme, 
or severe drought is reported, all maps 
with dates before September 8 of that 
year and after August 31 of the preced
ing calendar year are taken into account. 
U.S. Drought Monitor maps are archived 
at http://www.drouf{ht.unl.edu/dm/ 
archive.html. 

(2) Publication of List of Drought 
Counties. Taxpayer~ can generally deter
mine on the ba:-,is of a vi.wal inspection 
of U.S. Drought Monitor maps whether 
exceptional, extreme, or severe drought 
is reported for all or part of a county. In 
some cases, however, on the borders of 
a drought zone. it may not be clear on 
the basis of a visual inspection whether a 
county IS within or partly within the zone . 
Accordingly, the Internal Revenue Ser
vice, after consultation with the National 
Drought Mitigation Center, will publish in 
Septemher of each year a list of coumies 
for which exceptional, extreme, or severe 
drought was reported during the preceding 
12 months. Taxpayers may use this list 
instead of U.S. Drought Monitor Maps 
to determine whether a 12-month period 
ending on August 31 of a calendar year 
includes any period for which exceptionaL 
extreme, or severe drought is reported for 
a location in the applicable region. 

SECTION 4. EXAMPLE 

The following example illustrates the 
application of the rules in this notice. 
Drought conditions and designations of 
eligibility for federal assistance are de
scribed in this example solely for illus
trative purposes and are not intended to 
reflect actual conditions and designations. 

Example. (i) Taxpayer A. a calendar year tax
payer raises cattle in Keith County. Nebraska. In 
2002. all of A' s cattle held for hreeding purposes are 
sold solely on account of drough1 conditIOns in Keith 
County. Under A', normal busines; practices. only 
25 percent of A's canlc hcld for breeding purposes 
would have been sold in 2002. In 2003. the Secre
tary of Agriculture designates Keilh County as eligi
ble for federal assistance on account of the drought 
conditions. 

(ii) Under § J033(e)(I). the sale of 75 percent 
of the cattle held for breeding purposeo is treated as 
an involuntary conversion. Section J033(a) provide., 
that the gain from thl> portion of A's sale is not rec
ognized except to the extent It exceeds the cost oj 
replacement property (property that is related in ser
vice or use) purchased dunng the replacement period. 
Because the Secretary of Agriculture has designated 
Keith County as being eligible for federal a.,sistance 
on account of the drought condition.,. A., replace
ment period is determined under ~ I 0331e)( 2J(A) ami 
ends on December 31. 2(1)6. 

(iii) Under ~ I033Ie)(2) and this notice, A's re
placement period IS extended until the end of A\ 
first taxable year COlling after the fiN drought-free 
year for the applicable region. For thi, purpo,e. the 
applicable region is the CDunty that expcnenced the 
drought conditions on account of which the lives\()ck 
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\Va' ,old I Keith Count~ I ~nJ ,dl ellUntie' l'onti~ullUS 

to KeIth County lDeueL (,arden, Arthur, t-kPher

\on, Linltlln, Jnd Perlin' ('llunlie\, Nehr'hla, ,IIlLi 

Sedgwick Count), Color'ld(l) Sedt!\\ ic\- Ce,unl\ I' 
C(lnuguou, nen though II 1\ III a differcnl ,laiC and 

IOllL'he\ Kellh COUnl\ (lnh dl Keith ('pulll\', 'PlIlh
v,('''.t L'OrnL'r 

(i\ I h'r Ihe 12-lllonlh pl'nod ending on Augu\t 
:1 I, 2006, \C\ ere droughl conditl(1I1\ arc repnned on 

lIS. [)roughl MOllltor 111'11" rllr ,dll'(luntie, In the ap
plicahle region. ,\Ild allplth(!\,' (,pulltle, arc inL'luLied 

on the 11\1 ruhll,hed h~ Ih, IRS [-'PI' Ihe 12-111nntI1 
pl'rilld ell(hnt! on Aupl\{ _, I, 2()()7, the (lnl) drpughl 

l'lln(iItlon, rl'p"lried 1'01' the aprlll'ahle region on r.s 
\)[()ughl t-lollit(lr map, ,Ire 'C\ l're drought conLiillom 
rllr Sedg\\ Il'l COUnl) for the fir,1 \I ed In Scrtel11-

her 2()()6 .. -\ i, unahle 10 delermlne from thc map' 
whether drought condition, ha\(' hccn rep(lrit'cI fllr 

the' appliL'ahk r('t!ion. hut the Ibt puhli,hl'd hy the IRS 
for the 12-l11onth perl\ld ending on Aut!u,t J I, 211117, 
Im'IUlle\ Scdg\\ ick County, For the 12-ll1olllh paiou 
ending August" I, 20()X. liS [)rout!ht Monitllr map' 

dll not report urought condillon, for any county in 
the applicable: n:t!lon and none of the countlc, arc in
c'luueu lJn the ]j,t puhli'hed by Ihe IRS. 

(\.) Neither the 12-ll1ol1th pmod ending on Au
t!ll\t -' L 20()A, nor the 12'l11onth period ending on 
August -' I, 2(107, is a drllught-free year for the ar
rlicahlL' rL'gilln hL'cau,L', in each of the 12-l11onth 
period" 'L'yere droughl c'onditions haw heen re
pOried fLlr ,It te.1\t onc county In the appilcahle rq!Ion 
lur a p,1ft 01 the 12-I11()nth period. Accordingly. 
the 12-month period ending Lln Augu,: -' I, 20m. i, 

thL' fiN drought-free year lilr Ihe appllCJhle region. 
Linder Ii IO-,-,k)(2) and thi, l111ticL', A, replacement 
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Qualified Slale 

Alabama 
Arizona 
California 
Connecticut 
Delaware 
Florida 
Georgia 
Illinois 
Indiana 
Kansas 
Kentucky 
Maine 
Mary[and 
Massachusetts 
Michigan 
Minne~ota 

Missouri 
Nehraska 
Nc\\ Jersey 
New York 
North Dakota 
Oregon 
Pcnnsyhania 
Rhmle Island 

period is ntcndcd through Dcct'lllher 31. 200R (tht' 

I.\,t da\ (1f A' \ (ir\1 tnahk ) ear ending after Ihe fir,t 

dl'clughl-lrL'e ) car for the applicahlc region). 

SECTION :\ EFFECTIVE DATE 

This notice applies to taxable years end
ing after September 25. 2006. 

SECTION 6. DRAFTING 
[NFORMATION 

The principal author of this notice IS 

Jeffrey Marshall of the Office of Associate 
Chief Counsel (Income Tax and Account
ing). For further information regarding 
this notice, contact Mr. Marshall at (202) 
622-7287 (not a toll-free call), 

:!fJ CfR 001.105: ElllilliliUlioll of fell/rm alld claims 

}in n:/iflld. {'r('<ill. or IIhu/<'!I1(,llr: delemlll1u/ioll or 
COITeCT10X /iahilill', 

(Also Pari I, .Ii 42: 1.42-l4.) 

Rev. Proc. 2006-38 

SECTION [, PURPOSE 

This revenue procedure publishes the 
amounts of unused housing credit carry-

overs allocated to qualified states under 
* 42(h)(3)(0) of the Internal Revenue 
Code for calendar year 2006. 

SECTION 2. BACKGROUND 

Rev, Proc. 92-3 I. 1992-1 eB, 775, 
provides guidance to state housing credit 
agencies of qualified states on the pro
cedure for requesting an allocation of 
unused housing credit carryovers under 
* 42(h)(3)(D), Section 4.06 of Rev. Proc, 
92-31 provides that the Interna[ Rev
enue Service will publish in the Internal 
Revenue Bulletin the amount of unused 
housing credit carryovers allocated to 
qualified states for a calendar year from 

a national pool of unused credit authority 
(the National Pool), This revenue proce
dure publishes these amounts for calendar 
year 2006, 

SECTION 3, PROCEDURE 

The unused housing credit carryover 
amount allocated from the Nationa[ Pool 
by the Secretary to each qualified state for 
calendar year 2006 is as follows: 

Amount Allocated 

$119,7[7 
156,003 
949,059 
92.203 
22,156 

467,274 
238,303 
335,247 
164,742 
72,093 

109,620 
34,71 I 

147,102 

168,072 
205,lB8 
134,820 
152,353 
46,197 

228.988 
505,748 

16,723 
95,637 

326,480 
28,268 



Qualified Stare 

Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
Wisconsin 

SECTION 4. EFFECTIVE DATE 

This revenue procedure is effective 
for allocations of housing credit dollar 
amounts attributable to the National Pool 
component of a qualified state's housing 
credit ceiling for calendar year 2006. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is Christopher J. Wilson of 
the Office of Associate Chief Counsel 
(Passthroughs and Special Industries). For 
further infonnation regarding this revenue 

Amount Allocated 

156,625 
600,447 
64,867 
16,365 

198,770 
165,156 
145,416 

procedure, contact Mr. Wilson at (202) 
622-3040 (not a toll-frce call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Guidance Regarding 
Deduction and Capitalization 
of Expenditures Related to 
Tangible Property 

REG-168745-03 

AGENCY: Internal Rnenue Sen ice 
(IRS), Trea~ur}. 

ACTION: Notice of propmed rulemaking 
and notice of public hearing. 

SUMMARY: This doculllent contains 
proposed regulations that aplain how 
section 26)(a) of the Internal Revenue 
Code (Code) applies to amounts paid to 

acquire, produce, or improve tangible 
property. The propmed regulatillns clarify 
and expand the stan(brds in the current 
regulations under section 263( a), as well 
as provide some bright-line tests (for ex
ample, a 12-month rule for acqui~itions 
and a repair all(l\\ ance tor i mprovemenh). 
The propll,ed regulations will affect all 
taxpayers that acquire, produce, or im
prove Iangible property. This document 
also provides a notice or public hearing on 
the proposed regulations. 

DATES Written or electronic comment> 
must be received by Nmelllber 20. 2006, 
Rel\Uesls to speak and outlines of topics to 

be discussed at the publiL' hearing sched
uled for Tuesday, December It), 2006, at 
10:00 a,l11 .. must he reL'l:ived by ~l)yelll

ber 2X, 200n. 

ADDRESSES: Send submissions to: 
CC:PA:LPDPR (REG-16X7-1-)-in), 
room 5203, Internal Revenue Ser
\ ice, POB 760-L Bcn Franklin Sta
tilln, Washington, DC 2()0-1--1-. AIIL'r
natiYcly, L'ommenh Illay bc sent clec
tronicalh. \Ia the IRS Internet site at 
\I'll'wil.\.gol'!rcg,1 or, I~I the Federal eRule
making Purtal at 1I'\III'.regllillliolls.g(l\' 

(IRS-REG-16X74)-())) The public hear
ing \\ ill be held in the auditorium of the 
\e\\ Carrolltoll h:'tk'ral Building. 5()()() 
Ellin Road, Lanham, i\1D 207(){) at 10:00 

a.m. 
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FOR Fl!RTIlER INFORMATION 

CO~T.-\CT: Concerning the propllsed 
It.'gulation\, Kimher" L Kneh, (202) 
622-77 :19: concerning suhmissil1n of 

cOl11menh, the hearing, and/or tll be 

placed 011 the building access li"l to at
tend the ht:aring, Richard A. lIurst at 
R i( II([ I[I.A. HII nl{[l' i rSCOIlIl\c!.1 rC(/,I.go\' or 

at (202) 622-71RO (not toll-free nUlllhers). 

SUPPLEMENTARY INFORMATION: 

Ba('kground 

In recent years, much debate has fo
cused on the extent to which section 26:1( a) 
of the Code rel\uires taxpayers to capital
ize as an imprO\ ement amounts paid to reO. 
"tore property to its fonner working con
dition: that is, whether, or the extent to 
which, the amounts paid to restore or im
prove the property are capital expenditures 
or deductible ordinary and neceSS:HY re
pair and maintenance expenses. There 
has been controversy, for example, regard
ing what tests to apply for determining 
capitali7ation or ex rensing, how to ap
ply the tests. and the appropriate unit of 
property with respect to which to apply 
the tests. On January 20, 200-1-, the IRS 
and Treasury Department published No
tice 2004-6, 2004-1 C.B. 30X, annoullc
ing an intention to propose regulatiolls pro
viding guidance in this area. The notice 
identified i"sues under consideration by 
the IRS and Treasury Department and in
,'ited public comment on whether these or 
other issues should be addressed in the reg
ulations and, if so, what specific rules and 
prinL'iple, should be prmided. To respond 
to \'anOIl" comment'> and provide a more 
clllllprehensive \et of rules regarding tan
gihle property, the proposed regulations in
c lude the treatment of amounts paid to ac
quire or produce tangible property. 

Explanation of Provisions 

I. IJIIl'od/l( lion 

The proposed regul,llions under section 
26)( J) of the Code \et forth the general 
,tatlltnry princi pies of capitalization and 
prm ide that capital expenditures generally 
include dlllount, paid to ..,elL aCl\uire. pro
duce, or impro\'e tangible property. The 
propll\ed regulations, if promulgated as 

final regulations. would replace current 
~~1.263(a)-1. 1.263(a)-2, and 1.263(al-3 
of the Income Ta\ Regulations. The treat
ment of alllllunh paid tll acquire or create 
intangihles was addressed with the pub

lication of ~* I .263(a)-4 and 1.263(a)-~ 

in the Federal Register on January 5, 
2004 (T.D. 9107, 200-1--1 C.B. 447 [69 FR 
4:16[). 

Certain sections of the current regula
tions under section 263(a) are proposed 
to be removed entirely and are not re
stated in the proposed regulations. Section 
1.263(a)-1 (c) of the current regulations 
lists several Code and regulation sections 
to which the capitalization provisions do 
not apply, Section 1.26:1(a)-) (election to 
deduct or capitalize certain expenditures) 
Ii<.,ts several Code sections under which 
a taxpayer may elect to treat certain cap
ital expenditures as either deductible or 
deferred expenses, or to treat deductible 
expenses as capital expenditures. These 
two sections have not been carried over 
to the proposed regulations because the 
lists of items in these sections are outdated. 
This language is intended to have the same 
general effect as current ~ ~ 1.263( a)-I (c) 
and 1.263(a)-3, without citing to specific 
Code and regulation sections that may 
have been repealed and without omitting 
specific Code and regulation sections that 
may have been added. 

Certain portions of ~ I .263(a)-2 of the 
current regulations (examples of capital 
expenditures) also are not restated in the 
proposed regulations, or are incorporated 
into other sections of the proposed regu
lations. Section I .26:1(a)-2(a) of the cur
rent regulations (the cost of acquisition of 
property with a useful life substantially be
yond the taxable year) is incorporated into 
and expanded upon in ~ 1.263( a)-2 of the 
proposed regulations (amounts paid to ac
l\uire or produce tangible property J. Sec
tion 1.26)(a)-2(b) of the current regula
tion~ (amounts expended for securing a 
copyright and plates) is proposed to be 
removed because these amounts are now 
addressed by § 1.263(a)-4(d)(5) and sec
tion 263A. The rules in ~ 1.263(a)-2(c) of 
the current regulations (the cost of defend
i ng or perfecting title to property) are ad
dressed in ~ I .263( a)-4( d)(9) of the current 
regulations with regard to intangibles and 



in § 1.263(a)-2(d)(2) of the proposed reg
ulations with regard to tangible property. 
Section 1.263(a)-2(d) of the current regu
lations (amounts expended for architect' ~ 
services) is proposed to be removed be
cause those amounts are now included in 
section 263A. The rules in § 1.263(a)-2(f) 
and (g) of the current regulations (relating 
to certain capital contributions) essentially 
are restated in ~1.263(a)-I(bJ of the pro
posed regulatiom. Finally, ~ I 263(a)-2(h) 
ofthe current regulations (the cost of good
will in connection with the acqui~ition of 
the assets of a going concern) is proposed 
to be removed because this co~t is now ad
dressed by §1.263(a)-4(c)(1)(x) 

Taking into account the provisions that 
are proposed to be removed and other 
modifications to the current regulations 
noted above, the remaining guidance in 
the current regulations is contained in 
§l.263(a)-I(a) and (b) of the proposed 
regulations. Section 1.263( a)-I (a) of the 
current regulations restates the ~tatutory 

rules from section 263(a). which are car
ried over in § 1.263( a)-I (a) of the proposed 
regulations. The rules in §1.263(a)-I(b) 
of the current regulations aduress amounts 
paid to add to the value. Or substantially 
prolong the useful life, of property owned 
by the taxpayer, and amounts paid to adapt 
property to a new or different use. They 
also address the treatment of those cap
italized expenditures. for example, as a 
charge to capital account or basis. These 
rules are incorporated into and expanded 
upon in § 1.263(a)-3 of the proposed reg
ulations. The proposed regulations also 
revise § 1.162-4 of the current regulations 
(allowing a deduction for the cost of inci
dental repairs) to provide rules consistent 
with § 1.263(a)-3 of the proposed regula
tions (requiring capitalization of amounts 
paid to improve property). 

The proposed regulations do not ad
dress amounts paid to acquire or cre
ate intangible interests in land. such as 
easements, life estates, mineral interests, 
timber rights, zoning variances. or other 
intangible interests in land. The IRS and 
Treasury Department request comments 
on whether these and similar amounts, or 
certain of these amounts, should be ad
dressed in the final regulations and, if so, 
what rules should be provided. The pro
posed regulations also do not address the 
treatment of software development costs. 

II. General Principle of C{{pir{{li::atioll 

The proposed regulations require capi
talization of amounts paid to aClJuire. pro
duce, or improve tangible real and personal 
property, including amounts paid to facil
itate the acquisition of tangible property. 
The proposeu regulations de) not addres, 
am()unt~ paid to facilitate an <lcqui"ition or 
a traue or busines-; becau'.e those amounts 
are addressed i n ~ 1.263( a)-5 of the current 
regulations. 

The proposed regulatiom clarify that 
they do not change the treatment of any 
amollnt that is specifically pnlVlded for 
under any provision of the Code or regula
tions other than section 162(a) or section 
212 and the regulations under those sec
tiom. This rule applies regardles<, of 
whether that specific provision is more 
or less favorahle to the taxpayer than 
the treatment in the proposed regula
tions. Thus, where another section of the 
Code or regulations prescribes a specific 
trealment or Lin amount, the provi,ion.; 
of that section apply and not the rule., 
contained in the proposed regulatiom. 
This rule is the same as that contained 
in §§ 1.263(a)-4(b)( 4) and 1.263 ( a)-5(j) 
of the current rcgulations. The proposed 
regulations, for example. do not preclude 
taxpayers from deducting the co"t of cer
tain depreciable business assets under sec
tion 17<). On the other hand, the proposed 
regulations do not exempt taxpayers from 
applying the uniform capitalization rules 
under section 263A when applicable, nor 
do they exempt taxpayers from complying 
with the timing rules regarding incurring 
a liability under section 461 (including 
economic performance). 

The rule clarifying that the proposed 
regulations do not change the treatment of 
any other amount that is '>pecirically pro
vided for under any other provision of the 
Code or regulations provides an excep
tion for the treatment of any amount that 
is specifically provided for under section 
162(a) or section 212 or the regulations 
under those sections. Thus, the proposed 
regulations override any conflicting pro
visions in the regulations under sections 
162(a) and 212. For this reason. the pro
posed regulations amend the current rule 
for deductible repairs under ~ 1.162-4 to 
provide that amounts paid for repairs and 

maintenance to tangible property are de
ductible if the amounh paid are not re
quired to be capitalized under § 1.2631a)-3 
of the proposed regulations. The proposed 
regulations. however. do not amend or re
move any other provi~i()ns of the current 
regulations under section 162(a), includ
ing ~§ 1.162 -6 (regarding professional ex
pense~) and \.] 62-12 (regarding certain 
expenses of farmers). Section 1.162-6 
permits a deduction for amounts paid for 
books. furniture. and professional instru
mcnts and equipment, the useful life of 
which is short, while *1.162-12 permih a 
deduction for the cost of ordinary tools of 
short life or small co;,1. The rules in cur
rent §§ 1.162-6 and 1.162-12 are consis
tent with the rule!> in the proposed regula
tions and are not revised. 

B. All/oullts puid Ii! sell property 

The proposed regulations provide that, 
except in the case of dealers in property, 
commissions and other transaction costs 
paid to facilitate thc sale of property gen
erally mu~t be cupilaiiLeu and treated as a 
reduction in the amount realil.ed. Dealers 
in property include taxpayers that main
tain and sell inventories and taxpayers that 
produce property for sale in the ordinary 
course of business, for example. the home 
construction business. The language in 
Ihis section is Slightly broader than the 
current language of ~ 1.263(al-2(e), which 
refers only to commissions paid in seIl
ing securities. However, the language in 
the proposed regulations is consistent with 
case law that generally treats all trans
action costs paid in connection with the 
sale of any property as capitalized and 
offset against the amount realized. See, 
Wilsoll l'. Commissioner, 49 TC 406, 414 
(1968 ); rev' d on other grounds, 412 F2d 
314 (6 th Cir. 1969) (,The rule is thor
oughly engrained that commi~sions and 
similar charges mll~t be treated as capi
tal expenditures which reduce the selling 
price when gain or loss i~ computed on 
the transaction"); Frick l'. Commissioller. 
I.C Memo 1983-733. aff'd without opin
ion, 774 F2d 1168 (7th Cir. 1985) ("Fees 
paid in connection with the disposition of 
real property are capital expenditures and 
are deductible from the selling price in de
termining gain or 10.,\ on the ultimate di~
position"); Hindes \'. Uilited Siotes. 246 
F Supp. 147, 150 (W.O. Tex. 1965): affd. 

2006-2 C.B. 533 



in purt, revd. in purt on other ground~. 
371 F.2d 650 (5 th Cir. 1967) ("Fees amI 
expenses paid in connection with the ac
quisition or di~po~ition of property, real 
or personal. are capital expenditures. and, 
in the case of a taxpayer not engaged in 
the bUSIness of bUying and seiling real es

tate, arc deductible from the selling pnce 
in determining gain or loss on the ulti
mate disposition" I. The sales cost rule in 
the proposed regulation.s. ho\\ever. applies 
only to tramaction costs and does not in
clude other amounts that might be paid 
for the purpose of selling property. such 
as amounh paid to repair or improve the 
property in preparation for a ,ale. The 
treatment of those amounts is governed by 
the general rules under ~ 1.263(a)-3 of the 
pruposed regulations relating to improve
ments. 

III. AIIIOIlIl/S Paid 10 Acqllire or Prodllce 

Tilllgih/e Pm/JCrl\, 

A III gCl/em/ 

The current regulations under section 
263(a) require capitalilation of amounts 
paid for the acquisition. construction, 
or erection of buildings. machinery and 
equipment. furniture and fixtures, and 
similar property having a useful life sub
stantially beyond the taxable year. See 
~ 1.263(a)-2(a) of the current regulatiom. 
The proposed regulations are comistent 
with this rule, but treat amounts paid to 
construct or erect property as production 
costs. Specifically, the proposed regu
lations require capit~J1i/ation of amounts 
paid for pruperty h~l\'Ing a useful life sub
stantially heyond the taxahle year. includ
lI1g land and land impro\'ements, build
ings. machinery and equipment. and fur
nilllre and fixtures. and a unit of property 
(as determined under * 1.263(al-3(d)(2», 
ha\ ing a useful life \ubstantially beyond 
the ta.\ahle year. See ~ 1.263(a)-2( d) of the 
proposed regulations. Thus. ~ I .263( a)-2 
uf the propo,ed regulations requires cap
i talilation llf amounts paid for property 
that i, not itself a unit of property, slich 
as propert:- (not treated a, a material or 
,uppl) under * 1.162-3) that is intended 
to be Llsed a, a component in the repai r 
or impwwment of J unit of property. 
Additionally. the l'lllTent regulatillns at 
* J.26J( ,\)- I (b) list iI1\ entory cost, as cap
It,d npenditurc, under * I .263(a)-1 (a). 
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Therefore. * 1.263(a)-2 of the proposed 
regulatinns al,o rCljlmes capitalization of 
amount" paid to aCljuire real or personal 
property for resale and to produce real or 
personal property for sale. 

The proposed regulations prO\ide that 
the terms (//I/{IllilIS puid and I)({YlIlenl 
mcan, in the case of a taxpayer using 
an accrual method of acc:ounting, a li
ability incurred (within the meaning of 
~1.4-l6-I(c)(I)(ii»). The definitions of 
real and tangible personal property arc 
intended to be the same as the defini
tions used for depreciation purposes as 
derived from the language in the regula
tions at * lAS-I. Thus. for purposes of the 
proposed regulations. tangible personal 
property means any tangible property 
except land and improvements thereto, 
such as buildings or other inherently per
manent structures (including items that 
are structural components of buildings or 
structures). See. Whifeco Illdus., fllc. I'. 

Commissioner, 65 T.e. 664 (1975) (ap
plying six factors in determining whether 
property i~ an inherently permanent struc
ture). Under the proposed regulations, 
the definitions (If building and structural 
components are the definitions provided 
in § I,4S-1( e). The IRS and Trea~ury De
partment considered other definitions of 
real and tangible personal property, in
cluding the definitions in the regulations 
under section 263AU\ but believe that the 
definitions used for depreciation purposes 
are the definitions most consistent with 
the purposes of the propo~ed regulations. 

The definition of produce in 
~ 1.26J(a)-2(h)(4) of the proposed reg
u lations is intended to be the same as 
the definition used for purposes of sec
tion 263A(g)( I) and § 1.263A-2(a)( I )(i), 
except that improvements are separately 
defined in § 1.263(a)-3 of the proposed 
regulations. The COsh that are required 
to be capitalized to property produced 
or to any improvement arc the costs that 
must he capitalized under section 263A. 
Thu~. for example, all direct materials 
and direct labor. and all indirect CO\ls that 
directly benefit or are incurred by rea~on 
of production/improvement activitie~ are 
required to be capitalized to the property 
being produced or improved. 

The propused regulations require tax
payers to capitalize an amount paid to de
fend or perfect title to tangible property. 
This rule is consistent with the current reg-

ulations at § 1.263(a)-2(c) and parallels the 
rule in § 1.263(a)-4(d)(9) with regard to in
tangible property. The proposed regula
tions also require capitalization of amounts 
paid to facilitate the acquisition of real or 
personal property. The IRS and Treasury 
Department request comments on whether 
any specific guidance is needed with re
gard to employee compensation and over
head costs that facilitate the acquisition of 
tangible property and. if so, what that guid
ance should provide. The proposed reg
ulations do not address transaction costs 
related to the production or improvement 
of tangible property because those costs 
are subject to capitalization under section 
263A. 

B. Materials and supplies 

As noted in section I1.A. above, the 
proposed regulations generally do not 
change the treatment of any amount that is 
specifically provided for under any provi
sion of the Code or regulations other than 
section 162(a) or section 212 and the reg
ulations under those sections. However, 
with regard to section 162(a), the pro
posed regulations provide an exception for 
amounts paid for materials and supplies 
that are properly treated as deductions or 
deferred expenses, as appropriate, under 
* 1.162-3. Thus, the proposed regulations 
do not change the treatment of materials 
and supplies under § 1.162-J, including 
property that is treated as a material and 
supply that is not incidental under Rev, 
Proc. 2002-2R, 2002-1 e.B. SI5 (regard
ing the use of the cash method by certain 
qualifying small business taxpayers), Rev. 
Proc. 2002-12,2002-1 e.B. 374 (regard
ing smallwares), and Rev. Proc. 2001-10, 
2001-1 e.B 272 (regarding inventory of 
certain qualifying taxpayers), 

e. /2-month rule 

The current regulations under sec
tions 263( a), 446. and 461 require tax
payers to capitalize amounts paid to ac
quire property having a useful life sub
stantially beyond the taxable year. See 
§§ 1.263(a)-2(a), 1.446-1 (c)(1 )(ii), and 
1.461-1 (a)(2)(i) of the current regulations. 
Section 1.263( a)-2( d) of the proposed reg
ulations retains this general rule. Some 
courts have adopted a 12-month rule for 
determining whether property has a use
ful life substantially beyond the taxable 



year. See Mennuto v. Commissioner, 56 
T.C. 910 (1971), acq. (1973-2 c.B. 2): 
Zelco, Inc. v. Commissioner, 331 F.2d 418 
(l st Cif. 1964): International Shoe Co. 
v. Commissioner, 38 B.T.A. 81 (1938). 
Under the l2-month rule adopted by some 
courts, a taxpayer may deduct currently 
an amount paid for a benefit or paid for 
property having a useful Ii fe that does 
not extend beyond one year. This rule 
was adopted in the regulations relating 
to intangibles. See § 1.263(a)--4(f). The 
proposed regulations provide a similar 
12-month rule for amounts paid to acquire 
or produce certain tangible property. 

The proposed regulations generally 
provide that an amount (including trans
action costs) paid for the acquisition or 
production of a unit of property with an 
economic useful life of 12 months or less 
is not a capital expenditure. The unit of 
property and economic useful life determi
nations are made under the rules described 
in § 1.263(a)-3 for improved property. 
The 12-month rule generally applies un
less the taxpayer elects not to apply the 
12-month rule, which election may be 
made with regard to each unit of property 
that the taxpayer acquires or produces. An 
election not to apply the 12-month rule 
may not be revoked. Taxpayers that have 
elected to use the original tire capitaliza
tion method of accounting for the cost of 
certain tires under Rev. Proc. 2002-27. 
2002-1 C.B. 802, must use that method 
for the original and replacement tires of 
all their qualifying vehicles. See section 
5.01 of Rev. Proe. 2002-27. Therefore, 
taxpayers that use that method cannot use 
the l2-month rule provided under the pro
posed regulations to deduct amounts paid 
to acquire original or replacement tires. 

The proposed regulations clarify the in
teraction of the 12-month rule with the tim
ing rules contained in sectiun 461 of the 
Code. Nothing in the proposed regula
tions is intended to change the application 
of section 461, including the application 
of the economic performance mles in sec
tion 461 (h). This coordination rule is the 
same as that provided in the regulations 
under section 263(a) relating to intangi
bles. See § 1.263(a)--4(f). In the case of 
a taxpayer using an accrual method of ac
counting, section 461 requires that an item 
be incurred before it is taken into account 
through capitalization or deduction. For 
example, under § 1.461-l(a)(2), a liabil-

ity generally is not incurred until the tax
able ycar in which all the events have oc
curred that establish the fact of the liabil
ity, the amount of the liability can be deter
mined with reasonable accuracy, and eco
nomIc performance has occurred with re
spect to rhe liability. Thus. the 12-month 
mle provided by the proposed regulations 
does nol permit an accrual method tax
payer to deduct an amount paid for tan
gible property if the amount has not been 
incurred under section 461 (for example, 
if the taxpayer does not have a fixed lia
bility to acquire the property). The pro
posed regulations contain examples illus
trating the interaction of the 12-month mle 
with section 46 L 

The proposed regulations provide that, 
upon a sale or other disposition, property to 
which a taxpayer applies the l2-month rule 
is nut treated as a capital as~et unuer sec
tion 1221 or as property used in the trade 
or business under section 1231. Thus, 
l2-month property is not of a character 
subject to depreciation and any amount re
alized upon disposition of 12-month prop
erty is oruinary income to the taxpayer. 

The IRS and Treasury Department do 
not believe that it is appropnate to apply 
the 12-month rule to certain types of prop
erty. Thus, the proposed regulations pro
vide that thc 12-month rule does not apply 
10 property that is or will be included in 
property produced for sale or property ac
quired for resale. improvements to a unit 
of property, land, or a component of a unit 
of property. 

D. De minimis rule 

In Notice 2004--6, the IRS and Trea
sury Department requested comments on 
whether the regulations should provide 
a de minimis rule. Because the notice 
refers to thc application of section 263( a) 
to amounts paid to repair, improve, or 
rehabilitate tangible property, most com
mentators focused on a de minimis rule 
for the cost of repairs rather than the co,t 
to acquire property. However, one com
mentator requested that the regulations 
specifically provide a de minimis rule for 
acquisition costs, but allow taxpayers to 
continue to use their current method if 
they have reached a working agreement 
with their IRS examining agent regarding 
a de minimis rule. 

The IRS and Treasury Department rec
ognize that for regulatory or financial ac
counting purposes, taxpayers often have a 
policy for deducting an amount paid below 
a certain dollar threshold for the acquisi
tion of tangible property (de minimis rule). 
For Federal income tax purposes. the tax
payer generally would be required to capi
talize the amount paid if the property has a 
useful life substantially beyond the taxable 
year. However, 1ll this context some courts 
have permitted the use of a de minimis 
rule for Federal income tax purposes. See 
Union Pacific R.R. Co. v. United States, 
524 F.2d 1343 (Ct. Cl. 1975) (permitting 
the use of the taxpayer's $500 de minimis 
rule. which was in accordance with the 
Interstate Commerce Commission (lCC) 
minimum rule and generally accepted ac
counting principles); Cincin/lati. N.O. & 
Tex. Pac. RL v. United Stures, 424 
F.2d 563 (Ct. CI. 1970) (same). But 
see Alaeare Home Health Services, Inc. \.~ 

Commissioner, T.e. Memo 2001-149 (dis
allowing the taxpayer's use of a $500 de 
millimis rule because it distorted income J. 

The proposed regulations do not in
clude a de minimis rule for acquisition 
costs. However, the IRS and Treasury 
Department recognize that taxpayers often 
reach an agreement with IRS examining 
agents that, as an administrative matter, 
based on risk analysis andlor materiality, 
the IRS examining agents do not select 
certain items for review such as the ac
quisition of tangible assets with a small 
cost. This often is referred to by taxpayers 
and IRS examining agents as a de minimis 
rule. The absence of a de minimis rule in 
the proposed regulations is not intended to 
change this practice. 

The IRS and Treasury Department con
sidered including a de minimis rule in the 
proposed regulations. The de minimis rule 
considered would have provided that tax
payers are not required to capitalize cer
tain de minimis amounts paid for the acqui
sition or production of a unit of property. 
Under the rule considered. if a taxpayer 
had written accounting procedures in place 
treating as an expense on its applicable fi
nancial statement (AFS) amounts paid for 
property costing less than a certain dollar 
amount, and treated the amounts paid dur
ing the taxable year as an expense on its 
AFS in accordance with those v.Titten ac
counting procedures, the taxpayer would 
not have been ret] uired to capitalize those 
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amounts if they did not exceed a cenain 
dollar thre~h()ld. A taxrayer that did not 
meet thc~c criteria (for c\ampk. a td\pa~ cr 
that did not haw an A FS I would not have 
heen reljuircd to cdpitail/e amllunh paid 
for a unit of property thelt did not C\l'L'l'd 
the csWhli,hed dollar Ihrc,11llId. lkc<lu,e 
ta\rayeh without an ·\FS generall~ arc 
,m,lllcr than ta\paYl'r, \\ith an AFS, the 
dollar thre,hold for the de lIIil/ill/i\ rule that 
would h,\\e applied to them would h,\\e 
hcen lm\l'r than the thre,lwld for ta\pay
ers \\Ith an AFS I although the de II/inilllis 

rule fur taxpayer, with an AFS alq) \Iould 
h,\\'e heen limited til the amount treated as 
an expen,e on their AFS I. The de lIIillilllis 

rule cun\ldered by the IRS and Tn~a,ury 
Department would not have applied to in
\entory property. i mprmements, land. or a 
component of a unit of property. 

The de lIIinilllis rule considered abo 
would have provided that property to 
which a taxpayer applies the de millimis 

rule i~ treated upon sale or dispo,ltion 
similar to section 174 property. Thus. de 
1llIllillli.1 property would have been prop
erty of a character subJect to depreciation 
and amounts paid that were not capital
iled under the de millil1lis rule would have 
been treated as amortization subject to 
recapture under section 1245. Thus. gain 
OIl dispositioll of the property would have 
been ordinary income to the taxpayer to 
the extent of the amount treated as amorti
fation for purposes of section 1245. 

The 1 RS and Treasury Department de
cided to not include a de lIlillill/is rule 
in the [lroposed regulations but instead 
to request (omments on whether su(h a 
rule ,hould be included in the final regu
lation" or whether to continue to rely on 
the current administrative practice of IRS 
examining agents. Therefore. the IRS and 
Treasury Department request comments 
on whether a de II/inilllis rule for acquisi
tioll l'osts should be included in the final 
regulations. and. if so. whether the de 

lIIillillli.l rule should be the ruk described 
aomc and what dollar threshokb are ap
propriate. 

The IRS and Trea-;ury Department abo 
request l'llll1nk'nts Oil the ,cope of cosh 
that shnuld he included in a de III ill illli.\ 

ruk if one is prl1\ided in the final regula
tWlh and on the charClcter of de lIIillillli.\ 

rule prnpem. Fnr C\ample. the de lIIill

llllil ruk lon,idered h\ the IRS and Trea
sur) Department \\ould han: applied tu the 
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aggregate of amounts paid for the acquisi
tlllI1 or production (including any ,lmounh 
paid tll faL'Ilit:IIL' the aCljuisition or produc
tion) of a unit of property and including 
:lmounh paid f(lr improvements rrior to 
the unit otpwperty being placed in sen·ice. 
If a dl' lIIillilliis rule should be rrmided in 
the final regulations, the IRS and Treasury 
Department request comments on \\ hat. if 
any. type of rule should be provided to pre
Yent a diqortion of Income when taxpay
ers acquire a large number of assets. each 
of which individually is within the de lIIill

illlis rule (for example. the purchase by a 
tax payer of 2.000 per,onal computers). 

If a de lIIinillli.l rule for acqui<.;ition costs 
should be provided in the final regulations. 
the IRS and Treasury Department request 
comments on whether the rule should per
mit IRS examining agents and taxpayers 
to agree to the use of higher de lIIinimis 

thresholds on the basis of materiality and 
risk analysis and. if so. under what circum
stances a higher threshold should be al
lowed. The IRS and Treasury Department 
also reque<.;t comments on whether. if a de 

IIIlIIilllis rule should be provided in the fi
nal regulations. changes to begin using a de 
minimis rule or changes to a higher dollar 
amount within a de minimis rule should be 
treated as changes in a method of account
ing. 

E. RecO\'erv {If costs when propert\' is 

[(sed ill (/ repair 

As noted in section III.A. of this pre
amble. * 1.263( a )-2 of the proposed regu
lations generally requires eapitalil.ation of 
allHlIlIlh paid torthe acquisition or produc
tion of property having a useful life sub
stantially beyond the taxable year. Thus. 
* 1.203(al-2(d) of the proposed regulations 
applies to property that is not itself a unit 
of property. such as property (not treated 
as a material or supply under ~ 1.162-3) 
that i, intended to he used a.s a component 
in the repair or improl'ement of a unit of 
property. It must be determined whether 
the subsequent w,e of the component prop
erty re'lIlts in an improvement to the unit 
of property under ~ 1.263(a)-3 or an oth
erwise deductible repair or maintenance 
co,t under * 1.162-4. ben if the subse
quent use of the component is an otherwise 
deductible expense under * 1.162-4, the 
amount paid nonetheless may be required 
to be L·apitalized. For example, it must be 

determined whether the amount paid for 
the component property is required to he 
capitalized under section 2h.~A as an indi
rect cost that directly benefits or is incurred 
by reason of propert) produced or aCljuired 
for resale. The proposed regulations illus
trate this concept in an example of a man
ufacturer that replaces one window in a 

building. The taxpayer initially must cap
italize under * 1.263( a )-2( d) amllunts paid 
to aCljuire the window. The replacement 
of the window suhsequently is determined 
to be a repair to the building rather than 
an improvement. Amounts paid for the re
pair (or an allocable portion thereof) must 
then be capitalized under section 263A to 
the inventory that the taxpayer produces to 
the extent that the repair directly benefits 
or I s incurred by reason of the taxpayer's 
production activities. 

IV. Amollnts Paid 10 IlIIf'l'Ore TUIIXible 

PropC/'ty 

A. III general 

In response to Notice 2004-6. the IRS 
and Treasury Department received several 
comments on the issues that should be ad
dressed in the proposed regulations to pro
vide guidance on amounts paid to repair, 
improve. and rehabilitate tangible prop
erty. These comments have been taken 
into account in drafting ~ 1.263(a)-3 of the 
proposed regulations. That section ad
dresses amounts paid to improve tangible 
property and includes the following pro
visions: (I) rules for determining the ap
propriate unit of property to which the im
provement provisions apply; (2) general 
rules for improvements; (3) rules for de
termining whether an amount paid mate
rially increases the value of the unit of 
property; (4) rules for determining whether 
an amount paid restores the unit of prop
erty: and (5) an optional repair allowance 
method. 

B. Uilil of propert\' rules 

1. In f!,enerol 

A threshold issue in applying the im
provement rules under * 1.263(a)-3 of the 
proposed regulations is determining the 
appropriate unit of property to which the 
rules should be applied. For example, to 
determine whether an amount paid ma
terially increases the value of property, it 



is necessary to know what property is at 
issue. The smaller the unit of property, 
the more likely it is that amounts paid 
in connection with that unit of property 
will materially increase the value of, or 
restore, the property. Taxpayers and the 
IRS frequently disagree on the unit of 
property to which the capitalization rules 
should be applied. Thus, the unit of prop
erty rules in the proposed regulations are 
intended to provide guidance in deter
mining whether an amount paid improves 
the unit of property under * 1.263(a)-3. 
The unit of property rules also apply for 
purposes of 9 1.263( a)-1 of the proposed 
regulations (which references the rules in 
§§1.263(al-2 and 1.263(a)-3 of the pro
posed regulations) and § 1.263(a)-2 of the 
proposed regulations (for example, with 
regard to the 12-month rule). The unit 
of property rules in the proposed regula
tions apply only for purposes of section 
263(a) and 991.263(a)-1. \.263(a)-2, and 
1.263(a)-3 of the proposed regulations, 
and not any other Code or regulation sec
tion. For example. no inference is intended 
that these unit of property rules have any 
application for section 263A(f) interest 
capitalization purposes. 

The current regulations under section 
263(a) do not provide any guidance on de
termining the appropriate uni t of propeny 
Some courts have addressed the unit of 
property issue under section 263(a). but 
their holdings are based On the particu
lar facts of each case and do not contain 
rules that are generally applicable for pur
poses of section 263(3). See, FedEx Corp. 
v. United States, 291 F. Supp. 2d 699 
(W.D. Tenn. 2003), afr d, 412 F.3d 617 
(6th Cir. 2005) (concluding that an aircraft. 
and not the aircraft engine, was the appro
priate unit of property); Smith v_ Commis
sioner, 300 F.3d 1023 (9th Cir. 2002) (con
cluding that an aluminum reduction ceIL 
rather than entire cell line, was the ap
propriate unit of property); Ingram Indus
tries, Inc. v. Commissioner, I.e. Memo 
2000-323 (concluding that a towboat, and 
not the towboat engine, was the appropri
ate unit of property): LaSalle Trucking Co. 
v. Commissioner, T.e. Memo 1963-274 
(concluding that truck engines, tanks, and 
cabs were each separate units of property). 

[n FedEx, the court ruled on whether 
an aircraft engine or the entire aircraft was 
the appropriate unit of property for deter
mining whether the costs of engine shop 

visits (ESV s) must be treated as capital 
expenditures. Relying on the opinions in 
ingram and Smith, the court concluded that 
the following four factors were relevant in 
determining the appropriate unit (If prop
erty: (I) whether the taxpayer and the JD

dustry treat the component part as a pal1 
of a larger unit of property for regulatory, 
market, management, ()r accounting pur
poses; (2) whether the economic useful life 
of the component part is coextensive with 
the economic useful life of the larger unit 
of property; (3) whether the larger unit of 
property and the smaller unit of property 
can function without each other; and (4) 
whether the component part can he and is 
maintained while affixed to the larger unit 
of property. Applying these factors to air
craft engines, the court concluded that the 
engines should not be considered a unit of 
property separate and apan from the air
plane. 

In Notice 2004-6. the IRS and Trea
sury Department requested comments on 
the relevance of various unit of property 
factors derived from FedEx and other caw; 
that addressed the unit of property issue. 
The factors listed in Notice 2004-0 in
cluded: (I) whether the property is man
ufactured, marketed, or purchased ,epa
rately; (2) whether the property is treated 
as a separate unit by a regulatory agency, 
in industry practice, or by the taxpayer 
in its books and records: (3) whether the 
property is designed to be easily removed 
from a larger assembly. is regularly or pe
riodically replaced, or is one of a fungi
ble set of interchangeable or ratable assets; 
(4) whether the property must be removed 
from a larger assembly to be fixed or im
proved: (5) whether the property has a dif
ferent economic life than the larger assem
bly: (6) whether the property is subject to 
a separate warranty; (7) whether the prop
erty serves a discrete purpose or functions 
independently from a larger assembly; or 
(R) whether the property serves a dual pur
pose function. 

The IRS and Treasury Department 
received nine comments on the unit of 
property issue, four of which specifically 
recommended that the proposed regula
tions adopt the factors used by the court 
in FedEx. These factors essentially are 
contained in factors I, 2. 4, 5. and 7 of 
Notice 2004-6. Several of the factor~ 

listed in Notice 2004-6 have been in
corporated into the proposed regulations. 

However. the IRS and Treasury Depart
ment determined that some factors were 
not relevant for certain types of property. 
For example. the factors listed in Notice 
2004-6 primarily cierive from case law 
that addresses tangible personal property: 
therefore_ the factors were not as help
ful in determining the appropriate unit of 
property for real property, such as land. 
Further, some types of property lend them
\elves to specific unit of property rules, 
such as buildings and property owned by 
taxpayers in a regulated industry. The 
IRS and Treasury Department believe 
that the administrative burden associated 
with determining the appropriate unit of 
property can be reduced for both the IRS 
and taxpayers by identifying specific rules 
reflecting an approach appropriate for 
the taxpayer's industry and the type of 
property at i\sue. Therefore. the proposed 
regulations provide different unit of prop
erty rules for four categories of property, 
rather than prescribing one rule for all 
types of property. 

The unit of property rules in the pro
posed regulations apply to all real and 
personal property other than network 
assets. For purposes of the unit of prop
erty rules, network assets means railroad 
track, oil and gas pipelines, water and 
sewage pipelines, power transmission 
and distribution lines, and telephone and 
cable lines that are owned or leased by 
taxpayers in each of those respective in
dustries. Network assets include, for 
example, trunk and feeder lines, pole 
lines, and buried conduit. They do not 
include property that would be included as 
a structural component of a building un
der §1.263(a)-3(d)(2)(iv) of the proposed 
regulations, nor do they include separate 
property that is adjacent to. but not part of 
a network asset, such as bridges, culverts, 
or tunnels. The proposed regulations do 
not affect current guidance thal addresses 
the unit of property or capitalization rules 
for network assets, such as Rev. Proc. 
2001-46, 2001-2 C.B. 263 (track main
tenance allowance method for Class I 
railroads); Rev. Proe. 2002-65, 2002-2 
C.B. 700 (track maintenance allowance 
method for Class II and III railroads); and 
Rev. Proc. 2003-63, 2003-2 C.B. 304 
(safe harbor unIt of property rule for ca
ble television distribution systems). The 
IRS and Treasury Department request 
comments on the relevant rule~ for deter-
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mining the appropriate unit of property for 
network assets. Additionally. the IRS and 
Treasury Department request comments 
on whether to include rules for network 
assets in final regulations. or whether to 
develop for network assets industry-spe
cific guidance that is similar to the above 
referenced revenue procedures. 

With the exception of network assets. 
the four categories of property in the pro
posed regulations are intended to cover all 
real and personal property. In addition to 

the four categories of property. the unit of 
property rules provide for an initial unit 
of property determination. which. except 
with regard to buildings and structural 
components. is made prior to categorizing 
the property. The initial unit of property 
determination is based on the functional 
interdependence test in ~ 1.263A-I O( a)( 2). 
relating to the capitalization of interest. 
The initial unit of property determina
tion is intended to be a common-sense 
approach to defining the largest possible 
unit of property as a starting point for 
analyzing the rules under one of the four 
relevant unit of property categories. After 
the initial unit of properly is determined. 
the additional unit of property rules are 
intended to result in a determination that 
either confirms the initial unit of property 
as the unit of propcrty. or that separates 
one or more components of the initial unit 
of property into separate units of property. 

Some commentators suggested that 
the functional interdependence test un
der ~ 1.263A-10(a)(2) regarding interest 
capitalization should be the sole test for 
determining the appropriate unit of prop
erty. The IRS and Treasury Department 
believe that the functional interdepen
dence test is a relevant. but not dispositive 
factor. The purpose of that test under 
~ 1.263A-IO(a)(2) is to calculate the ap
propriate unit of property for determining 
the accumulated production expenditures 
at the beginning and end of the production 
period. The preamble that accompanied 
the promulgation of ~ 1.263A-I 0 discusses 
the reasoning for adopting a broad formu
lation of the unit of property definition 
and states that "this concept of single 
pmperty may differ from the concept of 
single or separate property that taxpayers 
u~e for other purposes (e.g .. for comput
ing amounts of depreciation deductions or 
,eparatel) tracking the bases of assets)." 
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TD. 8584. 1995-1 e.B. 20. 25: [59 FR 
67. 187J Dec. 2lJ. 1994). 

In contrast to the unit of property rules 
in ~ 1.263A-IO(a)(2), the purpose of the 
unit of propelty rules under section 263(a) 
is to provide a starting point for determin
ing whether an amount paid materially in
creases the value of. or restores. the unit 
of property. Thus. § 1.263A-1 0(a)(2) has 
a different purpose than the proposed reg
ulations under section 263(a). Further. in 
determining the appropriate unit of prop
erty for purposes of section 263(a). the 
functional interdependence test does not 
always produce appropriate results. For 
example, a taxpayer might argue that ap
plication of that test results in an entire 
complex of structures and machinery. such 
as an entire power plant. being treated as a 
single unit of property. The IRS and Trea
sury Department do not believe that result 
is correct for purposes of section 263(a). 

After the initial unit of property deter
mination is made. the unit of property anal
ysis continues with determining the ap
propriate category of property and apply
ing the rules in that category. The pro
posed regulations provide specific rules 
for four categories of property: (I) prop
elty owned by taxpayers in a regulated in
dustry: (2) buildings and structural com
ponents: (3) other personal property; and 
(4) other real property. The unit of prop
erty determination made under the appli
cable category is then subject to an ad
ditional rule in ~ 1.263(a)-3(d)(2)(vii) re
garding treatment for other Federal income 
tax purposes. The rules for each of the four 
categories are explained below. 

2. Category I: Taxpayers in regulated 
indus! ries 

The first unit of property category in the 
proposed regulations is property owned by 
taxpayers in a regulated industry. The pro
posed regulations provide that if the tax
payer IS in an industry for which a Federal 
regulator has a uniform system of accounts 
(USOA) identifying a particular unit of 
property, the taxpayer must use the same 
unit of property for Federal income tax 
purposes. regardless of whether the tax
payer is subject to the regulatory account
ing rules of the Federal regulator and re
gardless of whether the property is par
ticular to that industry. This rule derives 
from one of the factors cited by the court in 

FedE.r for determining the appropriate unit 
of property - whether the taxpayer and 
the industry treat the component part as 
part of the larger unit of property for regu
latory. market. management. or accounting 
purposes. Thus. this rule ties into the reg
ulatory accounting element of the FedEr 
factor. as well as the general concept of in
dustry practice. The IRS and Treasury De
partment are aware of three Federal regula
tors that provide a USOA: (I) the Federal 
Energy Regulatory Commission (FERC); 
(2) the Federal Communications Commis
sion (FCC): and (3) the Surface Trans
portation Board (STB). Accordingly, this 
unit of property category applies to taxpay
ers such as power companies. telecommu
nications companies, and railroads. 

The IRS and Treasury Department de
termined that the regulatory accounting 
rule should be applied similarly to all tax
payers in industries for which a Federal 
regulator provides a USOA. regardless 
of whether the taxpayer is subject to the 
regulatory accounting rules of the Federal 
regulator. This rule is consistent with the 
gencral standard of using industry prac
tice to determine the appropriate unit of 
property. Further. it results in all taxpayers 
within a specific industry being treated 
the same for Federal income tax purposes. 
without regard to whether a particular tax
payer is subject to the accounting rules of 
the Federal regulator. The rule is limited 
to the regulator'S USOA and does not ap
ply to other Federal regulatory rules, such 
as rules concerning safety or health. The 
proposed regulations apply only to USOA 
provided by Federal regulators and do not 
apply to USOA issued by any state or local 
agencies. Rules of state and local agencies 
may be different than Federal regulatory 
rules and can vary widely within an indus
try depending on the taxpayer's location. 

Four of the commentators on this aspect 
of Notice 2004-6 recommended adopting 
the four factors cited in FedEx, from which 
the regulated industry rule was derived. 
None of the commentators specifically ob
jected to a regulatory accounting rule. al
though one commentator suggested that 
where cost recovery is determined for noo
tax purposes by a Federal or state agency, 
the regulations should provide a special 
election that may be made on an annual ba
sis under which the taxpayer may use the 
same unit of property for tax purposes as it 
must use for regulatory purposes. The IRS 



and Treasury Department believe the unit 
of property inquiry should result in one 
clear determination that will be used con
sistently by the taxpayer unless the under
lying facts change and, therefore, do not 
believe an annual election is appropriate. 

3. Category //: Buildings and structural 

components 

In general, a building and its struc
tural components must be treated as one 
unit of property. This rule is based on 
the definitions of building and structural 

componenl in the regulations under sec
tion 48. The repair allowance regulations 
under the Class Life Asset Depreciation 
Range (CLADR) system also provide that 
a building and its structural components 
generally are a single unit of property. 
See §1.167(a)-1I(d)(2)(vi). The IRS and 
Treasury Department believe that these 
definitions are useful in determining the 
appropriate unit of property for buildings 
and structural components. One com
mentator specifically requested that the 
proposed regulations use the definition of 
building under § 1.48-l( e) to determine 
a unit of property. The proposed regu
lations rely on the definition of building 
under § 1.48-1 (e). Property located inside 
a building that is not a structural com
ponent of the building must be analyzed 
under one of the other three unit of prop
erty categories; for example, machinery 
and equipment inside a factory must be 
analyzed under Category III (the other 
personal property category). 

This Category II is the only category 
to whic.:h the initial unit of property de
termination does not apply. Applying 
the functional interdependence test to a 
building would raise issues in cases where 
certain floors or portions of a building 
are placed in service independently of an
other. The IRS and Treasury Department 
believe that, unless the additional rule in 
§1.263(a)-3(d)(2)(vii) of the proposed 
regulations (regarding treatment for other 
Federal income tax purposes) applies to 
require a component of a building to be 
treated as a separate unit of property, the 
building and its structural components 
should be the unit of property. The IRS 
and Treasury Department recognize, how
ever, that it is not always appropriate to 
treat the entire building as the unit of prop
erty. For example, a taxpayer who owns a 

unit in a condominium building, whether 
the unit is used for personal or investment 
purposes, should not treat the entire build
ing as the unit of property. Therefore, 
the IRS and Treasury request comments 
on how the unit of property rules should 
apply to condominiums, cooperatives, and 
similar types of property. 

4. Categury 1!I: Other personal property 

The unit of property determination for 
personal property not included in Category 
I (taxpayers in a regulated industry) is a 
facts and circumstances test, based on four 
exclusive factors, none of which is dispos
itive or weighs more heavily than the oth
ers. 

a. Factor I: Marketplace treatment factor 

The first exclusive factor is whether 
the component is (I) marketed separately 
to or acquired or leased separately by 
the taxpayer (from a party other than the 
selIerllessor of the property of which the 
component is a part) at the time it is ini
tially acquired or leased; (2) subject to a 
separate warranty contract (from a party 
other than the sellerllessor of the property 
of which the component is a part); (3) sub
ject to a separate maintenance manual or 
written maintenance policy; (4) appraised 
separately; or (5) sold or leased separately 
by the taxpayer to another party. This 
factor contains a number of items intended 
to determine the treatment in the market
place of the component as a separate unit 
of property. 

Whether the component is acquired 
separately was a factor addressed by the 
courts in FedEx and Ingram. and is also 
part of the CLADR repair allowance reg
ulations under section 167 and the unit of 
property determination for interest capi
talization in § 1.263A-IO. In FedEx, the 
court discussed this issue in the context of 
whether the taxpayer and the industry treat 
the component part as part of the larger 
unit of property for regulatory, market, 
management, or accounting purposes. In 
finding that the aircraft engines were not 
purchased separately, the court relied on 
the fact that the engines and aircraft were 
designed to be compatible and were gen
erally acquired by the taxpayer at the same 
time. The court disregarded the fact that 
the taxpayer purchased the engines and 
airframes from different sellers when the 

aircraft were initially acquired. The IRS 
and Treasury Department believe that the 
acquisition of a component from a differ
ent seller at the time the larger property 
is acquired should be a relevant factor. 
and that the same rule should apply if 
the taxpayer leases the component from a 
different party than the seller of the larger 
property. 

The IRS and Treasury Department rec
ognize that this factor may produce differ
ent results depending on whether the prop
erty is new or used. When a taxpayer ac
quires or leases used property, it is possible 
that items that were separate units of prop
erty when purchased new will be treated 
as one unit of property because the ini
tial purchaser has assembled the units into 
one functional item that it sells or leases. 
The IRS and Treasury Department consid
ered whether it was appropriate to have a 
factor that could treat new and used prop
erty differently, and decided that the differ
ence reasonably retlects the substance of 
the transactions - where the taxpayer ac
quires or leases a component from a differ
ent party from whom it acquires or leases 
the larger property. the taxpayer typically 
is conducting different, but related, trans
actions with separately negotiated terms. 

Whether the component is subject to a 
separate warranty contract, maintenance 
manual, or written maintenance policy was 
cited as a factor in FedEx and is adopted 
as part of the marketplace treatment factor 
in the proposed regulations. The warranty 
contract factor applies only to a warranty 
that is provided by a party other than the 
seller/lessor of the larger property. It is not 
intended to apply to a warranty provided 
by the sellorllessor that may contain sepa
rate warranties (for example, for different 
time periods) On various components of 
the larger property. Whether the property 
is manufactured separately was a possi
ble factor cited in Notice 2004-6. The 
proposed regulations do not specifically 
adopt this factor because components that 
are subject to a separate warranty or main
tenance procedures also are likely to be 
manufactured separately. The FedEx case 
used as a factor whether the component 
was appraised or valued separately and 
the CLADR repair allowance regulations 
under section 167 addressed whether the 
component was sold separately to another 
party. The proposed regulations adopt 

2006-2 C.B. 539 



these tests as part of the marketplace fac
tor, 

The IRS amI Treasury Department be
lieve that it is important that all the crite
ria in this factor be taken into account to
gether when weighing this factor with the 
other three factors. Some criteria may be 
stronger indicators warranting treatment of 
the component a~ a separate unit of prop
erty than others, The IRS and Treasury 
Department acknowledge that several of 
the critena within this factor do not work 
well for property produced by the taxpayer. 
and request comments regarding how and 
whether a marketplace factor should apply 
to self-con~tructed property. 

b. Factor 2: Industry practice and 
financial <lccounting factor 

The second exclusive factor in this 
Category III is whether the component 
is treated as a separate unit of property 
In industry practice or by the taxpayer in 
its books and records. This factor was 
cited hy the court in FedEx, The IRS 
and Treasury Department believe that the 
taxpayer's treatment of the component 
as separate in its books and records is a 
relevant factor in determining whether the 
component should be treated as a separate 
unit of property in the proposed regula
tions. In particular. if the taxpayer's books 
and records assign different economic use
ful lives to the component and the larger 
property, this factor would weigh heavily 
tow<lrd treating the component as a sepa
rate unit of property. 

The IRS and Treasury Department con
sidered whether to use as a factor whether 
the component has a different economic 
useful life than the property of which it is 
a part. This factor was cited by the courts 
in Smith, /Ilgmm, and FedEr. However, 
for this factor to be u~efuL the regula
tions would need to define economic 
useful life. The proposed regulations at 
* I ,263(a)-3(0 (\'lith regard to restoration 
of a unit of property) provide a definition 
of economic useful life, which has dif
ferent meanings depending on whether a 
taxpayer has an AFS. If the unit of property 
rules adopted this definition, the economic 
useful life test under this factor would 
produce di fferent results depending on 
whether the taxpayer has an AFS, These 
different resulls are not justified in this 
contn!. Further, a taxpayer's treatment 
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of the component in its books and records 
under this Factor :2 includes any useful 
life determinations of the component and 
the property of which the component is a 
part in the books and records, Therefore, 
the economic useful life factor was not 
specifically adopted as a separate factor. 

c. Factor 3: Rotable part bctm 

The third exclusive factor in the other 
personal property category is whether the 
taxpayer treats the component as a rotable 
part. A rotable part is defined as a part 
that is removeable from property, repaired 
or improved, and either immediately rein
stalled on other property or stored for later 
installation. This factor was cited hy the 
courts in Smith and LaSafie. The court in 
FedEx ignored this factor, but considered 
as a separate concept whether the compo
nent can be and is maintained while affixed 
to the larger unit. The IRS and Treasury 
Department considered this separate con
cept as well, but believe that the rotable 
part factor incorporates this concept from 
FedEx, As the examples in the proposed 
regulations illustrate, this factor focuses on 
the particular taxpayer's treatment of the 
property as a rotable part in determining 
whether the rotable is a separate unit of 
property, Therefore, for example, if the 
rotablc part is a separate unit of property 
to the tax payer and the taxpayer incorpo
rates the rotable into other property for re
sale, the rotable part will not necessarily be 
a separate unit of property to the purchaser. 

Two commentators stated that the treat
ment of a component as a rotahle part is of 
limited or no relevance. While treatment 
of minor parts as rotable would not weigh 
heavily toward separate unit of property 
treatment. the IRS and Treasury Depart
ment believe that the treatment of major 
componenb as rotable is a relevant factor 
in determining whether a component is a 
separate unit of property, particularly when 
the economic useful life of the larger prop
erty is limited by the expected useful life 
of the rotable part. Many taxpayers do not 
maintain an inventory of rot able spares for 
their major components. Although it is un
der~tood that the purpose for maintaining 
an inventory of rotables is to minimize the 
time that the larger property is out of ser
vice, treatment of a major component as a 
rutable has consequences that tend to be 
indicative of a separate unit of property, 

For example, in the case of a taxpayer that 
does not maintain an inventory of rotable 
spare parts, if a major component of the 
larger property breaks down, then the en
tire larger property must be taken out of 
service while the major component is be
ing repaired. This is indicative of the larger 
property and the component collectively 
being treated as one unit of property, Con
versely, a taxpayer that does maintain an 
inventory of rotable spare parts for a ma
jor component is able to continue to use the 
larger property without regard to the time 
required to repair the broken down compo
nent. In this instance, the IRS and Treasury 
Department believe that continued use of 
the larger property is indicative of separate 
unit of property treatment for the rotable 
part. In addition, rotables being depre
ciated as rotable spare parts is indicative 
of separate treatment because the compo
nents are depreciated separately from the 
larger property. 

In the request for comments, Notice 
2004-6 combined several other factors 
with the rotables factor, including whether 
a component is designed to be easily re
moved from a larger assembly, is regularly 
or periodically replaced, or is one of a 
fungible set of interchangeable assets, 
These factors are broader than the rota
bles factor in the proposed regulations and 
would sweep in many minor components 
that rarely, if ever, would be appropriately 
considered a separate unit of property. 
Further, these factors are duplicative of 
the rotables part factor, because a rotable 
generally meets all of these factors. The 
IRS and Treasury Department believe that 
these factors are not more helpful in deter
mining whether a component is a separate 
unit of property than the rotabIes factor 
described in the proposed regulations, 
Therefore, the proposed regulations do not 
include these other factors. 

d. Factor 4: Function factor 

The fourth and final factor in Category 
III is whether the property of which the 
component is a part generally functions 
for its intended use without the compo
nent property, This factor was cited by the 
court in FedEx and is similar to the dis
crete purpose test under the CLADR re
pair allowance regulations. It is also simi
lar to the functional interdependence test 
under § 1.263A-I 0(a)(2) and the rules in 



these proposed regulations regarding the 
initial unit of property determination. As 
noted in the discussion of the initial unit of 
property determination, the IRS and Trea
sury Department agree with commentators 
that the functional interdependence test is 
a relevant, although not dispositive. factor 
in the unit of property analysis. Although 
the proposed regulations use the functional 
interdependence test to determine the ini
tial unit of property, the functional inter
dependence test in that context is merely 
a starting point in determining the appro
priate unit of property, rather than a spe
cific factor to be considered. Providing 
this version of the functional interdepen
dence test as a specific factor gi ves appro
priate weight to that test in the unit of prop
erty analysis for other personal property. 

5. Category IV: Other real property 

The unit of property determination for 
real property not included in Category lor 
II is based on a facts and circumstances 
test. The property subject to this category 
is primarily land and land improvements 
owned or leased by taxpayer~ not in a reg
ulated industry. This category does not 
list specific factors because land and land 
improvements are such unique assets that 
specific factors cannot uniformly provide 
appropriate results. Thus, the unit of prop
erty determination for property in this cat
egory may be based on some, all, or none 
of the factors listed in Category III for per
sonal property, or may be based on other 
factors. The IRS and Treasury Depart
ment request comments on whether addi
tional guidance is needed for this category 
of property and, if so, what unit of property 
guidance would be appropriate. 

6. Additional rule jar unit ojproperty 

After determining the initial unit of 
property and applying the unit of property 
rules under the appropriate category, the 
additional rule in § 1.263(a)-3(d)(2)(vii) 
must be applied. Under this rule, if a 
taxpayer properly treats a component as a 
separate unit of property for any Federal 
income tax purpose, the taxpayer must 
treat the component as a separate unit of 
property for purposes of § I. 263(a)-3. The 
purpose of this rule is to prevent taxpay
ers from taking inconsistent positions by 
arguing that a component of property is a 
unit of property for one tax purpose and 

that it is not a separate unit of property for 
capitalization purposes. For example. if a 
taxpayer does a cost segregation study on 
a building and properly identiries separate 
section 1245 property, the taxpayer must 
treat that separate property a, the unit of 
property for capitalization purposes. 

As a further example, if a taxpayer 
properly recognizes a loss under section 
165, or under another applicable provi
sion, from a retirement of ~ component 
of property or from the worthlessness or 
abandonment of a component of property, 
the taxpayer must treat the component as 
a separate unit of property. A loss arising 
under another applicable provision in this 
context includes a loss arising under (\) 
*1.167(a)-8 or 1167(a)-\\, as applica 
ble, from a retirement of a component 
of property if the component is not sub
ject to section 168 (MACRS properly) 
or former section 168 (ACRS property); 
(2) § 1.167(a)-8(a) from a retirement of a 
component of property if the component 
is MACRS or ACRS property (applying 
§1.167(a)-8(a) as though the retirement 
is a normal retirement from a single as
set account) unless the component is a 
structural component or the component 
is in a mass asset account (ACRS prop
erty) or a general asset account (MACRS 
property): or (3) §1.168(i)-I(e) from the 
disposition of a component of property if 
the component is MACRS property and in 
a general asset account. No inference is 
intended that this rule in the proposed reg
ulations requires or allows taxpayers that 
are using a unit of property for purposes of 
the proposed regulations to use the same 
unit of property for purposes of any Code 
or regulation section other than section 
263(a) and §§ \.263(a)-I, \.263(a)-2. and 
1.263(a)-3 of the proposed regulations. 

This rule is intended to prevent tax
payers from taking a loss deduction on Cl 

component of a unit of property. and then 
deducting the cost of the replaced com
ponent as a repair. The application of 
this rule results in the replacement com
ponent being treated as a separate unit of 
property, thus requiring capitalization un
der § 1.263(a)-2 uf amounts pal(.l to acquire 
or produce the replacement component. 
The IRS and Treasury Department believe 
that taxpayers must be consistent in the 
treatment of a unit of property for capital
ization (other than interest capitalization), 
depreciation. and loss deduction purposes. 

The IRS and Treasury Department recog
nize that the language of this consistency 
rule is very broad. and request comments 
regarding circumstances in which this rule 
should not apply. 

y. Improl'ements ill Genera! 

Section 1.263( a)-I (b) of the current 
regulations provides that an amount must 
be capitalized if it (I) adds to tile value, 
or substantially prolongs the useful life, 
of property owned by the taxpayer. or (2) 
adapts the property to a new or different 
use. Notice 2004-6 requested comments 
on what general principles of capitaliza
tion ~hould apply to amounts paid to repair 
or improve tangible property. Commenta
tors were almost unanimous in their sug
gestion that the current principles of value, 
useful life, and new or different use be re
tained. The IRS and Treasury Department 
agree with the commentators that the cur
rent guidelines generally are appropriate. 
However. the current regulations require a 
subjective inquiry into the application of 
the particular facts at issue. which often 
results in disagreements hetween taxpay
ers and the IRS. Accordingly, the proposed 
regulations attempt to clarify and expand 
the standards in the current regulations by 
setting forth rules to determine whether 
there has been a material increase in value 
(including adapting property to a new or 
different use) and to determine whether 
there has been a restoration of property 
(the useful life rules). In addition, the pro
posed regulations provide objective rules 
for improvements in an optional repair 
allowance method. 

The proposed regulations generally 
provide that a taxpayer must capitalize 
the aggregate of related amounts paid that 
Improve a unit of property, whether the 
Improvements are made by the taxpayer 
or a third party. The aggregate of related 
amounts does not encompass otherwise 
deductible repair costs unless those costs 
directly benefit or are incurred by reason 
of a capital improvement. Instead. the 
aggregation language is intended to in
clude amounts paid fur an entire project, 
including removal costs and other project 
costs. regardless of whether amounts are 
paid to more than one party or whether the 
work spans more than one taxable year. 
The proposed regulations do not affect the 
treatment of amounts paid to retire and 
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remove a unit of property in connection 
with the In~tallation or production of a 
replacement a"et. See Key. RuL 20()()-7. 
20()()-1 CB 712. 

Se\'eral commentatur, "ugge,ted that 
the prupo\ed regulatiom pnl\ide that 
the rele\ ant di ... tinction hdween capital 
imprO\emenl\ and dedlil:lihle repair~ IS 
whether the ClIlHlllllh \~ere paid to put the 
property in ordinarily efficient operating 
condition 01' to keep the property in ordi
narily dlicil'nt (lperating condition. See 
FSIUIC of H tilling I. COlllll1issioner, 373 
F.2d IL)O (id Cir. 1L)67): Illillois Mer
dU/II/.I hllll Co. \'. COll1l11is-siol)rr. 4 
RTA. 103 (1L)26). acq. (V-2 C.B. 2): 

Rn. RuL 2[)()1--...J..2()()1-1 C.13.295. The 
improvement rules in the proposed regu
lation~ are consistent with the put versus 
keep standan..1. to the extent that standard 
I, rele\ ant. An amount paid may be a 
capital expenditure even if it does not put 
the property in ordinarily efficient oper
ating condition because not all repair or 
i mprovemenl costs affect the functional
i ty of the property. Thus. amounts paid 
that keep property in ordinarily efficient 
operating condition are not necessarily 
deductible repair costs. particularly if the 
useful life is extended. On the other hand, 
amounts that put property in ordinarily 
dTiLient operating condition arc likely to 
he amounts paid prior to the property's 
heing placed in service or to ameliorate a 
pre-ex.i~ti Ilg condition or defect. Amounts 
paid in these later situations would be 
capital expenditures under either the value 
rule or the restoration rule 111 the proposed 
regulati()Il~. 

Some commentators suggested that the 
frequency of the expenditure should be 
considered. noting that an expenditure be
ing regularly incurred on a cyclical basis 
,hould be a strong indication of deductible 
maintenance. The IRS and Treasury De
partment considered thi~ comment but 
L'()(lcludeu that the frequency of the ex
penditure was too \ ague a standard to be 
administrable. Further. the IRS and Trea
sury Department beJine that the proposed 
regulations provide appropriate guidance 
011 cyclical maintenance by clarifying 
uthcr rules. ,uch as the appropriate COIll

parison rule fur adding yalue and the rules 
rdating to prolonging economic u~eful 

lite. 
In accordance with several comments 

recei\ ed in response to Notice 200'+-6. the 
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proposed regulations provide that a Fed
eral. qate. or local regulator' s requirement 
that a taxpayer perform certain repairs or 
maintenance i, not relevant in determin
ing whether the amount paid improves 
the umt of property. Several courts have 
held that amounts paid to bring property 
into compliance with government regu
lations were capital expenditures, in part 
because they made the taxpayer's prop
erty more valuable for use in its trade or 
business. See. Sll'ig bl\'est/1/CIlt CO. I', 

United StMes. 98 F3d 1359 (Fed. Cir. 
19(6) (replacing cornices and parapets 
on hotel to comply with city earthquake 
ordinance); Teitelbal/111 I'. Commissioner, 
294 F.2d 541 (7th Cif. 1961) (converting 

electrical system from direct current to 

altemating current to comply with city 
ordinance): RKO Theatres, Illc. \'. United 
States, 163 F. Supp. 598 (Ct. Cl. 1958) 
(installing fire-proof doors and fire es
capes to comply with city code): HOlel 
Sulgrm'e, Inc. \. Commissioner, 21 T.e. 
619 (1954) (installing sprinkler system 
to comply with city code). In each case, 
however, the court did not rely entirely 
on regulatory compliance as a basis for 
requiring capitalization. For example, in 
Hotel Sulgral'f and RKO Theatres. both 
involving the installation of certain equip
ment to comply with city fire codes. the 
courts emphasized that the work involved 
the addition of property with a useful 
life extending beyond the taxable year. 
Moreover, hoth SlIig and Teitelbaum in
volved expenditures for the replacement 
of major structural components of a build
ing (parapets and cornices in Swig and 
an electrical system in Teilelbaum) with 
upgraded components. Thus, in all these 
case~. even without the legal compulsion 
to make these changes. the tax payers' 
amounts paid would have constituted cap
ital expenditures. 

In contrast to the cases discussed above. 
both the courts and the IRS have permitted 
a current deduction for some government 
mandated expenditures. For example, in 
Midland Empire Packing CO. V. Commis
sioner. 14 T.e. 635 (1950). acq. (1950-2 
e.B. 3). the court allowed the taxpayer 
to deduct the costs of applying a concrete 
liner to its basement wall~ to satisfy Fed
eral meat inspectors. Similarly, the IRS 
has permitted taxpayers to treat as other
wise deductible repairs amounts paid to re
mediate certain environmental contamina-

lion and to replace certain waste storage 
tanks to comply with applicable state and 
Federal regulations. See Rev. Rul. 94-38, 
1994-1 e.B. 35: Rev. Rul. 98-25, 1998-1 
e.B. 998, The IRS specifically recognized 
in Rev. Rul. 2001-4,200 \-1 e.B. 295 that 
the requirement of a regulatory authority to 
make certain repairs or to perform certain 
maintenance on an asset to continue oper
ating the asset does not mean that the work 
performed must be capitalized. Thus, the 
proposed regulations reiterate that state
ment in Rev. Rul. 2001-4 and provide 
that a legal compulsion to repair or main
tain tangible property is not a relevant fac
tor in the repair versus improvement anal
ysis. The IRS and Treasury Department 
further believe that a new government re
quirement for existing property that man
dates certam expenditures with respect to 
the property does not create an inherent de
fect in the property. 

In response to several comments, the 
proposed regulations provide that if a 
taxpayer needs to replace part of a unit 
of property that cannot practicably be 
replaced with the same type of part, the 
replacement of the part with an improved 
but comparable part does not, by itself, 
result in an improvement to the unit of 
property, This rule is intended to apply 
in cases where the same replacement part 
is no longer available, generally because 
of technological advancements or product 
enhancements. This rule, however, is not 
intended to apply if, instead of replacing 
an obsolete part with the most similar 
comparable part available, the taxpayer 
replaces the part with one of a better qual
ity than what would have sufficed. 

The proposed regulations do not pre· 
scribe a plan of rehabilitation doctrine as 
traditionally described in the case law. 
That judicially-created doctrine provides 
that a taxpayer must capitalize otherwise 
deductible repair costs if they are incurred 
as part of a general plan of rehabilitation 
to the property. See, Norwest Corp. v. 
Commissioner, 108 I.e. 265 (1997); Moss 
V. Commissioner, 831 F.2d 833 (9th Cir. 
1987): United States v. Wehrli, 400 F.2d 
686 (loth Cir. 1968). Specifically, if an 
expenditure is made as part of a general 
plan of rehabilitation, modernization, and 
improvement of the property, the expen
diture must be capitalized, even though, 
standing alone, the item may be classified 
as one of repair or maintenance. Wehrli, 



400 F.2d at 689. Whether a general plan 
of rehabilitation exists, and whether a par
ticular repair or maintenance item is part 
of it, are questions of fact to be determined 
based upon an the sUITounding facts amI 
circumstances, induding, but not limited 
to, the purpose, nature, extent, and value 
of the work done. Id. at 6<:10. 

The issue of whether an amount paid 
must be capitalized under the plan of re
habilitation doctrine has been the subject 
of much litigation, with varying results. 
For example, some cases have limited ap
plication of the plan of rehabilitation doc
trine to buildings that are not suitable for 

their intended use in the taxpayer's trade or 
business. See Schroeder v. Commissioner. 
T.e. Memo 1996-336; Koanis v. Commis
sioner, T.C Memo 1978-184, aff'd mem., 
639 F.2d 788 (9 th Cir. 1981); Keller Street 
Dev. Co. v. Commissioner, 37 T.C 559 
(1961); acq., 1962-2 CB. 5, aff'd in part, 
rev'd in part on other grounds, 323 F.2d 
166 (9 th Cir. 1963). Other COUrt5, as well 
as the IRS, have viewed the plan of rehabil
itation doctrine more broadly, emphasiz
ing thc planned aspect of the work done by 
the taxpayer, rather than the condition of 
the property. See Mountain Fuel Supp/v 
Co. v. United States, 449 F.2d 816 (loth 

Cir. 1971); Wofjsen Land & Cattle Co. v. 
Commissioner, 72 T.C I (1979); Rev. Rul. 
88-57,1988-2 e.B. 36. 

In Rev. Rul. 2001-4,2001-1 CB. 295, 
the IRS clarified its view of the plan of re
habilitation doctrine. In applying the plan 
ofrehabilitation doctrine to the facts in Sit
uation 3 of that ruling, the IRS noted that 
(I) the taxpayer planned to perform sub
stantial capital improvements to upgrade 
the unit of property; (2) the repairs were in
cidental to the taxpayer's plan to upgrade 
the unit of property; and (3) the effect of 
all the work performed on the unit of prop
erty, including the repairs and maintenance 
work, was to materially increase the value 
or prolong the useful life of the unit of 
property. The ruling also notes that the ex
istence of a written plan, by itself, is not 
sufficient to trigger the plan of rehabilita
tion doctrine. The ruling's interpretation 
ofthe plan of rehabilitation doctrine is con
sistent with the majority of cases apply
ing that doctrine. See California Casket 
Co. v. Commissioner, 19 T.e. 32 (1952), 
acq., 1953-1 C.B. 3; Stoeltzing v. Com
missioner, 266 F.2d 374 (3d Cif. 1959); 

Bank of HoustO/l v. Commissioner, T.e.M. 
1960-110_ 

The IRS and Treasury Department do 
not believe it is appropriate to capitalize as 
an improvement otherwise deductible re
pair costs solely because the taxpayer has 
a plan (written or otherwise) to perform 
periodic repairs or maintenance or solely 
because the taxpayer performs several re
pair~ to the same property at one time. The 
IRS and Treasury Department believe that 
it is appropriate to capitalize otherwise de
ductible repair costs as part of an improve
ment only if the taxpayer improves a unit 
of property and the otherwise deductible 
repair costs directly benefit or are incurred 
by reason of the improvement to the prop
erty. Section 263A applies to these expen
ditures. Section 263A requires that all di
rect costs of an improvement and all in
direct costs that directly benefit or are in
curred by reason of the improvement must 
be capitalized. This application of section 
263A to otherwise deductible repair costs 
in this context is consistent with the appli
cation of the plan of rehabilitation doctrine 
described in Rev. Rul. 2001--4. The pro
posed regulations provide that repairs that 
are made at the same time as an improve
ment, but that do not directly benefit or 
are not incurred by reason of the improve
ment, are not required to be capitalized un
der section 263(a). 

VI. Value 

A. In general 

The proposed regulations provide that 
a taxpayer must capitalize amounts paid 
that materially increase the value of a unit 
of property and provide an exclusive list 
of five tests for determining whether an 
amount paid materially increases value. 
An amount paid must be capitalized if it 
meets any of the five tesl5. The first test 
is whether the amount paid ameliorates a 
condition or defect that either existed prior 
to the taxpayer's acquisition of the unit 
of property or arose during the production 
of the unit of property. See United Dairy 
Farmers, Inc. v. United States, 267 F.3d 
510 (6th Cir. 200 I); Dominio/l Resources, 
Inc. v. United States, 219 F.3d 359 (4th 

Cir. 2000); jones Ii. Commissioner, 242 
F2d 616 (5 th Cir. 1957). This rule is con
sistent with the concept that amounts paid 
to put property into ordinarily efficient op-

erating condition must be capitalized. Thi~ 
pre-existing defect rule applies regardles, 
of whether the taxpayer was aware of the 
condition or defect at the time of acqui
sition or production. The IRS and Trea
sury Department considered but rejected 
a~ too subjective the idea of providing dif
ferent treatment based on the taxpayer's 
prior knowledge of the condition or defect. 
The IRS and Treasury Department request 
comments on whether, and in what circum
stances, the pre-existing defect rule should 
take into account the condition of the prop
erty in the hand~ of a transferor. For ex
ample, if an individual transfers property 
to a corporation in exchange for stock in 
a transaction under section 3S I, should 
the pre-existing defect rule take into ac
count the condition of the property when 
acquired by the individual, rather than the 
condition of the property when received by 
thc corporation') 

The second test for materially increas
ing value is whether the work was per
formed prior to the date the property is 
placed in service by the taxpayer. This 
test essentially restates the concept that 
amounts paid to put property into ordinar
ily efficient operating condition must be 

capitalized. The IRS and Treasury Depart
ment believe that if the property cannot be 
placed in service prior to work being per
formed, that work necessarily increases the 
value of the property. 

The third value test is whether the 
amounts paid adapt the property to a new 
or different use. The commentators agreed 
that this factor should remain a standard 
for capitalization. The new or different 
use standard is unchanged from the CUITent 
regulations, but it is included in the value 
section of the proposed regulations, rather 
than as its own standard. The new or dif
ferent use test is not intended to apply to 
amounts paid to prepare a unit of property 
for sale (for example, painting a house). 

The fourth value test is whether the 
amount paid results in a betterment or 
material addition to the unit of property. 
The betterment language is consistent 
with the statutory language of section 
263( a)( I ) as well as the current regulations 
at *1.263(a)-I(a)(I). A betterment i~ an 
improvement that does more than re,tore 
to a former good condition. The better
ment test is intended to capture amounts 
paid that are qualitative improvement:-, to 
the property that make the property bet-

2006-2 C.B. 543 



ter ami more \al uable than mere repair, 
would do, ,uch a~ u,ing upgraded matc
rial~ when material, comrarable to the 
original were a\ailahle and would ha\c 
,utliced. Howe\ er. the betterment Ic,1 I, 
not intended to be a lair market \ alue te,t 

The filth te,1 in the \alue .'ectlon 0/ 
the propmed regulation, I, whether the 
amounl paid re,ulh in a lllall'nal Increa,e 
in capaci I y, prllduct i \ It y. cfflclency. l1r 
quality of llutput of the unit of property. 
Thl'sc ,tandeml, arc con\l\tent \\Ith l'<l,e 
law under the current regulatiolb. 

The proposed regulation\ pnnide an 
exception to the \ alue te,ts if the llrlginal 
L'ConOfllIL' lhefullife of the unit of property 
is 12 months or Ie\\ and the taxpayer does 
not eleClto capitalite amounts paid for the 
property. The purpose of this rule is to not 
requirc capitali/ation under the value rule\ 
I'll! iIllpl(l\Clllents Illade to 12-l11onth prop
erty. Thi, cxception, ho"e\er. doe\ not ap
ply to thc re,toration rule for determining 
whether ,lTl amount paid i I11proves prop
erty. Tim,. for ex.ample. if a taxpayer per
fOrI1l'., work on 12-month property that pro
long' the economic useful life of the prop
erty, the amount paid must be capitalized. 

The rroposed regulations dD not adopt 
an increase in fair market value as a stan
dard for capitalization. In response to 
1\ otice 2()O")'-6, most commentators stated 
that value means fair market value. How
en:r. III practice, tax.payers generally do 
not measure. and would have no reason to 
measure, the fair market value of a unit of 
propcrty prior tll some condition necessi
tating the expenditure. Further. taxpayers 
generally han: no reason to measure the 
fair market value of a unit of property 
aller the work is performed. The IRS 
and Treasury Department did not want 
to propose regulations with a standard 
that requlftcd taxpayers to have property 
appraised solely for the purrose of arply
ing a capitalil.<ltion standard. In fact. the 
(llurh rarely ha\e applied a strict increase 
in tail' market vallie qandard. Usually. 
the CllllIb rely on some surrogate for fair 
market \ aillt: to determine whether \alue 
j, inLTca,ed. For example. courts have 
Illoked t\) the amount of the expenditure 
\ er'li' I I ) the L'ust of the property (see 
S/(Ic/!:illg 1'. COllllllisSlOl/('/'. 266 F.2d 37-+ 
(3d Cir. /9)911: (21 the cost of comparable 
nell prllpert) I,ee LuSol/£' Trtlcbl1g Cil. 
I. COOlllli.I.IIOl/a. I.e. Memo I 063-27-l ): 
and (.' I the L'llst of comparahle used pmp-
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ert~ (sec Ingrulll /lIdu.ITric.I. /11(, \'. COII/

lIIi.lli(lIll'J'. I.e. I\kl11o 2()()()-32.11. Courts 

hJ\ l' I.'on..,iderl'd fair market \alue olll:-
111 a te\\ (,hes when rmpert:- has been 
apprai,ed for Sllille other purpo,e (see 
./0111'1 \'. {'lIill'd Srllll'.l. 279 F. Supp. 772, 
77-l (D. Del. 19hX)1. or \\hen propel1y 
has hecn appraised in the course of the 
lItigation ('l'e FedEr. 29[ F. Supp. 2d at 
70n-7071. 

Additionally, the fair market \ alue of 
property may change OIer time without re
gard to the u~e, upkeep, or imprmements 
made by the taxpayer, due to other factors 
such as supply and demand or changes in 
SlY Ie, trends, technologies, etl'. For ex
ampie. land may increase in fair market 
value over time without the taxpayer per
forming any activities III improve it. Con
ver~ely, amounh paid to make substantial 
improvemenh to a unit of property may 
not always increase fair market value, or 
may not increase the fair market value by 
the full amount paid for the improvements. 
Sec. Harmh '.\' Clilb l'. United States, 661 
F.2d 203 (Ct. Cl. 1081) (amount paid to 
restore antique automobiles must be capi
talized even though restoration did not in
crease fair market value by the amount 
paid for the reqoration). Attempting to ad
just fair market value for factors like these 
further complicates any possihle compar
ison. The IRS and Treasury Department 
believe that the fair market value standard 
is too subjecti\e and impractical. particu
larly becau~e most repairs abo increase the 
fair market value of property if the value is 
(ompared immediately before and after the 
work is performed. Therefore. the IRS and 
Treasury Department do not helieve that 
fair market value is an appropriate stan
dard. The value factors in the proposed 
regulutions are intended to be objective in
dications of work performed that generally 
would increase the fair market value of the 
unit of property. Whether amounts paid 
materially increase the value of a unit of 
property requires an analysis of the pur
pose, the physical nature, and the effect of 
the work for which the amounts were paid, 
and not an analysis of the fair market value 
of the property or the level of monetary ex
penditures. 

Some commentators requested that the 
regulations pro\ ide a bright line rule defin
ing a material increase in value with re
spect to a specified percentage increase. 
for example a twenty-five percent increase 

in capacity. The IRS and Treasury De
partment do not believe that providing a 
fixed percentage as a presumption of what 
is a material irKrease \\'ould he an ap
propriate ,afe harhor. Although perhaps 
measurable, the same fi x.ed percentage in
crease in capacity \\(luld not work well as 
a rule applicahle to all types of property. 
A twenty-five percent increase in capacity 
may be a reasonahle litmus test for deter
mining whether there has been a material 
inLTease in value for certain types of prop
erty. However. for many types of property, 
a much smaller increase in capacity may 
be an extruordinary, or in some cases im
possible. improvement. For example, an 
increase in the square footage of a 50,000 
square foot building by 5 percent would be 
a rather large improvement that should be 
capitalized. Therefore, the determination 
of whether an increase in capacity, produc
tivity, efficiency, or quality is a material in
crease in value should be based on all the 
facts und circumstances. 

B. Appropriate comparisoll 

Notice 2004-6 requested comments 
on the proper starting point for compar
ing whether an expenditure materially 
increases the value of property. Almost all 
the commentators suggested that the pro
posed regulations adopt the test set forth 
in Plainfield-Union Water Co. v. Commis

siOller, 39 I.e. 333 (1962), nonacq. on 
other grounds (1964-2 e.B. 8) (the Plain
field-Union test). In that case, the court 
noted that almost any properly performed 
repair adds value as compared with the 
situation existing immediately prior to 
thut repair. The proper test, the court 
said. is whether the expenditure materially 
enhances the value of the property as com
pared with the status of the property prior 
to the condition necessitating the expen
diture. The court also noted that the test 
IS appropriate even when the expenditure 
does not arise from a sudden, unexpected, 
or unu~ual external circumstance. 

The IRS and Treasury Department 
agree with this application of the Plain
field-Union test and believe that the test is 
appropriately applied to cases of normal 
wear and tear as well as cases when the 
expenditure arises from a sudden, unex
pected, or unusual external circumstance. 
The proposed regulations adopt the Plain
field- Union test for cases in which a partic-



ular event necessitates the expenditure and 
clarify that when the event necessitating 
the expenditure is normal wear and tear, 
the condition of the property immediately 
prior to the event necessitating the ex
penditure is the condition of the property 
after the last time the taxpayer con'eeted 
the effects of normal wear and tear or, if 
the taxpayer has not previously corrected 
the effects of normal wear and tear, the 
condition of the property when placed in 
service by the taxpayer. This comparison 
rule for wear and tear is intended to apply 
when a taxpayer engages in regular, cycli
cal maintenance of a unit of property to 
correct the effects of normal wear and teaL 
Although wear and tear begins affecting 
the condition of property as soon as it is 
placed in service, the proposed regulations 
do not adopt the placed-in-service date 
as the appropriate comparison point Al
though the placed-in-service date would 
be the appropriate comparison point when 
the taxpayer first corrects the effects of 
normal wear and tear, the IRS and Trea
sury Department believe that the condition 
of the property after the previous mainte
nance cycle is the appropriate comparison 
point for each subsequent maintenance 
cycle, 

The Plainfield-Union test works well 
when the amount paid is necessitated by a 
specific event (like amounts paid to repair 
damage or amounts paid to maintain prop
erty by correcting the effects of wear and 
tear), However, the test does not work in 
a pure improvement setting; that is, when 
a taxpayer decides to improve property 
without any event causing the taxpayer 
to perform the work to restore the prop
erty to a former good condition. There
fore, the proposed regulations do not ap
ply the Plainfield-Union test to the first 
three value factors (pre-existing defects, 
work performed prior to the property being 
placed in service, and adapting the prop
erty to a new or different use), These fac
tors are more appropriately analyzed on an 
absolute, rather than relative basis. Sim
ilarly, the test does not work well for bet
terments, which by definition are improve
ments that do more than restore property to 
a former good condition, 

VII, Restoration 

The proposed regulations provide that 
a taxpayer must capitalize amounts paid to 

restore property. The restoration lan
guage is from section 263(a)(2) and 
§L263(a)-I(a)(2) of the current regu
lations and generally has been viewed 
as a rule requiring the capitalization 
of amounts paid that substantially pro
long the useful life of the property. See 
§L263(a)-I(b). This section of the pro
posed regulations defines economic useful 
life and what it means to substantially 
prolong economic useful life. 

The comments received in response 
to Notice 2004-6 varied greatly with re
gard to useful life, with two commentators 
specifically suggesting that the concept of 
useful life be eliminated from the regula
tions, The other commentators suggested 
that economic useful life be defined as the 
period of time over which the property 
is expected to be useful to the taxpayer, 
taking into account the various factors 
listed in § 1.167 (a )-1 (b). The proposed 
regulations adopt this definition of eco
nomic useful life for taxpayers that do not 
have an AFS. Economic useful life is not 
determined by reference 10 the recovery 
period under section 168 for the property, 

For a taxpayer that has an AFS. the eco
nomic useful life of the property is pre
sumed to be the same as the useful life 
used by the taxpayer for purposes of deter
mining depreciation in its AFS. The IRS 
and Treasury Department believe that the 
economic useful life definition is subjec
tive and difficult to apply; therefore. this 
rule provides certainty for taxpayers with 
an AFS, The regulations provide an excep
tion to this rule for situations in which a 
taxpayer does not assign a useful life to 
certain property in its AFS, even though 
the property has a useful life of more than 
one year. For ex.ample, a taxpayer may 
treat amounts paid for a unit of property 
as an expense in its AFS if the property is 
used in a specific research project and has 
no alternative future uses, Additionally, 
many taxpayers have a policy of treating 
as an expense in their AFS an amount paid 
for tangible property below a certain dol
lar threshold, despite the fact that the prop
erty has a useful life of more than one yeaL 
This type of property does not have a use
fullife for purposes of determining depre
ciation in the taxpayer's AFS, even though 
it may have a useful life of more than one 
year. Therefore. the IRS and Treasury De
partment believe that in these situations it 
is appropriate for taxpayers to use thc eco-

nomic useful life definition that applies to 
taxpayers without an AFS, 

One commentator stated that the useful 
life used for book depreciation purposes is 
not appropriate for tax purposes because 
the book useful life takes into account fac
tors that do not measure the inherent useful 
life, but rather the period over which the 
property is expected to be useful (on av
erage) to the taxpayer. The IRS and Trea
sury Department believe it is appropriate 
to take into account the period over which 
the property may reasonably be expected 
to be useful to the taxpayer. as required by 
taxpayers without an AFS, rather than the 
inherent useful life of the property. 

The proposed regulations also provide 
four rules for determining when an amount 
paid substantially prolongs economic use
ful life, The first rule requires capitaliza
tion when the amount paid extends the pe
riod over which the property may reason
ably be expected to be useful to the tax
payer beyond the end of the taxable year 
immediately succeeding the taxable year 
in which the economic useful life of the 
property was originally expected to cease, 
One commentator suggested that the reg
ulations provide a safe harbor bright line 
rule to define whether an amount substan
tially prolongs the useful life. The IRS 
and Treasury Department believe that a 
one year rule is an appropriate bright line, 
Therefore, the regulations require capital
ization when the amount paid extends the 
original useful life of the property by more 
than one taxable yeaL The IRS and Trea
sury Department believe that a one year 
rule is a more appropriate bright line than 
a rule based on a percentage of the useful 
life, because the one-year rule corresponds 
with the 12-month safe harbor rule for the 
acquisition or production of property. 

The second rule requires capitalization 
if a major component or a substantial struc
tural part of the unit of property is replaced 
and note5 that the replacement of a rela
tively minor portion of the physical struc
ture of the unit of property or a relatively 
minor portion of any of its major parts does 
not constitute the replacement of a major 
component or substantial structural part of 
the unit of property, It is possible. how
ever, for amounts paid to replace a rela
tively minor portion of the physical struc
ture of the unit of property or a relatively 
minor portion of any of its major parts 
to substantially prolong the economic use-
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ful life of the property it the property i~ 

near the end of ih economic u,eful life. 
in which GI\e the amount.-. paid ne\ erthe
Ie" mmt he capltalilt'd. The rule i, flot in
tended to require capltallLatlUn if a maJur 
l'ompOflent I, replal'ed" Ith a \imilar. u\ed 
l'omponent that ha\ not heen rehuilt. for 
example. it the engine In a L'ar I, I'erlal'ed 
\llth a 1I,ed engine "ith ,imilar mileage 
ohtained from a jllnkyard, ()f a component 
of property \uhJect to a \1 arranty or main
tenanCe agn:ement i, replaced \Iith a u,ed 
ran that ha, heen reraired 

Although the replacement of minor 
part, doc, not usually prolong the ec()
nom ic 1I,efu I life of most proper! y. the 
replacement of 1110st or all minor parts for 
,Ol11e type, of property may he the equiva
lent of rehuilding the property. particularly 
in case., in which the property consists al
Illo,t entirely of minor parts. Therefore. 
the third rule provide, that amounts paid 
that restore a unit of property (or a major 
component or suhstantial structural part of 
the unit of property) tu a like-new condi
tion substantially prolong the useful life. 
The IRS and Treasury Department intend 
that this test be applied to situations in 
which the property undergoes the equiva
lent of being rebuilt. Merely recondition
ing a property by dismantling the property, 
and deaning and inspecting components, 
is not the equivalent of rebuilding. Allor 
almost all major and minor parts of the 
unit of property (or the major component 
or substantial structural part of the unit of 
pruperty) must be returned to the original 
manu facturers' speci fications, 

The fourth rule relates to the restoration 
Df a unit of properly after the taxpayer has 
properly deducted a casualty los, under 
section 165 with re,pect to the property. 
Section 165( a) allO\\s a tax payer to deduct 
any 10" sustained during the taxable year 
and not compensated for by insurance 
or otherwise. Generally, any loss arising 
from a fire. storm, ,hipwreck. or other 
ca,ualty i, allowable as a deductioIl under 
,ectlon 165(a). Section 1.165-7(a)( I), 
The amount of the deduction is the dif
ference between the fair market value of 
{ht' property before ~lI1d after the casualt)'. 
to the c .xtent the amount dues not exceed 
the prorcrty', adj usted basis. Sectiun 
1.1 f,5-7Ib)( I). A casualty luss deductiun 
under ,ectiol1 165(a) re.sulh in a decrease 
in the taxpayer', ba,i, in the property. 
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The courts have distinguished hetween 
losses that are deductihle as casualties 
under section 105(a) and incidental repair 
CllSts that are deductihle under section 
1621a) as ordinary and necessary business 
expenses. In generaL if property is lost. 
destroyed, or abandoned as a result of a 
casualty, a loss deduction under section 
10S( a) is appropriate: however. if property 
is simply damaged in a casualty and ex
penditures are made to repair the property 
in a manner that doe, not permanently im
prove or hetter it or prolong its usetullife, 
those expenditures are husiness expenses 
deductible under section 162(a). Hensler 
1'. Commissioner, 73 I.e 168. 179 ( 1979): 
see also HI/hinger 1'. COlllmissioner. 36 
F,2d 724, 726 (2d Cir. 1929) (expenses 
resulting from "trifling accidental causes" 
are deductible only under section 162(a) 
and not under section 165( a)): Ar/untic 
Greyhou/ld Corp, 1'. United States, III 
F, Supp, 953 (1953) ("the provisions for 
deductions of 'ordinary and necessary ex
penses' and 'casualty losses' would seem 
to be mutually exclusive, for the normal 
connotation of one negates, at least by 
implication, the idea of the other"). Thus, 
the mere fact that the damage results from 
a casualty is not controlling: instead, the 
nature of the damage resulting from the ca
sualty is relevant in determining whether 
the expenditure should be treated as a loss 
or deduction, 

The IRS and Treasury Department 
believe that when a taxpayer properly 
deducts a casualty loss. the nature of the 
damage resulting from the casualty is 
such that any repairs done 10 re,lore the 
property after the casualty should not be 
treated as ordinary and necessary repair 
costs. Thus, the proposed regulations 
provide that any amounts paid to repair 
property after a casualty loss must be cap
italized. 

Cummentators stated that amounts paid 
at any point during the property's eco
nomic useful life that do not change the 
functIOn. design. etc" hut enahle prop
erty to be used for its expected useful life 
should not be determined to extend the 
u,efullife. The IRS and Trea"ury Depart
ment believe that there are circumstances 
in which amounts paid that merely restore 
property to a {onner good condition may 
properly be capitalized as substantially 
prolongmg useful life, for example, when 
repair, are made to property after a ca-

suaIty loss. As another example, work 
performed at the end of the economic use
ful life of Ihe unit of property lIIay extend 
the property's lIseful life. Additiunally, 
replacement of a major component or a 
suhstantial structural part of a unit of prop
erty extends the useful life, particularly 
when the expected life of the component is 
coterminous with the economic useful life 
of the unit of property, and the economic 
useful life of the unit of pmperty is in 
fact limited hy the period over which the 
component is expected to be useful. Thus, 
the proposed regulations do not adopt the 
commentators' suggestion. 

VIII. Repair AI/OWl/lice Method 

A. /11 gelleml 

The primary focus of the proposed 
regulations is to provide guidance that dis
tinguishes deductible repair expenses from 
capital expenditures, However, because 
this remains inherently a fuets-and-cir
cumstances based determination, the IRS 
and Treasury Department requested com
ments in Notice 2004-6 on whether the 
regulations should provide a repair al
lowance, Six commentators suggested 
the regulations should provide a repair 
allowance or other de minimis rules for 
repair expenditures. Two commentators 
specifically proposed a repair allowance 
system modeled on the former CLADR re
pair allowance system, The proposed reg
ulations adopt these suggestions and pro
vide an optional repair allowance method, 
similar to the CLADR repair allowance, 
to create objective rules in this area. Al
though some commentators additionally 
requested other de minimis rules for re
pair expenditures as well, the IRS and 
Treasury Department believe that a repair 
allowance is an appropriate safe harbor 
for repair expenditures, Therefore, the 
proposed regulations do not provide a safe 
harbor other than the repair allowance. 

Under the repair allowance in the pro
posed regulations, the taxpayer compares 
the amounts paid for materials and labor 
during the taxable year to repair, maintain, 
or improve repair allowance property to 
the repair allowance amount. The amounts 
paid are deductible under section 162 to 
the extent of the repair allowance amount, 
and any excess amounts paid are capital· 
ized. Under the proposed repair allowance 



method, a repair allowance amount is 
determined separately for each MACRS 
class. The repair allowance amount for 
a particular class is determined by multi
plying the repair allowance percentage in 
effect for that class by the average unad
justed basis of repair allowance property 
in that class. For buildings that are repair 
allowance property, the repair allowance 
method is applied separately to each huild
ing. This rule is consistent with the rule 
for buildings under the CLADR repair 
allowance system. 

B. Capitalized amount 

The excess of amounts paid to re
pair, maintain, or improve all the repair 
allowance property in a MACRS class 
over the repair allowance amount for the 
class must be capitalized (the capital
ized amount). The capitalized amount 
includes the taxpayer' s direct costs of re
pairing. maintaining, or improving repair 
allowance property in a particular MACRS 
class. In addition, the taxpayer must add 
to the capitalized amount any allocable 
indirect costs of producing the repair al
lowance property in the MACRS class. 
which must be capitalized in accordance 
with the taxpayer's method of accounting 
for section 263A costs. Except with re
gard to repair allowance property that is 
depreciated under section 168(g) or repair 
allowance property that is public utility 
property (for which separate rules are pro
vided), the proposed regulations permit 
taxpayers to choose one of two methods of 
treating the capitalized amount. The first 
method is to treat the capitalized amount 
as a separate single asset and to depreciate 
the asset in accordance with that MACRS 
class. The second method is to allocate 
the capitalized amount for a particular 
MACRS class to all repair allowance 
property in the particular MACRS class 
in proportion to the unadjusted basis of 
the property in that MACRS class as of 
the beginning of the taxable year. Under 
either the single asset method or the allo
cation method, the capitalized amount is 
treated as a section l6R(i)(6) improvement 
and is treated as placed in service by the 
taxpayer on the last day of the first half 
of the taxable year in which the amount is 
paid, before application of the convention 
under section 168(d). For example, the 
capitalized amount for a calendar year tax-

payer would be treated as placed in service 
on June 30 of the ta.xable year. 

Because the single asset treatment doe~ 
not permit taxpayers to recognize a gain or 
loss on the disposition of repair allowance 
property, the IRS and Treasury Depart
ment request comments on whether. in the 
final regulations. taxpayers should be per
mitted to change to the allocation treat
ment for the taxable year of disposition and 
if so, what record keeping rules or other 
rules should be required for taxpayers to 
make that change. With regard to the allo
cation treatment, the IRS and Treasury De
partment request comments on whether the 
allocation should be based on an amount 
other than the unadjusted basis as of the 
beginning of the taxable year. such as the 
unadjusted basis at the end of the taxable 
year or the average unadjusted basis. 

C. Repair allowance propertr 

Repair allowance property is defined 
in the proposed regulations as real or per
sonal property subject to MACRS that 
is used in (he taxpayer's trade or busi
ness or for the production of income. It 
also includes certain tangible property 
not otherwise subject to MACRS if the 
taxpayer. solely for purposes of the repair 
allowance method, classifies the property 
in the appropriate MACRS clas~ in which 
the property would be included if the prop
erty were subject to MACRS. Taxpayers 
are not required to classify non-MACRS 
property (property placed in service be
fore the effective date of section 168 and 
property for which the taxpayer properly 
elected out of section 168). Non-classi
fied property will not be repair allowance 
property eligible for the repair allowance 
method. Certain types of property are 
not included in repair allowance prop
erty, including any property for which the 
taxpayer has elected to use the CLADR 
repair allowance method and property for 
which the taxpayer uses the method of ac
counting provided in Rev. Proc. 2001-46, 
2001-2 C.B. 263, or Rev. Proc. 2002-65, 
2002-2 C.B. 700 (both with regard to rail
road track). Thus, the repair allowance in 
the proposed regulations does not repeal 
the CLADR repair allowance, nor does it 
prohibit taxpayers from using the repair 
allowance method in these regulations for 
repair allowance property, while contin-

uing to use the CLADR repair allowance 
for other property. 

D. Excluded additiolls 

Repair allowancc propcrty elbo does 
not include excluded additions. the cost of 
which mu~t be capiwliLed. The CLADR 
repair allowance system has a similar rule. 
Under the CLADR repair allowance sys
tem, excluded additions are defined as 
any expenditures (I) that increase by 257.:· 
or more the producti vity or capacity of 
an existing identifiable unit of property 
over its productivity or capacity when first 
acquired; (2) that modify an existing iden
tifiable unit of property for a substantially 
ditTerent use: (3) for an additional iden
tifiable unit of property or a replacement 
of an identifiable unit of property that wa~ 
retired: (4) for a replacement of a part in 
or a component or portion of an existing 
identifiable unit of property if such part, 
component, or portion is for replacement 
of a part, component or portion which was 
retired in a retirement upon which gain or 
loss was recognized; (5) in the case of a 
building or other structure, for additional 
cubic or linear space: and (6) in the case of 
those units of property of pipelines, elec
tric utilities. telephone companies, and 
telegraph companies consisting of lines. 
cables, and poles, for replacement of 5% 
or more of the unit of property with respect 
to which the replacement is made. 

One commentator suggested that the 
proposed regulation:, should not have 
excluded additions similar to tho~e in the 
CLADR repair allowance because they are 
too qualitative and difficult to administer. 
The IRS and Treasury Department agree 
that some of the items listed as excluded 
additions under the CLADR system are 
too subjecti ve and do not provide the kind 
of objective determination the proposed 
repair allowance i~ intended to provide. 
For this reason, the proposed regulations 
limit the excluded additions to amounts 
paid (I) for the acquisition or produc
tion of a specific unit of property; (2) 
for work that ameliorates a condition or 
defect that either existed prior to the tax
payer's acquisition of the unit of property 
or arose during the production of the unit 
of property. whether or not the taxpayer 
was aware of the condition or defect at 
the time of acquisition or production; (3) 
for work perfofTnco prior to the date the 
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unit of property I~ placed In ~enice hy the 
taxpa~er (without rt:gard tll any applicable 
comentlOn under ~ection 16X«J)). (-+) [h;1I 
adaph the unit of propert~ to a ne\\ or dif
ferent use: or (,) I [h"t incre~he" [he l'llhiL' 
or "quart: "pace of a hllildi ng. 

Thu\, the propl)'l'd rL'glllatillns adopt 
e\L'luded addition, 2 .. \, and,) in th-: 
CLADR repair allll\\ ~1I1L'e. The,e cx
clmkd addition, are abo li,(('d 111 

~ 1.263(al-)(e)( I) of the proposed reg
uLltion\ a~ factor" th,lt indicate a material 
increase in \~due. The regulations do not 
adopt excluded addition I in the CLADR 
rqxlir allowa!1L'e hecause an l!lL'rea,e in 
produl'Ii\ity or capacity of 2.Y~ or more 
may he too difficult to measure. The reg
ulations do not specifically cite excluded 
addition -+ from the CLADR repair al
Illwance: however. if a part. component, 
ur portion of a unit of property is retired 
in a retirement upon which gain or loss 
properly was recognized, the replacement 
of that component is a separate unit of 
property under ~ l.263(al-3(d)(2) of the 
propllsed regulatiuns and thu, i, addressed 
by excluded addition I of the proposed 
regulation;,. Excluded addition 6 in the 
CLADR repair allowance addresses net
work assets and was not adopted in the 
proposed regulations pending comments 
on how the final regulations should ad
drL'\s the unit of property rules relating to 
network a~sets. 

In addition to the three excluded addi
tions that the proposed regulations calTY 
()\'L'r from the CLADR repair allowance, 
thL' exL'luded additions in the proposed reg
ulations include amounts paid for work 
that ameliorates a pre-existing condition 
or Jefect and for work performed prior to 
the date the unit of property is placed in 
sL'nice oy tIll' taxpaYL'L These two ex
cludL'd additions also are listed as factors 
in ~ 1.263Ial-)(e)( I I of thL' proposed reg
ulations that indicate a material increase 
\~tlllL'. The IRS and Treasury Department 
oeliL'\L' that till' excluded additions pro
\iLkd in the repair allowance in the pro
posed regulations arc more ooiective than 
tllllSL' in the CLADR regulations and are 
l'a,ier to \eri fy. 

E, Leused prlll'!'rt\" 

Like the repair allowance under 
CL:\DR, repair allowance property does 
not I!1dude property leased 0\ the ta\-
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payer from another party. One com men
Lltor ~uggested that the repair allowance 
apply to leased property The IRS and 
Treasur) Department recognize that tax
payers that lease property confront the 
same Issues as O\\ners in distinguishing 
deductible repairs from capital Improve
ments. However. the application of the re
pair allowance method to leased property 
raises several difficult issues. The IRS and 
Treasury Department request comments 
on whether the repair allowance method 
should be extended to leased property and, 
if so. how the following issues should be 
resohed: (I 1 How should the unadjusted 
hasis of leased property be determined? 
Should fair market value be used instead 
of unadjusted hasis and, if so, how and 
when should fair market value be deter
mined') (2) How should the regulations be 
drafted to prevent abuse between related 
lessors and lessees? (3) How should the 
regulations be drafted to prevent both the 
lessor and lessee from using the repair 
allowance method for the same property? 
(4) How should the regulations address 
qualified lessee construction allowances 
for short-term leases under section 110') 
(S) What is the proper treatment of the 
capitalized amount for leased property 
under the repair allowance'? (6) Should 
lessees be permitted to classify the leased 
property to a MACRS class and use one of 
the treatments of the capitalized amount 
in the proposed regulations? (7) Should 
the capitalized amount be allocated to 
indi vidual leases and amortized over the 
remaining term of each lease and, if so, 
how should that allocation be made') (8) If 
the taxpayer has a number of leases with 
varying lease terms, should the capitalized 
amount be allocated to certain groups of 
lease~ and amortized over the average re
maining term of the leases and if so, how 
should the leases be grouped? (9) Are 
there any other issues with regard to the 
application of a repair allowance to leased 
property that need to be addressed'! 

F iVciH'ork (ISSl'tS 

The definition of repair allowance prop
erty in the proposed regulations does not 
-,pecifically exclude network assets. How
ever. application of the repair allowance 
requires a determination of the appropriate 
unit of property, in particular with regard 
to identifying excluded additions. The unit 

of property determination with regard to 
net\vork assets is not addressed in the pro
posed regulations and is an issue on which 
the IRS and Treasury Department have re
quested comments, Therefore, the IRS and 
Treasury Department anticipate that final 
regulations specifically will include net
work assets as repair allowance property 
if appropriate unit of property rules can be 
determined, If appropriate unit of property 
rules cannDt be determined for network as
sets. the IRS and Treasury Department re
quest comments on whether to develop in
dustry-specific guidance on how the repair 
allowance method should apply (in partic
ular. how excluded additions should be de
termined) with regard to network assets in 
a particular industry, 

G. Repair allowance percentages 

The repair allowance percentages un
der the CLADR repair allowance were 
determined by the Treasury Department's 
Office of Industrial Economics, which 
is no longer in existence. The percent
ages were published in various revenue 
procedures (most recently in Rev. Proc, 
83-35, 1983~1 C.R 745), made obsolete 
by Rev. Proc. 87-56, 1987~2 C.B, 674, 
with regard to property subject to section 
168, and were revised and supplemented 
periodically. The proposed regulations 
create a new repair allowance percent
age for each MACRS class. These rates 
are hased on the principle that a taxpayer 
will spend 50% of the property's unad
justed basis on repairs over the property's 
MACRS recovery period. Thus, the re
pair allowance percentages for a particular 
MACRS class in the proposed regulations 
were computed by: (l) dividing 100% by 
the number of years in the recovery period 
for the MACRS class, which represents 
the portion of the property's unadjusted 
basis that is allocable to each year of the 
recovery period, and; (2) multiplying the 
result by 50%. For example, if a tax
payer has repair allowance property in 
a MACRS class with a 5 year recovery 
period, 100% divided by 5 is 20%, which 
represents the portion of the property's 
unadjusted basis that is allocable to each 
year of the recovery period, Multiplying 
the 20% amount by 50% results in a re
pair allowance percentage of 10% for that 
MACRS class. 



The IRS and Treasury Department re
quest comments on whether the repair 
allowance percentages should be different 
than those provided in the proposed reg
ulations, whether the rates in Rev. Proc. 
83-35 should be used, and whether the 
final regulations should permit taxpay
ers to choose between repair allowance 
percentages in Rev. Proc. 83-35 and 
the final regulations. The IRS and Trea
sury Department also request comments 
on whether a separate repair allowance 
percentage should be provided for certain 
types of property. such as repair allowance 
property subject to section 168(g) (for 
example, a percentage that retlects the 
recovery period under the alternative de
preciation system in section l68(g) rather 
than the MACRS recovery period under 
section 168). Finally, the IRS and Trea
sury Department request comments on 
whether industries should be permitted 
to request guidance through the Industry 
Issue Resolution program to establish dif
ferent repair allowance percentages for 
their particular industry. 

H. Manner of electing and manner of 
revoking election 

The proposed regulations reserve the i,
sue of how a taxpayer will elect the re
pair allowance method. Two commenta
tors suggested that taxpayers be permitted 
to elect the repair allowance on a year by 
year basis. The IRS and Treasury Depart
ment disagree with this suggestion. The 
repair allowance method is a method of ac
counting under section 446(e) and should 
be used consistently by taxpayers. Allow
ing a year by year election would com
plicate a taxpayer's record keeping and 
would create a burden on IRS examining 
agents when auditing a taxpayer's com
pliance with the repair allowance method. 
Therefore, the IRS and Treasury Depart
ment do not expect to permit a year by 
year election. However, even though the 
repair allowance method is a method of 
accounting under section 446(e), the IRS 
and Treasury Department expect to pro
vide that taxpayers may elect the repair 
allowance method prospectively without 
having to file an application for change in 
accounting method and that the election 
be done on a cutoff basis. Procedures for 
electing the repair allowance method will 
be provided either in the final regulations 

or in published guidance in the Internal 
Revenue Bulletin. 

The proposed regulations provide that 
the repair allowance method, if elected, 
must be elected for all repair allowance 
property. A taxpayer may revoke an elec
tion made under the repair allowance 
method only by obtaining the Commis
sioner\ consent. Procedures for obtaining 
the Commissioner's consent to revoke an 
election will be provided either in the final 
regulations or in published guidance in the 
Internal Revenue Bulletin. The IRS and 
Treasury Department expect to provide 
that a taxpayer that revokes an election 
may not re-elect the repair allowance 
method for a period of at least five tax
able years, beginning with the year of the 
revocation unless, hased on a showing of 
unusual and compellmg circumstances, 
consent is specifically granted by the 
Commissioner to re-elcct the repair al
lowance at an earlier time. The IRS and 
Treasury Depanment request comments 
on the appropriateness of the five year 
waiting period, as well as on the circum
stances that should be considered unusual 
and compelling so that the Commissioner 
would grant consent to re-elect the repair 
allowance prior to expiration of the five 
year waiting period. 

L Record keeping 

The proposed regulations do not impose 
any specific record keeping requirements. 
However, under section 600 I, taxpayers 
are required to keep books and records suf
ficient to establish the amounts used to 
compute a deduction under the repair al
lowance method. For example, taxpayers 
must maintain books and records reason
ably sufficient to determine (I) the total 
amounts paid (other than amounts paid for 
excluded additions) during the taxpayer 
year for the repair, maintenance, or im
provement of repair allowance property in 
the specific MACRS class; (2) the unad
justed basis of all repair allowance prop
erty in the specific MACRS class at the 
beginning and the end of the taxable year; 
(3) the repair allowance percentages used 
for the specific MACRS class for the tax
able year; and (4) the treatmen t of the cap
italized amounts (whether capitalized as a 
single asset or allocated to all repair al
lowance property in the specific MACRS 
class). 

Proposed Effective Date 

These regulations are proposed to ap
ply to taxable years beginning on or af
ter the date the final regulations are pub
lished in the Federal Register. The final 
regulations will provide rules applicable to 
taxpayers that seek to change a method of 
accounting to comply with the rules con
tained in the final regulations. Taxpay
ers may not change a method of account
ing in reliance upon the rules con tamed in 
the propo<;ed regulations until the rules are 
published as final regulations in the Fed
eral Register. 

The IRS and Treasury Department an
ticipate that except as otherwise provided 
(for example, in the repair allowance sec
tion), the final regulations will provide 
that a taxpayer seeking to change to a 
method of accounting provided in the fi
nal regulations must follow the applicable 
procedures for obtaining the Commis
sioner's automatic consent to a change in 
accounting method. Generally, a change in 
method of accounting is made using an ad
justment under section 481 (a). However, 
the IRS and Treasury Department are con
cerned about the potential administrative 
burden on taxpayers and the IRS that may 
re~ull from section 481 (a) adjustments that 
originate many years prior to the effective 
date of the final regulations. The IRS and 
Treasury Department request comments 
on whether there are circumstances in 
which it is appropriate to permit a change 
in method of accounting to be made using 
a cut-off basis instead of a section 481 (a) 
adjustment. Finally, the IRS and Treasury 
Department request comments on any ad
ditional terms and conditions for changes 
in methods of accounting that would be 
helpful to taxpayers in adopting lhe rules 
contained in these proposed regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
uti ve Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 USc. 

chapter 5) does not apply to these regu
lations, and, because the regulation does 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
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Act (5 U.s.c. chapter 6) does not apply. 
Pursuant to section 7805(0 of the Code. 
this notice of proposed rulcmaking will be 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before the proposed regulations are 
adopted as final regulations. consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. Comments are requested 
on all aspects of the proposed regulations. 
In addition. the IRS and Treasury Depart
ment specifically request comments on 
the clarity of the proposed rules and how 
they may be made easier to understand. 
All comments will be available for public 
inspection and copying. 

A public hearing has been scheduled 
for Tuesday. December 19, 2006, at 10:00 
a.m .. in the auditorium of the New Car
rollton Federal Building. 5000 Ellin Road. 
Lanham. MD 20706. Due to building se
curity procedures, visitors must enter at 
the main front entrance. In addition. all 
visitors must present photo identification 
to enter the huilding. Because of access 
restrictions. visitors will not be admilled 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing. see the "FOR FURTHER IN
FORMATION CONTACT' section of this 
preamble. 

The nIles of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline of the topics to be discussed and 
the time to be devoted to each topic (signed 
original and eight (S) copies) by Novem
ber 28. 2006. A period of 10 minutes will 
be allotted to each person for making com
ments. An agenda showing the scheduling 
of the speakers will he prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal author of these regula
tions i~ Kimberl) L Koch. Office of the 
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Associate Chief Counsel (Income Tax and 
Accounting). IRS. However. other person
nel from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part 1 is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.162-4 is revised to 

read as follows: 

.~1.l62-4 Repairs. 

Amounts paid for repairs and mainte
nance to tangible property are deductible 
if the amounts paid are not required to be 
capitalized under § 1.263(a)-3. 

Par. 3. Section 1.263(a)-0 is amended 
by revising the entries for § 1.263(a)-1 
through § 1.263(a)-3 to read as follows: 

§1.263(a)-O Table of contents. *" * 

§1.263(a)-1 Capital expenditures; in 

general. 

(a) General rule for capital expendi-
tures. 

(b) Examples of capital expenditures. 
(C) Amounts paid to sell property. 
(1 ) In general. 
(2) Treatment of capitalized amount. 
(3) Examples. 
(d) Amount paid. 
(e) Effective date. 
(f) Accounting method changes. 

§ 1.263( u )-2 Amounts paid to acquire or 
produce fangible property. 

(a) Overview. 
(b) Definitions. 
( I ) Amount paid. 
(2) Personal property. 
(3) Real property. 
(4) Produce. 
(c) Coordination with other provisions 

of the Internal Revenue Code. 
( I ) In general. 
(2) Materials and supplies. 

(d) Acquired or produced tangible prop-
erty. 

( I) In general. 
(i) Requirement of capitalization. 
(ii) Examples. 
(2) Defense or perfection of title to tan-

gible property. 
(i) In general. 
(ii) Examples. 
(3) Transaction costs. 
(i) I n general. 
(ii) Examples. 
(4) l2-month rule. 
(i) I n general. 
(ii) Coordination with section 461. 
(iii) Exceptions to 12-month rule. 
(iv) Character of property subject to 

12-month rule. 
(v) Election to capitalize. 
(vi) Examples. 
(e) Treatment of capital expenditures. 
(0 Recovery of capitalized amounts. 
(I) In general. 
(2) Examples. 
(g) Effective date. 
(h) Accuunting method changes. 

§1.263(a)-3 Amounts paid to improve 

tangible property. 

(a) Overview. 
(b) Definitions. 
( I) Amount paid. 
(2) Personal property. 
(3) Real property. 
(c) Coordination with other provisions 

of the Internal Revenue Code. 
(I) In general. 
(2) Example. 
(d) Improved property. 
( 1 ) Capitalization rule. 
(2) Determining the appropriate unit of 

property. 
(i) In general. 
(ii) Initial unit of property detennina· 

tion. 
(iii) Category I: Taxpayers in regulated 

industries. 
(iv) Category II: Buildings and struc· 

tural components. 
(v) Category III: Other personal prop-

erty. 
(vi) Category IV: Other real property. 
(vii) Additional rule. 
(viii) Examples. 
(3) Compliance with regulatory re

quirements. 
(4) Unavailability of replacement parts 



(5) Repairs performed during an Im-
provement. 

(i) In general. 
(ii) Exception for individuals. 
(e) Value. 
(l) In general. 
(2) Exception. 
(3) Appropriate comparison. 
(4) Examples. 
(f) Restoration. 
(I) In general. 
(2) Economic useful life. 
(i) Taxpayers with an applicable finan

cial statement. 
(ii) Taxpayers without an applicable fi

nancial statement. 
(iii) Definition of "applicable financial 

statement. " 
(3) Substantially prolonging economic 

useful life. 
(i) In general. 
(ii) Replacements. 
(iii) Restoration to like-new condition. 
(iv) Restoration after a casualty loss. 
(4) Examples. 
(g) Repair allowance method. 
(l) In general. 
(2) Election of repair allowance 

method. 
(3) Application of repair allowance 

method. 
(4) Repair allowance amount. 
(i) In general. 
(ii) Average unadjusted basis. 
(iii) Unadjusted basis. 
(iv) Buildings. 
(5) Capitalized amount. 
(i) In general. 
(ii) Single asset treatment of capitalized 

amount. 
(iii) Allocation treatment of capitalized 

amount. 
(iv) Section l68(g) repair allowance 

property. 
(v) Section 168(g) election. 
(vi) Public utility property. 
(6) Repair allowance property. 
(i) In general. 
(ii) Certain property not subject to sec

tion 168. 
(iii) Exclusions from repair allowance 

property. 
(7) Excluded additions. 
(i) In general. 
(ii) Treatment of excluded additions. 
(8) Repair allowance percentage. 
(9) Manner of election. 
(10) Manner of revoking election. 

( 11) Examples. 
(h) Treatment of capital expenditures. 
(i) Recovery of capitalized amounts. 
U) Effective date. 
(k) Accounting method changes. 

* * * * * 
Par. 4. Sections 1.263(a)-1 through 

1.263(a)-3 are revised to read as follows: 

§ i.263( a)-i Capital expenditures; ill 
general. 

(a) General rule for capital expendi
tures. Except as provided in chapter I of 
the Internal Revenue Code, no deduction 
is allowed for-

(l) Any amount paid for new buildings 
or for permanent improvements or better
ments made to increase the value of any 
property or estate, or 

(2) Any amount paid in restoring prop
erty or in making good the exhaustion 
thereof for which an allowance is or has 
been made in the form of a deduction for 
depreciation, amortization, or depletion. 

(b) Examples of capital expenditures. 
The following amounts paid are examples 
of capital expenditures: 

(I) An amount paid to acquire or 
produce real or personal property. See 
§ 1.263(a)-2. 

(2) An amount paid to improve real or 
personal property. See § 1.263(a)-3. 

(3) An amount paid to acquire or create 
intangibles. See § 1.203(a)-4. 

(4) An amount paid or incurred to facil
itate an acquisition of a trade or business, 
a change in capital structure of a business 
entity, and certain other transactions. See 
§ 1.263(a)-5. 

(5) An amount assessed and paid un
der an agreement between bondholders or 
shareholders of a corporation to be used in 
a reorganization of the corporation or vol
untary contributions by shareholders to the 
capital of the corporation for any corporate 
purpose. See section 118 and § I. 118--1. 

(6) An amount paid by a holding com
pany to carry out a guaranty of dividends 
at a specified rate on the stock of a sub
sidiary corporation for the purpose of se
curing new capital for the sub~idiary and 
increasing the value of its stockholdings in 
the subsidiary. This amount must be added 
to the cost of the stock in the subsidiary. 

(c) Amounts paid to sell property-( J ) 

in general. Commissions and other trans
action costs paid to facilitate the sale 

of property generally must be capitalized. 
However, in the case of dealers in property. 
amounts paid to facilitate the sale of prop
erty are treated as ordinary and necessary 
business expenses. See ~ 1.263(a)-5(g) for 
the treatment of amounts paid to facilitate 
the disposition of assets that constitute a 
trade or business. 

(2) Treatment of capitafi:ed amount. 
Amounts capltalized under paragraph 
(c)( 1) of this section are treated as a reduc
tion in the amount realized and generally 
are taken into account either in the taxable 
year in which the sale occurs or in the 
taxable year in which the sale is aban
doned if a loss deduction is permissible. 
The capitalized amount is not added to the 
basis of the property and is not treated as 
an intangible under § 1.263(a)-4. 

(3) Examples. The following examples, 
which assume the sale is not an installment 
sale under section 453, illustrate the rules 
of this paragraph (c): 

Example I. SIII~s ("osts of real property. X owm 
a parcel of real estate. X sell<, the real eltate and pays 
legal fees. recording fee" and sales cOJlllni,sion; to 

facilitate the ,ale. X mu,t capitaliu the fees and com
missions and. in the taxable year of the sale. offset 
the fees and commi<;sions against the amount realized 
from the sale of the real estate. 

Example 2. Sales lOsts 0/ dmler.\. Assull1e the 
same facb as in Example I. except that X i, a dealer 
in real estate. The commi"ions and feel paid to facil
itate the sale of the real estate are treated as ordinary 
and necessary business expenses under senion 162. 

Example 3. Sale.\ cmts oj personal propertl' uIed 

in the trade or businen. X is a farmer and owns a 
truck for use in X', trade or busine" X decides to 
seli the truck and on Novemher 15, 20()R. X pays 
to advertise the sale of the truck in the lucal news 
media. On February 1 5.2009. X ,db the truck to Y. 
X is required to capitalize in 2008 the amount paid to 
advertise the sale of the truck and, in 2009. is required 
to offset the amount paid against the amOunt realized 
from the ,ale of the truck. 

Exwnl'le 4. COSI5 of l1/;al/doned sale ajpersol/ol 
property used ill a trade or husi"cs". Assume the 
same facts 3\ in Example 3. except that. instead of 
selling the truck on Fehruary 15.2009. X deCldes on 
th2t date not to sell the truck and takes the tfuck off the 
market. X is required to capitaliLe in 20()8 th~ amuunt 
paid to adverti,e the sale of the truck. However. X 
may treat the amount paid as a Iml under ,ection 165 
in 2009 when the lale is abandoned. 

Example 5 Sales costs 0( personal property IlOt 

used in (/ trade or hlf.l'Illf.1 I. A"ume the IJme fact> J' 

in Example 3. except that X does not use the truck in 
X\ trade or hu,rness. but instead u,es it for personal 
purposes. X decides to sell the truck and on Novem
ber 15.2008. X pay' 10 aUverti,e the ,ale of the truck 
in the local new, meLiia. On February IS. 2009. X 
sell;, the truck to Y. X is required to capItalize 10 200K 
the amount paid to auvertise the ,>ale of the trU(;k anLi. 
in 2009. i, required to off,et the amount paid ag~jnq 
the amount realized from the sale of the truck. 
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f.rl/lll{'!~ 6. e(}\!1 0/ uhulli10Jlcd lUi< "Ip~nollul 

pf"O{JCrf.\ 1If1IIl.led if! {{ [ullll (II' hll\ult" \. :\ ........ UnlL' the 

'aille bCh ,I' In L ',"11/'!" .'. l'\(l'pt th,lt. In,tl'.ld lIr 
,ellini! the trud lin Fehnl;ln I~. 2()()l), .\ d,'(ld," 1111 

that J.lle n(lt III ,(II the trucK .Ind tdKe' Ihe trucK "frthe 

marh,t .\ I' reqlllrl'O t(ll·.I[,lI,dl/l· III ~IIOX the' Clmllllnt 

palLi tll alhertl\l' the 'ak "' the trucK .. \Ithnugh thl' 
"il,'" dh.lI1d,)nl'd III ~(IIIl) . .\ 111.1\ n"t tredt thl' dnlllullt 

f1~lId ,I' ~I !(l ...... tinder .... t'LIII.H1 16:' hl'I..'~IU'l' 1l1L' truL'i, \\a' 

n"t lhl'd In '\', tr;llk "r I1U'I11l'" llr In ~I tr,llh.Jlth1!l 

,'I1Il'red lilt" I"r I'rnrll 

(d) :\/11011111 f'(lid. ror purpo,es of thi, 
section, the lL'rm, (/lII(llIlIts fluid and {hi\'-

11/1'111 Illean, in the case of a taxpayer us
ing an aCLTual method of accounting, a 
Iiahilit~ incurred (within the meaning of 
~ IA-lf>-I (c)( I )(ii)l. A liability may not be 
taken into account under this section prior 
to the ta\able year during which the Iiahil
ltv is incurred, 

(c:) E(fi'clil'e date. The rules in this sec
tion apply to ta\ahle years heginning on or 
after the date of puhl icati()n of the Treasury 
decision adopting these rules as final reg
ulation, in the Federal Register. 

(f) Accuulllillg method challge'i. [Re
semxll 

~ I .263( (/ )-2 AII/oUIIIs {'(lid 10 ucquire or 
I'rodllce IUllgih!e pm!'erty. 

(a) (h-efTicII' This section provides 
rules for applying section 263(a) to 
am()unt~ paid to aC4uire or produce real 
or personal property, See ~ I ,263(a)-3 
for the treatment of amounts paid to im
pro\'e tangihle property, * 1.263(a)-4 for 
the treatment of amounts paid to aC4uire 
or cre~.I(e intangibles, and ~ 1.263(a)-5 for 
the treatment of amounts paid to facilitate 
an acquisition of a trade or business, a 
change in capital structure of a hu~iness 
entity, and certain other transactions. 

(h) Dc/illll/O//I. For purpose~ of this 
section, the following definitions apply: 

( I ) Amollill paid. In the case of a ta\
payer using an aCLTualmethod of account
ing, the terms (l1/1(![{llls !)(Iid and jW\'fl/Cllt 

mean a Iiahility incurred (\\ ithin the mean
Ing of *U..J.6-1(l')( [)(iil). A liahility may 
not be taken into account under this section 
prior to the taxable year during which the 
liahility is incurred. 

(2) Personu! !l/'{ijll'rlr. Pcrsollol pml'
('I"lr means tangihle personal property as 
defined in *1...J.S-l(cl. 

(3) Rell! !'m!'ert\·, Rcal properlY means 
land and improvements thereto. slIch as 
buildings or other inherently permanent 
structures (including items that are struc-
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tural componenh of such buildings or 
,tructures) that are not personal prop
ert~ as defined II1 paragraph (b)(2) of this 
sectHlI1. Local Ia\\ is not controlling in 
dctermining \\hether property is real prop
crt~ for purposes of this ,ection. 

(-l) Prodllce, Producc means construct, 
huild, install, manufacture, de\'elop, cre

ate, raise, or grow. Sec * 1.263(a)-3 for 
capitali/atioll fules applicahle to amounts 
paid to impro\T property. 

(c) Coordilllllion \IiTIi orlier prorisioll.l 
olthe Intern(d Re\'el/l/e Code-( I) /11 gell

emf. Nothing in this section changes the 
treatment of any amount that is specifically 
pn)\"iLied for under any provision of the In
ternal Revenue Code or regulations other 
than section 162(a) or section 212 and the 
regulations under those sections. 

(2) MUleriu/s (lnd supplies. Nothing 
in this section changes the treatment of 
amounts paid for materials and supplies 
that are properly treated as deductions or 
defelwd expenses, as appropriate, under 
~ Ll62-3. 

(d) ACljuired or produced lallgi/J/c 

properIY-( I) III genera/-til Require
ment of C{/piluJi;.lITioll. A taxpayer must 
capitalize amounts paid to acquire or 
produce real or personal property hav
ing a useful life substantially heyond the 
ta\able year, including land and land im
provements, huildings, machinery and 
equipment, and furniture <lIld fixtures, and 
a unit of property (as determined under 
~ L263(al-3(d)(2)). having a useful life 
substantially beyond the taxable year. A 
taxpayer also must capitaliLe amounts 
paid to acquire real or personal property 
for resale and to produce real or personal 
property for sale. See section 263A for the 
scope of costs required to be capitalized 
to property produced by the taxpayer or to 
property acquired for resale. 

(ii) EWlIlplcs. The following examples 
illustrate the rule of this paragraph (d)( I): 

Frumpl" / AU/lli.li!iril/ of I'NSOI/o/property -
,'oordil/({fi(!/1 \I'irh ,U. 1(,2-3. X, an alr(in.:. operate, a 
Iket (It airLTaft. X purc'h,,'L" and mamtaln, in ,tock 
!(lr repair' W Ih aircraft a great numher of oiffer
ent expendahle !lIght c4uipmem 'pare pan, (includ
Ing L'artndge,. L'am,ter,. (} Imuer" and dl\kl). ha,ed 
in part on the manufacturer', recommendation, and 

III part on the airline\ experienL'e. The expendahle 

night equIpment 'pare Pilrt' are carried on hand by X 

until they are installeo in the panicular type of aircraft 
tor which purcha,ed. The expendable flight equIp
ment 'p,lrc parh arc l1f a t}PC normally not repaired 
and reu,ed. A, the,e part' are taken from ,tock and 
u,ed 10 repair aircraft. the >lock ,uppl; is repleni,hed 

by X purcila'lllg Ill'll part'. III ~OOtl . .\ purcha,es 

e\IK'lld.Jblc tllsht l'quiplllellt 'pare pan,. X prop' 
eril trl'Clh th,' ;llllOllllt p;l1d Ilir thl' l'\pcndank !light 

eljulplll"llt 'parl' p,irh a, a dc(ci red c'\pell,e under 

~I.lh~-.'. 'iothins in thi, 't'di"n ch;lnge, the treat· 

1Ill'1l1 of till' orisillal ;ICLjlll"IIOIl co,t a, a dl'f,'rred C\' 

pen",. 
f.'.\(I1I1/'/C:! \t"/IIIII//(III "r/'(')'.\(II/(///II()pcr/r·-

coordin(l!ioll II if I! {I In:! 3. \, an industriallaUl!drr 

hU'lIlc", !c>;I',.., 111;111\ I'rlldul't'. illl'ludlllg g.allllelltl, 

linen" ,hop tll\\l'''' ,'olltillllllll' rollt(1\\cl" and 1II0P' 

I rental ill'Ill' l. X lII~l1ntain, a 'lipply of renlal ite1ll' on 
hand [(l replace II urn or damaged item,. The renlal 

ilCIll' h;IYC useful li\ e, of J 2 Illonths or Ie". In 200S, 
\ purchases a large quantity of rental items. The 

amount paid for the rellwl item, i, properly treated 

by X '" a dekrred e\pen,e under ~ 1.1 (,2 .1. Nothing 
in thi, ,,~ctioll change, the treatllll'nt of the orig:nal 

aL'quisitllHl cost ;1' " deferred expelbC. 

E\(/IIII'/e 3. AC(//I/.\ilill/l II(P<'I'.I(I/lo/{'I<I/)('I"lr. In 

200K. X purchase, new L'ash regi,ters, which ha\e a 

u,eful life substantially beyond the taxahlc y~ar, for 

usc in its retail stor~ located in a Ica,cd 'pace in a 

shopping mall. X Illust capitali/e under this para, 
graph (di( I) the anHlunt paid to purcha,e each ea,h 

regi~ter. 

EWlIIl'le.J. RcillCUli(}II urld iIlS/(fI/({!ioll or 1'((' 

I,,,,a/propertv. Assume the ,a me facts a, in E.lw>1I'!e 

3. except that X' s lea,c c\pires in 20(J9 and X decides 

to relocate it> retail store to a different huilding. In ad, 

dition III various other co,ts, X pay, $5,000 to move 

the cash registers and S 1.000 to rel11stall them in the 
other store. X is not relJuireu to capilalile und~r this 
paragraph (d)( I) the $5,000 amount paid for Illoving 

the cash registers: however, X mll,t capitalize under 
thi, paragraph (dl( I) the $1.000 amount paid to rein, 

stall the ca,h registers in its other ,tore hecause, under 
paragraph I h)t4) of this section, in,talJation costs are 

production cost,. 

EWlllplc 5. Au/ui.li!i(}/I ollllild. X purchases a 
parcel of undeveloped real estate X must capitalize 

under th" paragraph (d I( I ) the amount paid to acqUire 

the real e,tate. See * 1.2('3(a)-2(d)(3) for the treat
ment of amount> pai~ to facilitate thc acquisition of 

leal pn'pcrty. 
Exafl/ple 6. AU/lli.llfioll 0/ hllildillg. X purchases 

a huilding. X must capitalize under this paragraph 
(d)( I ) the amount paid to acquire the huilding. See 

~ 1.2h3(a)-2(d)(3) for the treatment of amounts paid 

to facilitate the aC4ui,ition of real property. 
EWfl/ple 7. Acq((i.l'lfioll (}lproperrv/ill' resafe. X 

pureha,es good, for resale. X mu.,t capitalize under 

thiS paragraph (d)( II the amounts paid to acquire the 
good,. Sec ,eClion 263A for the treatment of amounts 

paid to acquire property for resale. 
fWlI/ple Ii. ProduCiiorJ of proper') fur sale. X 

produces good, for ,ale. X must capitalize under 
this paragraph (d)( I) the amount paid to produce the 
gooo,. See ,ection 263A for the treatment of amounts 
pai~ to produce properly. 

exomp/e'l Proiluc!ioll ojhuildilll(. X constructs 
a huiluing. X mll\l capitalize under thi, paragraph 
I d II I ) the amounl paid to con,truct the building. See 
,cctJon 2('3A for the treatment of amounts paid to 
proouce real property. 

Examp/e /0. Acqllisitio/l o( "sseII' collstillllin!? a 

Imde ur husiness. Y owns tangible and intangible as' 
,ets that comtitutc a trade or husiness. X purchases 
all the as>eh of Y in a taxahle tramaction. X must 



capitalize under this paragraph (d)( I) the amount paid 
for the tangible asset; of Y. See § 1263(a)--4 for [he 
treatment of amounts paid to acqUIre intangibles and 
§ 1.263(a)-5 for the treatment of amounts paid to fa
cilitate the acquisition of assets that constitute a trade 
or business. See section 1060 for special allocation 
rules for certain asset acquisitions. 

(2) Defense or petfection of title to 

propert),-(i) In general. Amounts paid 
to defend or perfect title to real or per
sonal property constitute amounts paid to 
acquire or produce property within the 
meaning of this section and must be capi
talized. See section 263A for the scope of 
costs required to be capitalized to property 
produced by the taxpayer or to property 
acquired for resale. 

Oi) Examples. The following examples 
illustrate the rule of this paragraph (d)(2): 

Example I. Amounts paid to contest condemna

tion. X owns real property located In County. County 
filed an eminent Jomain complaint condemning a 
portion of X's property to use as a roadway. X hired 
an attorney to contest the condemnation. Amounts 
paid by X to the attorney must be capitalized because 
they were to defend X' s title to the pmperty 

Example 2. AmoUIIlS paid to InvulidUie or-

dinance. X is in the business of quarrying and 
supplying sand and stO"" in a certain municipality. 
Several years after X established its business, the 
municipality in which it ',vas located pa>sed an ordi
nance that prohibited the operation of X's business. 
X incurred attorney's fees in a successful prosecution 
of a suit to invalidate the municipal ordinance. X 
prosecuted the suit to preserve its business activities 
and not to defend X' s title in the property. Therefore. 
attorney's fees paid by X are not required to be capi
talized under this paragraph (d)(2). However. under 
section 263A, all indirect costs, including otherwise 
deductible costs. that directly benefIt or are incurred 
by reason of the taxpayer's production activities 
must be capitalized to the property produced for sale. 
Therefore, because the amounts paid to invalidate the 
ordinance are incurred by reason of X's production 
activities, the amounts paid must be capitalized under 
section 263A to the property produced for sale by X. 

Example -' Amounts paid (0 challenge building 

line. The board of public work; of a municipality 
established a building line across X' s business prop
erty. adversely affecting the value of the property. X 
incurred legal fees in unsucce~.sful1y litigating the es
tablishment of the building line. Amounts paid by X 
to the attorney must be capitalized because they were 
to defend X's title to the property. 

(3) Transaction costs-(i) [n general. 

A taxpayer must capitalize amounts paid to 
facilitate the acquisition of real or personal 
property, including shipping costs, bidding 
costs, sales and transfer taxes, legal and ac
counting fees, title fees, engineering fees, 
survey costs, inspection costs, appraisal 
fees, recording fees, application fees, com
missions, and compensation for the ser
vices of a qualified intermediary or other 
facilitator of an exchange under section 

1031. See § 1.263(a)-5 for the treatment 
of amounts paid to facilitate the acquisi
tion of assets that constitute a trade or busi
ness. See section 263A for the scope of 
costs required to be capitalized to property 
produced by the taxpayer or to property ac
quired for resale. 

(ii) Examples. The following examples 
illustrate the rule of this paragraph (d)(3): 

Example I. Legallee.l. i(lXel. and C()lI1l11i.I.I;OIl.\ 

to .facilitate WI lllqllili(iol1. X purcha.se, a building 
and pays legal fees, sales taxes, and sales commis
sion, to facilitate [he acquisition. X muq capitalize 
the amounts paid for legal fees. sales taxes. and ,ales 
commissions 

Example 2. Moving ('osts (0 facilitate (III acqlll

,·irion. X purcha,e, all the assets of Y and. In con
nection with the purchase. hires it tran,portation com
pany to move storage tanks from Y', plant to X's 
plant. X must capitalize the amount paid to move the 
tan", from y's plant to X's plant because the amount 
paid facilitates the acquisition of the storage tanb. 

(4) J 2-tnrmth rttle-( i) In fifllerili. 
Except as otherwise provided in this para
graph (d)( 4), an amount paid for the 
acquisition or production (including any 
amount paid to facilitate the acquisition 
or production) of a unit of property (as 
determined under * I.263(a)-3(d)(2» with 
an economic useful life (as defined in 
§1.263(a)-3(f)(2» of 12 months or less is 
not a capital expenditure under paragraph 
(d) of this section. 

(ii) Coordinotion with section 461. In 
the case of a taxpayer using an accrual 
method of accounting, the rules of this 
paragraph (d)(4) do not affect the deter
mination of whether a liability is incurred 
during the taxable year, including the de
termination of whether economic perfor
mance has occurred with respect to the li
ability. See § 1.461-4 for rules relating to 
economic performance. 

(iii) Exceptions 10 J2-momh rule. The 
12-month rule in paragraph (d)(4 )(i) of this 
section does not apply to the following: 

(A) Amounts paid for property that is or 
will be included in property produced for 
sale or property aC4uircd for resale; 

(B) Amounts paid to improve property 
under § 1.263(a)-3; 

(e) Amounts paid for land: and 
(D) Amounts paid for any component 

of a unit of property. 
(iv) Character of properly subject to 

12-mollth rule. Property to which a tax
payer applies the 12-month rule contained 
in paragraph (d)( 4)(i) of this section is not 
treated upon sale or disposition as a capi
tal asset under section 1221 or as property 

used in the trade or business under section 
1231. 

(v) Electio/l 10 C1(1)ita/i;.e. A taxpayer 
may elect not to apply the J 2-month rule 
contained in paragraph (d)(4J(i) of this 
section with regard to a unit of property. 
An election made under this paragraph 
(d)(4)(v) upplies to any unit of property 
during the taxable year to which para
graph (dJ(4J(i) of this section would apply 
(but for the election under this paragraph 
(d)(4)(v)). A taxpayer makes the election 
by treating the amount paid as a capital 
expenditure in its timely filed original 
Federal income tax return (including ex
tensions) for the taxable year in which 
the amount is paid. In the case of a 
pass-through entity, the election is made 
by the puss-through entity, and not by the 
shareholders, partners, etc. An election 
may not be made through the filing of 
an application for change in accounting 
method or by an amended Federal income 
tax return and an election may not be re
voked. 

(vi) Examples. The rules of this para
graph (d)(4) are illustrated by the follow
ing examples, in which it is a~sllmed (un
less otherwise stated) that the taxpayer is 
a calendar year, accrual method taxpayer 
that has not ejected out of the 12-month 
rule under paragraph (d)(4)(v) of this sec
tion with regard to the unit of properly, and 
that none of the property is materials and 
supplies under ~ 1.162-3: 

Examp/e 1. I'rodUCiIOlI ('(HI. X corpllratJlln 
manufactures and sdb aluminum qorm windows 
and doors. To conduct its businc:s>. X purchases 
,trip> of aluminum called extru,ioU' and applies 
paint electro'tatically to the extrusion, through a 
complex proce". [n 200il. X lostalls a leaching PIt 
[0 provide a uraining area for Jiyuid w;]ste produced 
in [he process of painting the extrusions. X previ
ously had dumped th" 'Waste into a creek bed. but 
the local water department ordered it to cea"~ thi, 
practice. The economIC useful hfe of the leaching 
pH is 12 month" alter v.hlch llme the factory will be 
connected to the local 'ewer 'y.qem. A"umc that the 
leaching pit i, the umt of property. as delermtncd un· 
der ~ 1.263(a)~3( dil2J. X i, not required to capitalize 
under paragraph 10) of thi, seuion the amount [ldld 
to produce the leaching pit becau,e the useful life of 
the leaching pit j, J 2 month, or Ie.",. However. undel 
,eclion 263A. all indirect co,t" including otherwi,c 
deductible co,!>. that (breell) henefit or arc incurred 
hy reawn of the taxpayer', manuf;]cturing adl\ Itl~S 
mU',t be capitalitxd to the property produced tor ,ale. 
Therefore. becau,e [he amounts paId for the Jt:ilching 
pit arc incurred by rea,on ot X', manubctunng op' 
eratlons. the amount, paid must he capitallted under 
,eeUon 263A to the flro[lerty produced for ,aic h) X. 
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f.\ulnl}/e 2 AI (/lfi\IIWIl (II" /Jl"odll( tiOI] ((/\{ .\ 

rurchd'l> (lr rr'.lUUCe, p~,. UI,',. lllillLk ,ll1d 1',llk'fll' 

Illr Lhc III Ihl' lH,lIluldl,.:lurL' \)1 Jl)ll!Pf \ d1llk, ,Ind 11)\ 1-

Illr \,'h,ck p"n, Th,' cC"I1,1[IIl,' ,,,,'lui 11lc' ,iI Ih,' 

ti~,. Lile,. lllulLh. ~IIlU r,IIt,Tn, I' 12 IIJlll1lh, \"UIll,' 

cacli p~. dlc. Illilld. clild rdllal1 I' ,I 'cr,"",II,' lInll "I 

rrnrl'rt~. cl' Jl'h.'rml1lL'd UlhiL'f ~I ~h~(,ll- .~(dH2). \ 

I' Il01 I'L'qlHr"U 111 ,,11'11,111/.' ulld,'1 l',u,I~I,Irh Idl ,,1 

llih 'L'dl()11 IhL' ,111l\lUllh 1',lId 1" l'l'lldu,'" ,11' [lUrCh,I'" 
thl' li~,. dll.,"". Ilh1Id,. ,11li..1 ~l.lttCfll" nl'I,:,lll"l' {Ill' l'(t1-

nUllllC IhL'lullik h I ~ nlll11lh, ill' Ie'" !I"\\"\L'!'. LIII· 
tiL'r 'l'L'\l()1l 2h~ \ ,11l1IHI1Il'L'\ L'tht-.. ll1dudlllt-' Illhcl

\\ I"'l' lkduL'llhk ltl ... I,. 111.11 d,rl'l'tl: hL'I1L'lit llr ,11\' 111-

c'lllTL'tJ h) Ic,I\l'l1ui'lh" [,1\1',1),'1', l11al1ul,'lIll1'I11~ ;IC' 

LI\IIIL" lllU'LI,l' "'i'll,dll"d I" lilL' I'r1ll'LT11 pruduccd 
1111 ';lk Till'r,'I'lI,'. h,'C,IL",' Ih,' a11lUUIlI, p,ud luI' Ih,' 

p~'. dl,". llluld" all,1 P,lilL'ri1' ,II'L' lIll'urfnl h\ I'C,I,,'11 
pI \ .... IlldllllrdL-ttJnll~ PPC['1l11l1l'. till' ~1111j)1I11!\ paid 

1111"1 hl' c,lrlullfL'd UIllk'1' ,CCII,'11 ~6.':\ It> the' rrop
atl rn,dULL'd 1111' 'dk h\ :\ 

r \ (il/l/'/e 3 \( (Iun/f/fli/ or I}r(!c/I/( 11111/ l (I'f. ,,\,,

,UlllL' thL' ',lnlL' IdL'1\ ,h III r. \il/II/,I,': hut thL' CCll

IJll11lICU\L'lulllk ul thL' .Ii~'. die,. lllulLh. ;mu pallern, 

1,.1 \ ,',Ir, :\ I' r,'qulrL'd III ,"Ipitali/c undL'r pard)!raph 
Idl olthl' 'L'Lllon tilL' ~lInounl\ p,lIllto pwdu(L' or pur

Lil.I'C lilc .II,,'. dlL". Illold,. ,lIld fXIllnn, hCLdll'C the 
c ... ·ullllmiL' u .... L·ful life 1\ IlhlTl' than 12 month, 

I. \(//11/'/(' -+ .. Ie'/III1I/IOII COIl. X LOl'roration I' 
,111 Inter,t,II,' Illut"r (arricr. On DCl'clllher I, ~()()X. X 

pureh,I"". rdl' till'. "l1d LI~," dl'iilcr) "llruck lire, 
\\ Ith ,Ill L'CI:)](llllic u,ctul life> III I ~ l11onth,. A"ul11e 
X duL" l10t U'L' the llrii!indl tire capit,dl/atlon 1l1cthoJ 
dL"lnhL'd In ({n. PnlL 2()1)2-~7. 2[)()2-1 CB. X()2 

I,cc ~6i11.(1)1IdIl21 or thi, Lh~lplL'fl. Aho J"LlillC 

th;1I c'dch tire i, a 'c'r;lratL' unit of propcrt}. a' de

ILTlllined under ~1263tal-3IuI(2) X i, not required 
under p"ra,:r;lrh Id I 01 thi, ,cction to capitali/c the 
aTlluunt paid for the tirt>' hl'L'au .... e the lyonOmlC u .... e

rullill: "I Ihc li,c' I' I~ nHlllth, or Ie". 
1:"\/J/11/I/( 5. TruJ/.\1Ic1/0)/ UJ\I.\. A ..... ...,ull'll' thl' .... ,lI11C 

Id(1\ '" 111 f: \(1//1/'/1' -+. hut In addition to the d11l0unt 
p,lid 1,,1' th,' tirc,. :\ dho p"Y' "tic, tdX dnd deli\er} 
eh"r~e, Illr till' tirc,. X I' not requireu to CJpitdlifL' 

ullder para~rdph Id I llr thll 'cdion thc 'ale, t,l\ and 
dl..'\l\cr: ChJrt!l'" nCCdU,C thc)- v.ere paid 10 fJl'jlJtatl' 

the dCquNtlOli 01 rrnpei't} with all eC0110IllIC u\\'11I1 
Iile or I ~ 1111'l1th, or Ie" 

rUlli/I)!" f) C(J(lnlll/(/{ioll \\'ill1 ,('('!lOll ..J(J/ {;\('(/ 

li"/li/,,, rill" A"Ullle the 'dlllL' 1;lcl' d' in F\(/I/II'/"-+' 
l'\l'Crt th~11 IJhlL~ad uf pUI"l'h,hint! the ti!'l" on ()1.?L'L'Ill

hn I. 20tlX. \ entL'r, III 10 ,I conlr;1L't 1\ lIiltilL' lire man
IIl,lllllrn Oil Ih,lt ddlc to purch,I'e Ilrl" Irulll th,' mall-
111;1\'1111','1' III 2()()l) :\ plII'l'h;hC', 1""' rilL ,lIld ta~e, 
IklllL'n "I' tilL' tirL" u11 111al',h .,1. ~tltll}. :\ dOL" I1llt 

In,lIr" I",bil'l' \1Il,kr \l'd""l-lhl h'r the' lire, in ~()IIX 
hL',all"':\ Lh'L" l1<1t h,I\L':1 Il\l'd Ii;lhillt) \\Ith I'L"PL'l'I 
I" the lire' lInld ~1)()lJ. \\'hl'n :\ InClIr' thL' .II110U111 "' 
~llllq.:\ I' l1"tl'c'LllIirL'd 1I1lLkr I);lra~rarh Idl ollhl' 
'l'(lIl1fl (n L'~lPlt,Ii1Il' th,l! .I11111UIlI 

I. \(/111/)/('''' CrIOrd/lllIl/(11I pill! \('dioll ..J.h / £ ("0-

I,Ir"lIll i'l r/(l/"I11I1!1( l' rille :\""1I1lll' till' \<lIlK Lt(h a", 

Jll F\tJlI!FII ...J. C\\,:l'pl th.I1 Ih\" lin .. " an_' not dt:lJ\CfeJ 

I,' \ 1I1l111 \L,re'l, 11 21111<) :\ doL" l1<1tlllCur J l,ah1l,t\ 
Ul1liL'r "l'l'(jl)1l -th! fnr till' lll"l" 1I1 2()()~ heLdU'l' C(ll-

11\)1ll1ll""ll'rf~)r1l1,1I1Ll' dnl" l1\lt (lL'L'Ur \\ Ilh fC'P(,l't to the 

1I,Ihdill lI11tll thL' pn'pL'rtl h pnl\ IdL'd 1<1 :\ in 21111LJ 
S,',' ~ I .+hl -4Idll~' \\'h,'n \ InClIr, Ih,' dlll"lInl in 

~IlI)l). :\ " Ill,t 1'['qlllrL'<I lInder para~I';lph Idl ul thl' 

','L'lll'l1 I" C,'I'lldll/" th,1l ,llllount. 
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f \(/1/11'/(' '\ f./«I/o" "", '" <'(//"llIki' . . \"UI11L' 
Ih,' ',1111, I,ILI' .1' III f. \(1/111,1<' -+. L'\c'L'l't lil,ll :\ L'Icc'I, 

u11del l'.Ir,I':I"l'h Idll~JI I I "I thl' ,,'L'lI"11 n,,1 il' ;'1'1'1) 
th,' I 2· 1111 lI1Ih I'llie' l'0I1I;II11,'d Illl',II',It!I':Lph Icill-lJliJ 1'1' 

till' 'L'LtH)]l to thL' til'L" PllrCh,I',ci <111 IkCL'IlIi1L'r I. 

21l1l~ :\ 1lI11,t ("pit;dllL' IIIll!c-r pdra,'!r.1ph Id 1<11' thl' 

,,'ctl<'n tile' .111H1I1111 p,lId I"r thL' tirL". 

I. \,,1111'/1' 11. I. \,' /"101/ 10 I :'-III(I"Ih 1'11/1' -- 1""'I'

('1'[\ (}t (/ulI('d lOI n'\dh :\\"UIlll' the "clll1e 1~1(1, a:-. in 

I. \eli/I/'{e .J. ,'\CL'pt that \ purCh,l'l" the tlrL" I,,], rl

"til' fh,' 12-111<1ll1h I'uie' ill pal'agr,lph tdll-lltiJllflhl' 

,,'c'tIUI1 duc' l1<1t ,11'1'1) [,L'C.llI\\' thc tlrl" arl prnp"rt) 

dcqulrL'd fur rL"dk Thl". \ i, rL'qlllr,'d lI11Lkl' para

graph Idl olthl' 'C(!ion tllCdPlt;dl/L' the amoullt paid 

IIlr thL' IiI','" 
F\(/!)II,I,' /() F\('('/'/I'!)I ,,, I :""'(lilih ru/" ,om· 

/'''>1(111 «(/ /'/'{'I".,-II .-\"U11lL' till' ';1111L' I"cl' '" in 
/.\(1111/'/" -+, L'\LTpt tilal thL' lirL" dr,' thc IiI"! 'cl or 
tirL" to [,,' in,t;lilL'Li on a IfI1"~ traclor acquired hI' X 
anJ X U\L" the orii'il1alllle clplwli/ation methou de
,cflhL'd in RL'I. Prol'. ~()(»~7 (,ee ~6(11.f>()\(d)(~) 

01 thl' ,hapter! '0 Ihat thL' truck tr;\ctor (includil1~ 

the tire'l i, the unit or pmpL'rt). J' detL'1mincd under 
~ 1.~6'1!;1 J .'11 d 11 ~). AI,o :t"ume Ihat thL' truL'k tractor 
ha, an cL'<l11omic u,elul lite 1,1 more than I ~ 1110nth, 

and that Ihe inmice ror lhe aCl.juI\ltion (ll the Iruck 

tral'lor "'paratel) ,t;IIe' Ihe co,t of tire, and lariuu, 

other LOll1pOnenh 01 Ihc truck tractor. X i, l'CLjuirld 

under PJra~r"ph lu) of thi.' 'L'ction tu c"[lit,ilite the 
amount paiu for IhL' truck tractor he(aU'L' thL' L'CO
Illlmic u,efullife of Ihe truck tractm i, mure than 12 
month,. Further. X may n('t u,e the 12-mLlnth rule to 

currentl) dcduct the amount palu lor the tire, or JI1)' 
other component ul thL' II'1IC~ traLtof. re~,lrdk" th"t 
\OmL' (.:nmponcnh Ina: h~l\"C ;.H1 t~l·{)nomil...: ll\l'ful life 

of 12 month, or Ie" and rL'i'ardk" that the co,t nl' 

Illdi\ idu,,1 component' " 'L'parately ,lated in the in
\'IlICl', 

(e) Treatllielli o( Cllfliru/ cxpclldirllrcs, 
Amounts required to be capitalized un
der thIS ,ection are capital expenditures 
and must be taken into account through 
a charge to capital account or basis, or in 
the case of property that is inventory in 
the hands of a taxpayer, through inclusion 
in inventory costs. See section 263A for 
the treatment of amoun" referred to in 
this section as well as other amounb paid 
in connection with the production of real 
property and personal property, includ
ing films, sound recordings. video tapes, 
books, or similar properties. 

(f) ReCOIn\' of cllpilali:cd 
alllllllll[I-( I) III gCllerar Am()unt~ 

that are capitali/ed Linder this section 
arc recovered through depreciation, cmt 
of goods ,old, or by an adjustment to 
ba,i" at the time [he property i, placed in 
~ef\ice, ,old, used, or otherwise disposed 
of by [he taxpayer. Cost recovery is 
determined by the applicable Internal 
Re\enue Code and regulation provisiom 
relatmg to the u,e. sale. or disposition of 
property. For example, ~ ~ 1.162-4 and 

1.263(a)-3 determine whether amounts 
capitali7ed under this section ~ 1.263(a)-2 
for properlY that is used to replace a 
componcnt of a unit of property are repair 
or maintenancc expenses or capitalized as 
an imprmcmcnl 10 the unit of property, 

(2) EX(//I/pfcs. The following examples 
Illustrate the rule of this paragraph (t)( I) 

and assume that thc taxpayer docs not treat 
the acquired properly as materials and sup
plies under *1.162-3: 

/:""111,1,- I. ReconT\ ll'lil'll ,impaIr I'luC/'d ill 

\('iTll'<'. \ UI\ n, ,I I (I-unit apartment huilding ThL' 

rdrigL'ratlli' In Ol1e olthe ;lpartl11ellts slOrs IUllclion· 

in~ and X purdla'c, a nell refn,:cl'ator to replace the 
"Id \lnc. X pa), for the acqui,ition, lklil'Cry, and 

11htallatlOn DI Ihe new rdngnator. A'sl1lllc Ihe re' 
rl1gnatnr i, the Ulllt 01 proraty, a, delermined under 

~ 1.26J(dl-J(d)(21 SeL'tion 1.2f>3(a)-2(d) rcquirc~ 

L'apilalilatlon or amounts paid for Ihe acqui,illon, dL" 

liler), anJ installatilln olthc rdrigcrat<lr. Under thil 

ral'agraph (fl. the capitali/ed atllOUnh arc rCl.'ovcrcd 
through depreciation \\ hell the refrigerator is placed 
in ,erl'ice h) X. 

1:.'.\1/111/,11' 2. Rccore)T l"hclI prol'erl.'!' /lscd ill II ),('. 

I'llir A,surne the ,ame fdets as in EXII/Ilpll' I, excepl 

that a window in one "I' the apartmen\\ need, to he 

replaced. X pays for the ~cqllisltlon, delivery, and 
irbtallation of a nell winuuw. Assume the window 
i, a ,tructural component of the apartment huilding 

and that the arJrtlllent huiluing il the unil of prop
erty. a, determined under ~ 1.26J(a)-.1ld)(2). Section 

120.1Ia)-21 d) rcqllirb capitaiilatlon of amounts paid 
Illr Ihe acqui,ition and delivery of the winuLlw be· 

L'"USC the window is property with a ulcfullife sub
,tantially heyonu the end of the taxable year. As
'lime the replacemenl of thL' old wind()l~ with the new 
onc Lioc, not improve the apartment huilding under 

~ 1.26.11 a)-3. Unucr thIS rara~raph 01 the capital
i/.cd amounb paid to acquire the window arc rceov

ered a, ordinary and neccs>ary repair expenses under 
~ 1.1 (,2-,+ w hen the window is used in the repair by 
ill in'lallation in the apartment huilding. 

t.wlIll'''' 3. Rcc(}l'en wheJl I'lYIpl'rlr {(sed in Il 

I<'!,(lil; IO(}ri/lllluioll \l'illl .l'eelioll 263A. Assume the 

,ame fach as in EXllmple 2, excert that the window 
that i, replaced IS in an orfice in a planl where X man
ufactures widgets for ,ale. Section 1.263(a)-2(d) re

quire, caritaiilation 01 amounts paid to produce in, 
\cntllry. Unuer ,cclion 263A. all indirect costs, in

cludi ng otherwi,e dcdllclihle repair costs that directly 
henefit or are incurred [,y reason of the prouuction of 
inventory mu,t he capitaliled to the inventory pro

duced. Althou,:h Ihe repair co,t otherWise would be 

dcdul'tihk '" an exrC1I\C under ~ 1.1 (,2-4, X must de
termine whether the co,t of the repair, or an allocahle 
portion thereof. i, required to be capitalized to the in
ventory produceu a, an indirect expense that directly 

henctl\\ or I' incurred hy rea,on of the production ac-
11I'ille,. Any portion of the repair capitalized to in
\'entory i, recovered through cost of good .. al the time 
the property i, ,old or otherwi,e disrosed of in accor
dance with the taxraycr', method of accounting for 
In\·entones. 

ig) EjJecrire dare. The rules in this sec
tion apply to taxable year~ beginning on or 



after the date of publication of the Treasury 
decision adopting these rules as final reg
ulations in the Federal Register. 

(h) Accounting method changes. [Re
served1 

§1.263(a)-3 Amounts paid to improve 
tangible property. 

(a) Overview. This section provides 
rules for applying section 263(a) to 
amounts paid to improve tangible prop
erty. Paragraph (b) of this section contains 
definitions. Paragraph (c) of this section 
contains rules for coordinating this section 
with other provisions of the Internal Rev
enue Code. Paragraph (d) of this section 
provides rules for determining the treat
ment of amounts paid to improve tangible 
property, including rules for determining 
the appropriate unit of property. Paragraph 
(e) of this section contains rules for deter
mining whether amounts paid materially 
increase the value of the unit of property. 
Paragraph (f) of this section contains rules 
for determining whether amounts paid 
restore the unit of property. Paragraph (g) 
of this section describes an optional repair 
allowance method. 

(b) Definitions. For purposes this sec
tion, the following definitions apply: 

(1) Amount paid. In the case of a tax
payer using an accrual method of account
ing' the terms amounts paid and payment 
mean a liability incurred (within the mean
ing of §1.446-I(c)(I)(ii». A hability may 
not be taken into account under this section 
prior to the taxable year during which the 
liability is incurred. 

(2) Personal property. Personal prop
erty means tangible personal property as 
defined in § 1.48-1 (c). 

(3) Real property. Real property means 
land and improvements thereto, such as 
buildings or other inherently permanent 
structures (including items that are struc
tural components of such buildings or 
structures) that are not personal prop
erty as defined in paragraph (b)(2) of this 
section. Local law is not controlling in 
determining whether property is real prop
erty for purposes of this section. 

(c) Coordination with other provisions 
o/the Internal Revenue Code-(l) In gen
eral. Nothing in this section changes the 
treatment of any amount that is specifically 
provided for under any provision of the In
ternal Revenue Code or regulations (other 

than section 1 62(a) or section 212 and the 
regulations under those sections). 

(2) Example. The following example 
illustrates the rules of this paragraph (c): 

Example. Ruilmod rollin!!, srock. X is a railroad 
that properly treals amount, paid I'll,. the rehabilitation 

of railroad rolling stock as deductible expenses UIl

der section 263(d). X is not required to capitalize the 
amounts ;laid hecause nothing in this section changes 
the treatment of amounts specifically provided for un
der;ection 263(d). 

(d) Improved pruperty-( I) Capitali;a
{ion rule. Except as provided in the re
pair allowance method in paragraph (g) 
of this section, a taxpayer must capital
ize the aggregate of related amounts paid 
to improve a unit of property (including a 
unit of property for which (he acquisition 
Or production costs were deducted under 
the 12-month rule in ~ l.263(a)-2(d)(4 ). 
whether the improvements are made by 
the taxpayer or by a third party. See sec
tion 263A for the scope of costs required 
to be capitalized to property produced by 
the taxpayer or to property acquired for re
sale; section 1016 for adding capitalized 
amounts to the basis of the unit of prop
erty; and section l68(i)(6) for the treat
ment of additions or improvements to a 
unit of property. For purposes of this para
graph (d), a unit of property is improved if 
the amount" paid-

(i) Materially increase the value of the 
unit of property (see paragraph (e) of this 
section); or 

(ii) Restore the unit of property (see 
paragraph (f) of this section). 

(2) Determining the appropriate unit of 
property-(i) In general. The unit of prop
erty rules in this paragraph (d)(2) apply 
only for purposes of section 263(a) and 
§§1.263(a)-1, 1.263(a)-2, and 1.263(a)-3, 
and not any other Internal Revenue Code 
or regulation section. Under this para
graph (d)(2), the appropriate unit of prop
erty is initially determined by applying the 
rules in paragraph (d)(2)(ii) of this section, 
except as provided in paragraph (d)(2)(iv) 
of this section (relating to buildings and 
structural components). The initial unit 
of property determination is further ana
lyzed in accordance with the appropriate 
hierarchical category described \l1 one of 
paragraphs (d)(2)(iii) through (d)(2)(vi) of 
this section and by applying the additional 
rule in paragraph (d)(2)(vii) of this section. 
The specific rules contained in paragraphs 
(d)(2)(iii) through (d)(2)(vii) of this sec
tion dictate whether one or more compo-

nents of the initial unit of property deter
mination must be treated as separate units 
of property. 

This paragraph (d)12) applies to all real 
and personal property, other than network 
assets. For purposes of this paragraph 
(d)(2), network assets means railroad 
track, oil and gas pipelines, water and 
sewage pipelines, power transmission and 
distribution lines, and telephone and cable 
lines that are owned or leased by taxpay
ers in each of those respective industries. 
The term includes, for example, trunk and 
feeder lines, pole lines, and buried conduit. 
It does not include property that would be 
included as a structural component of a 
building under paragraph (d)(2)(iv), nor 
does it include separate property that is 
adjacent to, but not part of a network asset, 
such as bridges, culverts, or tunnels. 

(ii) Initial unit ojpmperty delermina
riol!. Except for property descrihed in 
paragraph (d)(2)(iv) of this section (re
garding buildings and structural compo
nents), the unit of property determination 
under this paragraph (d)(2) begins by 
identifying property that consists entirely 
of components that are functionally inter
dependent. Components of property are 
functionally interdependent if the plac
ing in service of one component by the 
taxpayer is dependent on the placing in 
service of the other component by the 
taxpayer. For purposes of this section, 
property that is aggregated and subject to 
a general asset account election may not 
be treated as a single unit of property. 

(iii) Catego!'\, I: ](upayers in regulated 
industries. In the case of a taxpayer en
gaged in a trade or business in a regulated 
industry, the unit of property is the USOA 
(UnIform system of accounts) unit of prop
erty. For purposes of this section, a reg
ulated industry is an industry for which a 
Federal regulator (including any Fedeml 
department, agency, commission, board, 
or similar entity) has a USOA identifying 
a particular unit of property (USOA unit 
of property). This rule applies to any tax
payer engaged in a trade or business in the 
regulated industry. regardless of whether 
the taxpayer is subject to the regulatory 
accounting rules of the Federal regulator. 
The unit of property determination made 
underthis paragraph (d)(2)(iii) is subject to 
paragraph (d)(2)(vii) of this section. which 
may require one or more components to be 
treated as separate units of property. 
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(iv) Category 11: BLlildings und struc
fUral components. In the case of a building 
(as defined in ~1"+8-](e)(I)) other than 
that descnbed in paragraph (ri)(2)(iii) of 
thi, section. the building and its structural 
components (as defi ned in * 1"+8-1 (e)( 2)) 
are a single unit of property. The unit of 
property determination made under this 
paragraph (d)(2)(iv) is subject to para
graph (d)(2)(vii) of this section. which 
may reqLlIfe one or more components to 

he treated as separate units of property. 
(v) CategorY 1lI: Other personal prop

ert\". In the case of personal property other 
than that described in paragraph (d)(2)(iiil 
of this section. the unit of property deter
mination must be made on the basis of 
the four factors listed in this paragraph 
(d)(2)(v). These four factors are the exclu
sive factors under this paragraph (d)(2)(v). 
No one fauor is determinative and it is not 
intended that a determination be made on 
the basis of the number of factors indicat
ing that a component is, or is not, a sepa
rate unit of property. The unit of property 
determination made under this paragraph 
(d)(2)(v) is subject to paragraph (d)(2)(vii) 
of this section, which may require one or 
more components to be treated as separate 
units of property. The following factors 
must be taken into account: 

(A) Whether the component is-
(1) Marketed separately to the taxpayer 

by a party other than the seller/lessor of the 
property of which the component is a part 
at the time the property is initially acquired 
or leased; 

(2) Acquired or leased separately by 
the taxpayer from a party other than the 
seller/lessor of the property of which the 
component is a part at the time the prop
erty is initially acquired or leased; 

(3) Subject to a separate warranty 
contract (from a party other than the 
sellerllessor of the property of which the 
component is a part); 

(.J) Subject to a separate maintenance 
manual or written maintenance policy; 

(5) Appraised separately: or 
(6) Sold or leased separately by the tax

payer to another party; 
(B) Whether the component is treated 

as a ~eparate unit of property in industry 
practice or by the taxpayer in its books and 
records: 

(C) Whether the taxpayer treats the 
component as a rotable part (a part that 
i, removable from property, repaired or 
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improved. and either immediately rein
stalled on other property or stored for later 
installation); and 

(0) Whether the property of which the 
component is a part generally functions 
for lis intended use without the component 
property. 

(vi) CategOlY IV: Other real property. 
In the case of real property other than 
that described 111 paragraphs (d)(2)(iii) and 
(d)(2)(iv) of this section. the unit of prop
erty determination must be made on the 
basis of all the facts and circumstances. 
The unit of property determination made 
under this paragraph (d)(2)(vi) is subject to 
paragraph (d)(2)(vii) of this section, which 
may require one or more components to 

be treated as separate units of property. 
(vii) Additional rule. If the taxpayer 

properly treats a component as a sepa
rate unit of property for any Federal in
come tax purpose, the taxpayer must treat 
the component as a separate unit of prop
erty for purposes of this paragraph (d)(2). 
For purposes of paragraph (d)(2), the term 
any Federal income tax purpose includes, 
but is not limited to, the use of different 
placed-in-servicc dates (other than the use 
of a new placed-in-service date for an im
provement (as determined under this sec
tion) to the unit of property or a different 
placed-in-service date for a particular floor 
of a building) or different classes of prop
erty as set forth in section 168(e) (MACRS 
classes), for the component and the prop
erty of which the component is a part. If 
the taxpayer properly recognizes a loss un
der section 165, or under another applica
ble provision, from a retirement of a com
ponent of property or from the worthless
ness or abandonment of a component of 
property, the taxpayer must treat the com
ponent as a separate unit of property for 
purposes of this paragraph (d)(2). There
fore, any property that replaces the compo
nent also will be treated as a separate unit 
of property. See § 1.263(a)-2(d)( I). For 
purposes of this paragraph (d)(2), merely 
claiming a tax credit related to tangihle 
property does not constitute treatment of 
that property as a separate unit of property 
for a Federal income tax purpose. 

(viii) Examples. The rules of this para
graph (d)(2) are illustrated by the follow
ing examples, in which it is assumed (un
less otherwise stated) that the taxpayer has 
not made a general asset account election 
with regard to the property and that para-

graph (d}(2)( vii) of this section does not re
quire the use of a different unit of property: 

EWIllf'lt' I. CUIt'gorr /. X is an dectric utility 
l'ompan)' that orcrates a pll\\ er plam to generate elec· 
tricity. X'" operation prn ilHhly WdS regulated by the 
Federal Energy Regulator~ COlllmission (FERC) but. 
for various reason,. is no longer suhject to regulation 
by FERC. Under FERCs USDA. each turbine. econ· 
omizer. generator. and pulveriza is treated as a sepa· 
rate unit of property for regulatory accounting pur· 
poses. The initial unit of prnpert) determined un· 
der paragraph (d)(2)(ii) of this section is the entire 
power plant. whICh consists entirely of components 
that are functionally interdependent. The power plant 
must next be analyzed under paragraph (d)(2)(iil) of 
this section because X is engaged in a trade or busi' 
ness in an industry for which a Federal regulator has 
a USDA. Under the rules in that paragraph, X must 
treat each tllfhine. economizer. generator, and pul
vemer as a separate unit of property for delemlining 
whether an amount paid improves the unit of property 
for Federal Illcome tax purposes. 

Example 2. Cal/:gorv I. X is a Class I railroad. All 
Class I railroads are regulated by the Surface Trans
portation Board (STB). Under STB' s USDA. each 
locomotive and each freIght car is treated as a sep
arate unit of property for regulatory accounting pur
poses. Although each locomotive consists of various 
components. such as an engine. generators, batteries. 
trllcks. etc, those components are functionally inter
dependent. Thus. (he locomotive is an initial unit of 
property as determined under paragraph (d)(2)(ii) of 
this section. Similarly. each freight car consists en
tirely offunctionalfy interdependent components and, 
thus. each freight car is an initial unit of property un
der paragraph (d}(2)(ii) of this section. Each loco
motive and freight car must next be analyzed under 
paragraph (d)(2)(iii) of this section because X is en
gaged in a trade or business in an industry for which a 
Federal regulator has a USDA. Under the rules in that 
paragraph, X must treat each locomotive and each 
freight car as a separate unit of property for deter
mining whether an amount paid improves the unit of 
property for Federal income tax purposes. 

Example 3. Category I. Assume the same facts as 
in Example 2. except that X is a Class II railroad. The 
STB does not regulate Class If railroads. However, 
because X is engaged in a trade or business in an in
dustry (the railroad industry) for which a Federal reg
ulator has a USDA. the rules in paragraph (d)(2)(iii) 
of this section apply. regardless of whether X is sub
ject to those rules. Based on these facts, X must treat 
each locomotive and each freight car as a separate 
unit of property for determllling whether an amount 
paid improves the unit of property for Federal income 
t~x purposes. 

Example 4. Calegory I. X is a telecommunica
tions company regulated by the Federal Communi
cations Commission (FCC) and subject to a USOA 
for telephone companies. The assets of X include a 
telephone central office switching center, which con
tains numerous switches and various other switching 
equipment that all work together to provide telephone 
service to customers The initial unit of property de
termined under paragraph (d)(2)(ii) of this section is 
the central office switching center. which consists en
tirely of components that are functionally interdepen· 
dent. The telecommunications system must next be 
analyzed under paragraph (d)(2Hiii) of this section 



because X is engaged in a trade or business in an 
industry for which a Federal regulator has a CSOA_ 
Under the rules in that paragraph, X must treat each 
switch and/or piece of equipment a, defined in the 
USOA of the FCC and used in the central office op
eration as a separate unit of property for determining 
whether an amount paid improves Ihe umt 01 property 

for Federal income tax purposes_ 
Example 5. Category fl. X owns a manufactur

ing building containing various types of manufactur
ing equipment thaI arc not struclural components of 
the manufactllring hllilrling. Because the property 
is a building. as defined In ~ 1.4~-1 (e)( I). paragraph 
(d)(2)(iil of this secriull dues nut apply and the prop
erty must be analyzed under paragraph (d)(2)(iv) of 
this section. Under Ihe rules in that paragraph, X 
must treat the manufacturing building and its struc
tural components as a single Ulllt of property tor de
termining whether an amount paid improves the unit 
of property for FederDI iI1<:Ollle tax purpo't" The ap

propriate unit of property determination for the man
ufacturing equipment must be made separately under 
paragraph (d)(2)(v) of this seclion. 

Example 6. Category Ill: additio/lal rille. As
sume the same facts as in Example 5, except that 
X docs a cost segregation study of the manufactur
ing building and properly determines that refriger
ation equipment used to create a walk-in freezer in 
the manufacturing building is section 1245 property 
as defined in section 1245(a)(3). The refrigeration 
equipment is not part of the HVAC system that re 
lates to the general operation ur maintenance of the 
huilding. For Federal income tax purposes, X prop
erly treats the refrigeration equipment a, a separate 
unit of property for depreciation purpo"e,. Tile rule, 
of paragraph (d)(2)(v) of this section apply to deter
mine whether the refrigeration equipment, or some 

smaller component, IS the appropriate UllIt of prop
erty. In this example, assume that no component; 
of the refrigeratiun equipment meet any oj the fact; 
and circumstances listed in paragraph (d)(2)(v I of this 
section. Based on these facts. X musl treat the refrig
eration eqUIpment as the unit of property for deter

mining whether an amount paid improves the unit of 
property for Federal income tax purpose,. 

Example 7. Cat~gory II!: additional rule. As· 
sume the same facts as in Example 6, except that 
the refrigeration equipment for the walk-in freezer 
ceases to function. X decides not 10 repair the re
frigeration eq uiplllent, but to replace it altogether. X 
abandons the refrigeration equipment Jor the walk-in 
freezer and properly recognizes a loss under section 

165 from the abandonment of the reti-igeration equip
ment. Therefore. X must treat the refrigeration equip
ment for the walk-in freezer as a separate unit ofpmp
erty fordetennining whether amounts paid to replace 
the equipment must be capitalized for Federal income 
tax purposes. See § 1.263(a)-2(d)( I) 

Example 8. Category III. (i) X is a commercial 

airline engaged in the business of transporting pas
sengers and freight throughout the United States and 
abroad. To conduct its business, X owns or lease;, var
ious types of aircraft. X purchases the aircraft engine 

separately at the time the aircraft il acquired. The 
engine is subject to a separate warranty and written 

maintenance policy provided by the engine manufac
turer, For financial accounting purposes, X accounts 

for each type of aircraft by maintaining ,eparate ac
counts on its books for each type of airframe and en-

gine in its !lee!. To perform maintenance on an en
gine. X removes the engine from the aircrat't and re

places it with another used engine that has returned 
from a maintenance visit. 

(ii) The in1tial unit of property dClerm1ned unde1 
paragraph (d)(2)(ii) of thiS section is tire aircraft (and 
not the entire !lcel of aircraft), \vhich CDnsis" entirely 

of components that are fUllctionally interdependent 
The aircrartl1lust next he analyzed under one Ill" para
graphs (d)(2)(iii) through (dll]lIvi) or this section. 

Although X is engaged in a tralle or business in an in
dustry regulaled by the Federal ;\viatiun Administra
tion (FAA), the FAA doe" not have a USOA. There
t()re, the rules of paragraph Id)(2)(iiil of this section 
do lIot apply to X; instead, the rules of paragraph 
(d)(2)(v) of this section apply to determine whethel 

the enlire aircraft. or the engine, i, the appropriate 
unit 01 property. In thIS EW/nplc S. the aircraft engine 

is acquired separately, is subject to ~ separate war
ralllY and maintenance policy. is treated separately Jor 
financial accounting pUrpthe,. and is rotable. Based 
on these facts, X must treat the engine as the unit of 
property for determining whether an amount paid im
proves the engine for Federal inCllme tax purpo,es. X 
mu,t treat the aircraft without the engine as a unit of 
property for determining whether an amount paid im
proves the aircraft for Federal income tax purpl"es. 

Ewmplr 9. [II/egor,\' Ifl. X is a corporation Ihal 
owns a small atrcratl tor use in Its trade or busmes,. 

X performs required llIall1lenanCt on It" aircraft en
gines. The aircraft engine is not marketed. purchased. 
leased. appraised. or sold separately. but it is subject 
to a sepilrale w,lrranty ,111d written maintenance policy 
provided by the engine manufacturer. For financial 
accoutIling purpose" X dots not rnamtaill separate 
accounts on its booh for indiVldU<I1 eogille,. X does 
not treat the englllc a", rutable part. The initial unit of 

property t.ictermlllcd under paragraph (d)(2)(tJ) of thIS 
section is the aircraft, which consists entirely of COI11-
pllllcnts that are Cunctlonally imerdcpendclil. The air
craft must next be analyzed under paragraph (d)(2)(v I 
of this section to determine whelher the enlire air
craft, or the engine. IS the appropnate untt of prop
erty. Based on these facts. the engine is nut a separate 
unit of property. Therefore. X must treat the aircraft, 
including the aircraft engine. as the unil of property 
for determining whether an amount paid improves the 
unit 01 property rl)[ Federal income tax purpo,es. 

Ewmple 10. Calegurr lIl. X is a towlwat op· 
erator that owm and lease, a fleet of towboats. X 
perform" maintenance on it, towboat engines every 
3 to 4 years, in accordance with the engine manufac

turer's maintenance manuals. Tuwboat engines are 
nlll marketed, purchased. lea,ed. appraised. or ,olt! 
,eparatcJy: however, the engmes are subject to a .sep
arate w<Irranty and wntten maintenanc'e policy pro
vided by the en~!1ne manufacturer. For fin,lOcial ac

counting purpo,e<,. X does not maintain <,cparatc ac
counts on it, books for individual engine,. X does nol 

treat the engine a" a rotabk pall. The initial unit 01' 

property determined under paragraph (dH2)(ii) of thi, 
section is the towboat (and not the entlle fleel of tow

boats), which constst\ entirely 01 components that arc 
tunctconally interdependent. The towboat Jl1U,t next 
be analyzed unller paragraph (d)(2)(v) nf thiS scellon. 

Ba>ed on the,e facts. the engine is not a separate unit 
of property. Therefore. X IllU,t treat the t()wi1oal. in
cluding the towboat engine, as the Ulllt of property 

for deterJl1l11ing "hether an amount paId improves the 
unit of property (or Fcderal income tax purpose'. 

tXilllIple II. Ctllfgorr III. X purcha,cs a car to 
u,e in X', taxi serV1ce. The inl"llice recei,'ed by X 
1'01 the PU1lh",e lIf the car separalely II'ts sneral op
tions. including air comlilioning. automatic transmis
sion. antilock braking ,ystelll. s)(.le imp~ct air hags. 
power group. and spc'\'ial alloy \vheck linder para

graph (d 11211 I J I III thiS section. the Il11ml Ul11t of prop
erty i.s the car becau,se the option, are functionall) in

terdepellllcnt wilh the car. The options are tlllt sublect 
to separate warrantie,. X IS an individual and does not 
keep hook., and reeoro, other than fpr lax pUrp(I'c,. 

For depreciation purpo,,,,. X properly treats the car 
and 0Plions as one unit of property. X doc, not Lrcat 
any of the options as rotabJe pans. Ba,ed on these 
facts. the options are not separate unih of property. 
X lllust treat the car. lI1c1uding the opuons. as the unit 

of property for detenmnJllg whether an alllllUIll paid 
Improves the unil ulpf(lperty for Federal inl"OlI!t tax 
purposes. 

Examp/e 12. CiJlegor\, Ill. X is a COlllmon car

rier that owns a fleet of fuel haulin~ trucks and peri
odically performs maintenance on tiS truck englllcs. 
The entire l1eet of trUcks is subject to a general as
,et account election. one j(Jr the true k Lrai lers anll one 
for the truck tractors Under paragraph (dI(2)(i1) of 
thi, section. X may not Ireat Ihe entire !leet as Ihe 
UOlt 01 property_ Instead. the mitiill units of property 
determined under paragraph 1t.l)(2)(iil of Ihis ,eltion 
are ea,h truck traLtor and each truck trailer. Each 
traclor consists entirely of functionally interllepen

dent components and each t'<lller consists entu'ely of 
funclIonally tnterdependent components. To deter
mine whether the engine is a separate unit of property 
from the tractor. the factors in paragraph (0)12)('1) of 
thi, section apply. The engmcs :m, m,Jrkclcd scpa

rately from the tractor and arc subject t(1 a separate 
warranty and written maintenance policy provided hl' 
the tllgille manufacturer. The engines are not treated 
as a separate unit of pfllperty in industry practice or 
hy X in its hooks and records. The engine is removed 
from the tractor. repaned or improved. and stored tor 

later installation on another tractor. Basetl (1n these 
fad". the engine is a ,eparale unit of property. There
fore, X mmt treat the engine as the unit of property 
fnrdetcrmining whether an amount paid Improves Ihe 

unll 01 property for Federal income !JX purposes. 
£.\wnplf /3. CUli:gon 1//. As,ume Ihe ,a me far!.s 

as in Example 12. except that Ihe inquiry i, whether 
the oil filter in the tractor engine 1\ a ,epamte unit 
of property. The oil fIlter i, not marketed. acquire!\. 

le~sed. apprai"ed. or sold separately. nor is it ,ubjcct 
to a ,eparate warranty or maintenance manual. The 
f!ltcr is not treated as a separate unit of property in 
industry practice or by X ill its booh and rCl"llrds. nor 
is it treated a, a rotahle part. Rased on Ihese fach. the 
oil filter is not a separate lIll1t of propen'r_ Therelore. 

X must treat the engine. irlliuding the oil filler. as the 
Unit of property for determ1l1ing whether an amount 
paid improves the unil of property for Feder,1i income 

t'IX purp"ses. 
Example 14 Cmcgo/'\ fll. (i) X manufactures 

and sel" compulers and computer equipment. It ahll 
operates a ,eparate \llmputcr malntenancc hUSIness. 

for which X mamtallS pools of rotablc 'pare rarh 
that are primarily thell 10 repair compnter eljlllplllent 
purchased or lea,cd h\ Hs customers. \1\1,t 01 )C s 

computer Illaintenance bu,iness is L'lllldudcll rur-
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,ll'lnt to ,tClnJ<lrJllcJ m<llnlL'llaIlCt' ,1~rc~mel1l' (ha( 

ohll~'ltc X (0 prn\ IJe all parh ClilU lahor. rruJllcl 

u!,~rJUc" pr~\ efltl\ e 1ll"lllh.'Il<II1l'l', and (ckphonl' 

d ........ ht~llll'l' nl'\..'l'V"',U": to ll't.'P ~l l'lhtDI1l(.~r· ... L'omrU1l'r 

Orl'r<llllll1al I'or (h,' duratlOIl of (h~ (oillract lu,uall) 

Illll' I,'ar) in ndldll)!l.' tnr" prC,kllTl11lllcd fcc, In ih 
I..·.)mrutl'r m.l.1ntl..'DdlllC' hU".Jlk' ...... , X ,>c-nd .. tCL'hl1l,-·i~ln .... 

t, I II' (lhtOl11Cr', Illl'atlon, \\ ho the the ,uppl) of 

rOI<lhk 'p'lrl' pan, 10 Jld~n(l\e prohlel11' In the ([I" 

t"llll'r', "LJuipl1lcnl. and (hell ex,'hangc the \\ ol'~ill~ 

p"rh for am flIallulll'llOI1lIl~ part" A cll'torner', 
P'tri lil.!t I' idclllified a' the cau,e (If thl.' malfunctioll 

I' r,'"I,,,'eu \\ ith the iJ,'nlll',d flillcllOnin1' part from 

\ , rotdhk '[l.trl' IXlrh [lPol, The 1ll'lltunctHmln~ 

I'dn 1,'nHl\CU tlllllllllc Cll\lomcr', eLJuipmellt i, then 

1"'I',l1r,'d "nd rbl'cd ill X', rotahle ,[,arc ['<III' pllol for 

Cllllllllll,'d ll,e In the L'llillpliler lllallllen'lIll'C hu,ine" 

till l'lldLT I'Md~rdph Idll211111 of Ihl' 'cction, X 
11"'1 Ilot treat Ihl' elltire p(lol of flltahlc 'pare parh 

a, the unll "I pll1pert~, Imteau, the Initial unit of 

prnpertl Jeterlillneu under paragraph I u)( 211 ii I of this 
,,'c'!I\)Jl i, ";tch rntahk 'lxlre part hccau,e each pan 

CIlIl\I,h enttrely of functionally interdependent COIll· 

p"ncnh, '-\"tUllC for purpo,c, of thi, EXWlJl'ie 1-1 
that para~r;lph ttl 112 II \ I of thi, ,ectit1n doe, not re

qUIre 'In} cllmrOneJ1[, of the J'llwhle 'pare parh to he 
Ir,'Clted a' ,cparCitc unlh of propcrt}, Ba,ed on !he,e 

1'<1\'1\, Ihl' ,'nt,re pl101 of 'pare parh I' not the umt of 
1)I()PClt~, Thcrdllre, X Illlht treat caL'll mtahlc 'pare 

part '" a IInll Ill' propaty for uctermining whether an 
dlllount paId I III prm e, the unit of property for Federal 
IIlCOllll' td"\ rurpo~e~. 

r.\(I/III,I" n ('o/egon' Ill. Iii X i, a denti,t and 
"plTate, a 'mall dental climc:. On March l, 20()g, X 

purcha'c, a new laptop cOll1pukr, with a one-year 

\\ arrant~, for u,e In the uentall1u,inc", On May I, 
20119, artcr the "arranty 11", expired, the Cllll1puter 
malfunction, and X contact-; the manufacturer', 

cI)Jnputer mall1tenancc 'hop for as-;i-;(ance, The 
maintcnallL'e ,hop ,cnu, a technician to X's Jental 

cltnlc, II'ho lI'e' a ,upply of rotahlc 'pare parh III 

dia~n"'c prllblcllb ill X', ,'omputer, The techniL'ian 
detCJ'llllne, that the circuit hoarJ l11u,t he replaced 

anu e\changc, X', malfunctIOn ill!! nrCUIl hoard II nh 
Ihl' ,dentlc<ti functiol1lng Circuit hllard from the L'OI11· 
I'uter mai nll'nanL'e (lper<lli(lIl" J'Olahlc 'pare part, 
p"ol The Illaifullctioning cil'L'llit hllClnl rel11ll\eu 
fnlill X', L'omputer i, then repaired and placed in the 

111anulal'turl'(' rtltahlc ,pare pan, pOll I ror L'llntinucd 
lI'IC III lh(' computer I1lJln(('nJ.nL'~ hll~ill(,"I:'1. 

lill The il1lllai unit of property delL'rmrned under 
paragraph Idlt211iil of Ihi, 'eL'ilon i, the computer. 
\ .. IHCh l'lll) .... '.,t ... ('rHird~ of componen .... t cm:uil hoard 

or IIHllherhllard, central pr(KL'''lI1g unil orCPlI, haru 

elm c, R..-\I\1. "CI ho,LI'J, I1lnnilOf. Cl'e, etc. I that arc 
t U Tk't II In;d I I i ntcrJepcndcnl. Til Jeterm inc \\ hether 

till' CII"L'lllt hll~lrJ I' J ,erdrdte unit III property fmlll 
th,' L'\lIl1PUIL'r, the IdL'ior, in paragraph I J II ~)( \ I of thi, 

,cL'il\ln appil The circuit Qoaru II a, not mar"eted 

'L'I"llatcl: to:\ or dL'LJuired ,erclrdtel~ b) X, nm i, it 
,uhreL,t til a "·p~lr.lt" l"lrralll~, The CPll, howeler. 

\\ d' 1I1.1rkc't,'c! ,epardtci} to the ta\jld) cr. hut not ac· 
qUll"l'd "'l')ldf;lll'ly. j\;p L'Ulllpnnl"nt. inl'iuJing the L'ir

cull hl1<lId and ('I'll ot the \;lplOp computer. ;, treated 

,I' ., ''''p,lr'lIl' UIlII 01 plllpcrtl b\ X III It, hUll" and 
Ii..',.>~rd". IlUI" ,Juc .... \ Ift',lt an~ L'lHllrOl1t'lll ;1\ a rotahk 

P,lri I he Cl1l1lputl'r doL" not IUnC!lIlI1 for ih intended 
(h,' \I Ilh,lut the L'lrL'U,t hoard and the CPl', B",ed on 

th,"" I,(l't'. 1lL'llhn the' ClfClllt hllaru nor Ihe CPL' I' a 
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,,'pJrate unit 01 propert}, X n1U\ltreat the cntlre lap· 

till' L'llillputer, Incluulll~ the L'ircuit board and CPU, 

.I' the unIt of PfllPl'rtl for Jetcrmining whether an 

dnHlllnt paid I I11pr() I e, the unit nf property for fed· 

eral IIIC()llle ta\ purpo,c" 

13) COII/II/iance ll'ith regillatory rc
qllirenlCllf,l, For purposes of this section, 
a Federal. state, or local regulator's re
quirement that a taxpayer perform certain 
repJirs or maintenance on J unit of prop
erty 10 continue operating the property is 
not relevant in determining whether the 
Jl110unt pJid improves the unit of property 

(-+) UIl(l\,oilability ofreplacemcnt parts, 

For purposes of this section. if a taxpayer 
needs to replace part of a unit of property 
that cannot practicably be replaced with 
the same type of part (for example, because 
of technological advancements or prod
uct enhancements). the replacement of the 
part with an improved but comparable part 
does not. by itself. result in an improve
ment to the unit of property, 

(5) Repairs pe;jrmned during an im
provement-(i) III general, Repairs that do 
not directly benefit or are not incurred by 
reason of an improvement are not required 
to be capitalized under section 263(a), re
gardless of whether they are made at the 
same time as an improvement. See section 
263A for rules requiring capitalization of 
all direct costs of an improvement and all 
indirect costs that directly benefit or are in
curred by reason of the improvement. 

(ii) Exceptioll ji)/' individuals, A tax
payer who is an individual may capital
ize amounts paid for repairs that are made 
at the same time as substantial capital im
provements to property not used in the tax
payer's trade or business or for the produc
tion of income if the repairs are done as 
part of a remodeling or restoration of the 
taxpayer's residence, 

(e) Hdue-( 1) III general, A taxpayer 
must capitalize amounts paid that materi
ally increase the value of a unit of prop
erty, An amount paid materially increases 
the value of a unit of property ~nly if it-

(i) Ameliorates a condition or defect 
that either existed prior to the taxpayer's 
acquisition of the unit of property or arose 
during the production of the unit of prop
erty, whether or not the taxpayer was aware 
of the condition or defect at the time of ac
quisition or production; 

(iiJ Is for work perfonned prior to the 
date the property is placed in service by the 

taxpayer (without regard to any applicable 
comentinn LInder section 168(d»; 

(iii) Adapts the unit of property to anew 
or different lise (including a permanent 
structural alleration to the unit of prop
crty); 

(i\) Results in a betterment (induding a 
material increase in quality or strength) or 
a material Clddition (including an enlarge
ment. expansion. or extension) to the unit 
of property: or 

(v) Results in a material increase in 
capacity (including additional cubic or 
s4uare space). productivity. efficiency, or 
quality of output of the unit of property. 

(2) Exception, Notwithstanding the 
rules Il1 paragraph (e)( I lei) through 
(e)( 1 )(v) of this section, an amount 
paid does not result in a material in
crease in value to a unit of property if 
the economic useful life (as defined in 
§ 1.263(a)-3(f)(2) of the unit of property 
is 12 months or less and the taxpayer did 
not elect to capitalize the amounts paid 
originally for the unit of property, 

(3) Appropriate comparison, For 
purposes of paragraphs (e)(J)(iv) and 
(e)(I )( v) of this section, in cases in which 
a particular event necessitates an ex
penditure, the determination of whether 
the amount paid materially increases the 
value of the unit of property is made by 
comparing the condition of the property 
immediately after the expenditure with 
the condition of the property immediately 
prior to the event necessitating the expen
diture. When the event necessitating the 
expenditure is nonnal wear and tear to 
the unit of property, the condition of the 
property immediately prior to the event 
necessitating the expenditure is the condi
tion of the property after the last time the 
taxpayer corrected the effects of normal 
wear and tear (whether the amounts paid 
were for maintenance or improvements) 
or, if the taxpayer has not previously cor
rected the effects of normal wear and tear, 
the condition of the property when placed 
in service hy the taxpayer, 

(4) Examples, The following examples 
illustrate the rules of this paragraph (e) and 
assume that the amounts paid are not re
quired to be capitalized under any other 
provision of this section (paragraph (0, for 
example): 

Exomple I, Pre.exi,ltil1l? collditioll, In 2008, X 
purcha,eu a 'lOre located on 10 acres of land that 
contained underground ga.\oJinc ,wrage tanks left by 



prior occupants. The tanks had leaked, causing soil 
contamination. X was not aware of the contamination 
at the time of purchase. When X discovered the con
tamination, it incurred costs to remediate the soiL For 
purposes of this Example 1, assume the 10 acres of 
land is the appropriate unit of property. The amounts 
paid for soil remediation must be capitalized as an 
improvement to the land because they ameliorated a 
conditIOn or defect that existed prior to the taxpayer's 
acquisition of the land. The comparison rule in para
graph (e)(3) of this section does not apply to these 
amounts paid. 

Example 2. Not a pre-existing condition; repair 
performed during an improvement. (i) X owned 
land on which it constructed a building in 1969 for 
use as a bank. The building was constructed with 
asbestos-containing materials. The health dangers of 
asbestos were not widely known when the building 
was constructed. The presence of asbestos did not 
necessarily endanger the health of building occu
pants. The danger arises when asbestos-containing 
materials are damaged or disturbed, thereby releas
ing asbestos fibers into the air (where they can be 
inhaled). In 1971, Federal regulatory agencies des
Ignated asbestos a hazardous substance. In 2008, X 
determined it needed additional space in its building 
to accommodate additional operations at Its branch 
and decided to remodel the huilding. However, any 
remodeling work could not be undertaken without 
disturbing the asbestos-containing materials. The 
governmental regulations required that asbestos be 
removed if any remodeling was undertaking that 
would disturb aSbestos-containing materials. There
fore, X decided to remove the asbestos-containing 
materials from tne buildmg in coordination with the 
overall remodeling project. 

(ii) For purposes of this Example 2, assume that 
Ihe building is the appropriate unit of property and 
that the amounts paid to remodel are required to be 
capitalized under § 1.263(a)-3. The amounts paid to 
remove the asbestos are not required to be capitalized 
as a separate improvement under paragraph (e)(l)(i) 
of this section because the asbestos, although later de
termined to be unsafe under certain circumstances, 
was not an inherent defect to the property. The re
moval of the asbestos, by itself, also did not result in a 
material increase in value under paragraphs (e)(1 )(ii) 
through (e)(i)(v) of this' section. Under paragraph 
(d)(5)(i) of this section, repairs that do not directly 
benefit or are not incurred by reason of an improve
ment are not required to be capitalized under sec
tion 263(a). Under section 263A, all indirect costs, 
including otherwise deductible repair costs, that di
rectly benefit or are incurred by reason of the im
provement must be capitalized as part of the improve
ment. The amounts paid to remove the asbestos were 
incurred by reason of the remodeling project, which 
was an improvement. Therefore, X must capitalize 
under section 263A to the remodeling improvement 
amounts paid to remove the asbestos. 

Example 3. Work peiformed prior 10 placing [he 
property in service. In 2008, X purchased a build
ing for use as a business office. The building was 
in a slate of disrepair. In 2009, X incurred costs to 
repair cement steps: shore up parts of the first and 
second floors; replace electrical wiring; remove and 
replace old plumbing; and paint the outside and in
side of the building. Assume all the work was per
formed on the building or its structural components 

In 20 1 O. X placed the building In serlice and began 
using the building as its business office. For purposes 
of this Example J, assume the building and its struc
tural components are the appropriate unit of property. 
The amounts paid mw,t be capitalized as an improve
ment to the building because they were for work per
formed prior to X' s placing the building in service. 
The comparison rule in paragraph (e)(3) of this sec
tion does not apply to these amounts paid. 

Example 4. Work peiformed prior 10 placing the 
property in service. In January 2008, X purchased 
new machinery for use in an existing production line 
of its manufacturing business. After the machinery 
was installed, X performed critical testing on the ma
chinery to ensure that it was operational. On Novem
ber I, 2008, the new machinery became operational 
and, thus, the machinery was placed in service on 
November 1,2008 (although X continued to perform 
testing for quality control). The amounts paid must 
be capitalized as an improvement to the machinery 
because they were for work performed prior to X' s 
placing the machinery in service. The comparison 
rule in paragraph (e)(3) of this section does not ap
ply to these amounts paid. 

Example 5. New or differenl use. X is an inte
rior dewrating company and manufactures its own 
designs. In 2008. X decides to stop manufacturing 
and converts the manufacturing facility into a show
room for X's business. To convert the facility, X 
removes certain load-bearing walls and builds new 
load-beartng walls 10 provide a better layout for the 
showroom and its offices. As part of building the new 
walls, X moves or replaces electrical, cable, and tele
phone wiring and paints the walls. X also repairs the 
floors, builds a fire escape, and performs small car
pentry jobs related to making the showroom acces
sible, including installing ramps and widening door
ways. For purposes of this Example 5, assume the 
building and its structural components are the unit of 
property and that the work is performed on the struc
tural components. The amounts paid by X to con
vert the manufacturing facility into a ,how room must 
be capitalized as an improvement to the building be
cause they adapted the building to a new or different 
use. The comparison rule in paragraph (e)(3) of this 
section does not apply to these amounts paid. 

Example 6. New or differenl use. X owned a 
building consisting offive separate retail stores, each 
of which it rented to different tenants. In 2008, two 
of the stores rented became vacant and remained va
(ant for several months. One of the remaining ten
ants agreed to expand its occupancy to the two va
cant stores, which adjoined its own retail store. X in
curred costs to break down walls between the exist
ing stores and construct an additional fear entrance. 
For purposes of this Example 6, assume the building 
and its structural components arc the appropriate unit 
of property. The amounts paid by X to convert three 
retail stores into one larger store must be capitalized 
because they resulted in a permanent structural alter
ation, and thus a new or different use, to the building. 
The comparison rule In paragraph (e)O) of this sec
tion does not apply to these amounts paid. 

Example 7. Nor Q new or different use. X owns 
a bUIlding for rental purposes and decides to sell it. 
In preparation of selling, X pamts the interior walls, 
cleans the gutters, repairs cracks in the porch, and re
finishes the hardwood floors. For purposes of thlS Ex
ample 7. assume the building and its structural com-

ponents are the unit of property. Amounts paid for 
work done in anticipation of selling the building are 
not required to be capitalized unless the amounts paId 
matertally increase the value as defined in paragraph 
(e)(3) of this section or prolong the economIc useful 
life as defined in paragraph (flO). The amounl'> paid 
by X are not transaction costs paid to facilitate the sale 
of property under § 1.263(a)-1 (c), nor do they mate
rially increase the value of the huilding. Although 
the amounts were paId for the purpose of selling the 
building, the sale does not constitute a new Dr differ
ent use. Therefore. X is not required to capitalize as 
an improvement under paragraph (e) of thIS section 
the amounts paid for work performed on the bui ld
ing. The comparison rule in paragraph (e)(3) of this 
section does not apply to these amounts paid. 

Example 8. No! a ma!rriul increase in ralue. (I) 

X is a commercial airline engaged in the business 
of transporting passengers and freight throughout the 
United States and ahmad. To conduct its husiness, X 
owns or leases various types of aircraft. As a con
dition of maintaining its airworthiness certification 
for these aircraft, X is required by the Federal Avia
tion Administration (FAA) to establish and adhere to 

a continuous maintenance program for each aircraft 
within its fleet. These programs, which are designed 
by X and the aircraft's manufacturer and approved by 

the FAA are incorporated into each aircraft's main
tenance manual. The maintenance manuals require 
a variety of periodic maintenance visits at varIous 
intervals during the operating lives of each aircraft. 
One type of maintenance visit is an engine shop visit 
(ESV), which is performed on X' s aircraft engines ap
proximately every 4 years. 

(ii) In 2004, X purchased a new aircraft and en
gine. In 2008, X performs its first ESV on the air
craft engine. The ESV includes some or all of thcfol
lowing activities: disassembly, cleaning, inspection, 
repair, replacement, reassembly, and testing. Dur
ing the ESV, the engine is removed from the aircraft 
and shipped to an outside vendor who performs the 
ESV. When the engine arrives at the vendor, the cn
gine is cleaned and externally inspected. Regard
less of condition, it is thoroughly inspected visually 
and, as appropriate, further inspected using a number 
of non-destructive testing procedures. The engine is 
then disassembled into major parts and, if necessary, 
into smaller parts. If inspection or te_ting discloses 
a discrepancy in a part's conformity to the specifi
cations in X's maintenance program, the part is re
paired, or if necessary, replaced with a new or used 
serviceable part conforming to the specifications. If 
a part can be repaired, but not in time to be returned to 
the engine with which the part had amved. the ven
dor first attempts to repla(e the part with a similar part 
from customer stock (used parts from X' s atrcraft that 
were replaced or exchanged and repaired during an 
earlier ESV and then stored for future use on X's air
craft). If a part is not available from customer stock. 
the part IS e~changed with a used. serviceable part in 
the vendor'> inventory. A part is replaced (generally 
with a used serviceable part) only if the pan removed 
from X' s engine cannot be repaired timely. 

(iii) For purposes of this Example x, aswme 
the aircraft engine is the appropriate unit of prop
erty. To determine whether the ESV results in a 
material increase in value under paragraph (el( I )(iv) 
or (e)(\)(v) of this section, the compans(lI1 rule in 
paragraph (e)(3) of this section applies Because the 
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el ent ncce"ltatmg Ihe FS \. \\ ,1\ 11\lrlll~d 11,'ar and 

lear, .md X had n(ll pr'" i'lu,l) perllH'ml'd ,In FS\ llil 

Ihe engine, Ihe rein alll Cllmpclrl'lln I' Ihe (llndlllllil 

of Ihe prllpl'rll 1I11l11l'JlalLiI ,Ifler Ihl' FSV \\ Ilh Ihe 

(ondllilln 01 Ihl' pmrl'n) II hl'n rl,l(l'd 111 ,,'rlll'l' hI 
X, l\lng Ihl' l'lllllr,Ui'l1n, Ihe I:S\ llid nlll rL',ullln d 

Illdtr.:nai dlkhtlPI1. hl..'llcrmt.'1l1. nr 1ll,IILTI.!! ill~.:rl':I'l' in 

(,lpa(II), pmtillL'11 I It), l'lt I(IL'IKI, llr <lU.tilil 01 (lut pu I 

III Ihe enblne L'lHllparl'd tll thl' (lll1dllilHll1f the l'l1gine 

II h,'11 plal','d 111 ',rll(c', I1llr did It 'ld,lpt the l'l1gUll' 

til d Ill'\\ til' dllkrelll U'L' rhl'rdllr" the aillounh 
I'dld b) X Illi thl' LS \' did 11\1t rl',ult In d Ill,lIcnal 
I 11 I..:rL'd'"l' III \ ~dul' tu thl' l'l1sinl' X \\ IlPt rCljuirt.'J l\) 

(aplI,til/e d' an Il11prOll'mel1t under pdr,lgraph (c') or 
thl' ,e(tllll1 an](111nh p~lld I'll I the I'SV. 

r \(/Hl/,k lJ. Reltcr/llclIl: r(~I1!(/'or.\ fl'I/lIIrt'l1!t'llf. 

X ll\\ned d hot,'1 in City tlw In(llIUnl tile foot high 
ullIellllllln'd telld Ulna ,ll1d UlIKrl'tl' p.llapeh II ith 
U\ l'rh.1I1S1I1S l·ornicc .... ~lrolllHj thl' l'ntlh:' r~)l)f penml~

IlT The p.u'apl'h and l'OI'nll'l" \\ l'rl' in good l'lllloi-
11(\11. 1112()IlX, ell) pa"eU an lllUin,lillT ,etlil1~ higher 
"Ikt) ,Iandar,h fllr p.lrapeh anu cornice, hecau,e 

llr thc ha/aruou, conditioll' cau,ed hl' eanhquaf-e" 
rll ulmpl) II lIh the lIfuinal1cc, X replaL'ed the olu 
paLlpl'l, alld cornll'e' II IIh l1ell (1IIC' maue of gIJ" 
IIt->n rClllrllrCeJ concrcte, II hidl mauc them lighter 
• lOd ,tronger Ihan the original on~,. They \\we al

Id"h"d to the hot~1 u'lIlg \\c\JeJ connel'lIOIb in,teau 
01 \\ Ire 'UpPlHh, i1lak1l1~ them more re,i,tant to uam
dge h'llll1 lateral nHl\ emen\. For purpme, of th" E,
<1111/'/1' Y, a"ume the hotel huilJing and ih ,tructural 
c"lllp"nenh are the aprf()priat~ unit of property. The 
L'I ent nec~"I"'ting Ihe exrl'ndlilire wa, the 200X City 
lIrdll1alKe Prilli' to the nrulllanl'e, the olu parapet' 
anJ Cllrnlce, lIere in ~OllU conJilion, hut were Jeter
mll1ed t-» Cily 10 L'reate a potenllal huard. After the 
expl'nuilurl', thl' new parapet' ilnd lllrniL'e' .,ignifi
cantly improl'eu the ,truL'lural ,oununc" of the hotel. 
Therefore, the aillount... paid oy X to replace the para
pL'l' anJ L'ornice, I11U...r he c'apilailled kcau'L' they re
,ulteu III ~I hetterment 10 the hoteL City', rcquircment 
that X correlt tlte potcntiill ha/ard to continue oper
atlllg tlte hotel i, not rete\ ant in Jetermining whether 
Ih~ amuunt paid IIll[lro\'ed the hotel. S~e paragraph 
Id)!.l) olthi, ,ection 

i-.IiIIII/,!t' /11. Nol a III(/Ieria! illcrm.\e ill nt/Ill': 

reg II 11Il(l J'I' re(/t/in'IIII'I/f, X o\\'n~d a Illeat proce,,
ing planl. In 2()()X, X Ji,col'ercd thilt oil wa, ,~ep
Ing through Ihe l'oncrde \\alb 01 the plant. creallllg 
a lile ha/ard. Feder,t1 meat ilhpcl't()r, .Id, i,cu X that 
It Int,,1 UlITl'l't Ihe ,,'cpage prohlem or ,hilt do\\ nil' 
plan\. TOl'orrec! the pfllhlclll, X incurred co,h to auJ 
.1 concrete lining to the \\alt... frnlllihe \loor 10 a height 
oi ahout lour Icet anu abo [(I add (oncrc!c to the \loor 
oi tlte plan\. hll purpo,,' of thi, l:,lwJ//,le 10, a',ume 
Ihe planl t->uilding and it... ,trllL'illral ClllllpOl1l'nh are 
Ihe appn)priatc unit llr rroperty. Tile c\em ncce ...... itat
inO! the ,'\pcnditure lI'h Ihe ,ecPel~e lit the oil. Prior 
III Ihe ,eepage, Ihe plant did not leaf- and \la, fune-
1I0lllng lor It, lillenueu u;,e, The e\penditure did 1101 
rc,ult in a 1ll.ltcnal addition. hcttel'll1enL 1If matenal 
In(rea,e In cara(itl, prodUc'lllitl, effil'ienl'), (lr l\ual
It \ III "utput of the planl L'ompareu 10 the conuitilln 
llf Ih,' rlant prillr tll the '<'<'page 01 the lliL n(lr UIJ it 
aclapt tlk' ptll1t to a Ilell or dillcrent u,e. Thcrdorl', 
I he' 'lIllllunl' paiJ hI X to l'OfflYI thl' "'l>pa~l' dll not 
111,ltcrialh increa'e Ihe I alue llf the plant. X I' not 
requlrcd III eapitaillc ,h an il11pflll l'ment unJer para

O!r:lph IC) (If th" "'c'tlon anlllllnh palu 10 Cllffcct thl' 
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'ecra~e prohlcill. The Feueral 111eat inspl'ct(lrs' re
qUlre111cnt thelt X correci the,t'cpage 10 continue oper

alll1~ the plant is not rek,ant in uetermining whether 

thl' amount paid impnlleu the plant. See paragraph 
t d)(:1 I of tim ,ection, 

FI<I"'I'!" II. ,VOl" /J/(/feri,,1 incre"se in 1'<111/(': re
jl!w('/I/('I/!II·illl.\(//l/C I)"rt, X OI\'Il;, a small retail shop. 
In2()()~, a ,t0l111 dall1agl'J the flInfofX', ;,Imp hy uis

placing nUlllerom lIooden shingles. X uecide, to re

place all the \lOllJen ,hinglt-, on the root and hireJ 

~I contractor til rcplal't~ all the shingle, on the rollf 
\1 ilh nell l",oJen ,hingles, No part of the sheath

ing. ral'tl'r,. or joi,t, was replaceu, For purpo,es of 

thi, /-.\(//1/1,/(' II, a"ume the shop and It... structural 

compollent... an: the appropriate unit or property. The 

e\enl necl'"itatlllg the npenut!ure was the storill. 
Prior to the ,tnrlll, the rewil shop \las functinnrng for 

ih II1tenueu u,e. The cxpenJiture did not result in a 

material aJJllion, hetterment. or material increase 111 

l'apacit)', productility, efficiency, or quality of Ollt
put of the shop compareu to the conuition of the shop 

prior to the storm, nor did it adapt the shop to a new 
or uil'i'erent usc. Therefore, the amounts paid by X to 
re,hingle the roof \\ ith wooden shingles do not mate

rially increase the I'allie of the shop, Xi, nol required 
to capitalize as an improlemcnt under paragraph (e) 
of thi, section amounts paid to replace the shingles . 

ExuII/ple 12, Nol a//ui/eria! illcrcuse ill mille; re

p!UCt'I1lCllt Ifilil cOlIIl'ara/Jle pal'/. Assume the same 
LI(t... ~" in E wlllple II, except that woouen shingles 
arc not available nn the marke!. X ueeides to re
place all the wooden shingles with comparahle a,
phalt ,hingles, The amounts paid by X to resh1l1gle 
the roof with asphalt ,hingles do !lot materiellly in
crea,e the value of the ,hop, even though the a'phalt 
,hingles may he an improwment over the woouen 
.,hingle.,. Because the woouen shingles could not 
practlcahly be replaced with new wooden shingle" 
the replacement of the olu shingle, \lith comparahle 
a'phalt shingle, d()c, no I, hy itself. result in an im

prOlement to the shop. X is not rel\ulred to capitalize 
:'b an imprmemcnt unuer paragraph (e) of this section 
amount... paid to replace the shingle" 

E\IlII/I'le 13, Be11erll/cIII; replacemelll wilh im
p/'O\'nl paris. A"ume the ,elme facls a, in Example 

II, except Iha!. imtead of replacing the \looden shin
gle, "ith a'phalt shingles, X uecide, to replace all the 
\\OllUen ,hingles with shingle, made of lightweight 
compo,ite materiaJ... that are maintenance-free and do 
not ab,orh moi,ture. The new shingle, have a 50-year 

\\ ;manty and a Class A fire raling. X mllst cap1lalize 
a, an improvement amounh paid to re'hingle the roof 
hccau,e they rc,ult in a hetterment to the shop. 

Exu/liple 1-+. /'v1all'rlal II/cre£ISl' ill ca"acily. X 
llllllS a factory huiluing with a storage area on the 
,<'cond ilom. In 20()X, X replace, the columns and 
girder, ,upporting the ,econd l100r to permit storage 
of supplie, with a grms weight 50 percent greater 
than the prCl iou, load-carrying capacity of the ,tor
age area, For purpmes nf thi, E\wllf'l~ 14, assume 
Ihe factory huilding and its structural components are 
the appropriate unit of property. X mu,t capitalize as 
an impr(II'ement amounb paiu for the columns and 
girder, t->ecau,e they re,ult in a material increase in 
thl' loau-caff)ing capacity of the t->uilding. The com
parison rule 111 paragraph le)(3) of this section does 
1101 appl) to the,e amoul1ls paid hecause the expemli
ture \\ as not necessitateu hy a particular event. 

Flall/f'le 15. MUIl'I'iol illcrt'£lsc ill (o/,<lcity. In 

2()O~, X purch.lseu hal'hor facilities consisting of a 

,lip for the loauin~ and unillading of harges and a 

chanllelleading fro III the sill' to the ril'<:r. At the time 

of rurch.hc, the channd \I as ISO ket wide, 1.000 
fcet long, anu 10 ket decp. Tn al\oll for tngress and 
egres, and for the unlnadillg of its harge,;, X needed 

to deepen the ch.lnncl to a depth of 20 fee!. X hired a 
contractor to ureJgt' the ch,mnelto the required depth, 

For purposcs of this t_-WIII,,!I' 15, assume the channel 

j, the appropriate unit of property, X must capital
iLe as an illlprol el1lenl amounts paid for the dredging 

hecause 11 resulteJ in a matenal incn:ase in the capac
ity of the channel. The compari,;oll rule in paragraph 

(e)(3) of this seclion does not apply to Ihese amounts 

paid t->ccause the expenditure was not necessitated by 
a particular event. 

FWII/ple 16, Nol II II/Ilteria! illcrewe ill capac, 

il.". Assume the same facts as in EXlIIlljlle 15, excepl 

that the channel was susceptihle to siltation and, by 
2009, the channel depth had been reduced to 18 feet. 
X hired a contractor to reuredge the ,hannel to a depth 
of 10 feet. The event nec.:ssitating the expenditure 

was the sillation of the channel. Both prior 10 the sil
tation anu after the redredging, the depth of the chan, 
ne I was 20 feet. Therefore, the amounts paid by X for 

redredging the channel did not materially increase the 
capacity of the unit of property, X is not required to 
capitalize as an improvement under paragraph (e) of 
this section amounts paid to redredge, 

Exall/ple 17. Not a material iI/crease il/ capacily, 

X owns a building used in its trade or business. The 
first tloor has a urop-ceiling, X decides to remove 
the drop-ceiling and repaint the original ceiling. For 
purposes of this Exall/ple j 7, assume the building and 
its structural components are the appropriate unit of 
property. The removal of the drop-ceiling does not 

creale additional capacity in the butlding that was not 
there prillr to the removal. Therefore, the amounts 
paid by X to remove the drop-ceiling and repaint the 
original ceiling did not materially increase the capac
ity of the unit of property, X is not required to capital
i7e as an improvement under paragraph (e) of this sec
tion amount, paid related to removing the drop-ceil
ing. The comparison rule in paragraph (e)(3) of this 
section does not apply to these amounts paid because 
the expenditure was not necessitated by a particular 
event. 

(f) Restoration-( I) In general, A tax
payer must capitalize amounts paid that re
store a unit of property_ Amounts paid re
store property if the amounts paid substan
tially (as defined in paragraph (f)(3) ofthis 
section) prolong the economic useful life 
of the unit of property, 

(2) Economic !lsefulltfe-(i) Taxpayers 
with an applicable financial statement, 
For taxpayers with an applicable finan
cial statement (as defined in paragraph 
(f)(2)(iii) of this section), the economic 
useful life of a unit of property generally 
is presumed to be the same as the useful 
life used by the taxpayer for purposes of 
determining (at the time the property is 
originally acquired or produced by the 



taxpayer) depreciation in its applicable 
financial statement, regardless of any 
salvage value of the property. A tax
payer may rebut this presumption only 
if there is a clear and convincing basis 
that the economic useful life (as defined 
in paragraph (f)(2)(ij) of this section for 
taxpayers without an applicable financial 
statement) of the unit of property is signif
icantly different than the useful life used 
by the taxpayer for purposes of determin
ing depreciation in its applicable financial 
statement. If a taxpayer does not have 
an applicable financial statement at the 
time the property was originally acquired 
or produced, but does have an applicable 
financial statement at some later date, the 
economic useful life of the unit of prop
erty must be determined under paragraph 
(f)(2)(ii) of this section. Further, if a tax
payer treats amounts paid for a unit of 
property as an expense in its applicable 
financial statement on a basis other than 
the property having a useful life of one 
year or less, the economic useful life of 
the unit of property must be determined 
under paragraph (f)(2)(ii) of this section. 
For example, if a taxpayer has a policy 
of treating as an expense on its applica
ble financial statement amounts paid for 
property costing less than a certain dollar 
amount, notwithstanding that the property 
has a useful life of more than one year, the 
economic useful life of the property must 
be determined under paragraph (f)(2)(ii) 
of this section. 

(ii) Taxpayers without an applicable fi
nancial statement. For taxpayers that do 
not have an applicable financial statement 
(as defined in paragraph (f)(2)(iii) of this 
section), the economic useful life of a unit 
of property is not necessarily the useful 
life inherent in the property but is the pe
riod over which the property may reason
ably be expected to be useful to the tax
payer or, if the taxpayer is engaged in a 
trade or business or an activity for the pro
duction of income, the period over which 
the property may reasonably be expected 
to be useful to the taxpayer in its trade or 
business or for the production of income, 
as applicable. This period is determined 
by reference to the taxpayer's experience 
Wilh similar property, taking into account 
present conditions and probable future de
velopments. Factors to be considered in 
determining this period include, but are not 
limited to-

(A) Wear and tear and decay or decline 
from natural causes; 

(B) The normal progress of the art, eco
nomic changes, inventions, and current de
velopments within the industry and the 
taxpayer's trade or business; 

(C) The climatic and other local con
ditions peculiar to the taxpayer's trade or 
business; and 

(D) The taxpayer's policy as to repairs, 
renewals. and replacements. 

(iii) Definition of "applicable financial 
statement". The taxpayer's applicable 
financial statement is the taxpayer's fi
nancial statement listed in paragraphs 
(f)(2)(ii)(A) through (C) of this section 
that has the highest priority (including 
within paragraph (f)(2)(ii)(B) of this sec
tion). The financial statements are, in 
descending priority -

(A) A financial statement required to 
be filed with the Securities and Exchange 
Commission (SEC) (the lO-K or the An
nual Statement to Shareholders); 

(B) A certified audited financial state
ment that is accompanied by the report of 
an independent CPA (or in the case of a 
foreign entity, by the report of a similarly 
qualified independent professional). that is 
used for-

(1) Credit purposes, 
(2) Reporting to shareholders, partners, 

or similar persons: or 
(3) Any other substantial non-tax pur

pose; or 
(C) A financial statement (other than 

a tax return) required to be provided to 
the Federal or a state government or any 
Federal or state agencies (other than the 
SEC or the Internal Revenue Service). 

(3) Substantially prolonging economic 
usefullife-(i) In general. An amount paid 
substantially prolongs the economic useful 
life of the unit of property if it extends the 
period over which the property may rea
sonably be expected to be useful to the tax
payer in its trade or business or for the pro
duction of income, as applicable (or, if the 
taxpayer is not engaged in a trade or busi
ness or an activity for the production of 
income, the period over which the prop
erty may reasonably be expected to be use
ful to the taxpayer) beyond the end of the 
taxable year immediately succeeding the 
taxable year in which the economic use
ful life of the unit of property was orig
inally expected to cease, or if the prop
erty's economic useful life was previously 

prolonged (as determined under this para
graph (e )(3 )(i», the end of the taxable year 
immediately succeeding the taxable year 
in which the prolonged economic useful 
life was expected to cease. 

(ii) Replacements. Amounts paid will 
be deemed to substantially prolong the 
economic useful life of the unit of prop
erty if a major component or a substantial 
structural part of the unit of property is re
placed with either a new part or a part that 
has been restored to like-new condition as 
described in paragraph (O(3)(iii) of this 
section. Thus, the replacement of a part 
with another pan that is not new or is not 
in like-new condition (for example, a used 
or reconditioned part) does not constitute 
the replacement of a major component or 
substantial structural part of the unit of 
property under this paragraph (0(3 )(ii). 
Further, replacement of a relatively minor 
portion of the physical structure of the unit 
of property or a relatively minor portion of 
any of its major parts, even if those parts 
are new, does not constitute the replace
ment of a major component or substantial 
structural part of the unit of property. 

(iii) Restoration to like-new condition. 
Amounts paid will be deemed to substan
tially prolong the economic useful life of 
the unit of property if they result in the unit 
of property or a major component or sub
stantial structural part of the unit of prop
erty being restored to a like-new condi
tion (including bringing the unit of prop
erty or a major component or substantial 
structural part of the property to the status 
of new, rebuilt, remanufactured, or simi
lar status under the terms of any Federal 
regulatory guideline or the manufacturer's 
original specifications). 

(iv) Restoration after a casualty loss. 
Amounts paid will be deemed to substan
tially prolong the useful life of the unit of 
property if the taxpayer properly deducts 
a casualty loss under section 165 with 
respect to the unit of property and the 
amounts paid restore the unit of property 
to a condition that is the same or better 
than before the casualty. 

(4) Examples. The following examples 
illustrate the rules of this paragraph (f) and, 
except as otherwise provided, assume that 
the amounts paid would not be required to 
be capitalized under any other provision of 
this section (paragraph (ej, for example): 

Example I. Prolollged eC()110m1C usef,,! life. X 
is a Class I railroad that owns a fleet of locomotives. 
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In 19~9. X purch,N:d a nell IOCOIl1o[]\ e IIlIh an CC(l

nomic u,cful I1fe la, udineu in rara~raph If)(21 01 

thi, ,el"ll()[]) of 22 ) cal' I from IlJHY - 20 II I. X per

form, ,uh,tantlall) Ihe ,ame c\clical maIntenanCe' (In 

it'> locom(ltilc, ~lpp[(l\lmatcl) l'ler) () )car,. X pcr

lorlllcd cyclical IIlalntenanCL' (\n the locomo\il e in 
IlJ9.\ 111 2()() I. ,lIld in 20117. A"UIl1l' thJt the 10,'(\

mntile (\\hich include, the engInei i, thc appropnate 

unI! of property anu that none of the cyclical lIlain
tenance prnJect, reqIltccl in a rc,toratll1l1 unucr para

l!raph (f)ll)(iil or 11'11 ~Ililil (lfthl' ,,·ctlon. Amounh 

pdid fur C\ diL'al malntcnal1l'C In 19LJ:; and 20() I do 
not 'llh,t~lntially prolong thc economic mcfullifc of 

thc loConllllilc. H(l\\C\'cr. the cyclical maintenance 

perlorIl1ed in 2()07 will prolong the (TOnOIl1IC u,e
lui Iik of Ihe ILlcol1lotilc III 20I3. which i, bcyond 

the end of the next ,ucceeding ta\ahk year alter the 
cUlIllllnic u,cfullifc of the locomotile cea,e, 120 II). 
Therefore. under paragraph, (fl(l) and (f)(llli) of 

thl' 'cClion. X mu,t caplt~lh/c a, an imprOl'eIl1cnt to 
the locolllotilc aIllount'> paid for thc cyclical main
tcnanL'e performed in 2()()7. regardk" of whether X 

II a, rClJulreli til caritalilc thc anHlunt, paid in prcli
ous years tor cyclical maintenance. 

1-.\111111"1' 2. Fml10lllic lI.\e/it! life l10t fJl'olollget/. 

A"ume the same hlCh a, in Exalllple 1. except that 
In ~()()lJ. X replace, a filter in the locomotive engine. 
X gencrally rerlacc, thi, type of filter every .:I year,. 
Although the filter itsclf would last beyond the end 
of the loeomotive's economic u,efullife in 2011. the 

amount paid for the filter does not ,ubstantially pro
Innl! the economic useful life of the locomotive bc
cau,c the filter will not extend beyond 2009 the pe
riod ovcr which the locomotive may reas(mably bc 
expected to be useful to X in its trade or business. 

Addilionally. although the filter is a neces,ary com
ponent of the locoIJIotive. the filter i, lIot a substantial 
structural part or major component of the locomotive. 
Therefore. the amount paid to replace the tllter does 
not sub,tantially prolong the economic u,cful life of 
thl' locoIJIotiv C 

E.\ullIpll' 3. MillOr purl rl'pillCl'mel11. X own, a 
small retail ,hop. In 20()X. a storm damaged the roof 
of X', shop hy displacll1g numemu, wooden ,hin
ilk,. X decides to replace all the wooden ,hingles 
elIl the mof and hires a contractor to rcplal'C all the 
,hingle, on the mol' with ncw wooden 'hingle,. No 
part of the shcathing. rafters. or joist, was replaced. 
For purP(N:' 01 thl' EHll11l,le 3. a"ume the ,hop and 
its structural components are the appropriatc unit of 
property. The replacement of the shinilles did not 
extcnd the u,dul life of the shop under paragraph 
(f)( 3)( i) of this 'ection. The porlion of the roof re· 
placcd i, not a ,ubstantial structural part of the shop. 
nor doe' the replacement of thc shingles restore to a 
like-new condition a major component or ,ubstantial 
,tructural part of the shop. Therefore. the amount, 
palJ by X to re'hingk the roof with wooden shingles 
do not ,uh,tantially prolong thc economIC useful life 
of thc ,hop. 

EWIII/,h'./. Mujor wll1"lIl1ellf or l'I//"lIll1li,,1 

Ilrtlctl/ml'lllrt. A",ume the 'arne fac!'> as m EXIlI11-

"Ie 3. cxc'ept that \\hen the contractor began work on 
the shingles. the contractor di,cO\ered that a major 
portion of thc 'hcJthing had rotted. and the rafter, 
\lcre \I eakened as well. The contractor replaced all 
thc ,heathing Jnd a ,ignificant portion of the rafter,. 
The roof (inL'iuding the 'hingle.s. sheathing. rafter,. 
and joi,h) is a suhstantial structural part of a huild-
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Illg. The rcpLIcC111cnt of the 'hmgles. sheathing. and 
raftcrs rl·,turcd to a like-nell condition a substantial 

structural part of the ,hop. Therefore. under para

graphs 11')( I ) and (flLl)( III) of tht, section. X must 

cJpitali/c a, all imprm eIl1L'11l to the ,hop amounts 

paid to repbc'c thc [(l(lf of the ,hop. 

r\(l1l1I"I'~. ,vol U 11111jOl' cOl11jJoll('llf or slmctlll'lli 

jJurt. X use, a car in prol'iding a taxi service. X pur

cha,cd the car In 2008. Assume that the unit of prop
crt) i, thl' ,·ar. The car ha, an economic u,eI'ul life 

of ~ ) car'. In 2() II. thc halter) dies and X takcs the 
car to a repair ,hop. which replaces the hanery. Al

though the battery itsdf may laq heyond the end of 

the car's economic mefullife. the amount paid for the 
hattcr), doc, not ,ub,tantially prolong the economic 

mefullifc of the car hccall,e the hattery wIll not ex

tend beyl1nd 2013 the period ovcr which the car may 

reasonably he expected to be useful to X in its trade 
or hu,inc" Although the battery is a necc'>Sary com
ponent of the car. the battcry i, not a ,ub,tantial struc

tural part or major component of the car. Therefore, 

the amount paid 10 replace the battery does not sub
,wntially pmlong the ecunomic useful life of the car. 

EXIlIl1"I(' 6. Major compol1ent or stmctllml part. 

Assume the same facts as Ewmpie 5. except rather 
than the battery dying. the car overheats and causes 
so much damage that the engine has to be rebuilL The 
engine I, a major component of the car. Therefore. X 
is rClJuircd to capitalize a, an improvement to the car 
under paragraphs (f)(1) and (O(3)(iii) of this section 

the amounts paid to rebuild the engine. 
Ew",,,I,, 7. Rl'l'uir pcr/ilrll1l!d dl/ring (1/1 improl'e

ment: c(Jorilil1l!liOIi \\'ith s('ctiol1 263A. Assume the 
,ame fach as EX(/lI1ple 6. except that X has a bro
ken taillight fixed at thc same time that the engine 
wa, rebuilt. The repair to the taillight was not in
currcd bccau,c the engIne was rebuilt. nor did it bcn
efit the rehllild of the engine. The repair of the bro
ken taillight i, a deductible expeme under ~ 1.162-4. 
Under ,cction 2()3A, all indirect costs. including oth
erwise deductible repair and maintenance costs that 
directly benefit or arc incurred by reason of the im
provement must be capitalized as part of the improve

ment. Therefore. all amounts paid that are Incurred 
hy rea,on of the engine being rebuilt must be capital
ized. including. for example. amounts paid for activi
tie, that would usually be deductible maintenance ex
penses. ,uch as refilling the engine with oil and radia
tor tluid. Amounts paid to repair the broken taillight. 
however, arc not incurred by reason of the engine be
ing rehuilt. nor do the amounts paid directly henefit 
the engine rebuild. despite being repaired at the same 
time. Thus. X is not required to capitalize to the im
provement of the car (the rebuild of the engine) the 
amounts paid III repair the broken taillight. 

EWlIljllc II. Relilled mn01m/1 10 repilice major 

cOllljlonellt or slruct11T1i1 pllrt. Ii) X owns a retail 
ga.soline station, con,isting of a paved area used for 
automohile acceS'> to the pumps and parking areas, a 
huilding u,cd to market gasoline. and a canopy cov
ering the gasoline pumps. The premises also consists 
of underground ,torage tanks (USTs) that are con
nected hy piping to the pumps and are part of the 
machinery u,ed in the immediate retail sale of gas. 
The pumps also are connected to a monitoring unit 
in the building that allows the sales clerk to monitor 
the gasoline sales. To comply with regulations issued 
by the [11\'lronmental Protection Agency, X is re
lJuired to remove and replace leaking USTs. In 2008. 

X hires a contractor to perfonn the removal and re

placement. which consists nf n:moling the old tanks 

and installing new tanks with leak lktection systems. 

The removal of the old tanks includes rcmol'ing the 
paving materiall'lll'cring the tanks. excavating a hole 

larile enough to gain access to the old tanks, discon

necting allY strapping and pipe connections to the old 

tanks. and lifting the old tanks out of the hole. Instal

lation of the new tanks includes placement of a liner 

in thc excal'ated hole. placement of the new tanks, 
installation of a It:ak detection system. installation of 

an overfill sy,tcm. connection of the tank to the pipes 
leading to the pumps. backtilling of the hole. and re

placement of the paving. X is also relJuired to pay a 

permit fee to the county to undertake the installation 
of the new tanks. 

(ii) X pays the permit fce to the county on October 

15.2008. The contractor performs all of the required 

work and. on November I. 2008. bills X for the costs 
of removing the old USTs. On November 15.2008, 
the contractor bills X for the remainder of the work. 

Assume the fuel distribution ,ystem is the appropriate 
unit of property. The USTs are major components of 

the fuel distrihution system. Therefore. under para
graphs (f)( I) and (f)(3)(ii) of this section. X must cap
italize as an improvement to the fuel distribution sys
tem the aggregate of related amounts paid to replace 
the USTs, which related amounts include the amount 
paid to the county, the amount paid to remove the old 

USTs. and the amount paid to install the new USTs 
(regardless that the amounts were separately invoiced 
and paid to two different parties). 

Example 9. Major compollellt or substantial 

.Hructurai parI. X is a common carrier that owns 
a fleet of petroleum hauling trucks. In 2008. X 
replaces the existing engine. cab. and petroleum tank 
of a truck with a new engine. cab. and tank. Assume 
the tractor of the truck (which includes the cab and 
the engine) is a separate unit of property from the 
rest of the truck. Also assume that the trailer (which 

contaInS the petroleum tank) is a separate unit of 
property from the truck. The engine and the cab 
are major components of the truck tractor. and the 
petroleum tank is a major component of the trdiler. 
Therefore. under paragraphs (0(1) and (f)(3)(ii) of 
this section. X must capitalize as an improvement to 
the tractor amounts paid to replace the engine and 
cab. and must capitalize as an improvement tn the 
trailer amounts paid to replace the petroleum tank. 

Exam"le 10. Restoration a/major component to 

like-Ilell-' conditioll. (i) X is a towboat operator that 
owns and leases a fleet of towboats. In 2008, X re
places an existing towboat engine with a rebuilt en
gine. A towboat engine is rebuilt through a series of 
steps designed to put the engine in like-new operat
ing condition to the maximum extent possible. En
gines in a towboat nearing the end of its useful life or 
engines that have been removed from towboats due 
to a catastrophic malfunction are likely candidates 
for the rebuilding proce,s. The goal of the rebuild
ing process is to hring each of an engine's compo
nent parts to the manufacturer's original dimensional 
specifications for new parts. 

(il) Replacement of the existing towboat engine 
with a rebuilt engine involves dry-docking the tow
boat. The rebuilding and replacement process takes 
approximately 3 to 5 months. The process requires 
the removal of the engine from the towboat and 
the removal of all of the moving and nonmoving 



components from the engine a, well. The engine's 
crankcase and oil pan are ,eparated, and every part ot" 
the engine is cleaned, inspected u,ing intense illumi
nation, machined, anti tn:ated with ,pecial materials 
to restore the engine to like-new opemting condition. 
The engine crankcase andoil pan are extensively ma
chined and welded, and numerous dimensional tests 
and checks are performed to ensure that the engine is 
returned to a like-new condition through the rebuild
ing process. In additIOn, a reconditioned cranb,haft 
and camshaft normally are installed in the engine 
during the rebuilding process. The power pac ks are 
completely rebuilt with a large number of new parts 
during the rebuilding process. The 011 pumps, water 
pumps, engine turbochargers, and governors are 
normally removed and exchanged for rebuilt p~rb 
during the rebuilding process. The accessory drive 
gears, all ofthe piping on the front and aft ends of the 
engine, the governor drive gear. and the turbocharger 
drive gears are removed and normally exchanged tor 

rebuilt parts during the rebuilding process. The goal 
of the rebuilding process is to bring each of an en
gine's component parts to the engine manufacturer's 
original dimensional speCifications for new parts. 
Assume the towboat (which includes the engine) is 
the appropriate unit of propeny. The work done on 
the towboat engine constitutes a remanufacture or 
rebuild of the engine, which is a major component 
of the towboat. Therefore. under paragraphs (\j(l) 

and (f)(3)(iii) of this section. X must capitalize as an 
improvement to the towboat amounts paid to rebuild 
the towboat engine. 

Example J 1. Repairs peiformcd darillE! WI im
provement: coordination with sectio/l 263A. Assume 
the same facts as in Example 10, except that while 
the towboat is in dry-dock to have the engine rebuilt. 
X also makes repairs to the hull and rudders that are 
not by themselves an improvement under this sec
tion. The amounts paid to repair the hull and rud
ders do not directly benefit nor are incurred by rea
son of the engine rebuild. Under section 263A, all 
indirect costs. including otherwise deductible repair 
costs that directly benefit or are incurred by reason 
of the improvement must be capitalized as part of the 
improvement. Therefore. all amounts paid that are 
incurred by reason of the engine being rebuilt [flU,t 
be capitalized to the improvement including, for ex
ample, amounts paid for activities such as cleaning 
and inspecting the engine, which usually would be 
deductible malOtenance costs. Amounts patd to re
pair the hull and rudders, however. are not incurred by 
reason of the engine being rebuilt, nor do the amounts 
paid directly benefit the engine rebuild, despite being 
incurred at the same time. Thus, in accordance with 
paragraph (d)(5)(i) of this section. X is not required 
to capitalize to the towboat amounts paid to repair the 
hull and rudders to the improvement. 

Example 12. Restoralio/1 10 like-nell condition; 

coordination with section 263A. Assume the same 
facts as Example 10. except that while the towhoat 
is in dry-dock, X also makes suhstantial improve
ments to the propUlsion systems and the mechani
cal systems, including rebuilding large sections of 
the hull, and rebuilding, replacing, or upgrading the 
steering systems. Shafting systems. and electrical sys

tems, such that almost the entire towboat is restored 
to like-new condition. This process constitutes a re
manufacture or rebuild of the towboat. Under sec
tion 263A, all indirect costs. including otherwise de-

ductible repair cmr- thai directly benefit or are in
cun·ed by reason of the improvement mw,( he capi

talized as part of the improvement. Therefore, under 
paragraph (d)(S)(i) of thi, ,eUIIlIl. X must capitul
ile to the impruvement of the towboat (the rebUild) 
amounts paid that otherwise would be dedul."lible re
pair costs that directly hencfit or are incuned by rea
son of the improvement_ 

Example IJ. ReSlorati(J/l to like·new condition. 

X is a Class I railroad that owns a neet of freight 
cars. Approximately every 10 years. X rebuilds its 
freight cars. The rehuild inciLlde, a complele di,
assembly, inspection, and reconditioning and/or re
placement of components of the ,uspen,ion and draft 
systems, trailer hitches. and other special equipment. 
Modilications are made to the car to upgrade varioul 
components to the late,t engineering qandards. The 
freight car e"entially IS stripped to the frame. with 
all of Its substantwl components either reconditioned 
or replaced. The frame itself is the longest-lasting 
part of the car and il reconditioned. The walls of 

the freight-train car are replacerl or are sandhlasted 
and repainted. New wheels typically are installed 
on the car All the remaining components of the car 
are restored before they are reassemhled. A t the end 
of the rebuild, the freight cars have been restored to 

like-new condition. Assume lhe freight cal is the 
appropriate unit of property. The work done to the 
freight car constitutes a remanufacture or rebuild of 
the freight car. Therefore. under paragraphs If)( I ) and 
(i")(3)1iii) of this section, X must capitalize as an im
provement to the freight car amounts pairlto rebuild 
the freight car. 

Example 14. Restoration (~f nu~jor compot)(!l1t 10 

Iike-l1ew cOlldill01l. X owned a factory that it ac
quired in 1997. In 2008, the factory roof began to 

lcak_ These leaks on occasion Icsulled in dafllage to 
X's products and prevented the use of certain portions 
of the factory. X decided to reroof the entire factory 
and hired a contractor to perform the reroofing. The 
>truclUre of the roof. including substantial portions 
of the rafters and joists. was restored to a like-new 
condition. Assume the factory building and its struc 
tural components are the appropriate unit of property. 
The roofing process constitutel a remanufacture or 
rebuild of the roof. which is a substantial structural 
part of the factory. Therefore. under paragraphs IO( I ) 
and (f)(3)(iii) of this section. X must capitalize as an 
improvement to the factory amounts paid to rr:roof the 

factory. 
Example 15. Minor part rep/oceillellt. coordilla

liol1 with sectioll 263.4. X is in the business of smelt
ing aluminum. X's aluminum ,melting facility in
cludes a plant where molten aluminum is poured into 
molds and allowed to solidify. Because of the poten
tial of fire from a molten metal explo,ion, the plant's 
roof Illust be Illade of tire-resistant materral. Thc roo I· 
must also be wi~hout leaks because rain water hitting 
the multen aluminum could cau,e an explosion. The 
roof of the plant was made of roofing matenal and 
corrugated sheet metal decking. which :,upports the 
/Oofing material. During 2008, X removed and re
placed a minor portion of the plant'> roof decking 
and roofing material. At the time of the replacement. 
the pattern of the original metal support decking wa, 

not available. Therefore, X used comparable fire re
sistant wood decking to replace the corrugated metal 
decking. For purposes of thi" E.\lllr/pic 15. J,,"ume 
the plant building and its structural component, are 

lhe appropriale unit Ilr property and that the amount 
paid does no( prolong the economic uscfullrfe of the 
plant under paragraph I f)( 3)1 i) of this section. The 
portion of tile roof structure heing replaced is not a 
,ubstantlal structural pari of the plant. nor does the 
work performed return to like-new condition a major 
component or suhstantial structural part of the plant. 
Fllrthcr, because X could not practicably rcplace the 
roof material with the same type of material. the re
placement of the original roof material "ith an im
proved, but comparable. material does no\. by itself. 
re,ult in an improvement. Therefore. the amOunt paid 
to remove and replace a minor part of the plant's roof 
decking and roofing materially does nllt ,ubstantially 
prolong the economic u,eful life of the plant. How
ever. under section 263A. all indirect costs. includ
ing O[herwise deductible COlts, that directl y benefit or 
arc incurred by rea,on of the taxpayer's manufactur
ing activities must be capitalrled to the property pro
duced for sale Therefnre. because the amounts paid 
for the roof decking and matenals are incurred by 
rea,on of X·s m~nuralluring operations. the amounts 
paid must he capitalized under section 263A to the 
property produced for sale by X. 

Fmml'le If>. Millor pori replact'melll. ti) X is a 
commercial airline engaged In the busine,s of trans
plJrling passengers and freight throughout the United 
States and abroad. To conduct its buslOess, X owns 
or leases various types of aircraft. As a condition of 
maintaining its airworthiness certification for these 
aircraft. X IS required by the Federa! AViation Ad
ministration (FAA) lo establish and adhere to a con
tinuous maintenance program for each aircraft within 
its /leet. These programs. which are designed by 
X and the aircraft's manufacturer and approved by 
the FAA are lDcorporated into each aircraft's main
tenance manual. The maintenance manuals require 
a variety of periodic maintenance visits at various 
intervals during the operating lives of each aircraft
One type of maintenance visit IS an engine shop visit 
(ESV), which is performed on X's aircraft engines ap
proximately every 4 year;. 

tii) [n 2004, X purchased a new aircraft and en
gine. In 2008. X performs its fiN ESY on the air
craft engine. The ES Y Includes some or all of the fol
lowing activities: disassembly. cleaning, inspection, 
repair, replacement, reas;embly, and testing. Dur
i ng the ES Y, the engine is removed from the aircraft 
and .shipped to an outside vendor who performs the 
ES V. When the engine arrives at the vendor. the en
gine is cleaned and externally inspected. Regard
bs of condition, it is thoroughly inspected visually 
and. as appropriate, further inspected using a number 
of non-destructive teqing procedures The engine is 
then disassembled into major parts and, if necessary. 
into smaller parts. If lOspection llf testing discloses 
a discrepar,cy in a part', conformity to the specifi
cations in X's maintenance program. the part is re
paired. or If necessary. replaced with a new or lIsed 
serviceable part conforming to the specifications If 
a part can he repaired. but not in (ime to be returned to 

the engine with which the pan had arrived. the ven
dor first attempts to replace the part with a simil;rr part 
from customer stock (used parts from X's aircraft that 
were replaced or exchanged and repaired during an 
earlier ESV and then stored for future use on X\ air
craft). [f a pan is not available from customer stock. 
the part IS exchanged with a used. scrviceable part in 
the vendor's inventory. A part is replaced Igenerally 
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'.'.ith" u,eu ,en Iceable part) (1nl) It the part remll\ed 

from X', engine CJnnot be re['cured Ilmel) Altll<lllgh 

many minor parh mal he replaced dllfln~ the ESY, 
the ESY doc, not return the cn~lne t\l d II~e-nell e'on

dition. 

(ni) For pllrpll\C' \11' thl' LI<lIIII,/(' In, Ci"UlllC the 

aircraft cnglllc" the appropflate lInli 01 propCI"l) The' 

ESY doe, not re,ult 1Il the replacement of the en~lnt' 

nor doe, it re,Wre the engine to a iIJ"e-ne\\ cOlldltion. 
Therefore, the ,llllounl paid lor the ESY doe, not ,ub

,tanl1ally prolong the ee'()nllI11ic useful life of the en-

glnc. 

E.\wupie 17. Rl'l'"in 1'<Tlimlit'l1 ti/lrillg (/11 

IIIII'ml'I'1I1011. Clloulilllll/Oll I\'illl \(" lion 203.4. (i I 
A\sUllll' thl' same lal·t, as in EIl/IIlI,Ie In, l'\Cept that 
X purcha,ed the aircraft 111 19K6 and, in addition to 

the CL1I1tinuoU\ maintenance program tor engine,. 
X adheres to a contInuou, maintenance program 

fur ih aircraft airframe\. One t) pc of Il1,nntenance 
\i,it is a hea\}' maintenance \1,11 (HMYl. \\hich IS 

perfnrmed on X's aircraft airframes approximately 
every 8 years In 2008, X decided to make substan

tial modifications to (he airframe, whil'h resulted In 

the restoration of the airframe to like-nell condition. 
The modifications included removing all the belly 

skin paneb on the aircraft·s tuselage and replacing 
them with new skin panels: replacing the metal 
supports under the lavatories and galleys: removing 

the wiring In the leading edges of both wing, and 
replacing it with new wiring: removing the fuel tank 
bladders, harnesses, wtring systems, and connectors 
and replacing them with new components; opening 
every lap joint on the airframe and replacing the 
epoxy and rivets used III seal the lap joints with a 
IIOJl-nlfrllsive sealant and larger rivets: reconfiguring 
and upgrading the avioni" and the equipment in the 
cockpIl: replacing all (he seah, overhead billS, Side
wall panels, partitions, carpeting, windows, galleys, 
lavatmies, and ceiling paneb with new items: In
stalling a cabin smoke and fire deteClio[] 'ystem, and 
a ground proximity warning sy,tem: and paintlllg 
the exterior of the aircraft. In addition, X performed 
much of the same work that would be performed 
during an HMY. 

(iil For purposes of this EWIIll'ie /7, a,sume the 
aircraft airframe i, the appropriate unit of property. 
The amounts paid to modify the airframe are rcqlllred 
to be capitaliEed as an illlpf(Jvemcnt to the airframe 
under paragraph (f) of thi, section because the mod
iticalions restored the airframe to a like-new cnndi
tam. Assume the amounts paid tor the HMY are 
not required to be capitalized as a separate improve
ment to the airframe. Under ,enion 26.-IA, all indi
rect ""ts, including otherwi,e deductihle repair c,,,ts 
that directly henefit or are incurred by rea,>on of the 
improvement must he capitalized as part of the im
provement. Therefore, X Illu,t capItalize to the IIn

provcment of the airframe (the n:stO['atlon I amnunb 
paid that usually would he ordinary and nece"ary re
pair co'>ts, including any amount,> paid for the HMY 
th'lt directly henefit or arc incurred b) rcason of the 
improvement to the airframe. X I'> not required, how
eveL to capitalize to the ill1prll\ elllent of the airframe 
an) amounh paid for the HMV that do not directl) 
henefit or are not Incurred hy reason of the l111pnlVe
ment to the mrframe. 

F W IIIp Ie 18. Rl'llnWlio/l olllluJor t'(IIIlI){)lll'lli 10 

IIl..e-II('\, (n/ldilioll, (oordillUlioll \,'111i seClioli 263A. 

(i) X is a Cia" 1 railroad that owns a fleet of locomo-
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ti\cs. In 1994. X purrhased a new locollloti\e (Ln

,'lIllloti\ e :'\) wIth an eC\II11lIllic usdullife (as defined 
in paragraph (1'112) of thi, ,el'lion) of 20 lear, 1 from 

1994 - 2(}141. X pl'rforllled L')dicalmaintenance on 

L\lC01110tl\ e A In 2 ()()() , and a~ain in 2()()~. In 2000, 

X replaced the pln\er e'\ linder, on Locomoti\e As 
cn~ine, and perf(lrmed \I or~ \lnllther components of 

L[)L'()l11oti\ c A In 20(}X, X remowd the engine and re

placed it \I ith one [t had piT' iOllsly reillanufactured to 
the manufacturcr', original specificati()n'>, and again 

p('rfmmeJ \I ()r~ on other l'omponcnts of Locolllotive 

A. The englllc that X remO\cd from Locolllotive A 
in 20m; II a, remanufactured to tlw manufacturer's 

original speclftcatlOns and installed on Locollloti\c 

B later in ~OOS. 
(Ii I Assume the locumotl\ c (which includes the 

engine) is the approprtate unil of property. The re
placement of the power cylinders and the other work 

performed on Locomotive A in :WOO did not prolong 
the econOllllC useful life of Locomotive A under para
graph (1')(3) of this section. However. thc amounts 

paid in 200S tn remove the engine and replace it with 

a prevlollsly manufactured engll1e must be capitaliLed 
under paragraph (fJ( 31(ii) of this section, Assume the 
amounts paid in 2()()X to perform work on other com

ponents of Locomotive A are not required to be cap
italized as a separate impfllvement to Locomotive A. 
Under section 263A, all indirect costs, II1cluding oth
er'.'.·i'>e deductible repair costs that directly benetit or 
are incurred by reason of the improvement must be 
capitalized as part of the improvement. Therefore, 
X mu'>t capitalize to the improvement of Locomo
tive A (the installation of the remanufactured engine) 
amounts paid that usually would be ordinary and nec
essary repair costs, including any amounts paid for 

work on other components that directly henetit or are 
incurred by reason of the improvement tn Locomo
tive A. X is not required, however, to capitalize to the 

Impruvement of Locomotive A any amounts paid for 
work performed on other components that do not di
redly henefit or are not incurred by reason of the im
provement to Locolllotive A. Further, X IllW,t capital
Ile to the improvement of Locomotive B (the instal
lation of remanufactured engll1c) the amounts paid to 
remanufacture the engine removed from Locomotive 
A and amounts paid to install the remanufactured en
gme on Locomotive B. 

(g) Repair all(}\\'([nce method-( I) In 
Renero!. This paragraph (g) provides an 
optional simplified method (the repair al
lowance method) for determining whether 
amounts paid to repair, maintain, or im
prove certain tangible property are to be 
treated as deductible expenses or capital 
expenditures, A taxpayer that elects to 
use the repair allowance method described 
in paragraph (g)(3) of this section may 
use that method instead of determining 
whether amounts paid to repair, maintain, 
or improve property are capital expendi
tures or deductible expenses under the gen
eral principles of sections 162(a), 212, and 
263(a), Thus, except for the rules in para
graph (d)(2) of this section for determining 
the appropriate unit of property, the cap-

italization rules in * I ,263(a)-3(d) do not 
apply to property for which the taxpayer 
uses the repair allowance method under 
this paragraph (g), See section 263A for 
the scope of costs required to be capital
ized to property produced by the taxpayer 
or to property acquired for resale, 

(2) Election (J( repair allowance 

lIIethod. In the case of repair allowance 
property (as defined in paragraph (g)(6) 
of this section), a taxpayer may elect to 
use the repair allowance method described 
in paragraph (g)(3) of this section, See 
paragraph (g)(9) of this section for the 
manner of electing the repair allowance. 
A taxpayer that elects to use the repair 
allowance method must use that method 
for all of its repair allowance property 
in all MACRS classes (including prop
erty classified into a MACRS class for 
purposes of the repair allowance method 
under paragraph (g)( 6 )(ii) of this section), 
A taxpayer electing the repair allowance 
method must use that method consistently 
for all future years unless the taxpayer 
revokes the election in accordance with 
paragraph (g)( 10) of this section, 

(3) Application of repair allmvance 
method, Under the repair allowance 
method, a taxpayer must treat all amounts 
paid (other than amounts paid for ex
cluded additions, as defined in paragraph 
(g)(7) of this section) for materials and 
labor to repair, maintain, or improve all 
the repair allowance property in a particu
lar MACRS class as deductible expenses 
under section 162 for the taxable year, up 
to the repair allowance amount (as deter
mined in paragraph (g)(4) of this section) 
for that MACRS class, and treat the excess 
of all amounts paid to repair, maintain, or 
improve all the repair allowance prop
erty in that MACRS class (the capitalized 
amount) in accordance with paragraph 
(g)(5) of this section, 

(4) Repair allowance amount-(i) In 
Keneraf. Except as provided in paragraph 
(g)(4)(iv) of this section (with regard to 
buildings), under the repair allowance 
method for a particular taxable year, the 
repair allowance amount for a particular 
MACRS class consisting of repair al
lowance property is an amount equal to 
the average unadjusted basis (as defined 
in paragraph (g)(4)(ii) of this section) of 
repair allowance property in the MACRS 
class multiplied by the repair allowance 



percentage in effect for the MACRS class 
for the taxable year, 

(ii) AveraKe unadjusted hasis, For pur
poses of this section, average unadjusted 
basis is the average of the unadjusted basis 
(as defined in paragraph (g)(4)(iii) of this 
section) of all repair allowance property in 
the MACRS class at the beginning of the 
taxable year and the unadjusted basis of all 
repair allowance property in the MACRS 
class at the end of the taxable year. 

(iii) Unadjusted hasis. For purposes 
of this section, unadjusted basis is the ba
sis as determined under section 1012, or 
other applicable section~ of subchapter O. 
and subchapters C (relating to corporate 
distributions and adjustments), K (relating 
to partners and partnerships), and P (re
lating to capital gains and losses), Un
adjusted basis is determined without re
gard to any adjustments described in sec
tion 1016(a)(2) or (3) or to amounts for 
which the taxpayer has elected to treat a, 
an expense (for example, under section 
179, 179B, or 179C), but with regard to ba
sis reductions which are required becau~e 
of credits taken on the property (for exam
ple, under section 44. 4SG, 4SH. or 50(c)), 
Unadjusted basis also must renect the re
duction 111 basis for the percentage of the 
taxpayer's use of property for thc taxable 
year other than for use in the taxpayer's 
trade or business (or for the production of 

income), 
(iv) Buildings. In the case of buildings 

and structural components that are repair 
allowance property, the repair allowance 
method is applied separately with respect 
to each unit of property. 

(5) Capitalized amount-iii In general. 

Under the repair allowance method for 
a particular taxable year, the capitalized 
amount is the excess of all amounts paid to 
repair, maintain, or improve all the repair 
allowance property in a MACRS class 
over the repair allowance amount for that 
MACRS class, In addition, the capitalized 
amount includes all of the indirect costs of 
producing the repair allowance property 
in the MACRS class, which must be cap
italized in accordance with the taxpayer's 
method of accounting for section 263A 
costs, Except as provided in paragraphs 
(g)(S)(iv), (g)(5)(v), and (g)(5)(vi) of this 
section, a taxpayer may choose to treat 
the capitalized amount a, a single asset 
under paragraph (g)(S)(ii) of this section 
or, alternatively, may choose to allocate 

the capitalized amount to specific repair 
allowance property in the MACRS clas, 
in accordance with paragraph (g)(5){iii) of 
this section, 

(ii) Single asset treatJllelll lif capital

i,~ed amoull/, In general, the capitalized 
amount for a particular MACRS cias\ may 
be treated by the taxpayer as a separate 
single as~et and depreci,ned in accordance 
with that MACRS class. The single a~set 
is treated as a section 16X(i)(6) improve
ment and is treated a'i placed in service by 
the taxpayer on the la,t day of the first half 
of the taxable year in which the amount 
is paid, before application of the conven
tion under section 16X( d), Except for a 
sale of assets constituting a trade or busi
ness, no gain or loss is recognized on cap
italized amounts treated as a 'iingle asset 
under this paragraph (g)(S)(ii) upon dispo
sition of any repair allowance property to 
which the capitalized amounts are related, 
A disposition includes the sale, exchange, 
retirement, physical abandonment, or de
struction of property, Taxpayers must con
tinue to depreciate the single a~set over the 
remainder of the MACRS applicable re
covery period, 

(iii) Allocatio/l treatment o/'capitali;:ed 

amount, Instead of treating the capitalized 
amount a\ a single asset under paragraph 
(g)(S)( ii) of this section, a taxpayer may al
locate the capitalized amount for a partic
ular MACRS class to all repair allowance 
property in the particular MACRS class in 
proportion to the unadjusted basis of the 
property in that MACRS class as of the be
ginning of the taxable year. The capital
ized amount allocated to repair allowance 
property is treated as a c;ection 168(i)(6) 
improvement to the underlying repair al
lowance property and is treated as placed 
in service by the taxpayer on the last day 
of the first half of the taxable year in which 
the amount is paid, before application of 
the convention under section 168(d), 

(iv) Sectioll 168(K) repair allowalJce 

propertv, If any repair allowance property 
in a particular MACRS class as of the 
beginning of the taxable year is depre
ciated under section 168(gJ pursuant to 
section I 68(g)(\ )(A) through (0) or other 
provisions of the Internal Revenue Code, 
the portion of the capitalized amount for 
that MACRS class that is attributable to 
all section 168(g) repair allowance prop
erty in that MACRS class (section l6R( g) 
total capitalized amount) is determined 

by multiplying the capitalized amount for 
that MACRS cla~~ (as deterrnined under 
paragraph (g J( 5)( i) of this ~ection) by a 
percentage that is equal to the unadjusted 
basis of all section 1681 g) repair allowance 
propel1y in that MACRS class as of the be
ginning of the taxable year divided by the 
unadjusted basis of all repair allowance 
property in that MACRS class as of the 
beginning of the taxahle year. The section 
16X(g) total capitalized amount for a par
ticular MACRS dass then is allocated to 
each section 168( g) repair allowance prop
erty in that MACRS class by multiplying 
the section I N~( g) total capitalized amount 
for that MACRS class by a percentage 
that is equal to the unadjusted basis of the 
particular section l68(g) repair allowance 
property in that MACRS class as of the 
beginning of the taxable year divided by 
the unadjusted basis of all section 168(g) 
repair allowance property in that MACRS 
class as of the beginning of the taxable 
year. The capitalized amount allocated 
to each section 168(g) repair allowance 
property is depreciated in accordance with 
section 168(g), i., treated as a section 
168(i)(6) improvement to the underlying 
repair allowance property, and is treated 
as placed in service by the taxpayer on the 
la"t day of the first half of the taxable year 
ill which the amount is paid, before ap
plication of the convention under section 
168(d) 

(v) Sectio/l 168(g) election, If a tax 
payer makes an election under section 
168(g)(7) for a particular MACRS class 
with respect to property placed ill service 
in the current taxable year, the election 
applie, to the capitalized amount for that 
MACRS class, If such an election is made, 
the taxpayer must allocate the capitalized 
amount for that MACRS class to all repair 
allowance property in the MACRS class 
in proportion to the unadjusted basis of 
the property in that MACRS class as of 
the beginning of the taxable year. The 
capitalized amount is treated as a section 
168(i)(6) improvement to the underlying 
repair allowance property and i" treated as 
placed in service by the taxpayer on the 
la"t day of the first half of the taxable year 
in which the amount is paid, before ap
plication of the convention under section 
168(d). The depreciation of the capital
ized amount allocated to repair allowance 
property must be determined under section 
168(g) whether or not the repair allowance 
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property In the MACRS class as of the be
ginning of the taxable year is depreciated 
under section 16~(g), 

(\'i) PI/hi/(' lIfility {lI'O{lI'I-r\'. If any re
pair allowance property in a particular 
MACRS class is public utility property 
(as defined in section 16g(i)( 10) or for
mer section 167(\)(3)(AI), the portion of 
the capitali/ed aml1unt for that MACRS 
class that is attributable to all public util
ity propert) in that MACRS class (public 
utility property total capitalized amount) 
is determined by multiplying the capital
i/ed amount for that MACRS class (as 
determined under paragraph (g)(5)(i) of 
this section) by a percentage that is equal 
III the unadjusted basis of all public utility 
property in that MACRS class as of the be
ginning of the taxable year divided by the 
unadjusted basis of all repair allowance 
property in that MACRS class as of the 
beginning of the taxable year. The public 
utility property total capitalized amount 
for a particular MACRS class then is sub
tracted from the unadjusted basis of all 
repair allowance property in that MACRS 
class as of beginning of the taxable year 
to determine the non-public utility prop
erty total capitalized amount. A taxpayer 
may choose to treat the public utility 
property total capitalized amount for a 
particular MACRS class as a single asset 
in accordance with paragraph (g)(S)(ii) 
of this section, and the non-public utility 
property total capitalized amount for that 
MACRS class as another single asset in 
accordance with paragraph (g)(S)(ii) of 
this section, Alternatively, the taxpayer 
may choose to allocate the public utility 
property total capitalized amount for a 
particular MACRS class in proportion to 
the unadjusted basis of the public utility 
property in that MACRS class as of the 

MACRS Class 

3-year property 
5-year property 
7 -year property 
IO-year property 
IS-year property 
20-year property 
Water utility property 
Re\idential rental property 
Nonresidental rental propertJ 
Railroad grading or tunnel bore 
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beginning of the taxable year in accor
dance with paragraph (g)(S)(iii) of this 
section, and allocate the non-public util
ity property total capitalized amount for 
a particular MACRS class in proportion 
to the unadjusted basis of the non-public 
utility property in that MACRS class as 
of the beginning of the taxable year in 
accordance with paragraph (g)(5)(iii) of 
this section, In either case, the public 
utility property total capitalized amount 
for a particular MACRS class is subject tn 
the normalization requirements of section 
16g(i)(9), 

(6) Rcpair UIlOll'(lllCC property-(i) 111 
g('l)crui. Except as provided in paragraph 
(g)(6)(iii) of this section. repair allowance 
property means real or personal property 
subject to section 168 of the Internal Rev
enue Code of 1986, or treated as subject 
to section 168 under paragraph (g)(6)(ii) of 
this section, that is used in the taxpayer's 
trade or business or for the production of 
income. 

(ii) CCrTaill property lIot subjcct to sec

tion 168. Repair allowance property in
cludes tangible depreciable property not 
otherwise in a MACRS class if the tax
payer classifies the property, only for pur
poses of the repair allowance method in 
paragraph (g)( 4) of this section. to deter
mine the appropriate MACRS class and 
either the taxpayer placed the property in 
service before the effective date of section 
168 of the Internal Revenue Code of 1986 
or the taxpayer properly elected out of sec
tion 168 with regard to the property, 

(iii) Exclusions jim/! rl'l)(lir allowancc 
property, Repair allowance property 
does not include any property for which 
the taxpayer has elected to use the as
set guideline class repair allowance in 
* 1.167(a)-II(d)(2); the method of ac-

MACRS Recovery 
Period 

3 years 
5 years 
7 years 

10 years 
15 years 
20 years 
2S years 
27,5 years 
39 years 
50 year~ 

counting provided in section 263(d) (with 
rellard to certain railroad rolling stock): 

1:' 

the method of accounting provided in Rev, 
Proc. 2001--l6, 2001-2 C.B, 263. or Rev. 
Proc. 2002-65, 2002-2 C.B. 700 (with re
gard to railroad track) (see §601.601(d)(2) 
of this chapter): or any other property or 
method of accounting that is designated in 
guidance puhlished in the Federal Regis
ter or the Internal Revenue Bulletin (see 
*601.60 I (d)(2) of this chapter), 

(7) Exeludcd additions-(i) III general. 

J:'xcillded addition means any amount 
paid-

(Al For the acquisition or production of 
a specific unit of property: 

(B) For work that ameliorates a condi
tion or defect that either existed prior to the 
taxpayer's acquisition of the unit of prop
erty or arose during the production of the 
unit of property, whether or not the tax
payer was aware of the condition or defect 
at the time of acquisition or production; 

(C) For work performed prior to the 
date the unit of property is placed in ser
vice by the taxpayer (without regard to 
any applicable convention under section 
168(d); 

(D) That adapts the unit of property to 
a new or different use; or 

(E) That increases the cubic or square 
space of a building, 

(ii) Treatment of excluded additions, 

Any amount paid for an excluded addition 
is treated as a capital expenditure under 
sections 263(a) and 263A. 

(8) Repair allowance percentage. Ex

cept as provided in any future guidance 
published in the Federal Register or the 
Internal Revenue Bulletin, the repair al
lowance percentage in effect for each 
MACRS class for a particular taxable year 
is as follows: 

Repair Allowance 
Percentage 

16,5 
10 
7,14 
5 
3,33 
2,5 
2 
1.82 
1.28 



(9) Manner of election. [Reserved] 
(to) Manner of revoking electiOlI. A 

taxpayer may revoke an election made un
der the repair allowance method only by 
obtaining the Commissioner's consent to 
revoke the election. An election must be 
revoked prospectively and may not be reo 
voked through the filing of an amended 
Federal income tax return. A taxpayer that 
revokes an election may not re-elect the 
repair allowance method for a period of 
at least five taxable years, beginning with 
the year of the revocation unless, based on 
a showing of unusual and compelling cir
cumstances, consent is specifically granted 
by the Commissioner to fe-elect the repair 
allowance at an earlier time. 

(J 1) Examples. The following exam
ples illustrate the rules of this paragraph 
(g) and assume that none of the rules in 
paragraph (g)(5)(iv) or (g)(5)(v) of this 
section applies: 

Example I. X elects the repair allowance method 
de;cribed in this paragraph (g). X' s total unadjusted 
basis of all of its MACRS 10-ycar property as of Jan· 
uary l. 2008 is $ 10 million. X's rotal unadjusted ba
sis of all MACRS IO-year property as of December 
31, 2008 is $15 million (computed wi thout regard to 
amounts capitalized under this repair allowance pro
vision). During 2008, X pays $1,000,000 to repair, 
maintain, or improve MACRS 10-year property. As
sume that none of X's property is an excluded ad
dition as defined in paragraph (g)(7) of this section. 
The repair allowance percentage for :v1ACRS lO-year 
property is 5 percent. X's repair allowance amount 
and capitalized amount are computed as follows: 

(i) X determines its average unadjusted ba
sis of MACRS 10-year property: ($10,000.000 + 

515,000,000)/2 = $12,500,000 
(ii) X multiplies its average unadjusted basis of 

MACRS 10-year property by the prescrihed repair 
allowance percentage for MACRS lO-year properly 
to arrive at the repair allowance amount: $12.500,000 
x 5% = $625,000. 

(iii) Because X's amounts paid to repair, 
maintain, or improve MACRS 10-year property 
($1,000,000) exceed the repair allowance amount 
for MACRS I O-year property ($625,000), X deducts 
under section 162( a) amounts paid to the extent of the 
repair allowance amount ($625,000) and capitalizes 
the amounts paid in excess of the repair allowance 
amount ($1.000,000 - $625,000 = $375,000). 

(iv) The capitalized amount ($375.000) is treated 
as an improvement under section 168(i)(6). The im
provement is depreciated as lO-year property under 
section 168 and is considered placed in service on the 
last day of the first half of 2008. 

Example 2. X elects the repair allowance method 
described in this paragraph (g). X uses a car in 
providing a taxi service. X's unadjusted basis in 
the car is $25,000. Assume that the unit of prop
erty (as determined under paragraph (d)(2) of this 
section) is the car. In 2008, X IIlcurs various costs 
to maintain, repair, and improve the car, induding: 
$4,500 for gasoline; $550 for car washes and de-

tailing. $2.200 for scheduled maintenance such us 
oil changes, tire rotation. new brakes. minor parh. 
and fluid replacements, etc.; $t;0 tor new headlights; 
$250 for new tires; and $4,800 to rebuild the engine 
after the cur overheated. A"ume that /lUlle of X's 
expenditures me an excluded addition as defined in 
paragraph (g)(7) of this section. The car is classified 
as MACRS 5-year property. A"ume that X has no 
other MACRS 5-year property. The repair allowance 
percentage fur MACRS 5-year properly is I (] per· 
cent. X's repair allowance amount and capitaliLed 
~mount are computed as follows: 

(i) X determines its average unadju,ted basis of 
MACRS 5·year property is $25.0()O. 

(ii) X multiplies its average unadjusted hasis of 
MACRS 5·year property by the prescribed repair al
lowance percentage for MACRS 5-year property to 

arrive at the repair allowance amount: $15,()()0 x 109i 
= $2,500. 

(iii) Because X's amounts to repair, maintain, or 
improve MACRS 5-year property ($2.2[)() + $80 + 
$250 + $4,800 = $7,330) exceed the repair allowance 
amount for MACRS 5-year property ($2,SO[). X 
treats $2,500 a5 an otherwi5e deductible ordinary 
and necessary expenditure under section 162(a) and 
capitaliles $4,830 as the amounts paid in exee" 01' 
the repair allowance amount. 

(iv) The capitalized amount ($4.830) is treated as 
an Improvement under section 16ti(I)(6). The im· 
provement is depreciated as 5-year property under 
section 168 and is considered placed in service on tht 
last day of the tirst half of 2008. 

(h) Treatmellt of capital expenditures. 
Amounts required to be capitalized un
der this seclion are capital expenditures 
and must be taken into account through 
a charge to capital account or basis. or in 
the case of property that is inventory in 
the hands of a taxpayer, through inclusion 
in inventory costs. See section 263A for 
the treatment of amounts refened to in 
this section as well as other amounts paid 
in connection with the production of real 
property and personal property, includ
ing films, sound recordings, video tapes, 
books, or similar properties. 

(i) Recovery of capitali;;ed amounts. 
Amounts that are capitalized under this 
section are recovered through deprecia
tion, cost of goods sold. or by an adjust
ment to basis at the time the property is 
placed in service, sold, used. or otherwise 
disposed of by the taxpayer. Cost recovery 
is determined by the applicable Internal 
Revenue Code and regulation provisions 
relating to the use, sale. or disposition of 
property. 

Ul Effective date. The rules in this sec
tion apply to taxable years beginning on or 
after the date of publication of the Treasury 
decision adopting these rules as final reg
ulations in the Federal Register. 

(k) Ac('ountill~ method chIJllf!,es. [Re
served] 

Mark E. Matthews, 
DepllfY Commissioner for 
Sen'ices and Enforcelllellt. 

I Filed by the Office of the Feder"1 ReghlCr on Auguq t R. 
~(I[j6. X:-l5 a.m .. and plIbti,hcd in tho j"ue of the Federal 
f{egl,ter tor Augu'l 2 t, ~()IJ6. 71 F.R. ~~590) 

Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

User Fees Relating to 
Enrollment 

REG-145154-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
and notice of public hearing. 

SUMMARY: This document contains pro
posed amendments to the regulations re
lating to user fees for the special enroll
ment examination to become an enrolled 
agent, the application for enrollment of en
rolled agents, and the renewal of this en
rollment. The charging of user fees is au
thorized by the Independent Offices Ap
propriations Act (lOAA) of 1952. This 
document also contains a notice of public 
hearing on these proposed regulations. 

DATES: Written or electronically-gen
erated comments must be received by 
September 28, 2006. Outlines of topics to 
be discussed at the public hearing sched
uled for September 29, 2006, must be 
received by September 28, 2006. 

ADDRESSES: Commenb are encour
aged to be submitted to: CC:PA:LPD:PR 
(REG-145 154-05), room 5203, Inter
nal Revenue Service, P.O. Box 7604, 
Ben Franklin Station, Washington, DC 
20044. Submissions may be sent elec
tronically via the IRS Internet site at 
H·WH'. irs.gov/regs or via the Federal eRule
making Portal at wH'H.regulatiollS.gov 
(lRS-REG-145 154-05 ). 

FOR FURTHER INFORMATION 
CONTACT: Concerning submissions 
of comments and/or to be placed 
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on the huilding 
tend the heanng, 

acce" li,t to 
Rilh~lrll Hur,t 

Ridlilu/A, Hllnr(1l in( '( 11111 Ici.ru'u.\,,t:( 1\' 

at

at 

or at (202) 022-71 XO: l'llnl'L'rning co,t 
l1ll'thod(ll(lg~, ~\:l \\i 11':IIll' at i 2!l2) 
022-6-l()O: concerlllng the propo,eLi 
regulatioll" i\Lttthe\\ Cllopl'r ~lt (2()2) 
h22--lLJ-lO (Ilot toll-freL' llul1lher, L 

Sl'!'I'LE[l.1ENT1\RY INH)R[\IATION: 

Barkground 

Sel'ti(lll ,n() of Title 31 of the United 
Stall's Code authori/e, the Senetary llr the 
Treasury tll regulate praL'tlce hefore the 
Treasury Departl1lent. Pur,uant to seL'tion 
~3() of Title ,~I, thc Sendar), has puhlished 
regulations gO\'erl1lng practice hefme the 
IRS in .~ I CFR part lOami reprinted thcm 
:1\ Trea,ury Department Circular No, 2~0 
(Circular 2~()1. Thcse regulations are ad
ministered by the IRS Office of Prui'es
,ional Responsihility (OPR). 

Section IOJ of Circular 2)0 gencrally 
authuri/cs attllrI1cyS, ccrtificd publ ic ac
clluntanh, enrolled agents and enrulled ac
tuanes to praL'tice hefore the IRS, An en
rollcd agent is defined as an individual en
rolled as an agent pursuant to the provi
sions of Circular 2)0, The provisions of 
Circular 230 provide that an individual de
siring to hecome an enrolled agent is eligi
hIe for enrollment through either the suc
cessful passing of a written examination 
or through demonstration of sufficient ex
pertise in tax administration based on for
mer cmployment with the IRS, Specifi
cally, section I OA( a) authorizes the Direc
tor of OPR to grant enrollment to an ap
plicant who demonstrates spccial compe
tence in tax matter, hy pa\Sing a writtcn 
examinati(ln administered by, or adminis
ten:d under the oversight of. the Director 
of OPR and \\'Ih) has not cngaged in any 
conduct that wouldjustify the ccnsurc, ,us
pension, or disharment of any practitioner 
LInder the pnl\isions llf Circlilar 2:10, Ac
L'ordingly, every year OPR dnelops and 
administers a Special Enrollment Exami
nation (SEE) that is giwn to all ;lpplicants 
desiring to hel'ome enrolled agents so that 
the~ can practice hefore the IRS, The IRS 
charged applicants a user fee of $55 ($.+5 
if taking the examination in part) in order 
to take the 2005 SEE, 

Sel'tilln 10,'+( h) authori/es the Director 
of aPR tll grant enrollment for former IRS 
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employees i I' the fonner empl()~ ee meets 
l'crtain requirements, IIlciuding length of 
employment with till' IRS and sub~tanti\e 
tax expcrtise, Application for enrollment 
hased on fmlllcr employment \\ltll till' IRS 
must be made \\'ithin thrce yeah from the 
d;ltc of separation from such employmcnt. 

Once l'llgihle for enrollment. hy either 
p~l"ing the examination or hel'ause llf for
Iller elllplll)l11ent with the IRS, an appli
cant mllst file an application for enroll
ment on Form 23, '"A/J/Jlicilriolljill' £11/01/-

1111'111 10 PruClice He/im' rhl' IlIlernii/ Rel'-

1'11111' SCl'l'icc," with the Director of aPR, 
:-\., part of the appl ication for enrollment 
process, the applicant I11Ust enclose a check 
or money order payable to the IRS in the 
amount set forth on Form 23, which consti
tutes a fee charged to each applicant for en
rollment. The fee is nonrefundable regard
less of whether the applicant is granted en
rollment. The current user fee for enroll
ment on the Form 2~ (Rev, February 20(5) 
is $80, The Director of aPR will act upon 
an application for emollment and issue an 
enrollment card to each individual \vhose 
application for enrollment to practice be
fore the IRS is appnl\ed. 

Pursuant to section I 0,6( d), each indi
vidual. once enrolled, is required to renew 
the enrollment every three years to main
tain an active enrollment to practice before 
the IRS, In order to ljualify for renewal. 
an applicant must certify the completion of 
the continuing professional education re
quirements set forth in section I 0.6(e) of 
Circular 2)0, A nonrefundable user fee of 
$80 is currently charged for each applica
tion for renewal of enrollment filed with 
the Director of aPR on Form 8554, "Appli

ClIlioll jill' ReIlC)t'iI/ or Ellro//mclIl 10 Pmc
rice Be/im' lhe Illlcma/ Rel'CIII/C Sen'icc," 

Contracting Out of Special Enrollment 
Examination 

aPR has recently contracted out certain 
functions pertaining to the SEE to a pri
\'ate contractor. The contractor will fur
nish the resources, facilities, and services 
necessary to administer the entire SEE pro
gram. which includes examination devel
opment. administration of SEE, notifica
tion to IRS of candidates who took the ex
amination, and the results of the exami
nation, The contractor will receive pay
ment for its services by charging a fee to 
exam applicant';, aPR will, nonetheless, 

still maintain an o\'t'rsight rnle with respect 
to the SEE, The contraclOr will collect a 

lIser fee Oil hehalf ()f thc IRS based on the 
lull cosh incurred hy the IRS, These pro
posed rt'glilatillns only estahlish a L1ser fce 
with respcct to thl' gO\crnment costs for 
ll\'l'rsel'ing the SEE and do not include any 
rel' that the contractor may charge for its 
sen Ice,. Accordingly, while the lIser fce 
impmed pursuant to these regulations is 
less than the user fee that applicants were 
charged in 2005. the total fee that appli
cants will be charged is greater, The IRS 
estimates that hy lIsing a contractor. how
ever, the total fees incurred will he less 
than the total fees that would otherwise be 
charged by the IRS in order to recover the 
full cost of the IRS administering all as
pects of the SEE, 

User Fees for Special Enrollment 
Examination, Enrollment, and Renewal 
of Enrollment 

The user fee that the IRS currently 
charges applicants in order to take the SEE 
is being modified to reflect the change in 
I RS costs of administering the exam pro
gram as a result of the contracting out 
of the exam, The user fees that the IRS 
currently charge applicants for the enroll
ment and renewal of enrollment process 
are less than the actual cost of oversee
ing the enrollment process, The IRS is 
proposing new user fees to take the SEE to 
become an enrolled agent, the application 
for enrollment and the renewal of such 
enrollment. 

Proposed section 300.4 establishes an 
$1 I per part user fee for the SEE, Proposed 
sections 300,5 and 300,6 establish separate 
$125 user fees for the enrollment and re
newal of enrollment process, 

Authority 

The IOAA of 1952 (31 U,S,c, 9701) 
authorizes agencies to prescribe regula
tions that estahlish charges for services 
provided by the agency, The charges must 
be fair and be based on the costs to the 
Government, the value of the service to 
the recipient. the public policy or inter
est served, and other relevant facts, The 
lOA A of 1952 provides that regulations 
implementing user fees are subject to poli
cies prescribed by the President, which are 
currently set forth in OMB Circular A-25, 



58 FR 38142 (July 15, 1993) (the OMB 

Circular). 
The OMB Circular encourages user 

fees for Government-provided services 
that confer benefits on identifiable re
cipients over and above those benefits 
received by the general public. Under the 
OMD Circular, an agency that seeks to 
impose a user fee for Government -pro
vided services must calculate its full cost 
of providing those services. In general, 
a user fee should be set at an amount in 
order for the agency to recover the cost of 
providing the special service, unless the 
Office of Management and Budget grants 
an exception. Pursuant to the guidelines 
in the OMB Circular, the IRS has calcu
lated its cost of providing services under 
the enrolled agents program, The IRS has 
determined that the full cost to the IRS 
of overseeing the SEE is $11 per part per 
applicant. The IRS has determined that 
the full cost of administering the enroll
ment and renenrollment process is $125 
per enrolled agent. 

The proposed user fees will be imple
mented under the authority of the IOAA of 
1952 and the OMB Circular. 

Proposed Effective Date 

These regulations are proposed to apply 
thirty days after the date of publication in 
the Federal Register of the final regula
tions. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a regulatory as
sessment is not required, It is hereby cer
tified that these regulations will not have a 
significant economic impact on a substan
tial number of small entities. Accordingly, 
a regulatory flexibility analysis is not re
quired. This certification is based on the 
information that follows, The economic 
impact of these regulations on any small 
entity would result from a small entity, in
duding a sale proprietor, heing required 
to pay a fee prescribed by these regula
tions in order to obtain a particular service. 
The dollar amount of the fee is not, how
ever, substantial enough to have a signif
icant economic impact on any entity sub
ject to the fee. Moreover, payment of the 

fee is voluntary. The only persons sub
ject to the fee are those who elect to take 
the special enrollment exam, Persons who 
elect to take the exam will have determined 
that it is in their economic interest to do 
so, Pursuant to section 780S(f) of the In
ternal Revenue Code, this notice of pro
posed rulemakmg will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
wi!! be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
The IRS and Treasury Department request 
comments on the substance of the pro
posed regulations, as we!! as on the clarity 
of the proposed rules and how they can be 
made easier to understand. All comments 
will be available for public inspection and 
copyIng. 

A public hearing has been scheduled 
for September 29, 2006, at 10 a.m. in 
the II th floor conference room at 1901 S. 

Bell Street, Arlington, VA 22202 Due to 
building security procedures, all visitors 
must present photo identification to enter 
the building. Because of access restric
tions, visitors will not be admitted beyond 
the immediate entrance area more than 30 
minutes before the hearing starts. For in

formation about having your name placed 
on the building access list to attend the 
hearing. see the "FOR FURTHER INFOR
MATION CONTACT" section of this pre
amhle. 

The rules of 26 CFR 601.601 (a)O) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline oflhe comments to be discussed 
and the time to be devoted to each topic 
(signed original and eight (8) copies) by 
September 28, 2006. A period of ten ( 10) 
minutes will be allotted to each person for 
making comments. An agenda showing 
the scheduling of the speakers will be pre
pared after the deadline for receiving out
lines has passed. Copies of the agenda will 
be available free of charge at the hearing. 

Drafting Informalion 

The principal author of these regula
tions is Matthew S. Cooper of the Office 
of the Associate Chief Counsel (Procedure 
& Administration), Administrative Provi
sions & Judicial Practice Division. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR Part 300 is pro
posed to be amended as follows: 

PART 300-USERS FEES 

Paragraph I, The authority citation for 
part 300 continue~ to read as follows: 

Authority: 31 U ,S.c. 970 L 
Par. 2. Section 300.0 is amended as 

follows: 
L Paragraphs (b)(4), (5), and (6) are 

added. 
2. Paragraph (e) is revised. 
The additions and revision read as fol

lows: 

§300.0 User fees, in general. 

* * * * * 
(b) ;< * * 
(4) Taking the special enrollment exam

ination to become an enrolled agent. 
(5) Enrolling an enrolled agent. 
(6) Renewing the enrollment of an en

rolled agent. 
(c) Effective Date. This part 300 is ap

plicable March 16, 1995, except that the 
user fee for processing offers in compro
mise is applicable November 1,2003, and 
the user fee for the special enrollment ex
amination, enrollment, and renewal of en
rollment for enrolled agents is applicable 
thirty days after the date of publication in 
the Federal Register of the final regula
tions. 

Par. 3. Section 300.4 is added to read 
as follows: 

,<;300.4 Special enrollment examination 
fee. 

(a) ApplicalJi/it. ..... This section applies 
to the special enrollment examination to 
become an enrolled agent pursuant to 31 
CFR 10.4(a), 

(b) Fee. The fee for taking the special 
enrollment examination is $11.00 per part. 
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(c) Pasoll Iiah/e/in the .Ii'e. The person 
liable for the \pecial enrollment examina
tion fee i\ the applicant taking the exami
nation. 

Par. 4. SeL,tion 300.5 i\ added to read 
a~ follow\: 

~3()().5 Lllml/I/It'llt ot ('lImllnl (/gCllttl'l'. 

(a) Ap/lliw/Jility. This section applies 
to the initial enrollment of enrolled agents 
with the IRS Office of Professional Re
sponsibility pursuant to 31 CFR IO.5(b). 

(b) Fee. The fee for initially enrolling 
as an enrolled agent with the IRS Office of 
Professional Responsibility is S 125.00. 

(e) Persoll liah/e .tin' the fee. The per
son liable for the enrollment fee is the ap
plicant filing for enrollment as an enrolled 
agent With the IRS Office of Professional 
Responsibility. 

Par. 5 Section 300.6 is added to read 
as follows: 

~3()().6 Rellewal of" ellrol/Illellt of enrolled 
agellt fee. 

(a) App!im!Jilin·. This section applies 
to the renewal of enrollment of enrolled 
agcnts with thc IRS Office of Profes
siOilal Responsibility pursuant to 31 CFR 
IO.6(d)(6). 

(b) Fee. The fee for rcnewal of enroll
ment as an enrolled agent with the IRS 
Office of Professional Responsibility is 
$125.00. 

(c) Pers(!ll!iahle/or thefee. The person 
liable for the renewal of enrollment fee is 
the person renewing their enrollment as 
an enrolled agent with the IRS Office of 
Professional Responsibility. 

Mark E. Matthews, 
De/1IIty Commissioller for 
Sen'ices and EnjiJrcelllent. 

(hkJ hy trlC OttlL'C 01 the h:ueral RL.'gi ... ler on Au~u .... t ~5. 
~()()n, I ~'()\i (l III . ~lnJ puhl",hL'o in the j"uC' llf the Fl..'deral 
Rcgi-..tL'f fur AllgU~t 2iJ. ~()()6. 71 FR. 5117tJ) 
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Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Determination of Interest 
Expense Deduction of Foreign 
Corporations 

REG-120509-06 

AGE:'-ICY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
n.D. 9281) under sections 882 and 884 
relating to the determination of the inter
est expense deduction of foreign corpora
tions engaged in a trade or business within 
the United States. These regulations up
date the 1996 final interest expense allo
cation rules for foreign corporations and 
take into account changes in the foreign 
banking industry. The rule changes are 
necessary to conform the final regulations 
more closely to current operating condi
tions in the foreign banking industry, and 
to harmonize the deemed earnings repa
triation from a foreign corporation's trade 
or business within the United States, with 
the manner in which dividends are repatri
ated from U.S. resident companies to their 
foreign shareholders. These regulations 
are expected to simplify compliance bur
dens for many foreign corporations that al
locate interest expense to effectively con
nected income and provide greater latitude 
to taxpayers in determining when their ef
fectively connected earnings are treated as 
remitted. The text of these regulations also 
serves as the text of these proposed regu
lations. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by i'l"ovember 15, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 20509-06), In
ternal Revenue Service, PO Box 7604, 
Ben Franklin Station, Washington, DC 
20044. Submissions may be sent elec
tronically. yia the IRS Internet site at 

1I'1I'11'.irs.gol'iregs or via the Federal eRule
making Portal at \\·\\'\I'.regll{ariolls.go\' 

(IRS REG-I 20509-06 ). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the regula
tions, Gregory Spring or Paul Epstein, 
(202) 622-3870, concerning submis
sions of comments, Richard A. Hurst, 
Ric/Ill rd.A.HII rst@ i rscolllIsel.treas.go\" or 
(202) 622-7180 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information contained 
in this notice of proposed rulemaking has 
been submitted to the Office of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507(d)). Comments on the 
collection of information should be sent to 
the Office of Management and Budget, 
Attn: Desk Officer for the Department of 
Treasury, Office of Information and Reg
ulatory Affairs, Washington, DC 20503, 
with copies to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224. Comments on the collection of in
formation should be received by October 
16, 2006. Comments are requested specif
ically concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the Internal 
Revenue Service, including whether the 
information will have practical utility; 

The accuracy of the estimated burden 
associated with the proposed collection of 
information (see below); 

How the quality, utility, and clarity of 
the information to be collected may be en
hanced; 

How the burden of complying with the 
proposed collection of information may be 
minimized, including through the appli
cation or automated collection techniques 
or other forms of information technology; 
and 

Estimates of capital or start-up costs 
and costs of operation, maintenance, and 
purchase of service to provide information. 

The collections of information 
Il1 these proposed regulations are 
Il1 §§1.882-5T(d)(5)(ii)(B) and 
1.884-1T(e)(3)(iv). This collection 
of information is required to facilitate 



administrability of reporting of allocable 
expense from without the United States. 
Section 1.882-ST(d)(S)(ii)(B) provides 
a simplified procedure for taxpayers to 
calculate an allocable amount of U.S. dol
lar denominated interest expense booked 
by foreign banks in foreign locations. 
The collection of information provides 
certainty of application and immediate 
verification in the advance review and 
resolution of such treatment on examina
tion. Section J.884-IT(e)(3)(iv) provides 
the identical collection of infonnation that 
was promulgated in final regulations in 
T.D 8432, 1992-2 C.B. 157. The rule 
provides an election to reduce liabilities 
for purposes of treating effectively con
nected earnings and profits as reinvested. 
It also requires that U.S. connected 
liabilities be reduced for purposes of 
determining the allocation of interest 
expense to effectively connected income. 
The collection of information facilitates 
identification and verification of the 
coordinated treatment of the sections 882 
and 884 provisions in accordance with 
the time, place and manner restrictions 
for making the election. The collections 
of information are mandatory. The likely 
respondents are foreign banks. 

Estimated total annual reporting bur
den: 37.5. 

Estimated average annual burden hours 
per respondent: 1/2 hour. 

Estimated number of respondents: 75. 
Estimated annual frequency of re

sponses: annually. 
An agency may not conduct or sponsor, 

and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books and records relating to a collec
tion of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and tax 
return information are confidential, as re
quired by 26 U.S.c. 6103. 

Background 

In this issue of the Bulletin, the IRS is 
issuing temporary regulations under sec
tions 882 and 884 relating to the determi
nation of the interest expense deduction of 
foreign corporations engaged in a trade or 
business within the United States. The text 

of those regulations published in this issue 
of the Bulletin also serves as the text of 
these proposed regulations. The preamble 
to those temporary regulations explains the 
temporary regulations and these proposed 
regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemnking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It has also 
been determined that section 553( b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these reg
ulations, and because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.s.c. chapter 6) does not apply. 
Pursuant to section 7805(f) of the Code, 
this regulation has heen suhmitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Requests for Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are submitted timely to the 
IRS. The IRS and the Treasury Depart
ment specifically request comments on 
the clarity of the proposed regulations and 
how they can be made easier to under
stand. All comments will be available for 
public inspe<.:lion and copying. A public 
hearing will be scheduled if requested by 
any person who timely submits comments. 
If a public hearing is scheduled. notice of 
the date, time and place for the hearing 
will be published in the Federal Register. 

Drafting Information 

The principal authors of these 
regulations are Paul S. Epstein and 
Gregory A. Spring of the Office of As
sociate Chief Counsel (International). 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR I is proposed to 
be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read in part as follows: 

Authority 26 U.S.c. 7805 * * * 
Par. 2. Section 1.882-5 is amended to 

read as follow,,: 
I. Paragraphs (a)(/), (a)(I)(i). 

(a)(l )(ii). (a)(\ )(ii)(A), (a)(I )(ii)(B), 
(a)(2), (a)(7). (aJ(7)(i), (a)(7)(ii), 
(b)(2)(ii)(A), (b}(3), (c)(2)(iv). (c)(4), 
(u)(2 )(ii)(A)(2), (d)(2)( iiJ( A)(3), 
(d)(2)(iii)(AL and (d)(S)(ii) are re
vised. 

2. Paragraph (d)(6) Example 5 is added. 
The revisions and addition read as fol

lows: 

§1.882-5 Determination of inJerest 

deduction. 

(a) * * * 
(a)( 1) through (a)(2) [The text of this 

proposed amendment is the same as the 
text of § 1.882-ST(a)( I) through (a)(2) 
published elsewhere in this issue of the 
Bulletin]. 

*' ),-, * * * 
(a)(7) [The text of this proposed 

amendment i, the same as the text of 
§1882-ST(a)(7) published elsewhere in 
this issue of the Bulletin]. 

* * * * * 
(b) * * * 
(2) * * * 
(ii) * * * 
(b)(2){ii)(A) [The text of this proposed 

amendment is the same as the text of 
§ 1.882-5T(b)(2)(ii)(A) published else
where in this issue of the Bulletin]. 

* * * * * 
(b)(2){iv) [The text of this proposed 

amendment is the salTle as the text of 
§ I .882-5T(b)(2)(iv) published elsewhere 
in this issue of the Bulletin]. 

* * * * * 
(b)(3) [The text of this proposed 

amendment is the same as the text of 
§ J882-ST(b)(3) published elsewhere in 
thi, is.'iue of the Bulletinl. 

:{; * * * * 

2006-2 C.B. 571 



(C) "' "' "' 

(2) "' "' '" 

(c)(2)(iv) [The te.xt of thi, proposed 
amendment i~ the same as the text of 
~ UsX2-5T(c)( 2)( i\) published elsewhere 
in thi~ Is~ue of the Bulletin]. 

****~: 

(C)(4) [The text of this proposed 
amendment is the same as the text of 
~ lXX2-5T(c)(4) puhlished elsewhere in 
this issue of the Bulletin] 

* * * * * 
(d) * * * 
(2) * * * 
(ii) * * * 
(A) * * * 
(d)(2)(ii)(A)(2) through (3) [The text of 

these proposed amendments are the same 
as the text of 91.882-ST(d)(2)(ii)(A)(2) 
through (3) published elsewhere in this is
sue of the B ulleti n ]. 

* * * * * 
(lil( 2)( iii)( A) [The text of this proposed 

amendment is the same as the text of 

* 1.882-ST(d}(2)(iii)(A) published else
where in this issue of the Bulletin). 

* * * * * 
(5) * * * 
(i) * * * 
(d)(5)(ii) [The text of this proposed 

amendment is the same as the text of 
91.882-5T(d)(5)(ii) published elsewhere 
in this issue of the Bulletin). 

* * * * * 
(d)(6) Example 5 [The text of this pro

posed amendment is the same as the text 
of § 1.882-5T(d)(6) Example 5 published 
elsewhere in this issue of the Bulletin]. 

* * * * * 
Par. 3. Section \.884-1 is amended 

by revising the entries for paragraphs 
§ 1.884-I(e)(3)(ii), (e)(3)(iv) and (e)(5) 
Example 2 to read as follows: 

§1.884-1 Determination of interest 

deduction 

* * * * * 
(e) * * * 

(3) * * * 
(e)(3j(ii) [The text of this proposed 

amendment is the same as the tex.t of 
* 1.884-1 T(e)(3)(ii) published elsewhere 
in this issue of the Bulletin]. 

* * * * * 
(e)(3 )(iv) [The text of this proposed 

amendment is the same as the tex.t of 
§1.884-IT(e)(3)(iv) published elsewhere 
in this issue of the Bulletin]. 

* * * * * 
(5) * * * 
(e)(5) Example 2 [The text of this pro

posed amendment is the same as the text 
of §1.884-IT(e)(5) Example 2 published 
elsewhere in this issue of the Bulletin]. 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by the Office of the Federal Register on August 15. 
2006. 8:45 a.m .. and published in the issue of the Federal 
Register fur August 17.2006.71 F.R,47459) 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-57 

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

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

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



Consent Suspensions From Practice Before the Internal 
Revenue Service 

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

may offer his or hcr consent to sllspension 
from such practice. The Dire:tor, Office 
of Professional Responsibility. in his dis
cretion, may suspend an attorney. certified 
publie accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Name Address Designation 

Crane, Stephen Palm Springs, CA Enrolled Agent 

Cohen, Ronald 1. Newburgh, NY Attorney 

Layson, David A. Corydon. IN Attorney 

Brough, Donald L. Salem, IN CPA 

Gulian, Yervant Great Neck, NY CPA 

Rivera-Smith, Dawn Brick, NJ CPA 

Eckstein, Matthew Woodbury, NY CPA 

Hecht, Jodee L. Clifton, VA CPA 

Finch, Phillip W. Yorktown, VA CPA 

Troese Jr., Henry A. Clarion, PA Enrolled Agent 

Robbins, Ronald E. Pittsford, VT CPA 

Shapiro, Sidney C. West Palm Beach, FL CPA 

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

Date of Su<;pension 

May 4,2006 
to 
August 3, 2007 

Indefinite 
from 
June 2\. 2006 

April 7, 2006 
to 
October 6, 2007 

July 1,2006 

to 
June 30,2010 

April 17,2006 

to 
December 16, 2007 

May 30, 2006 
to 
November 29, 2008 

June 15, 2006 
to 
March 14,2007 

Indefinite 
from 
June 19, 2006 

Indefinite 
from 
June 22, 2006 

Indefinite 
from 
June 22, 2006 

June 24, 2006 
to 
June 23, 2008 

Indefinile 
from 
July I. 2006 
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Name Address Designation Date of Suspension 

Martini, Anthon) Stamford, CT CPA June 18, 2006 
to 
December, 17. 2007 

Cunningham, William Philadelphia, PA CPA July 1.2006 
to 
March 31, 2007 

Simontacchi, Jo~cph F. l\1orris Plains. NJ CPA Indefinite 
from 
July I, 2006 

Carruccio, Ronald P. Staten Island, NY CPA Indefinite 
from 
July 1,2006 

\1illcr, Walter P. Roanoke, VA CPA Indefinite 
from 
July I. 2006 

Aneji, Patrick Houston, TX CPA Indefinite 
from 
June 22, 2006 

Rosenbloom, Mark L. Chicago,IL Attorney August 15.2006 
to 
August 14, 2007 

Viener. Ira S. Fort Lee, NJ CPA Indefinite 
from 
August I, 2006 

Ganz. Sheldon M. Great Neck, NJ CPA Indefinite 
from 
August 1, 2006 

Tomasulo, Maria Wantagh, NY CPA Indefinite 
from 
August 7, 2006 

Cialrern, .Ioel G. North Miami, FL CPA Indefinite 
from 
September 1, 2006 
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Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

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

Name Address Designation 

Dolan Jr., John L. Memphis, T~ Attorney 

St. Mary, Randall L. Snohomish, WA Attorney 

Theriault, Michael J. Bel Air. MD Attorney 

Smith, Bernard P. Marblehead, MA Attorney 

Bradley, Phillip M. West Point, VA Attorney 

Haefele, Richard J. Wayzata, MN Attorney 

Decker, William E. Mandeville, LA Attorney 

Arbour, John J. Monroe, LA Attorney 

Keller, John S. Martin Kenner. LA Attorney 

Fallon, Charles D. Neptune, NJ Attorney 

Agresti, Thomas J. Centennial, CO Attorney 

Kirsch, Craig F. Pittsburgh, PA CPA 

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

Date of Suspension 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3, 2U06 

Indefinite 
from 
April 3. 2006 

Indefinite 
from 
April 3, 2006 

Indefinite 
from 
April 3. 2006 
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Name Address Designation Date of Suspension 

Hall. Lenny G. McDowelL KY CPA Indefinite 
from 
April II. 2006 

Hultgren. Jerry R. Fresno. CA Attorney Indefinite 
from 
April II. 2006 

Loutos. Peter A. Chicago.IL Attorney Indefinite 
from 
April II, 2006 

Smith III. Frank L. Bushnell, FL Attorney Indefinite 
from 
April II. 2006 

Morley. Michael 1. Springfield. PA CPA Indefinite 
from 
April II, 2006 

Waters. Richard W Smithfield, UT CPA Indefinite 
from 
April II. 2006 

Hartgraves. Travis M. Abilene. TX Attorney Indefinite 
from 
April 14, 2006 

Dunn. George T. Lockhart, TX Attorney Indefinite 
from 
April 14. 2006 

Adkins, Thomas R. Houston. TX Attorney Indefinite 
from 
April 14, 2006 

Hairston. John W. Sugar Land, TX Attorney Indefinite 
from 
April 26. 2006 

Marcone. Frank J. Upper Providence. PA Attorney Indefinite 
from 
May 1.2006 

Fraley. Donald 1. Minneapolis. MN Attorney Indefinite 
from 
May 3. 2006 

Tooke. S. Judd Shreveport. LA Attorney Indefinite 
from 
May 3.2006 

Reilly. Michael G. Council Bluffs. IA Attorney Indefinite 
from 
May 3,2006 

Faneuil. Robert A. Newton. MA Attorney Indefinite 
from 
May 3, 2006 
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Name Address Designation Date of Suspension 

Maignan, Peter R. Upper Marlboro, MD Attorney Indefinite 
from 
May 3,2006 

Son, David Phoenix, AZ Attorney Indefinite 
from 
May 5, 2006 

Susman, Warren 1. New York, NY Attorney Indefinite 
from 
May 8, 2006 

Wurst, Jerome Arlington, TX Attorney Indefinite 
from 
May 8,2006 

O'Shea, Joseph G. Jackson Heights, NY Attorney Indefinite 
from 
May 8, 2006 

Biegelson, Alan Brooklyn, NY Attorney Indefinite 
from 
May 8, 2006 

Leonard, Robert K. Winston-Salem, NC Attorney Indefinite 
from 
May 8, 2006 

Cassidy. Michael M. Madison, WI Attorney Indefinite 
from 
May 8,2006 

Dobkin, Daniel B. New Hyde Park, NY Attorney Indefinite 
from 
May 8,2006 

Nealy, Joseph L. Sugarland, TX Attorney Indefinite 
from 
May 16,2006 

Conmey, Edwin W. Oconomowoc, WI Attorney Indefinite 
from 
May 16,2006 

Knott Jr., Robert T. Los Angeles, CA Attorney Indefinite 
from 
May 16,2006 

Diamond, Howard S. Mendham, NJ Attorney Indefinite 
from 
May 16,2006 

Fitzgerald, Bill L. Lubbock, TX Attorney Indefinite 
from 
May 16,2006 

Brubaker, Gregory A. San Francisco. CA Attorney Indefinite 
from 
May 18,2006 

Dodenbier, Robert F. Lehi, UT Attorney Indefinite 
from 
May 18,2006 
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Name Address Designation Date of Suspension 

Young. Paul J. Taft. CA Attorney Indefinite 
from 
June 8.2006 

Dahllliwala. Fatema AndO\er. MA Attorney Indefinite 
from 
June 8. 2006 

Mendola. Joseph E. rvlonessen. PA CPA Indefinite 
from 
June 8, 2006 

Rooney. Edward F Minneapolis, MN Attorney Indefinite 
from 
June 8, 2006 

Long. Rebecca L. Wichita. KS Attorney Indefinite 
from 
June 8, 2006 

West. Clifton C. Fayetteville, NC Attorney Indefinite 
from 
June 8, 2006 

Silva. Zoilo I. City Island, NY Attorney Indefinite 
from 
June 8, 2006 

Tyler Jr.. Earle S. Bangor, ME Attorney Indefinite 
from 
June 12, 2006 

Horneber. Alice S. Sioux City, IA Attorney Indefinite 
from 
June 12, 2006 

Donnelly, Christine M. Blue Springs, MO Attorney Indefinite 
from 
June 12, 2006 

Driscoll Jr.. Peter Columbia, MD Attorney Indefinite 
from 
June 12, 2006 

Sou/a, John C. Pocatello, ID Attorney Indefinite 
from 
June 12, 2006 

Crockett. Kevin 1. Midvale, UT Attorney Indefinite 
from 
June 12, 2006 

White, Debra M. Wyatt Navasota, TX CPA Indefinite 
from 
June 12, 2006 

Wilkins, Daniel 1. Chelmsford. MA Attorney Indefinite 
from 
June 12, 2006 

Merica, Chad L. Murray. UT CPA Indefinite 
from 
June 12, 2006 
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Name Address Designation Date of Suspension 

Wintroub, David S. Omaha, NE Attorney Indefinite 
from 
June 12, 2006 

Smith, Roderick E. Kansas City, MO Attorney Indefinite 
from 
June 12. 2006 

Guida, Joseph M. Aberdeen, MD Attorney Indefinite 
from 
June 12, 2006 

Sonibare, Nash 5t. Paul, MN CPA Indefinite 
from 
June 12, 2006 

Braun, Marc W. St. Louis, MO Attorney Indefinite 
from 
June 12, 2006 

Coffey, John J. Rye, NH Attorney Indefinite 
from 
June 12, 2006 

Whitehead, H. Allen New York, NY Attorney Indefinite 
from 
June 12, 2006 

Lansky, Sidney Mattapoisett, MA Attorney Indefinite 
from 
June 1 2, 2006 

Pazniokas, Paul M. Norwood, MA Attorney Indefinite 
from 
June 12, 2006 

Bajgrowicz, James 1. Santa Rosa, CA Attorney Indefinite 
from 
June 12,2006 

Davis, Bret J. Los Angeles, CA Attorney Indefinite 
from 
June 12,2006 

McAvoy, Timothy Chicago,IL Attorney Indefinite 
from 
June 12,2006 

Loffadelli, Thomas C. Studio City, CA Attorney Indefinite 
from 
June 12,2006 

Emeziem, Kelechi C. Antioch, CA Attorney Indefinite 
from 
June 12,2006 

Pugh, William C. Wayzata, MN Attorney Indefinite 
from 
June 12, 2006 

Lamanna, Eugene C. Reading, PA Attorney Indefinite 
from 
June 12, 2006 
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Name Address 

Bartels. John R. St. Paul. MN 

Shapiro. Kenneth S. Bala Cynwyd. PA 

Stone. Jerry W. Austin. TX 

Vanriper. Philip E. Binghamton. NY 

Simuro. Valerie T. Gardiner. NY 

Simms. William K. Brooklyn. NY 

Weaver. Tcrring M. Clarksburg. WV 

Norman. Clarence Brooklyn. NY 

Knight. John G. Winston-Salem. NC 

Kronegold. Sheldon H. Englewood. NJ 

Foushee. Wayne H. Winston-Salem, NC 

Designation 

Attorney 

CPA 

Attorney 

Attorney 

Attorney 

Attorney 

CPA 

Attorney 

Attorney 

Attorney 

Attorney 

Date of Suspension 

Indefinite 
from 
June 12. 2006 

Indefinite 
from 
June 14.2006 

Indefinite 
from 
June 21. 2006 

Indefinite 
from 
June 21, 2006 

Indefinite 
from 
June 21, 2006 

Indefinite 
from 
June 21, 2006 

Indefinite 
from 
July I, 2006 

Indefinite 
from 
August 3, 2006 

Indefinite 
from 
August 3. 2006 

Indefinite 
from 
August 3, 2006 

Indefinite 
from 
August 3, 2006 

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

Under Title 31. Code of Federal Reg- ministrative law judge, the following indi-
ulatillns, Part 10, Clfter notice Clnd Cln op- viduals have been placed under suspension 
portunity for a proceeding before an Cld-

Name Address Designation 

Kahn. Harold Hollis. NY CPA 
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from practice before the Internal Revenue 
Service: 

Effecti ve Date 

June 26, 2006 

to 
June 25, 20 10 



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

Under Title 31, Code of Federal Regu- tunity for a proceeding before an adminis- als have been disbarred from practice be
lations, Part 10, after notice and an oppor- trative law judge, the following individu- fore the Internal Revenue Service: 

Name Address Designation 

Gailey, James N. Huntersville, NC CPA 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg

ulations, Part 10, in lieu uf a proceeding 
being instituted or continued, an attorney, 
certified public accountant, enrolled agent, 

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

Name 

Williams, Daniel S. 

Azan, Reinaldo L. 

Golub, Stephen B. 

Address 

Carlsbad, CA 

Miami Beach, FL 

Norwalk, CT 

Designation 

Attorney 

CPA 

CPA 

Effective Date 

June 5, 2006 

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

Date of Censure 

March 29, 2006 

July 24, 2006 

August 3, 2006 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 6502.-Collection 
After Assessment 

2fJ eFR 3()J.fJ50J- J. C,,/lectiull i/lii'! (/""'.'1111"111. 

T.D.9284 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Collection After Assessment 

AGENCY: Internal Revenue Service 
(IRS)' Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations relating to the collection of 
tax liabilities after assessment. The regu
latiom reflect changes to the law made by 
the Internal Revenue Service Restructur
ing and Reform Act of 1998. These regula
tions affect persons determining how long 
the Internal Revenue Service has to collect 
taxes that have been properly assessed. 

DATES: Ejjl'clil'e Date: These regulations 
are effective September 6, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Debra A. Kohn, (202) 
622-7985 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendment~ 
to the Procedure ~lI1d Administration Reg
ulation~ (26 CFR part 30 I) under section 
6502 of the Internal Re\'enue Code (Code). 
The regulations renect the amendment of 
the Code by section 3'+61 of the Internal 
Re\enue Sen"ice Restructuring and Re
form Act of 1998 (RRA 19981. Public 
Law 105-206 ( 112 Stat. 685. 76.+ j. 

On March .+. 2005. a notice of pro
pm,ed rulemaking (REG-I'+S701-03. 
2005-1 C.B S(2) relating to L'ollection 
after as~essment \\'as published in the 
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Federal Register (70 FR 10572). No pub
lic hearing was requested or held. Written 
and electronic comments responding to 
the notice of proposed rule making were 
received. After consideration of all the 
comments, the proposed regulations are 
adopted as amended by this Treasury de
cision. The re\'isions are discussed in this 
preamble. 

Collection of Tax Liabilities after 
Assessment under Section 6502 

Pursuant to section 6502 of the Code, 
the IRS generally has 10 years from the 
date of assessment to collect a timely as
sessed tax liability. Prior to January 1, 
2000, the effective date of section 3461 
of RRA 1998, section 6502 permitted the 
IRS to enter into agreements with the tax
payer to extend the period of limitations 
on collection at any time prior to the ex
piration of the period provided in section 
6502. Prior to the enactment of RRA 1998, 
the IRS used these collection extension 
agreements, or waivers. in various circum
stances to protect its ability to collect a tax 
liability beyond the original I O-year period 
of limitations on collection. For example, 
the IRS historically conditioned consider
ation of an otfer in compromise upon the 
execution of a collection extension agree
ment or waiver. 

In addition, the Code contains several 
provisions that operate to toll the period 
of limitations on collection upon the oc
currence of certain events. For example, 
section 6331 (k) operates in part to suspend 
the period of limitations on collection for 
the period of time during which an offer in 
compromise is pending, for 30 days after 
rejection, and while a timely filed appeal 
is pending. Similarly, section 6503(h) op
erates to suspend the period of limitations 
on collection for the period of time dur
ing which the IRS is prohibited from col
lecting a tax due to a bankruptcy proceed
ing, and for 6 months thereafter. These 
statutory suspension provisions toll the pe
riod of limitations on collection even if 
the period of limitations on collection pre
\iously has been extended pursuant to an 
executed collection extension agreement. 

See Klingshim \". United States (III re 
Klingshim), 147 F.3d 526 (6th Cir. 1998). 

Section 3461 of RRA 1998 amended 
section 6502 of the Code to limit the ability 
of the IRS to enter into agreements extend
ing the period of limitations on collection. 
Section 3461 of RRA 1998 also included 
an off-Code provision governing the con
tinued effect of collection extension agree
ments executed on or before December 31 , 
1999. 

Summary of Comments and 
Explanation of Provisions 

The final regulations incorporate the 
amendments made by section 3461 of 
RRA 1998. The regulations provide that 
the IRS may enter into an agreement to ex
tend the period of limitations on collection 
if an extension agreement is executed: (I) 
at the time an installment agreement is en
tered into; or (2) prior to release of a levy 
pursuant to section 6343, if the release 
occurs after the expiration of the original 
period of limitations on collection. 

One set of comments received in re
sponse to the notice of proposed rulemak
ing recommended that the final regula
tions: I) deem void all waivers signed 
prior to January 1, 2000, in conjunction 
with installment agreements that did not 
provide for payment in full of the under
lying tax liability by the extended collec
tion statute expiration date; and 2) pro
vide that all taxpayers who have made pay
ments since December 31, 2002, on such 
installment agreements are entitled to a re
fund of such payments. Because such pro
visions are beyond the scope of the under
lying statute, they are not included in the 
final regulations. 

Another set of comments received in re
sponse to the notice of proposed rulemak
ing concerned an inconsistency between 
the language of section 3461(c)(2) and a 
proposed alternative date of expiration for 
extension agreements made on or before 
December 31, 1999. 

The notice of proposed rulemaking pro
vided that extension agreements executed 
on or before December 31, 1999, other 
than those executed in connection with in
stallment agreements, expire on the later 



of: (1) December 31, 2002, or if earlier, the 
date on which the extension agreement ex
pired by its terms; or (2) the end of the orig
inal 10-year statutory period. The com
ments reflect that the language of the pro
posed regulations is inconsistent with the 
language of the statute. Few cases exist 
in which waivers executed on or before 
December 31, 1999, are still open under 
the statutory framework. Thus, there is no 
longer a need to address this provision in 
final regulations. 

To the extent that the notice of proposed 
rulemaking differs from the final regula
tions, it is withdrawn as of the effective 
date of the final regulations. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been determincd 
that section 553(b) of the Administrative 
Procedure Act (5 U.s.c. chapter 5) does 
not apply (0 these regulations, and because 
these regulations do not impose a collec
tion of information on small entities, the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) does not apply. Pursuant to section 
7805(f) of the Code, the notice of proposed 
rulemaking preceding this regulation was 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
ness. 

Drafting Information 

The principal author of these regula
tions is Debra A. Kohn of the Office of the 
Associate Chief Counsel (Procedure and 
Administration). Collection, Bankruptcy 
& Summonses Division. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 30 I IS 

amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation for 
part 301 continues to read in part as fol
lows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.6502-1 is revised 

to read as follows: 

,9301.6502-1 Collection after assessment. 

(a) General rule. In any case in which a 
tax has been assessed within the applicable 
statutory period of limitations on assess
ment, a proceeding in court to collect the 
tax may be commenced, or a levy to col
lect the tax may be made. within 10 years 
after the date of assessment. 

(b) Agreement to extend the period of 
limitations on collection. The Secretary 
may enter into an agreement with a tax
payer to extend the period of limitations on 
collection in the following circumstances: 

(I) Extension agreement entered into in 
conneCTion with an insrallmel1l agreemel1l. 
If the Secretary and the taxpayer enter into 
an installment agreement for the tax lia
bility prior to the expiration of the period 
of limitations on collection, the Secretary 
and the taxpayer, at the time the install
ment agreement is entered into, may enter 
into a written agreement to extend the pe
riod of limitations on collection to a date 
certain. A written extension agreement en
tered into under this paragraph shall extend 
the period of limitations on collection until 
the 89th day after the date agreed upon in 
the written agreement. 

(2) Extension agreement entered into in 
connection with the release ofa levy under 
section 6343. If the Secretary has levied on 
any part of the taxpayer's property prior to 
the expiration of the period of limitations 
on collection and the levy is subsequently 
released pursuant to section 6343 after the 
expiration of the period of limitations on 
collection, the Secretary and the taxpayer, 
prior to the release of the levy, may enter 
into a written agreement to extend the pe
riod of limitations on collection to a date 
certain. A written extension agreement en
tered into under this paragraph shall extend 
the period of limitations on collection un
til the date agreed upon in the extension 
agreement. 

(c) Proceeding in courT for Ihe coflec
lion of the tax. If a proceeding in court 
for the collection of a tax is begun within 
the period provided in paragraph (a) of this 
section (or within any extended period as 
provided in paragraph (b) of this section), 
the period during which the tax may be col
lected by levy is extended until the liability 

for the tax or a judgment against the tax
payer arising from the liability is satisfied 
or becomes unenforceable. 

(d) Effect (~fstatut()r\" suspensions olthe 
period of limitations all collection if ex

ecuted collection extension ag reemellt is 
in effect. (I) Any statutory suspension of 
the period of limitations on collection tolls 
the running of the period of limitations 
on collection. as extended pursuant to an 
executed extension agreement under para
graph (b) of this section. for the amount of 
time set forth in the relevant statute. 

(2) The following example illustrates 
the principle set forth in this paragraph (d): 

Erwnple. In June of 2003. the Internal Revenue 
Service (IRS) enter, into an installment agreement 
with the taxpayer to provide for periodic payments 
of the taxpaycr·s timely assessed tax liahilities. At 
the time the installment agreement is entered into. 
the taxpayer and the IRS execute a written agree
ment to extend the period of limitations on collec
tion. The cKtension agreement executed In connec
tion with the installment agreement operates to ex
tend the period of limitations on collection to the date 
agreed upon in the extension agreement. plus 89 days. 
Subsequently. and prior to the expiration of the ex
tended period of limitations on collection. the tax
payer files a bankruptcy petition under chapter 7 of 
the Bankruptcy Code and recei yes a discharge from 
bankruptcy a few months later. Assuming the tax is 
not discharged in the bankruptcy, section 6503(h) of 
the Internal Revenue Code operates to luspend the 
running of the previously extended period of limi
tations on collection for the period of time the IRS 
is prohibited from collecting due to the bankruptcy 
proceeding. and for 6 months thereafter The new 
expiration date for the IRS to collect the tax is the 
date agreed upon in the previously executed cxtcn
lion agreement. plu<; 89 days. plus the period during 
whICh the IRS is prohibited from collecting due to the 
bankruptcy proceeding. plus 6 months. 

(e) Dale when levy is considered made. 
The date on which a levy on property or 
rights to property is considered made is 
the date on which the notice of seizure re
quired under section 6335(a) is given. 

(f) Effective dale. This section is appli
cahle on September 6, 2006. 

Mark E. Matthews, 
Deputy CmnmiSSlOner for 
Services and Enforcement. 

Approveu August 22, 2006. 

Eric Solomon, 
Actin/{ Deputy AssiSTant SecretarY 

of the Treasury (Tax Policy). 

IFllcd hy Ihe Office of the Federal Reg"ler on Seplember 
5. 2006. B:45 a.m .. and puhl!,hcd in the ,"uo ollhe Felleral 
Register for Septemher 6 200n. 71 FR. 52-14-1) 
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Section 6621.-Determina
tion of Rate of Interest 
::(, CFR 311/.M:!/-I. IlIlanl !lIle. 

Interest rates; underpayments and 
overpayments. The rate of interest deter
mined under section 6h21 of the Code for 
the calendar quarter beginning October I. 
200h, will be X percent for overpayments 
(7 percent in the case of a corporation 1. 8 
percent for underpayments, and 10 percent 
for large corporate underpayments. The 
rate of interest paid on the portion of a 
corporate overpayment exceeding $10,000 
will be 5.5 percent. 

Rev. Rul. 2006-49 

Section 6621 of the Internal Revenue 
Code establishes the rates for interest 
on tax overpayments and tax underpay
ments. Under section 6621 (a)( 1), the 
overpayment rate is the sum of the federal 
short-term rate plus 3 percentage points (2 
percentage points in the case of a corpo
ration). except the rate for the portion of 
a corporate overpayment of tax exceeding 
$10.000 for a taxable period is the sum of 
the federal short-term rate plus 0.5 of a 
percentage point for interest computations 
made after December 31, 1994. Under 
section 6621 (a)(2), the underpayment rate 
is the sum of the federal short-term rate 
plus 3 percentage points. 

Section 6621 (c) provides that for pur
poses of interest payable under section 
hhO I on any large corporate underpay
ment, the underpayment rate under section 

6621( a)( 2) IS determined by substituting 
"5 percentage points" for "3 percentage 
points." See section 6621 (c) and section 
30 1.6621-.~ of the Regulations on Proce
dure and Administration for the definition 
of a large corporate underpayment and 
for the rules for determining the appli
cable date. Section 6621(c) and section 
301.6621-3 are generally effective for 
periods after December 31. 1990. 

Section 6621 (b)( I) provides that the 
Secretary will determine the federal 
short-term rate for the first month in each 
calendar quarter. 

Section 6621 (b )(2)(A) provides that the 
federal short-term rate determined under 
section 6621 (b)(I) for any month appl ies 
during the first calendar quarter beginning 
after such month. 

Section 6621 (b)(3) provides that the 
federal short-term rate for any month is 
the federal short-term rate determined 
during such month by the Secretary in 
accordance with § 1274(d), rounded to the 
nearest full percent (or, if a mUltiple of 1/2 
of I percent, the rate is increased to the 
next highest full percent). 

Notice 88-59, 1988-1 C.B. 546, an
nounced that, in determining the quarterly 
interest rates to be used for overpayments 
and underpayments of tax under section 
6621, the Internal Revenue Service will 
use the federal short-term rate based on 
daily compounding because that rate is 
most consistent with section 6h21 which, 
pursuant to section 6h22, is suhject to daily 
compounding. 

TABLE OF INTEREST RATES 

Rounded to the nearest full percent. the 
federal short-term rate based on daily com
pounding determined during the month of 
July 2006 is 5 percent. Accordingly. an 
overpayment rate of 8 percent (7 percent 
in the case of a corporation) and an under
payment rate of X percent are established 
for the calendar quarter beginning October 
I. 2006. The overpayment rate for the por
tion of a corporate overpayment exceeding 
$10.000 for the calendar quarter beginning 
October I, 2006. is 5.5 percent. The un
derpayment rate for large corporate under
payments for the calendar quarter begin
ning October I, 2006, is 10 percent. These 
rates apply to amounts bearing interest dur
ing that calendar quarter. 

Interest factors for daily compound in
terest for annual rates of 5.5 percent, 7 per
cent, 8 percent, and 10 percent are pub
lished in Tables 16, 19, 21, and 25 of Rev. 
Proc. 95-17,1995-1 C.B. 556,570.573. 
575. and 579. 

Annual interest rates to be compounded 
daily pursuant to section 6622 that apply 
for prior periods arc set forth in the tables 
accompanying this revenue ruling. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Crystal Foster of the Office of Asso
ciate Chief Counsel (Procedure & Admin
istration). For further information regard
ing this revenue ruling, contact Ms. Foster 
at (202) 622-71 <)8 (not a toll-free call). 

PERIODS BEFORE JUL. I. 1975 - PERIODS ENDING DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jul. I. 1 <)75 
luI. L 11)75-1an. 31. 1976 
Feb. 1. 1 976-1an. 31. 1978 
Feb. 1. 1 978-1an. 31. 1980 
Feb. L I <)80-1an 31. 1982 
Feb. 1. 1982-Dec. 3 L 1982 
lan. I. 1983-Jun. 30, 1983 
luI. I. 1983-Dec. 31. 1983 
lan. I, 1 98-J.-lun. 30. 198-J. 
luI. L 1 98-J.-Dec . 3 L 198-J. 
lan I, 1985-1un. 30. 1985 
luI. L 1985-0ec. 31. 1985 
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RATE 

60/( 
9% 
7o/c 
60/c 

I20/c 
200/[ 
16'1c 
11% 
11% 
11% 
13% 
11% 

In 1995-1 C.B. 
DAILY RATE TABLE 

Tahle 2, pg. 557 
Table 4, pg. 559 
Table 3, pg. 558 
Table 2, pg. 557 
Table 5, pg. 560 
Table 6, pg. 560 

Table 37, pg. 591 
Table 27, pg. 581 
Tahle 75, pg. 629 
Table 75, pg. 629 
Table 31, pg. 585 
Table 27, pg. 581 



TABLE OF INTEREST RATES 

PERIODS BEFORE JUL. I, 1975 - PERIODS ENDING DEC. 31, 1996 

OVERPAYMENTS AND UNDERPAYMENTS - Continued 

PERIOD 

Jan. I, 1986-1un. 30, 1986 
Ju\. 1, 1986-Dec. 31, 1986 

Jan. I, 1987-Mar. 31, 1987 
Apr. I, 1987-Jun, 30, 1987 
Ju\. 1, 1987-Sep. 30, 1987 
Oct. I, 1987-Dec. 31, 1987 
Jan. 1, 1988~Mar. 31, 1988 
Apr. 1, 1988-Jun. 30, 1988 
Jul. 1, 1988-Sep. 30, 1988 
Oct. 1, 1988~Dec, 31, 1988 
Jan. 1, 1989-Mar. 31, 1989 
Apr. 1, 1989-lun. 30, 1989 
Jul. 1, 1 989-Sep. 30, 1989 
Oct. 1, 1989~Dec, 31,1989 
Jan. I, 1990-Mar. 31, 1990 
Apr. l, 1990-lun. 30, 1990 
Ju\. 1, 1990-Sep. 30, 1990 
Oct. 1, 1990-Dec. 31, 1990 
Jan. I, 1991-Mar. 31, 1991 
Apr. I, 1991-Jun, 30, 1991 
Ju\. I, 1991-Sep. 30, 1991 
Oct. I, 1991-Dec. 31,1991 
Jan. I, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
Ju\. 1, 1992-Sep, 30, 1992 
Oct. I, 1992-Dec. 31, 1992 
Jan. I, I 993-Mar. 31,1993 
Apr. 1, 1993-Jun. 30, 1993 
Jul. 1, 1993-Sep, 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. I, 1 994-Mar. 31,1994 
Apr. 1, 1994-Jun. 30, 1994 
luI. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 
Jan. 1, 1995-Mar. 31, 1995 
Apr, I, 1995-Jun. 30, 1995 
luI. 1, 1995-Sep. 30, 1995 
Oct. 1, 1995-Dec. 31, 1995 
Jan. I, 1996-Mar, 3 I, 1996 
Apr. I, 1996-Jun. 30, 1996 
luI. 1. 1996-Sep, 30, 1996 
Oct. 1. 1996-Dec. 31, 1996 
Jan. I, 1997-Mar. 31,1997 
Apr. I. 1997-Jun. 30, 1997 
luI. I, 1997-Sep. 30, 1997 
Oct. 1, 1 997-Dec. 31, 1997 

RATE 

10% 
9% 

TABLE OF INTEREST RATES 

FROM JAN. I, 1987 - Dec. 31, 1998 

OVERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

8% 21 575 
8% 21 575 
8% 21 575 
9% 23 577 

10% 73 627 
9% 71 625 
9% 71 625 

10% 73 627 
10% 25 579 
11% 27 581 
11 % 27 581 
10% 25 579 
10% 25 579 
10O/C 25 579 
10% 25 579 
1Oo/c 25 579 
10% 25 579 
9% 23 577 
9% 23 577 
9% 23 577 
8% 69 623 
7% 67 621 
7% 67 621 
6o/c 65 619 
6% 17 571 
6% 17 571 
6% 17 571 
6% 17 571 
6% 17 571 
6o/c 17 571 
7% 19 573 
8o/c 21 575 
8% 21 575 
9% 23 577 
8% 21 575 
8% 21 575 
8% 69 623 
7% 67 621 
8% 69 623 
8% 69 623 
8% 21 575 
8o/c 21 575 
8o/c 21 575 
8o/c 21 575 

In 1995-1 C.B, 
DAILY RATE TABLE 

Table 25, pg:. 579 
Table 23, pg. 577 

UNDERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

9% 23 577 
9% 23 577 
9% 23 577 

10% 25 579 
11% 75 629 
10% 73 627 
10% 73 627 
11% 75 629 
11% 27 581 
12% 29 583 
12% 29 583 
11% 27 581 
11% 27 581 
11% 27 581 
11% 27 58l 
11% 27 581 
11% 27 581 
10% 25 579 
10% 25 579 
10% 25 579 
9% 71 625 
8% 69 623 
8% 69 623 
7% 67 621 
7% 19 573 
7% 19 573 
7% 19 573 
7% 19 573 
7% 19 573 
7% 19 573 
8% 21 575 
9% 23 577 
9% 23 577 

10% 25 579 
9% 23 577 
9% 23 577 
9% 71 625 
89c 69 623 
9% 71 625 
99c 71 625 
99c 23 577 
917£ 23 577 
97c 23 577 
97c 23 577 
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Jan. 1. IlJlJ8-Mar. 31. ]lJlJ8 
Apr. 1. ]lJlJ8-J un. 30. IlJlJ8 
Jul. I, 1998-Sep. 30, 1998 
Oct. 1. IlJY8-Dcc. 31. 1998 

Jan. 1. 1999-Mar. 31, 1999 
Apr. 1, 1999-Jun. 30, 1999 
Jul. 1, 1991J-Sep. 30, 1999 
Oct. 1. I 999-Dec. 3 I, 1999 
Jan. 1, 2000-Mar. 31, 2000 
Apr. 1, :WOO-Jun. 30, 2000 
Jul. I, 2000-Sep. 30, 2000 
Oct. I. 2000-Dec. 31, 2000 
Jan. 1. 200l-Mar. 31,2001 
Apr. 1. 2001-Jun. 30,2001 
Jul. 1. 2001-Sep. 30,2001 
Oct. 1. 200l-Dec. 31. 200] 
Jan. 1, 2002-Mar. 31, 2002 
Apr. 1, 2002-Jun. 30, 2002 
Jul. 1, 2002-Sep. 30, 2002 
Oct. 1. 2002-Dec. 31. 2002 
Jan. I, 2003-Mar. 31, 2003 
Apr. 1, 2003-Jun. 30, 2003 
Jul. 1, 20m-Sep. 30, 2003 
Oct. 1, 2003-Dec. 31, 2003 
Jan. 1. 2004-Mar. 31, 2004 
Apr. I, 2004-Jun. 30, 2004 
Jul. 1, 2004-Sep. 30, 2004 
Oct. 1, 2004-Dec. 31, 2004 
Jan. I, 2005-Mar. 31, 2005 
Apr. 1, 2005-Jun. 30, 2005 
Jul. I, 2005-Sep. 30, 2005 
Oct. 1. 2005-Dec. 31. 2005 
Jan. 1, 2006-Mar. 31, 2006 
Apr. 1. 2006-Jun. 30, 2006 
Jul. I. 2006-Sep. 30, 200n 
Oct. I, 2006-Dec. 31, 2006 

c\su, 2006-2 c. B. 

TABLE OF INTEREST RATES 

FROM JAN. 1. 1987 - Dec. 31, 1998 - Continued 

OVERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

89r 21 575 
70'c 19 573 
Ylc 19 573 
70'c 19 573 

TABLE OF INTEREST RATES 

FROM JANUARY I, 1999 - PRESENT 

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

UNDERPAYMENTS 

1995-1 C.B. 

RATE TABLE PG 

23 
21 
21 
21 

577 
575 
575 
575 

1995-1 C.B. 
RATE TABLE PG 

7% 19 573 
8% 21 575 
8% 21 575 
8% 21 575 
8% 69 623 
9% 71 625 
9% 71 625 
99r 71 625 
9% 23 577 
80/(' 21 575 
7c?c, 19 573 
7% 19 573 
6% 17 571 
6% 17 571 
60/(' 17 571 
69r 17 571 
5o/c 15 569 
5% 15 569 
59, 15 569 
4% 13 567 
40/c 61 615 
5% 63 617 
4% 61 615 
5% 63 617 
5% 15 569 
6% 17 571 
6% 17 571 
7% 19 573 
7% 19 573 
7% 19 573 
80/( 21 575 
8% 21 575 



TABLE OF INTEREST RATES 

FROM JANUARY 1, 1999 - PRESENT 

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 CB. 1995-1 CB. 
RATE TABLE PG RATE TABLE PG 

Jan. 1, I 999-Mar. 31, 1999 6% 17 571 7% 19 573 
Apr. 1, 1 999-Jun. 30, 1999 7% 19 573 8% 21 575 
Jui. 1, 1 999-Sep. 30, 1999 7% 19 573 8% 21 575 
Oct. 1, 1999-Dec. 31, 1999 7% 19 573 8% 21 575 
Jan. 1,2000-Mar. 31. 2000 7% 67 621 8% 69 623 
Apr. 1,2000-Jun. 30,2000 8% 69 623 9% 71 fi25 
Ju\. 1,2000-Sep. 30, 2000 8% fi9 623 9% 71 625 
Oct. I, 2000-Dec. 31. 2000 8% 69 623 9% 71 625 
Jan. 1, 2001-Mar. 31, 2001 8% 21 575 9% 23 577 
Apr. 1, 200 I-Jun. 30,2001 7% 19 573 8% 21 575 
JuI. 1. 2001-Sep. 30,2001 6% 17 571 7% 19 573 
Oct. 1,200l-Dec. 31,2001 6% 17 571 7% 19 573 
Jan.1,2002-Mar. 31,2002 5% 15 569 6% 17 571 
Apr. 1,2002-Jun. 30,2002 5% 15 569 6% 17 571 
Jul. 1, 2002-Sep. 30, 2002 5% 15 569 6% 17 571 
Oct. 1, 2002-Dec. 31,2002 5% 15 569 6% 17 571 
Jan. 1, 2003-Mar. 31, 2003 4% 13 567 5% 15 569 
Apr. 1, 2003-Jun. 30, 2003 4% 13 567 5% 15 569 
Jul. I, 2003-Sep. 30, 2003 4% 13 567 5% 15 569 
Oct. 1,2003-Dec. 31,2003 3% 11 565 4% 13 567 
Jan. 1, 2004-Mar. 31,2004 3% 59 613 4% 61 615 
Apr. 1, 2004-Jun. 30,2004 4% 61 615 5% 63 617 
Ju\. 1,2004-Sep. 30, 2004 3% 59 613 4% 61 615 
Oct. I, 2004-Dec. 31, 2004 4% 61 615 5% 63 fi17 
Jan. 1, 2005-Mar. 31,2005 4% 13 567 5% 15 569 
Apr. 1,20OS-Jun. 30,2005 5% 15 569 6% 17 571 
Ju\. I, 200S-Sep. 30, 2005 5% 15 569 6% 17 571 
Oct. 1,200S-Dec. 31,2005 6% 17 571 7% 19 573 
Jan. I, 2006-Mar. 31, 2006 6% 17 571 7% 19 573 
Apr. 1,2006-Jun. 30, 2006 6% 17 S71 7% 19 S73 
Ju\. 1,2006-Sep. 30,2006 7% 19 573 8% 21 575 
Oct. 1,2006-Dec. 31, 2006 7% 19 573 8% 21 575 

TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991 - PRESENT 

1995-1 CB. 
RATE TABLE PG 

Jan. I, 1991-Mar. 31, 1991 13% 31 585 
Apr. I, 1991-Jun. 30, 1991 12% 29 583 
Jul. I, 1991-Sep. 30, 1991 12% 29 583 
Oct. 1, 1991-Dec. 31,1991 12% 29 583 
Jan. 1, 1992-Mar. 31, 1992 11 % 75 629 
Apr. I, 1992-Jun. 30, 1992 10% 73 627 
Jul. 1, 1992-Sep. 30, 1992 10% 73 627 
Oct. 1, 1 992-Dec. 31,1992 9% 71 625 
Jan. 1, 1993-Mar. 31,1993 9% 23 577 
Apr. 1, 1993-Jun. 30, 1993 9% 23 577 
Jul. 1, 1993-Sep. 30, 1993 9% 23 577 
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TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1. 1991 - PRESENT - Continued 

1995-1 C.B. 
RATE TABLE PG 

Oct. I, 1993-Dec. 31. 1993 9% 23 577 

Jan. I. I 994-Mar. 31. 1994 9% 23 577 

Apr. I, 1994-Jun. 3D, 1994 9% 23 577 

Jul. I, 1994-Sep. 30. 1994 10% 25 579 

Oct. I, 1994-Dec. 31, 1994 11% 27 581 

Jan. 1. 1995-Mar. 31. 1995 11% 27 581 

Apr. I. 1995-Jun, 30.1995 12% 29 583 

Jul. I. 1995-Sep. 30. 1995 11% 27 581 

Oct. I. I 995-Dec . 31. 1995 11% 27 581 

Jan. 1. 1996-Mar. 31.1996 11 % 75 629 

Apr. I. I 996-Jun. 30. 1996 10% 73 627 

Jul. I. I 996-Sep. 30. 1996 11 % 75 629 

Oct. 1. 1 996-Dec, 31, 1996 11% 75 629 

Jan, I. 1997-Mar. 31. 1997 II % 27 581 

Apr. I, 1997-]un. 30,1997 11 % 27 581 

Jul. 1. 1997-Sep. 30, 1997 11% 27 581 

Oct. 1. 1997-Dec. 31.1997 11 % 27 581 

] an. 1. I 998-Mar, 31. 1998 11 % 27 581 

Apr. I, 1998-Jun. 30, 1998 10% 25 579 

J ul. 1. 1998-Sep. 30. 1998 10% 25 579 

Oct. 1. 1998-Dec. 31. 1998 10% 25 579 

Jan. 1, 1999-Mar. 31,1999 9% 23 577 

Apr. 1, I 999-Jun, 30.1999 10% 25 579 

Jul. 1. I 999-Sep. 30, 1999 10% 25 579 

Oct. I, 1999-Dec. 31, 1999 10% 25 579 

Jan. 1. 2000-Mar. 31, 2000 10% 73 627 

Apr. 1,2000-Jun. 30,2000 II % 75 629 

Jul. 1. 2000-Sep. 30. 2000 11 % 75 629 

Oct. 1, 2000-Dec, 31, 2000 11 % 75 629 

Jan. 1, 200 I-Mar. 31,2001 11% 27 581 

Apr. I, 200I-Jun. 30,2001 10% 25 579 
Jul. I, 2001-Sep. 30,2001 9% 23 577 
Oct. 1, 200I-Dec. 31. 2001 9% 23 577 
Jan. 1,2002-Mar. 31,2002 8% 21 575 
Apr. I, 2002-Jun. 30, 2002 8% 21 575 
Jul. I. 2002-Sep. 30, 2002 8% 21 575 
Oct. I, 2002-Dec. 30, 2002 8% 21 575 
Jan. I. 2003-Mar, 31, 2003 7% 19 573 
Apr. I. 2003-Jun. 30, 2003 7% 19 573 
Jul. I, 2003-Sep. 30, 2003 7% 19 573 
Oct. I, 2003-Dec. 31, 2003 6% 17 571 
Jan. I. 2004-Mar, 31. 2004 6% 65 619 
Apr. I. 2004-Jun, 30. 2004 7% 67 621 
Jul. I. 2004-Sep, 30, 2004 6% 65 619 
Oct. I. 2004-Dec. 31, 2004 7% 67 621 
Jan. I. 2005-Mar. 31. 2005 7% 19 573 
Apr. I, 20OS-Jun, 30. 2005 8% 21 575 
Jul. 1. 2005-Sep. 30. 2005 8% 21 575 
Oct. 1. 2005-Dec. 31. 2005 9% 23 577 
Jan. I. 2006-Mar. 31. 2006 9% 23 577 
Apr. I. 2006-Jun. 30. 2006 9% 23 577 
Jul. I. 2006-Sep. 30, 2006 10% 25 579 
Oct. I. 2006-Dec. 31. 2006 10% 25 579 
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TABLE OF INTEREST RATES FOR CORPORATE 

OVERPAYMENTS EXCEEDING $10,000 

FROM JANUARY 1, 1995 - PRESENT 

1995-1 C.B. 
RATE TABLE PG 

Jan. 1, 1995-Mar. 31,1995 6.5% 18 572 
Apr. 1, 1995-Jun. 30, 1995 7.5% 20 574 
luI. 1, 1995-Sep. 30, 1995 6.5% 18 572 
Oct. 1, 1995-Dec. 31, 1995 6.5% 18 572 
Jan. I, 1996-Mar. 31, 1996 6.5% 66 620 
Apr. 1, 1996-lun. 30, 1996 5.5% 64 618 
Jul. 1, 1996-Sep. 30,1996 6.5% 66 620 
Oct. 1, 1996-Dec. 31, 1996 6.5% 66 620 
Jan.!, 1997-Mar. 31, 1997 6.5% 18 572 
Apr. 1, 1997-lun. 30, 1997 6.5% 18 572 
Jul. 1, 1997-Sep. 30, 1997 6.5% 18 572 
Oct. 1, 1997-Dec. 31, 1997 6.5% 18 572 
Jan. I, 1998-Mar. 31, 1998 6.5% 18 572 
Apr. I, 1998-lun. 30, 1998 5.5% 16 570 
Jul. 1, 1998-Sep. 30, 1998 5.5% 16 570 
Oct. 1, 1998-Dec. 31, 1998 5.5% 16 570 
Jan, 1, 1999-Mar. 31, 1999 4.5% 14 568 
Apr. 1, 1999-lun. 30, 1999 5.5% 16 570 
Jul. 1, 1999-Sep. 30, 1999 5.5% 16 570 
Oct. 1, 1999-Dec. 31, 1999 5.5% 16 570 
Jan. 1,2000-Mar. 31,2000 5.5% 64 618 
Apr. 1,2000-Jun. 30, 2000 6.5% 66 620 
Jul. 1,2000-Sep. 30,2000 6.5% 66 620 
Oct. 1,2000-Dec. 31,2000 6.5% 66 620 
Jan. 1, 200 I-Mar. 31,2001 6.5% 18 572 
Apr. 1, 2001-lun. 30,2001 5.5% 16 570 
Jul. 1,2001-Sep. 30,2001 4.5% 14 568 
Oct. \, 200l-Dec. 31,2001 4.5% 14 568 
Jan. 1, 2002-Mar. 31, 2002 3.5% 12 566 
Apr. 1, 2002-Jun. 30, 2002 3.5% 12 566 
Jul. 1, 2002-Sep. 30, 2002 3.5% 12 566 
Oct. I, 2002-Dec. 31, 2002 3.5% 12 566 
Jan. 1, 200l-Mar. 31, 2003 2.5% 10 564 
Apr. 1, 2003-1un. 30,2003 2.5% 10 564 
Jul. 1,2003-Sep. 30,2003 2.5% 10 564 
Oct. 1,2003-Dec. 31,2003 1.5% 8 562 
Jan. 1,2004-Mar. 31,2004 1.5% 56 610 
Apr. 1, 2004-Jun. 30,2004 2.5% 58 612 
Jul. 1, 2004-Sep. 30, 2004 1.5% 56 610 
Oct. 1, 2004-Dec. 31,2004 2.5% 58 612 
Jan. 1, 200S-Mar. 31,2005 2.5% 10 564 
Apr. 1,2005-lun. 30, 2005 3.5% 12 566 
Jul. 1,2005-Sep. 30,2005 3.5% 12 566 
Oct. 1,2005-Dec. 31,2005 4.5% 14 568 
Jan. 1, 2006-Mar. 31,2006 4.5% 14 568 
Apr. 1,2006-lun. 30,2006 4.5% 14 568 
Jul. 1,2006-Sep. 30, 2006 5.5% 16 570 
Oct. 1, 2006-Dec. 31, 2006 5.5% 16 570 
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Part III. Administrative, Procedural, and Miscellaneous 
GO Zone Bonus Depreciation 

Notice 2006-77 

SECTION I. PURPOSE 

This notice re-publishes Notice 
2006-67. 2006-33 I.R.B. 2'+8. to reflect 
the citations to the final regulations for the 
additional fiN year depreciation deduc
tion prmided by ~ 168(k) of the Internal 
Rewnue Code that are published in the 
Federal Register on August 31. 2006 (71 
FR :'i1727). Notice 2006-67 provided 
guidance with respect to the 50-percent 
additional first year depreciation deduc
tion provided by ~ 1400N(d) (GO Zone 
additional first year depreciation deduc
tion) for qualified Gulf Opportunity Zone 
property (GO Zone property). This notice 
provides that same guidance. 

SECTION 2. BACKGROUND AND GO 
ZONE PROPERTY 

.01 Section 1400N(d). added by section 
101 of the Gulf Opportunity Zone Act of 
200:'i. Pub. L No. IOY-135, 119 Stat. 
2577. generally allows a 50-percent ad
ditional first year depreciation deduction 
for GO Zone property. The GO Zone ad
ditional first year depreciation deduction 
is allowable in the taxable year in which 
the GO Zone property is placed in ser
vice hy the taxpayer. The computation 
of the allowable GO Zone additional first 
year depreciation deduction and the olh
erwi~e allowable depreciation deduction 
for GO Zone property is made in accor
dance with rules similar to the rules for 
:'ill-percent bonus depreciation property in 
* 1.16X(k)-l(d)(l)(i). (i)(iii), and (2) of 
the Income Tax Regulations. 

.02 GO Zone property is depreciable 
property that meets all of the following 
requirements: 

( I ) Property that IS de-
scrihed in * 168(k)(2)(A)(i) and 
* 1.16X( k)-\ (b)(::)( i). or property that is 
nonresidential real property (as defined 
in * 168(e)(2)(B)) or residential rental 
property (as defined in * 168(e)(2)(A)) 
and depreciated under * 168: 

(:2) Substantially all of the use of the 
property IS in the Gulf Opportunity (GO) 
lone (as defined in * I'+OOM( I)) and in 
the acti\e conduct of a trade or business 
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by the taxpayer in the GO Zone (for further 
guidance. see section 3 of this notice); 

(3) The original use of the property 
commences with the taxpayer in the 
GO Zone on or after August 28. 200:'i. 
For purposes of this section 2.02(3). 
rules similar to the original use rules 
in ~ 1.168(k)-I(b)O) apply. In addition. 
used property will satisfy the original use 
requirement so long as the property has 
not been previously used within the GO 
Zone; 

(4) The property is acquired by the tax
payer by purchase (as defined in § 179(d) 
and § 1.179-4( c) on or after August 
28. 2005. but only if no written bind
ing contract for the acquisition of the 
property was in effect before August 
28, 2005. For purposes of this section 
2.02(4), the rules in § 1.168(k)-I(b)(4)(ii) 
(binding contract). rules similar to 
the rules in § 168(k)(2)(E)(i) and 
§ I. I 68(k)-l(b)(4)(iii) (self-con
structed property). and rules similar 
to the rules in § 168(k)(2)(E)(iv) and 
§ 1.168(k)-I(b)(4)(iv) (disqualified trans
actions) apply: and 

(5) The property is placed in service by 
the taxpayer on or before December 31. 
2007 (December 31, 2008. in the case of 
qualified nonresidential real property and 
residential rental property). 

.03 Depreciable property is not eligible 
for the GO Zone additional first year de
preciation deduction if: 

(I) The property IS de-
scribed m § 168(k)(2)(D)(i) and 
* 1.168(k)-I(b)(2)(ii)(A)(2); 

(2) The property is described m 

* I 68(f); 
(3) Any portion of the property is fi

nanced with the proceeds of any ohligation 
the interest on which is tax-exempt under 

* 103; 
(4) The propel1y is a qualified revital

ization building (as defined in § 1400l(b» 
for which the taxpayer has made an elec
tion under * 1400l(a)( I) or (a)(2) in ac
cordance with section 7 of Rev. Proc. 
2003-38.2003-1 C.B. 1017; 

(5) The property is included in any class 
of property for which the taxpayer elects 
not to deduct the GO Zone additional first 
year depreciation (for further guidance, see 
section .+ of this notice); 

(6) The property IS described in 
§ 1400N(p)(3) (for further guidance. see 
section 5 of this notice); 

(7) The property is placed in service 
and disposed of during the same taxable 
year. However. rules similar to the rules 
in * 1.168(k)-1 (n(l )(ii) and (iii) (tech
nical termination of a partnership under 
§ 708(b)( I )( B) or transactions described in 
§ l68(i)(7» apply; or 

(8) The property is con verted from busi
ness or income-producing use to personal 
use in the same taxable year in which the 
property is placed in service by a taxpayer. 

.04 The counties and parishes in Al
abama. Louisiana, and Mississippi that 
comprise the GO Zone are listed on page 2 
of IRS Publication 4492, Information for 

Taxpayers Affected by Hurricanes Katrina, 

Rita, and Wilma, under Gulf Opportunity 
(GO) Zone (Core Disaster Area). 

.05 If depreciable property is not GO 
Zone property in the taxable year in which 
the property is placed in service by the tax
payer. the GO Zone additional first year 
depreciation deduction is not allowable for 
the property even if a change in use of the 
property subsequent to the placed-in-ser
vice year of the property results in the 
property being GO Zone property. See 
§ 1.168(k)-I(f)(6)(iv)(8). 

.06 Limitation provisions of the Code 
(for example, §§ 465,469, and 704(d)) ap
ply and may limit the amount of the GO 
Zone additional first year depreciation de
duction that may be claimed by a taxpayer 
subject to such a provision. 

SECTION 3. SUBSTANTIALLY 
ALL AND ACTIVE CONDUCT 
REQUIREMENTS UNDER 
§ 1400N(d)(2)(A)(ii) 

.0 I Substantially All Requirement. 
Each depreciable property will meet the 
requirements of § 1400N(d)(2)(A)(ii) if 
substantially all of the use of the property 
is in the GO Zone and in the active conduct 
of a trade of business by the taxpayer in 
the GO Zone. For this purpose, the tenn 
"substantially all" means 80 percent or 
more during each taxable year. If greater 
than 20 percent of the use of the property 
either is outside the counties and parishes 
designated as being part of the GO Zone 
or is not in the active conduct of a trade or 



business by the taxpayer in the GO Zone, 
then the property is not GO Zone property 
and is not eligible for the GO Zone addi
tional first year depreciation deduction. 

The following example illustrates the 
provisions of this section 3.0 I and section 
2.05 of this notice. 

Example. A. a calendar-year taxpayer. owns and 
operates a furniture store in the GO Zone. In De
cember 2006. A purchases a new delivery tru~k and 
places it in service for usc in A' s bu,inc,s. The de
livery uuck is used less than 80 percent in the GO 
Zone in 2006 and is lIsed 80 percent or more in the 
GO Zone in 2007 and 2OU~ Because the delivery 

truck does not meet the substantially all requirement 
described in this section 3.0 I in its placed-in-servi~e 
year (2006). the truck is not GO Zone property. Thus. 
the truck does not qualify for the GO Zone additional 
first year depreciation deduction. regardless of the 
fact that substantially all of the use of the truck is in 
the GO Zone in 2007 and 2008. 

.02 Active Conduct of a Trade or Busi
ness Requirement. 

(1) Trade or business definition. For 
purposes of § 1400N(d)(2)(A)(ii), the term 
"trade or business" has the same meaning 
as in § 162 and the regulations thereunder. 
Thus, property held merely for the produc
tion of income or used in an activity not en
gaged in for profit (as described in ~ 183) 
does not qualify for the GO Zone addi
tional first year depreciation deduction. 

(2) Active conduct. Solely for purposes 
of § 1400N(d)(2)(A)(ii), the determination 
of whether a trade or business is actively 
conducted by the taxpayer is to be made 
based on all of the facts and circumstances. 
A taxpayer generally is considered to ac
tively conduct a trade or business if the 
taxpayer meaningfully participates in the 
management or operations of the trade or 
business. Furthermore, for purposes of 
§ l400N(d)(2)(A)(ii), a partner, member, 
or shareholder of a partnership, limited li
ability company, or S corporation, respec
tively, is considered to actively conduct a 
trade or business of the partnership, lim
ited liability company, or S corporation if 
the partnership, limited liability company, 
or S corporation meaningfully participates 
(through the activities performed by itself, 
or by others on behalf of the partnership, 
limited liability company, or S corpora
tion, respectively) in the management or 
operations of the trade or business. Sim
ilar rules apply to other pass-thru entities 
such as trusts or estates. 

(3) Examples. The following examples 
illustrate the provisions of section 3.02 of 
this notice. 

(a) Example 1. During 2006. MNO. a limIted li
ahility company. com,trull, and place ... in ;,ervice a 

new apartment building in the GO Zone. MNU IS 

treated as a partnership for federal tax purpose,. B. 

a member in MNO. manage, and operates this apart
ment building for MNO. Because B mar,agc; and op
erates the apartment building for MNO. MNO mean

ingfully partiCIpate, 111 the management and opera

tions of the apartment building. Come~uently. all of 
the use of the apaI1ment building i.s in Ihe GO Zone 

and in the active conduct of a trade or husiness by 
MNO in the GO Zone. Accordingly. the unadjusted 
depreciable basis (as defined in ~ I 16Rlb)-lT(a)(3») 

of the apartment building qualifies for the GO Zone 
additional first year depreciation deduction (a>5um
ing all other requirements arc mct). However. lim
itation provisions of the Code (for example. § 469) 

apply and may limit the amount of the GO Zone ad
ditional first year depreCiation deduclion Ihat may be 
~laimed by the members of MNO. 

(b) E.wmpie 2. During 2006, C. an individual. 
places in service a new restaurant in the GO Zone and 
employs n to operate it During ::'0()6. C periodically 
met with D to review operatiom relating to the restau
rant. C ahll approved the rc ... taurant· s budget for 2006 

that was prepared by D. D performs all the necessary 
operating function;. including hiring chefs. acquiring 
the necessary f(lod and re~taurant supplies. and writ
mg the che~ks to pay all bills and the chef .... salaries. 
Baled on these facts and circumstances. C meaning
fully participates in the management of the restau
rant. Consequently. all of the use of the restaurant 

IS in the GO Zone and in the acti ve conduct of a trade 
or bUline'» by C in the GO Zone. Accordingly. the 
unadjusted depreCiable basis of the restaurant quali
fies for the GO Zone additional first year depreciation 
deduction (assuming all other requirements are met). 

However. limitation prOVisions of the Code (tor ex
ample. 9 469) apply and may limit the amount of the 
GO Zone additional first year depreciJlion deduction 
that may be claimed by C. 

(c) Erample 3. During 2006. PRS. a partnership. 
constructs and places in service a new small commer

cial building in the GO Zone and leases it to E. an 
unrelated party. who uses the building as a fast food 
restaurant. This building is the only property owned 
by PRS. The lease agreement between PRS and E is a 
triple net lease under which E is resronsihle I'm all of 

the costs relating to the building (for example. paying 
all ta.\es, insurance. and maintenance expemes) in ad
dition to paying rent. Because of the triple net lease. 
PRS does not meaningfully participate in the manage
ment or operations of the building and the building is 
not used in the active conduct of a trade or bu ... tness 
by PRS in the GO Zooe. Accordingly, the building 
does not qualify for the GO Zone additional first year 
depreciation deduction. 

(d) Example 4. Same iacb as Exwnple 3. ex
cept that PRS. during 2006, con,tructs and places in 
service two other new commercial buildmg.s in the 

GO Zone and leases these buildings to F. an unrc
lated party, who uses the two other bUlldings as office 

space. The lease agreement between PRS and F is not 

a triple net lease. G, a partner in PRS. manages and 
operates the two office buildings for PRS. Because 

G manages and operates the two office buildings for 
PRS, PRS meaningfully participate, in the manage

ment and operations atthe two office building'> Con

sequently, these two office huildmgs are used m the 

active conduct of a trade or husine\S by PRS in the GO 

Zone Accordingly the tolal Iln;l(ij'hlc'd depreCiahle 

ha'>ls of the two otflce butldIngs leaseJ to f qUJII
fies for the GO Zone aJJitional fiN) ear deprecia
tion deduuiuli (a"uming all other rCljuirements are 
met). HOl'.cver.limitation prell isions "fthe Code (for 
example. ~ 469) apply and may limit the amount ot 

the GO Zone additional f,r,t year ciepreCl<1lIOn deduc

tion that may be claimed by the partners (It· PRS with 
respect 10 the two building, leased (0 F Further. he
causc the requlremcnts of ~ I-IOO1\(dJ( 2)( A Hii I aprly 
on a property·by-property ha,i, thc huildin~ leascd 
til E dnes not qualIfy tor the GO Zone additional first 

year depreciation deduction. J, provided in Exwllpie 

3. 

SECTION 4. ELECTION NOT TO 
DEDUCT GO ZONE ADDITIONAL 
FIRST YEAR DEPRECIATION 

.01 In General. Pursuant to 
~ 1400N(d)(2)(B)(iv), a taxpayer may 
make an election not to deduct the GO 
Zone additional first year depreciation for 
any class of property that is GO Zone prop
erty placed in service during the taxable 
year. If a taxpayer makes this election, 
then the election applies to all GO Zone 
property that is in the same class of prop
erty and placed in service in the same 
taxable year, and no additional first year 
depreciation deduction is allowable for the 
class of property. In addition, the depreci
ation adjustments under § 56 apply to that 
property for purposes of computing the 
taxpayer's alternative minimum taxable 
income. The election not to deduct the 
GO Zone additional first year depreciation 
is made by each person owning GO Zone 
property (for example, for each member 
of a consolidated group by the common 
parent of the group, by the partnership, or 
by the S corporation). 

.02 Definition of Class oj Property. 
For purposes of the election under 
§ 1400N(d)(2)(B)(iv) not to deduct the 
GO Zone additional first year deprecia
tion, the tenn "class of propeny" means: 

(I) Except for the property described 
in this section 4'()2(2). (3), (4). (5), and 
(6), each class of property described in 
§ l68(e) (for example, 5-year property); 

(2) Water utility property as deflt1cd in 
§ 168(e)(5) and depreciated under § 168; 

(3) Computer software as defined in, 
and depreciated under. § Hi7(f)(l1 and the 
regulations thereunder: 

(4) Qualified leasehold improvement 
property as defined In § 168(k)(3) and 
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~ I. 16X( k )-1 (i.:) and depreciated under 
~ loS: 

(:I) Nonre~idential real prupert) a~ de
fined In ~ I oSI e)( 2)1 B) and deplwiated un
der ~ loS: or 

(hi Re~llknti,d rented propert) ,h de
fined in ~ IhXlc)(2)IAI and depreciated 
under ~ I hs. 

.()~ Tilll£' (/1/(1\!/Il1l1l'1" 0/ AIi{~illg rhe 

fleetioll. 

( I) III gCllcw/. An ekctlon not to 
dedul·t the C,O lone additional first year 
depre~'lati()n fllr ,1I1y c\a~~ of property that 
i.., GO lImL' property placed in ~el"\ice 

durin~ the taxahk ) car mu~t he made hy 
the dUL' date (inl'l uding exten~ions) of the 
federal income tax return for the taxahk 
year in which the GO Zone property i, 
placed in sen ice hy the taxpayer. The 
election mu~t be made in the manner pre
"crihed on Form 4502. De{i/"{!ciatioll Will 

..\lIIoui:({tioll. and its instructions. 
If a taxpayer files its 200.+ or 200'i fed

eral income tax return on or after Septem
her I). 2000. then the tax.payer mu,t 1'01-
\1m the instruction~ for the 2()05 Form 
.+5h2 (Rev. January 20(6) for the manner 
for making the election not to deduct the 
GO Zone additional first year depreciation 
for any class of property that is GO Zone 
property placed in ~crv ice by the tax.payer 
on or after August 2s, 2005, during the tax
payer's taxahk year heginning in 2004 or 
2005 (2004 or 2005 taxahle year). If a tax
payer files ih 2004 or 2005 federal income 
tax return hefore September 1),2000, then 
,ee section 4.m(2) of this nutice for the 
procedures for making the election not to 
deduct the GO 7.one addItIonal first year 
depreciation for any class of property that 
is GO Zone property placed in service hy 
the taxpayer on or after August 2X, 2005, 
during the taxpayer's 2()04llr 2005 taxabk 
\ear. 

12) SIJcciu/ m/I's liJl" 2()O-l III 2(}(}5 {['d

ew/ II/COIlIC tu.\ rcrllmji/ed he/orc SCIJrelll
h('l 13. 2 (JOo. 

(al III gellem/. If a taxpayer file~ its 
200-1 or 2005 federal income tax return be
furl' Septemoer I). 2()06, then the taxpayer 
ha~ made the ekction not to deduct the GO 
Zuni.' ~ldditlOnal fiN year deprecIation fm 
a class or prnpert~ that i~ GO Zone prop
ert~ placed In ~en ice hy the t,l\pa) er on 
l)r after :\ugu~t 2X. 20():'i. during the tax
pa~ cr" ~ 200-1 or 20():'i taxahle ) eaL if the 
taxpa\ el': 
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(I) made the electIOn WIthin the time 
pre~nihed in \eL'lion 4.rn( I) of this no

tice and In the manner pre\nihed in the 
in~truL"til)n\ for tht' 2005 Form 4)02 (Re\". 
L1I111ar~ 2()06) (that is. attach a statement 
to the ta\p~lyer'~ timely tiled return (in
cluding e\ tension~) IIldicating the class of 
property for which the taxpayer is making 
the election and that. for slIch cla\\ of prop
erly, the taxpayer is electing 110t to claim 
the GO Zone additional first year depreci
ation deduction): or 

(ii) madt' the deemed ekction provided 
for in \ection '+O)(2)(h) of this notict'. 

(h) Dcell/cd elecrioll. If section 
-Un(2)(a)(i) of this notice does not ap
ply, a taxpayer that fi les its 2004 or 2005 
federal income tax return before Septem
ber 1\ 2000, will he treated as having 
made the election not to deduct the GO 
Zone additional first year depreciation 
for a class of property that is GO Zone 
property placed in service by the taxpayer 
on or after August 28, 20m, during the 
taxpayer's 2004 or 2005 taxable year. if 
the taxpayer: 

(i) on that return, did not claim the GO 
Zone additional first year depreciation de
duction for that class of property hut did 
claim depreciation: and 

(ii) does not file an amended federal tax 
return for the taxpayer's 2004 or 2005 tax
able year on or hefore Fehruary 14, 2007, 
or a Form 3115. Appliwtioll .fin' Challgl' 

ill A CCII II II Illig Merhod, with the taxpayer's 
federal tax return for the taxpayer's next 
sllcceeding taxable year. to claim the GO 
Zone additional first year depreciation de
duction for that class of property. 

If a Form) 115 is filed under section 
-I.m( 2)( b)( ii) of this notice, the Form) 115 
must he filed in accordance with the au
tomatic change in method of accounting 
pm\'isions of Rev. Proc. 2002-9,2002-1 
e.B. )27, as Illodified and clarified by An
nouncement 2002-17, 20()2-1 e.B. 561, 
modified and amplified by Rev. Proc. 
2002-llJ, 2()()2- I e.B. 096, and ampli
fied, clarified. and modified by Rev. Proc. 
2()()2-54. 2002-2 e.B 4)2, or any suc
ces .... or. The change in method of account
ing from filing the Form ) 115 results in 
a ~ 4s I (a) adjuqmenl. Further. the scupe 
Iilllitation, in ,ectiun .t.02 of Rev. Proc. 
2002-l) du not apply. \1uremer. fur pur
poses of ,ection 6.02(.+ I( a I of Rev. Proc. 
2002-l). the taxpayer should include on 
line 1 a of the Fonn) 115 the designated au-

tomatic accounting method change num
her "104'". 

Section U46-1 (e)(3 l(ii) authorizes the 
Commissioner of Internal Revenue to pre
scribe administrative procedures setting 
forth the limitations, terms, and conditions 
deemed necessary to permit a taxpayer to 
obtain consent to change a method of ac
counting. In addition, section 2'{)4 of Rev. 
Proc. 2002-9 prmides that ullless specif
ically authori/ed by the Commissioner, 
a ta.xpayer may not request, or otherwise 
make, a retroactive change in method 
of accounting, regardless of whether the 
change is from a permissible or an imper
missible method. Sec gellerul/I" Rev. Rul. 
90-38, 1990-1 e.B. 57. 

.04 R{'I'ocatioll. An election not to 
deduct the GO Zone additional first year 
depreciation for a class of property that 
is GO Zone property is revocable only 
with the prior written consent of the Com
missioner. To seek the Commissioner's 
consent, the taxpayer must submit a re
quest for a letter ruling in accordance with 
the provisions of Rev. Proc. 2006-1. 
2006-1 I.R. B. 1 (or any successor). 

.05 F(/ilure to Make Electioll Not to 
Deduct GO ZOIlC Additiollal First Year De
preciatioll. If a taxpayer does not make the 
election described in section 4.01 of this 
notice within the time and in the manner 
prescribed in section 4.03 of this notice, 
the amount of depreciation allowahle for 
that property under ~ 167(0(1) or under 
~ 168, as applicahle, must be determined 
for the placed-in-service year and for all 
subsequent taxahle years by taking into ac
count the GO Zone additional first year de
preciation deduction. Thus, the election 
not to deduct the GO Zone additional first 
year depreciation cannot be made by the 
taxpayer in any other manner (for example, 
through a request under § 446(e) to change 
the taxpayer's method of accounting). 

SECTION 5. CERTAIN PROPERTY 
I\OT ELIGIBLE FOR THE GO 
ZONE ADDITIONAL FIRST YEAR 
DEPRECIATION DEDUCTION 

.01 In General. Section l400N(p)(l) 
disallows the GO Zone additional first year 
depreciation deduction for any property 
de~cribed in § 1400N(p)(3). Pursuant to 
~ 1400N(p)(3)(A), such property includes: 

( 1) any property used in connection 
with any private or commercial golf 



course, massage parlor, hot tub facility, 
suntan facility, or any store the principal 
business of which is the sale of alcoholic 
beverages for consumption off premises 
("prohibited activities"); or 

(2) any gambling or animal racing prop

erty . 
. 02 Prohibited Activities. 
(1) Real property used for both a pro

hibited activity and a non-prohibited ac
tiviry. Solely for purposes of § 1400N(d), 
the portion of any real property (deter
mined by square tootage) that is dedicated 
(0 any prohibited activity described in sec
tion 5.01(1) of this notice is not eligible for 
the GO Zone additional first year depreci
ation deduction. If real property is used 
for both a prohibited activity and an ac
tivity not described in section 5.01(1) of 
this notice, the portion of the real property 
(determined by square footage) that is not 
dedicated to the prohibited activity is eli
gible for the GO Zone additional first year 
depreciation deduction (assuming all other 
requirements under § 1400N(d) are met). 
For example, the GO Zone additional first 
year depreciation deduction for a shopping 
center that has both a suntan salon and 
businesses not described in section 5.01 (I) 

of this notice (and that otherwise qualifies 
for the GO Zone additional first year de
preciation deduction under § l400N(d)), is 
determined without regard te the portion 
of the shopping center's unadjusted depre
ciable basis that bears the same percentage 
to the total unadjusted depreciable basis as 
the percentage of square footage dedicated 
to the prohibited activity (that is, the sun
tan salon) bears to the total square footage 
of the shopping center. 

(2) Trade or business activity that de
rives a small percentage of gross receipts 
from certain prohibited activities. 

(a) De minimis rule. Solely for pur
poses of § 1400N(p )(3)(A)(i), a taxpayer's 
trade or business activity that has less than 
10 percent of its total gross receipts de
rived from massages, tanning services, or 
a hot tub facility is not treated as, respec
tively, a massage parlor, a suntan facility, 
or a hot tub facility. Such trade or business 
activity may include, for example, a physi
cal therapy office or a beauty/day spa salon 
if its gross receipts derived from massages, 
suntanning, and hot tub facilities are less 
than 10 percent of its total gross receipts. 
In detennining whether this less than 10 
percent test is satisfied, only gross receipts 

from the taxpayer's trade or business ac
tivity that includes the massages, tanning 
services, or hot tub facility are taken into 
account. Further, if a taxpayer is a member 
of a consolidated group, only the gross re
ceipts of the taxpayer (and not the consoli
dated group) are taken into account. Also, 
if the taxpayer is a partnership, S corpo
ration, or other pass-thru entity, only the 
gross receipts of the pass-thru entity (and 
not the owners of the pass-thru entity) are 
taken into account. 

(b) Definition of gross receipts. For 
purposes of this section 5.02(2), the term 
"gross receipts" means the taxpayer's re
ceipts for the taxable year that are rec
ognized under the taxpayer's methods of 
accounting used for federal income tax 
purposes for the taxable year. For this 
purpose, gross receipts include total sales 
(net of returns and allowances) and all 
amounts received for services. In addition, 
gross receipts include any income from in
vestments, and from incidental or outside 
sources. For example, gross receipts in
clude interest (including original issue dis
count and tax-exempt interest within the 
meaning of § 103), dividends, rents, roy
alties, and annuities, regardless of whether 
the amounts are derived in the ordinary 
course of the taxpayer's trade or business. 
Gross receipts are not reduced by cost of 
goods sold or by the cost of property sold if 
such property is described in § 1221( a)(1), 
(3), (4), or (5). With respect to sales of 
capital assets as defined in § 1221, or sales 
of property described in § 1221(a)(2) (re
lating to property used in a trade or busi
ness), gross receipts are reduced by the 
taxpayer's adjusted basis in such property. 
Gross receipts do not include the amounts 
received in repayment of a loan or simi
lar instrument (for example, a repayment 
of the principal amount of a loan held by 
a commercial lender). Finally, gross re
ceipts do not include amounts received by 
the taxpayer with respect to sales tax or 
other similar state and local taxes if, un
der the applicable state or local law, the tax 
is legally imposed on the purchaser of the 
good or service and the taxpayer merely 
collects and remits the tax to the taxing au
thority. If, in contrast, the tax is imposed 
on the tax.payer under the applicable law, 
then gross receipts include the amounts re
ceived that are allocable to the payment of 
such tax. 

.03 GamblinR or Animal RacinR Prop
erty. 

(I) In general. Section 1400N(p) 
(3)(B)(i) defines the term "gambling or 
animal racing property" as meaning: 

(a) any equipment, furniture, software, 
or other property used directly in connec
tion with gambling, the racing of animals, 
or the on-site viewing of such racing; and 

(b) the portion of any real property (de
termined by square footage) that is dedi
cated to gambling, the racing of animals, or 
the on-site viewing of such racing. How
ever, pursuant to § 1400N(p)(3)(B)(ii), if 
the portion of the real property dedicated 
to gambling, the racing of animals, or the 
on-site viewing of such racing is less than 
100 square feet, then that portion is not 
gambling or animal racing property. For 
example, no apportionment is required un
der this 1 OO-square-foot de minimis rule in 
the case of a retail store that sells lottery 
tickets in a less than 100 square foot area. 

(2) Real property not dedicated to gam
bling or animal racing. Real property that 
is not dedicated to gambling, the racing of 
animals, or the on-site viewing of such rac
ing but is attached to such gaming facilities 
is eligible for the GO Zone additional first 
year depreciation deduction (assuming all 
other requirements under § 1400N(d) are 
met). Such property may include, for ex
ample, hotels, restaurants, and parking lots 
of gaming facilities. For example, the GO 
Zone additional first year depreciation de
duction for a bUIlding that IS used as both a 
casino and a hotel (and that otherwise qual
ifies for the GO Zone additional first year 
depreciation deduction under § 1400N(d)), 
is determined without regard to the por
tion of the building's unadjusted deprecia
ble basis that bears the same percentage 
to the total unadjusted depreciable basis as 
the percentage of square footage dedicated 
to gambling (that is, the casino floor) bears 
to the total square footage of the building. 

SECTION 6. RECAPTURE RCLES 
UNDER § l400N(d)(5) 

.01 In General. Section 1400N(d)(5) 
provides that for purposes of § 1400N(d), 
rules similar to the recapture rules under 
§ 179(d)(lO) and § 1.179-I(e) apply with 
respect to any GO Zone property that 
ceases to be GO Zone property. 

.02 Application. If GO Zone property is 
no longer GO Zone property in the hands 
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of the S<lme taxpayer at an) time before 
the end of the GO Zone proper!) " rl'C()\

ery period JS determ I ned under ~ 167 (fl( I I 
or ~ 168. as ap[llicable. then the tax[la)er 
must recapture in thc taxabk :- ear 1\1 \\ hld1 
the GO Zone pro[lerty IS no lonfer GO 
Zone property (the recapture year) the ben
efit deri\'ed from claiming the GO Zone 
additional fiht year deprl'l'iation deduc
tion fur ,ud1 pro[lerty, The benefit deriwd 
fromciaimlllg the GO Zone additional first 
year depreciation deduction for the prop
l'rty is equal tll the exces, of the total de
preciation claimed (including the GO Zone 
additional first year depreciation deduc
tion) for the pro[lerty for the taxable years 
before the recapture year over the total de
preciation that would haw been allowable 
for the taxable years before the recapture 
year as a deduction LInder ~ 167(1')(1) or 
~ 16X. as applicable. had the GO Zone ad
ditional first year depreciation deduction 
not been claimed (regardless of whether 
such excess reduced the taxpayer's tax li
ability). The amount to be recaptured is 
treated as ordinary income for the recap
ture year. For the recapture year and sub
sequent taxable years, the taxpayer's de
ductions under ~ 167(f)( I ) or ~ 168, as ap
plicable. are determined as if no GO Zone 
additional first year depreciation deduc
tion was claimed with respect to thc prop
erty, If. subsequent to the rccapture year, 
a changc in the use of the property results 
in the property again being GO Zone prop
erty. then the GO Zone additional first year 
depreciation deduction is not allowable for 
the property. 

.(U r:X(//IlIJics. The following examples 
illustrate the provisions of this section h. 

(al F\(IIIIIJil' I. fl. a calemlar·ycal ta'l'a)CI. own, 
and opn,,\c, J I'urniturc ,to"l' in thl' (;0 Zonc, In Dc

cl'lllhl'l 211(1(). fI purcila\c\ a Ill'll dclilny (luck 1'01 
",:iIl.OOO and plan" it in 'IT\ il'c 1'01 U'C ill H', hu,i
Ill'" For ~1l()I1, (1m dcli\'l'IY truck i, (;0 ZOlle prop
crlV and i, .'i-vc"l propL'lty unde, ~ I(,X(.:). H deprc

,'",(C' ,1\ .'i-Yl'''1 plopcrty pIa,'cd in ,cn iec ill 2()Oh 
l",n!,' (hl' "P('OIl"llkpIl'CI"('On t~,hk (h"t c,'rrl"pilllll, 
\\ lIh thl' !2cncr,'[ dq)rl'c,at,oll .'\ ,lL'lll. (h,' 2()O-plTccnt 

Jc,'I""Il~ h,d'"1l'l' mc(hod, a :;-Yl'"r Icnl\ "Iy peliod, 
"nc! thl' h,lil-;' c"r con\ entioll. nlllin~ 2()07. thl' deli\,
en truck" ll,cd Ie" th"ll ~O pCI,'cnt '"the (,0 IOlle. 

(, I 1'01 200h. H " all"ll l'd (hc (,0 Zone add,
t,,'nal fil\[ y e,'1 lkpICC"'tl<l1l dcdlld,,,n of S2:i.1I110 tOI 

the del"l'll tluck (lln"dI1"iL'd dcplcclahle ha\l' of 
":iO.OOO nwllipllcd 11;. .'iO!. In "dd,(i()n. H', lkprcc,
,,(ion deducl,oll alll'll ahle in ~()()() for Ih,' r,'mainlll~ 
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Old 11"tc'd del" l'C' "hie h,,,,, llf ';'2:; .0(\0 for the lk li\ l'rI 

trulk (the un;,dlu,led dcpIl'L'lahle ha,i, llf :):;O.O()() Il'

du,'l'd h) (he (,0 lone add,(,ol1,,1 f'l,t \eal lkprec,

,,(I\'n lkdlld,,,n "I' '.\2 'i,1l0()) ,,';''i.O()() (tIll' Il'lll"illlng 

"dlll'ic'd ,k'prl'l,,,hle ha,,' of C;;2'i.!i()(1 llluli'l,licd h\ 

(Ill' ,III11U,,1 dq'[ccl:lIi')1l rate ,)1' .20 f,'r rl'Cll\el) \car 

II lhll" fl', depreC"'(1l1l1 deduLli'lI1 ,,11"'\:lble III 

2()()() for till' dd" cr) truL'k totab S_'U,OOO. 

(,il Fllr 21107. hl'L'aU\C thc deli\cry truck d,le\ not 

llll'l·t the ,uh,\,II10,III) ,III ICl["'lcnlL'n( dl",Tlhcd III 

,,'l'(lon ,()I 01 Ihl' n()I"·l'. Ihl' lkli\lT\ (ruck i, Illl 

1(l11~L'f (j() Z,1l1e plopcrtl, Accoldingh. for 20()7. H 
lllu,t ICl'aptllle ~"oldlllal) "KOIllC S,2Il,()O() (S30.()()() 

dCpICC'~'ll0n ,Ialillcd hy fl 1'01 thc (rud hL'lore 2(l07 

k" the ';'IO.()OO depIL'cia(ion that "ould ha\c hccl1 
,dlo" "hk 1'01 (hc tlul'k hcf,n'e 2()()7 had the' GO lOlle 

"ddi(iollal fir\1 yeal lkprl'CI,lIioll dcliuL'lioll Iwt hcell 
,L,illled (unadJustcd depleciahle ha,i\ of $:'iO.()()() 

multiplicd hI thc Cllllllllatilc ~1Il11u,'I,kpre,iation rate 
,)1 ,~O h,'lore 2()()7)!, In addltioll. H', depleciatioll 

deduction "lluwable III 2007 for thc dcllvcry truck 

" S I h.OOO ill1l"djll'(ed lkpleciahk ha", of ~5().()()() 
mulliplied hy the allnual deprcciation la(c of )2 tOI 

ICCOWIY ycar 21 (determined "\ if no GO Zone addi
lional fiN year deprcClation deduction was claimed 

tor the truck ,. 

(h) EWlI1l'il'.?, Same tach as in FWJJlI'/1' I. CA

cept Ihat during 2()()~. the deli\cry truck i\ used ~O 

plTlTnl or lllllie in the GO Zone. The GO Zone addi
tioml fiN yeal deprecialion d,'ductHl11 is IlO( allow

ahle for Ihe deli\'ery truck even though the truck i\ 

GO Zone property in the hands of H in 20()~. Thus. 

for 200X. H', depreria(lon dcduction a!lll\\"hle 111 
2()OK I'm the dell\cIY truc~ i, $LJ,60() (unadju,tcd dc

preciahle ha,i, of $50.0()(} mul(iplied hy Ihe ~lllnual 

depreciation rate of I lCO for renncl,)' ) ear 3) (dcter
mincd a\ if no GO Zonc addi(ionall'ir\t ycar depreci

at,on deduL'tlon IVa, claimed flll the truck!. 

SECTION 7. EFFECT ON OTHER 
DOCUMENTS 

.01 Notice 2006-fl7. 2006-33 I.R.B. 
2-lX. is modified and superseded. 

.02 Rev. Pmc. 2002-9 is modified and 
amplified to include the automatic change 
in method of accounting provideu under 
section -l03(2)(b) of this notice in sec
tion 2 of the APPENDIX of Rev. Proc. 
2002-9. 

SECTION X DRAFTING 
INFORl'vlATION 

The principal author of this notice is 
Douglas H. Kim of the Office of Associate 
ChiefCuunsel (Passthroughs & Special In
dustries 1. For further information regard
ing this notice. contact Mr. Kim at (202) 
fl22-3110 (not a toll-free call). 

Weighted Average Interest 
Rate Update 

Notice 2006-80 

This notice pmvides guidance as to th~ 
corporate bond weight~d average interest 
rate and the permissible range of interest 
rate~ specified under * -l12(b)(5)(B)(ii)(1I) 
of the Internal Reyenue Code. In addi
tion. it provides guidance as to the interest 
rate on 30-year Treasury securities under 
* -l17(e)(J)(A)(ii)(II). 

CORPORATE BOND WEIGHTED 
AVERAGE INTEREST RATE 

Sections 412(b)(5)(B)(ii) and 412(\)(7) 
(CHi), as amended by the Pension Funding 
Equity Act of 2004 and by the Pension Pro
tection Act of 2006. provide that the inter
est rates used to calculate current liability 
and to determine the required contribution 
under § 412(1) for plan years beginning in 
200-l through 2007 must be within a per
missible range based on the weighted av
erage of the rates of interest on amounts 
invested conservatively in long term in
vestment grade corporate bonds during the 
4-year period ending on the last day before 
the beginning of the plan year. 

Notice 2004-34, 2004-1 C.B. 848. pro
vides guidelines for determining the CO[

porate bond weighted average interest rate 
and the resulting permissible range of in
terest rates used to calculate current liabil
ity. That notice establishes that the corpo
rate bond weighted average is based on the 
monthly composite corporate bond rate de
ri vcd from designated corporate bond in
dices. The methodology for determining 
the monthly composite corporate bond rate 
as set forth in Notice 2004-34 continues to 
apply in determining that rate. See Notice 
2006-75,2006-36 I.R.B. 366. 

The composite corporate bond rate for 
August 2006 is 6.11 percent. Pursuant 
to Notice 2004-34. the Service has de
termined this rate as the average of the 
monthly yields for the included corporate 
bond indices for that month. 

The following corporate bond weighted 
average interest rate was determined for 
plan years beginning in the month shown 
below. 



Month 

September 

For Plan Years 
Beginning in: 

3D-YEAR TREASURY SECURITIES 
INTEREST RATE 

Section 417(e)(3)(A)(ii)(II) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)(l) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for August 2006 is 5.00 percent. 
The Service has determined this rate as the 
monthly average of the daily determina
tion of yield on the 30-year Treasury bond 
maturing in February 2036. 

Drafting Information 

The principal authors of this notice are 
Paul Stem and Tony Montanaro ofthe Em
ployee Plans, Tax Exempt and Govern
ment Entities Division. For further infor
mation regarding this notice, please con
tact the Employee Plans' taxpayer assis
tance telephone service at 877-829-5500 
(a toll-free number), between the hours of 
8:00 a.m. and 6:30 p.m. Eastern time, 
Monday through Friday. Mr. Stem may be 
reached at 202-283-9703. Mr. Montanaro 
may be reached at 202-283-9714. The 
telephone numbers in the preceding sen
tences are not toll-free. 

Year 

2006 

Corporate 
Bond 

Weighted 
Average 

5.78 

Elections Under § 355(b)(3)(C) 

Notice 2006-81 

This notice provides guidance for mak
ing an election under § 355(b)(3)(C) of the 
Internal Revenue Code. 

BACKGROUND 

Section 355(b )(3) was enacted on May 
17, 2006. as part of the Tax Increase Pre
vention and Reconciliation Act of 2005, 
Pub. L. No. 109-222, 120 Stal. 348. Sec
tion 355(b)( I) generally provides, in part, 
that § 355(a) only applies to transactions 
in which both the distributing corporation 
and the controlled corporation are engaged 
in the active conduct of a trade or business 
immediately after the distribution. Section 
355(b)(2) generally provides, in part, that, 
for purposes of § 355(b)( I), a corporation 
shall be treated as engaged in the active 
conduct of a trade or business if and only 
if such corporation is engaged in the active 
conduct of a trade or business, or if sub
stantially all of its assets consIst of stock 
and securities of a corporation controlled 
by it (immediately after the distribution) 
that is so engaged (the latter phrase here
inafter referred to as the "Holding Com
pany Test"). 

New § 355(b)(3)(A) generally pro
vides that, for distributions made after 
May 17, 2006, and on or before De
cember 31, 20 I 0, a corporation shall be 
treated as meeting the requirements of 
§ 355(b)(2)(A) if and only if such corpo
ration is engaged in the active conduct of 
a trade or business. New § 355(b)(3)(B) 
generally provides that, for purposes of 
§ 355(b)(3)(A), all members of such cor
poration's separate affiliated group ~hall 

be treated as one corporation. Section 
355(b)(3 )(B) also provides that a corpo
ration's separate affiliated group is the 
affiliated group that would be determined 
under § 1504(a) if such corporation were 
the common parent and § 1504(b) did 
not apply. Thus, in light of the restric
tive language in § 355(b )(3), the Holding 

90('/0 to 10070 
Permissible 

Range 

5.21 to5.7R 

Company Test does not apply to any dis
tribution for which § 355(b )(3) applies. 

New § 355(b)(3)(C) contains transi
tion rules providing that § 355(b)(3)(A) 
shall not apply to any distribution made 
pursuant to a transaction that was: (i) 
made pursuant to an agreement that was 
hinding on May 17, 2006, and at all 
times thereafter; (ii) described in a ruling 
request submitted to the Internal Rev
enue Service on or before May 17, 2006; 
or, (iii) described on or before May 17, 
2006, in a public announcement or in a 
filing with the Securities and Exchange 
Commission. Therefore, corporations 
whose distributions are described in the 
preceding sentence and otherwise meet 
the requirements of § 355 shall be gov
erned under § 355(b)(2)(A) (including the 
Holding Company Test), notwithstanding 
the enactment of § 355(b)(3). However, 
§ 355(b)(3 )(C) also provides that these 
corporations may elect not to have the 
transition rule apply. If one of these cor
porations elects not to have the transition 
rule apply, § 355(b)(3)(A) and (8) will ap
ply. Any such election, once made, shall 
be irrevocable. 

The Service has determined that corpo
rations whose transactions are described 
in the transition rule and who desire tax
free treatment under § 355 will not be 
required to make an affirmative election 
lIr1der § 355(b)(3)(C), provided that their 
transaction is described in § 355(b) as in 
effect either before or after the enactment 
of § 355(b)(3). Such corporations will 
be deemed to have satisfied the require
ments of § 355(b )(2)( A) or (b)(3), as appli
cable. However, corporations must make 
the election described in § 355(b)(3 )(C) if 
the purpose of the election is to disqualify 
the distribution under § 355(a). Corpora
tions whose transactions are described in 
the transition rule but do not desire tax
free treatment under § 355 and require 
§ 355(b)(2)(A) to apply to ensure taxable 
treatment are not required to file the elec
tion, but must report the distribution as tax
able. 
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The Service will treat elections as ef
fective under ~ 355(b)(3)(C) if the v are 
made in the form and manner as set 'forth 
in this notice. The Senice will also treat 
elections as effective under ~ 355( b)( 3)( C) 
if they are made in a different form and 
manner, provided that the form and man
ner of the election apprise the Service that 
an election has been made with respect to 
a particular transaction and by particular 
parties. 

PROCEDURES 

If a distributing corporation makes a 
distribution of stock or securities of a 
controlled corporation in a transaction de
scribed in ~ 355(b)(3)(C)(i), (ii), or (iii), 
it intends that the distribution not qualify 
under ~ 355(a), and it is making the elec
tion described in ~ 355(b)(3)(C) to ensure 
that result, the distributing corporation 
may make a valid election by including a 
statement as described below on or with its 
tax return filed by the due date (including 
extensions) for filing its original return for 
the taxable year in which the distribution 
occurs. 

The statement should be titled "ELEC
TION PURSUANT TO NOTICE 2006-81 
BY [INSERT NAME AND TAX
PAYER IDENTIFICATION NUMBER 
(IF ANY)], A DISTRIBUTING CORPO
RATION." The statement should provide 
the names and taxpayer identification 
numbers, if any, of the distributing and 
controlled corporations and should in
clude a representation that the distributing 
corporation is eligible to make the elec
tion described in this notice and that the 
distributing corporation elects to have 
~ 3SS(b)(3) apply to its distribution. 

EFFECTIVE DATE 

This notice is effcctive for all elections 
under § 355(b)(3 )(C). 

DRAFTING INFORMATION 

The principal author of this notice is 
Sameera Y. Hasan of the Otlice of Asso
ciate Chief Counsel (Corporate). For fur
ther information regarding this notice, con
tact Sameera Y. Hasan at (202) 622-7770 
l n01 a toll-free cal\). 
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Individual Chapter 11 Debtors 

Notice 2006-83 

This notice provides guidance for in
dividuals who file bankruptcy cases un
der Chapter II of the Bankruptcy Code 
(II u.s.c. § 1101 et seq.) on or af
ter October 17. 2005. This notice also 
provides guidance for (I) employers of 
these individuals, (2) persons filing Forms 
W-2, 1099-INT, 1099-DIY. 1099-=-MISC, 
and other information returns (includ
ing Schedule K-I) that report paymcnts 
to these individuals, and (3) Chapter II 
trustees in bankruptcy cases filed by these 
individuals. Upon consideration of the 
commcnts received concerning this no
tice, as requested in section 7, additional 
guidance may be published. 

Section I. PURPOSE 

The bankruptcy estate of a Chapter II 
debtor who is an individual is a separate 
taxable entity under section 1398 of the In
ternal Revenue Code. The estate. rather 
than the debtor, must include in its gross 
income all oflhe debtor's income to which 
the estate is entitled under the Bankruptcy 
Code, except for amounts received or ac
crued by the debtor before the commence
ment of the case. Section 1115 of the 
Bankruptcy Code was enacted by section 
321(a)(I) of the Bankruptcy Abuse Pre
vention and Consumer Protection Act of 
2005 ("BAPCPA"), Pub. L. No. 109-8 
119 Stat. 23 (2005) and is effective fo; 
cascs fi led on or after October 17, 2005. 
As a result of the enactment of section 
1115, the bankruptcy estate, rather than the 
debtor, must include in its gross income 
both (I) the debtor's gross earnings from 
his or her performance of services after 
the commencement of the case ("post-pe
tition services") and (2) the gross income 
from property acquired by the debtor af
ter the commencement of the case ("post
petition property"). I.R.C. § 1398(e)(l). 
The gross earnings from post-pctition ser
,:ices include wages and other compensa
tIOn earned by a debtor who is an employee 
and self-employment income earned by a 
debtor who is a self-employed individual. 

Section 2. BACKGROUND AND 
GENERAL LEGAL PRINCIPLES 

.01 The commencement of a bank
ruptcy case creates an estate, which gen
erally includes all legal or equitable in
terests of the debtor in property as of the 
commencement of the case. II U.S.c. 
§ 541 (a)(I ). Specific exclusions apply, 
however. See II U.S.c. § 541(b) (ex
cluded property). See also II U .S.c. 
§ 522 (exempt property); II U.S.c. § 554 
(abandoned property). Exempt property 
and abandoned property are initially part 
of the bankruptcy estate, but are sub
sequcntly removed from the estate. By 
contrast, property excluded from the es
tate is never included in the estate. 

.02 Confirmation of a Chapter II plan 
of reorganization generally vests all the 
property of the estate in the debtor, except 
as otherwise provided in the plan or in the 
court order confirming the plan. II U.s.c. 
§ 1141 (b). If no plan is confirmed and 
a bankruptcy case is dismissed, the prop
erty of the estate generally revests in the 
debtor, unless the court orders otherwise. 
II U.S.c. § 349(b)(3). 

.03 When a trustee is appointed pur
suant to section 1104 of the Bankruptcy 
Code, the debtor generally must turn over 
to the trustee control over the assets of 
the bankruptcy estate. In most Chapter II 
cases, a trustee is not appointed and the 
debtor (referred to as the debtor in pos
session) remains in control of the prop
erty of the bankruptcy estate. Under sec
tion 1107(a) of the Bankruptcy Code, the 
debtor in possession must perform all the 
functions and duties of a trustee, except for 
the duties specified in Bankruptcy Code 
section lI06(a)(2), (3) and (4). 

.04 Because the bankruptcy estate is 
a separate taxable entity, the trustee or 
debtor in possession must obtain an em
ployer identification number (EIN) for the 
estate. I.R.C. § 6109. The trustee or debtor 
in possession uses the EIN on any tax re
turns filed for the estate . 

. 05 Section 1398( e)( 1) of the Code pro
vides that the gross income of the estate 
includes the gross income of the debtor to 
which the estate is entitled under the Bank
ruptcy Code. Section 1398(e)(2) provides 
that the gross income of the debtor does not 
include any item to the extent the item is 
included in the gross income of the bank
ruptcy estate. 



.06 In general, the determination of 
whether or not any amount paid or in~ 

curred by the estate is allowable as a 
deduction or credit to the estate shall be 
made as if the amount were paid or in
curred by the debtor and as if the debtor 
were still engaged in the trades and busi
nesses, and in the activities, the debtor 
was engaged in before the commencement 
of the case. I.R.c. ~ I 39R(e)(3)(A). The 
estate is, however, specifically allowed 
a deduction for administrative expenses 
allowed under section 503 of the Bank
ruptcy Code and for any fee or charge 
assessed against the estate under chapter 
123 of title 28 of the United States Code. 
LR.C. § I398(h)( I). 

.07 The individual debtor must continue 
to file his or her own individual tax returns 
during the bankruptcy proceedings. I.R.C. 
§ 6012(a)(I). 

.O~ For bankruptcy cases filed before 
October 17, 2005, the property of the estate 
does not generally include any post~pe~ 

tition property acquired by an individual 
Chapter 11 debtor. Nor in those cases does 
the property of the estate include the indI
vidual Chapter 11 debtor's earnings from 
post-petition services, because section 
541 (a)(6) of the Bankruptcy Code specifi
cally excluded those earnings from the es
tate. See, e.g., In re Fitzsimmons, 725 F.2d 
1208 (9 th Cir. 1984): In re Larson, 147 

B.R. 39 (Bankr. D.ND. 1992). Therefore, 
in these cases income from post-petition 
property and earnings from post-petition 
services are not generally includible in 
the estate's gross income. Instead, such 
income and earnings are generally includi
ble in the debtor's gross income. 

.09 Section 32 J of BAPCPA made 
several changes to Chapter 11, effective 
for bankruptcy cases filed by individuals 
on or after October 17, 2005. Although 
many of the provisions that apply to in
dividual Chapter II cases now operate in 
a manner similar to the provisions that 
apply in Chapter 13 cases, section 1398 
of the Internal Revenue Code has not 
been amended and continues to apply to 
individual Chapter II cases, but not to 
Chapter 13 cases. Based on section 1115 
of the Bankruptcy Code, read in conjunc
tion with section 1398( e)( I) of the Internal 
Revenue Code, the debtor's gross earn
ings from post-petition services and gross 
income from post-petition property are, 
in genera\, includible in the bankruptcy 

estate's gross income, rather than in the 
debtor's gross income. This rule i~ subject 
to the exceptions noted below in sections 
2.10, 2.11, 2.12. and 2.13. 

.10 If a chapter II case is converted to 
a Chapter 13 case, the Chapter 13 estate is 
not a separate taxable entity and earnings 
from post-conversion services and income 
from property of the estate realized after 
the conversion to Chapter 13 are taxed to 
the debtor. I.R.e. ~ 1399. 

.11 If the Chapter 11 case is converted 
to a Chapter 7 case, section 1115 will not 
apply after conversion and earnings from 
post-conversion services will he taxed to 

the debtor. rather than the estate. II USc. 
§ 541(a)(6). In such a case, the property of 
the Chapter 11 estate will become property 
of the Chapter 7 estate. Any income on this 
property will be taxed to the estate even if 
the income is realized after the conversion 
to Chapter 7. 

.12 If a Chapter II case is dismissed, 
the debtor is treated as if the bankruptcy 
case had never been filed and as if no 
bankruptcy estate had been created. I.R.e. 
§ 1398(b)( I). 

.13 For Chapter 11 cases filed hy in
dividuals on or after October 17. 2005, 
the estate's gross income includes gross 
income from property held by the debtor 
when the case commenced ("pre-peti
tion property"), as was the case under 
pre-BAPCPA law. There are certain ex
ceptions to this general rule, however. The 
gross income on pre-petition property is 
included in the gross income of the debtor, 
rather than the estate, if the pre-petition 
property is excluded from the e~tate and 
the gross income i~ subject to taxation. 
Also, the gross income on pre-petition 
property is included in the gross income 
of the debtor, rather than the estate, afier 
the pre-petition property is removed from 
the estate by exemption or abandonment. 

Section 3. FILING INCOME TAX 
RETURNS OF THE DEBTOR AND 
THE ESTATE; NOTIFICATION TO 
PERSONS FILING INFORMATION 
RETURNS (OTHER THAN FORM W-2) 
OF THE STATUS OF THE CHAPTER 
11 BANKRUPTCY CASE 

.0 I The debtor in possession or trustee, 
if one is appointed, must prepare and file 
the income tax returns of the bankruptcy 
estate if required under section 60 12(a)(9). 

LR.C § 6012(bJ(4). In preparing the in
come tax return~ of the debtor and the 
bankruptcy estate. the debtor in possession 
(or the trustee) must follow the rules stated 
in sections 2.09, 2.10. 2.11. 2.12, and 2.13 
of this notice, and must attach to the returns 
the statement discussed in ~ection 6. 

.02 A debtor in possession may be com
pensated by the estate to manage or oper
ate a trade or business that the debtor con
ducted before the commencement of the 
bankruptcy case. Such payments should 
be reportable by the debtor as miscella
neom income on his or her individual in
come tax return. I.R.C. § 61(a). Amounts 
paid by the estate to the debtor in posses
,ion for managing or operating the trade 
or business may qualify as administrative 
e.)(penses of the estate. An administrative 
expense allowed by the bankruptcy court 
under section 503 of the Bankruptcy Code 
will generally be deductible by the estate 
as an administrative expense when it is 
paid or incurred. I.R.e. ~ 1398(h)( I). 

.03 Within a reasonable time after the 
commencement of a Chapler 11 bank
ruptcy case, the trustee (if one is ap
pointed) or the debtor in possession should 
provide notification of the bankruptcy es
tate's EIN to persons that are required to 
file information returns with respect to the 
bankruptcy estate' s gross income, gross 
proceeds, or other types of reportable 
payments. LR.e. * 6109(a)(2). Since 
these payments are property of the estate 
under section 1115, such persons should 
report the gross income, gross proceeds, 
or other repoltable payment on an appro
priate information return using the estate's 
name and EIN in the lime and manner 
required under the Internal Revenue Code 
and regulations (see, e.g, sections 6041 
through 6049). The trustee or debtor in 
possession should flot, however, provide 
the EIN to the debtor's employer or other 
person filing Form W-2 with respect to 
the debtor's wages or other compensa
tion, since section 1115 does not affect 
the determination of what constitutes 
wages for purposes of Federal income 
tax withholding or the Federal Insurance 
Contributions Act. l.R.e. §§ 3121(a) and 
3401(a). As provided in section 5, an em
ployer ~hould continue to report all wage 
income and accompanying tax withhold
ings. whether pre-petition or post-petition, 
on a Form W-2 issued to the debtor under 
the debtor's social security number. See 
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~ections 6721 through 672.+ for applicable 
penalties for failure to comply with infor
mation reporting rCljuiremenh. including 
providing taxpayer identification num
ber~. and prO\i~ion~ for penalty \\aiwrs 
for rem,onable cause, 

,0'+ When a Chapter II bankruptcy case 
i, clo\ed. dismissed. or converted to a case 
under Chapter 12 or 13 of the Bankruptcy 
Cude. the bankruptcy e~tate ends as a sep
arate taxable entity, The debtor should. 
within a reasonable time. provide notifica
lion of thl' closing. dismissal. or conver
~ion to the persons that were previously 
noti fied of the bankruptcy case under sec
tion 3,m to the extent notification is nec
e,sary to ensure that gross income. gross 
proceeds. and other types of reportable 
payments realized after the closing. dis
missal. or conversion are reported to the 
proper person and with the correct tax
payer identification number. Gross in
come. gross proceeds. and other reportable 
payments realized after the closing. dis
missaL or conversion to Chapter 12 or 
13 should. in general. be reported to the 
debtor. rather than the estate. 

OS If the Chapter II case is converted 
to a Chapter 7 case. the bankruptcy estate 
will continue to exist as a separate tax
able entity and gross income (other than 
post-conversion income from the debtor's 
services). gross proceeds. or other re
portable payments should continue to be 
reported to the estate if the gross income. 
gross proceeds. or other reportable pay
ment represents property of the Chapter 
7 estate. As section 2, II notes, income 
from services performed by the debtor 
after conversion to Chapter 7 is not prop
erty of the Chapter 7 bankruptcy estate. 
Therefore. within a reasonable time after 
the conversion to Chapter 7. the debtor 
should notify payors required to report the 
debtor's nonemployee compensation on 
Form I 099-M ISC that such compensation 
earned after the comersion to Chapter 
7 should be reported using the debtor' s 
name and taxpayer identification number. 
rather than the estate'~ name and TIN. 

,06 The debtor is not required to file a 
new Form \V--+ with an employer adjust
ing the debtor's withholding allowances 
solely because the debtor has filed a Chap
ter II case and his or her post-petition 
\\ ages are includible in the gross income 
(11' the estate, This is true even though 
the estate lIlay be taxed at a higher tax 
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rate than the debtor and is entitled to only 
one personal exemption, A new Form 
W --+ ma y be necessary. however. under the 
applicable regulations when. for instance. 
the debtor cmployee is no longer entitled 
to claim the same number of allowances 
claimed on thc Form W--+ previously pro
vided to the employer. such as for certain 
deductions or credits that now belong to 
the estate. See * 31.3'+02(0(2)-1 of the 
Employment Tax Regulations. Further
more. even where not required. in some 
circumstances it may be prudent for the 
debtor to file a new Form W--+ to increase 
the amount of income tax \vithheld from 
the debtor's post-petition wages that will 
be allocated to the estate in accordance 
with section 6. Otherwise. estimated tax 
payments on behalf of the estate may be 
required in order to avoid a penalty for un
derpayment of estimated tax. See section 
6654(a) 

Section 4. APPLICATION OF THE 
SELF-EMPLOYMENT TAX 

.01 Section 1401 of the Internal Rev
enue Code imposes a tax upon the self-em
ployment income of every individual. The 
term "self-employment income" means 
the net earnings from self-employment de
rived by an individual. I.R.C. * 1402(b). 
The term "net earnings from self-employ
mcnt" means. in relevant part. the gross 
income derived by an individual from any 
trade or business carried on by such indi
vidual less deductions allowed attributable 
to such trade or business. LR.C. * 1402(a). 

,()2 Under section IllS of the Bank
ruptcy Code, the earnings from a Chapter 
II debtor's post-petition services, includ
ing the debtor's self-employment income, 
constitute property of the estate under sec
tion 1115. As property of the estate, the 
income from post-petition services is in
cludible in the income of the bankruptcy 
estate. rather than the income of the debtor. 
I.R.C. * 1398(e)( I). However, neither sec
tion 1115 of the Bankruptcy Code nor sec
tion 1398 of the Internal Revenue Code ad
dresses the application of the self-employ
ment tax to the earnings from the individ
ual debtor's continuing services. Because 
the debtor continues to derive gross in
come from the peti'ormance of services as 
a self-employed individual after the com
mencement of the bankruptcy case, the 
debtor must continue to report on Schedule 

SE of the debtor's individual income tax 
return the self-employment income earned 
post-petition. which includes the attribut
able deductions. and must pay the result
ing self-employment tax imposed by sec
tion 1401. 

Section S. APPLICATION OF 
EMPLOYMENT TAXES AND 
OBLIGATION TO FILE FORM W-2 

.0 I As a result of the enactment of sec
tion IllS. post-petition wages earned by 
a debtor are generally treated for income 
tax purposes as gross income of the es
tate, rather than the debtor, The reporting 
and withholding obligations of a debtor's 
employer, however. have not changed 
as a result of the enactment of section 
IllS. Section IllS has no effect on the 
determination of wages under the Fed
eral Insurance Contributions Act (FICA). 
including application of the contribution 
and benefit base (as determined under 
section 230 of the Social Security Act), 
1.R.c. * 3121(a). Similarly, the enact
ment of section 1115 has no effect on the 
determination of wages for Federal Unem
ployment Tax Act (FUTA) tax or Federal 
Income Tax Withholding purposes, See 
l.R,C. §§ 3306(b) and 3401(a). 

,02 Since section IllS does not affect 
the application of FICA tax, FUTA tax, 
or Federal Income Tax Withholding, with 
respect to the wages of a Chapter II debtor 
in a case commenced on or after October 
17,2005, an employer should continue to 
reflect such wages and accompanying tax 
withholdings on a Form W-2 issued to the 
debtor under the debtor's name and social 
security number. 

Section 6. ALLOCATION OF 
INCOME AND CREDITS ON 
INFORMATION RETURNS AND 
REQUIRED STATEMENT FOR 
RETURNS 

.01 When an employer issues a Form 
W-2 to a Chapter II debtor reporting all 
of the debtor's wages, salary, or other 
compensation to the debtor for a calendar 
year, and a portion of the wages, salary, 
or other compensation represents earnings 
from post-petition services includible in 
the estate's gross income under section 
I 398(e)(\ ), an allocation of the amounts 
reported on the Form W-2 must be made, 
The debtor in possession, or the trustee, 



if one is appointed, must allocate in a 
reasonable manner wages, salary, or other 
compensation reported in box I and the 
withheld income tax repOited in box 2 of 
Form W-2 between the debtor and the 
estate. The allocations must be in accor
dance with all the rules stated in sections 
2.09, 2.1 0, 2.11, 2.12, and 2.13 of this no
tice. If reasonable. the debtor and trustee 
may use a simple percentage method for 
allocating income and withheld income 
tax between the debtor and the estate. The 
same method used to allocate income must 
be used to allocate withheld income tax. 
For example, if one-sixth of the wages re
ported on Form W-2 for the calendar year 
ending December 31, 2005, was earned 
after the commencement of the case and 
must therefore be included in the estate's 
gross income, one-sixth of the withheld 
income tax reported on Form W -2 must be 
claimed as a credit on the estate's income 

the debtor's income tax return. See I.R.C. 
§ 31(a). 

. 02 In some cases, persons filing 
information returns may report to the 
debtor gross income, gross proceeds. or 
other reportable payments that should 
have been reported to the bankruptcy es
tate using Forms 1099-INT, 1099-DIV, 
1099-MISC, Schedule K-l or other in
formation returns. This may occur. for 
instance, if the debtor in possession fails 
to notify the payor of the bankruptcy in ac
cordance with section 3.03. In these cases, 
the debtor in possession, or the trustee, 
must allocate the improperly reported in
come in a reasonable manner between 
the debtor and the estate. In general. the 
allocation must ensure that any income 
(and any income tax withheld) attribut
able to the post-petition period is reported 
on the estate's return, and any income 
(and income tax withheld) attributable to 

tax return and five-sixths of the withheld the pre-petition period is reported on the 
income tax must be claimed as a credit on debtor's return. The allocations, however. 

Notice 2006-83 Statement 

Pending Bankruptcy Case 

must be in accordance with all the rules 
stated in sections 2,09. 2.10. 2.11, 2.12. 
and 2.13 of this notice . 

.03 The debtor must attach a statement 
to his or her income tax return stating that 
he or she filed a Chapter 11 bankruptcy 
case. The statement must retlect the fore
going allocations of income and withheld 
income tax and must describe the method 
used to allocate income and withheld tax 
between the debtor and the estate. The 
statement should list the filing date of the 
bankruptcy case, the bankruptcy court in 
which the case is pending, the bankruptcy 
court case number, and the bankruptcy es
tate's EIN. The debtor in possession or 
trustee must attach a similar statement to 
the income tax return of the estate. 

.04 The following model statement may 
be used by debtors, debtors in possession 
and trustees in complying with the require
ments of section 6 of this notice: 

The taxpayer, , filed a bankruptcy petition under Chapter II of the Bankruptcy Code on ______ _ 
in the Bankruptcy Court for the District of . The bankruptcy court case number is 
_______ . Gross income, and withheld federal income tax, reported on Form W -2, Forms 1099, K-J, Schedule K-l. 
and other information returns received under the taxpayer's name and social security number (or other taxpayer identification 
number) are allocated between the taxpayer and the bankruptcy estate (EIN_-__ ) as follows, using [describe allocation 

method]: 

Year Taxpayer Estate 

\. Form W-2 from __ Co. $- $-

Withheld income tax 
shown on Form W-2 $- $-

2. Form 1 099-INT from 
__ Bank $- $-

Withheld income tax (if any) 
shown on Form 1099-INT $- $-

3. Form I099-DIV from __ 
Co. $-- $--

Withheld income tax (if any) 
shown on Form I099-DIV $-- $--

4. Form l099-MISC from __ 
Co. $- $-

Withheld income tax (if any) 
shown on Form 1099-MISC $- $-
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Section 7. REQUEST FOR COMMENTS 

.()I The [RS and the Tn:a~ur) Depart
ment are aware that further uuidance ma' 
be needed a~ a con~e4uence' of the enac;
ment of ~el'lion 1115 and reque~t l'om
ment, from the pUblic. 

.()2 [n particular. sel'lion 1115 doe, not 
aLkire" \\ hether. or tll \\ h~lt extent. the 
income earned b) the debtor from ,er
\ ice, performed alter confirmation of the 
Chapter II plan i~ property of the e,tate or 
pruperty of the debtor. Nor does sel'lion 
IllS addres, whether. or to what extent. 
[lrll[lerty of the esl<lte rel<lin, ih character 
~l~ such alter it \Csts In the debtor upon 
pLlIl confirmation under section 11-1- Hb) 
of the Bankruptcy Code. Courts have ad
dre"ed the effects of plan confirmation 
on the scope and extent of the Chapter 13 
estate under the analogous provisions of 
that Chapter. but the courts have reached 
\ arying and cuntlicting results. See, for 
example. TC/fllir \'. Firsr Ullioll Mortgugc 
Co/V. 216 F.3d 1333. 13-1-0 (11 th Cir. 
2(00) (descrihing the estate termination 
approach. the preservation approach. and 
the transformation approach) and Bll/iJOS(l 

\. SII/O/llall. 23S F.3d 31, 36, 37 (1'1 Cir. 
20(0) (describing a fourth, hybrid. ap
proach). Comments are rC4uested as to 
the proper treatment of post -confirmation 
income. given the conflicting holdings 
under analogous provisions of Chapter 
13. Comments are a\so rel\uested as to 
whether the terllls of the Chapter II plan 
and the order confirming the plan may 
affect the taxation of post-confirmation 
earnings of the dehtor and post-confirma
tion income on property of the estate. 

.03 Section 3.02 of this notice addre,ses 
the tax con'-.e4uences of compensation that 
a dehtlll' in possession recei \es from the 
l'\late for managing or operating a trade 
or hUsines, carried on by the debtor be
fore the commencement of the bankruptcy 
l·ase. In some cases, howe\'er. the estate 
might not conduct a trade or busines, be
cause the debtor was the emplo)ee of a 
third party befon: the commencement of 
the case and continues as an employee 
po,t-petition. Comments are requested 
on the ta \ treatment to the estate and the 
dehtor of the portion of the post-petition 
compcn~ati()n from a third part) cmployer 
that the bankruptL·) court all(m '-. the debtor 
tll retain to P~l) fur the debtor', per,onal 
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or li\ing npenses. [n particular. L'Om
men" are rl'quested regarding whether 
\uch po,t-petition compen,atilln i\ subject 
to double taxation as gross income to the 
debtllr under section 61 and earnings un
dl'r section IIIS(a)(2) of the Bankruptcy 
Code includible in the estate's gross in
l'ome under section l:\l)X(e)( Il. "ithout a 
cOlTe,ponLiing deduction for the estate. 

.O-l Comments should be submitted on 
these and other rele\'ant issues in writ
ing on or before Decemher I, 20()6. to 
the Internal Revenue Service. PO. Box 
76()-l. Washington. D.C. 200-l4. Attn: 
CC:PA:CBS (Notice 2006~XJ). Submis
sions may also he hand-delivered Mon
day through Friday betwcen the hours 
of X a.m. and -1- p.m. to the Courier'S 
Desk at Room lOS. First floor, Internal 
Revenue Service. 190 I S. Bell Street. 
Jeff Davis Highway. Arlington. Va" Attn: 
CC:PA:CBS (Notice 2006~X3). Submis
sions may also be sent electronically via 
the internet to the following email address: 
Noticl:'. (·oIllIllI:'Jlt.l'@ir.\({I/lII.I'c!.tl'('iI.I.gOl·. 

Include the notice number (Notice 
2006~X3) in the subject line. All com

ments will be available for public inspec
tion and copying. 

Section II. PAPERWORK REDUCTION 
ACT 

.0 I The collection of information in the 
notice has been reviewed and apprm ed 
by the Office of Management and Bud
get (OMB) in accordance with the Paper
work Reduction Act (-1-4 U .s.C.1507) un
der control number IS-1-S~2()J3. 

.02 An agency may not conduct or 
sponsor. and a person is not re4uired to 
re,pond to. a collection of information un
less the collection of information displays 
a valid OMB control number. 

.03 The collection of information in the 
notice i, in ,ection (, of this notice entitled 
"Allocation of Income and Credits on In
formation Returns and Required Statement 
for Return,." The collection of informa
tion is reqUired for compliance with I.R.C. 
~ 13YX. The collel'lion of information is 
rel\uired to comply With the Internal Rev
enue Code. The likely re,pondent, are in
di\iduals and their chapter II bankruptcy 
e,tate., . 

. 0-1- The eqimated total annual reporting 
hurden i" I,S()() hour,. The estimated an
nual burden per re,pondent is 1/2 hour. The 

estimated number of respondents is 3.000. 
The estimated frequency of responses is 
annually. 

.05 Books or records relating to a col
lection of information must be retained as 
long as their contents may necome mate
rial to the administration of the internal 
re\'enue law. Generally, tax returns and tax 
retu rn information an.? confidential. as re
l\uired by 26 U.s.c. 61 OJ. 

Section 9. DRArT[NG INFORMATION 

The principal author of this notice is 
William F. Conroy of the Office of Asso
ciate Chief Coullsel (Procedure & Admin
istration). For further information regard
ing this notice. contact William F. Conroy 
at (202) 622~J62() (not a toll-free cal\). 

26 eFR 60t.t05: t\(/II/il/l/{iol/ O(I'CflI/'/IJ ([I/d ell/illl.1 

,fi)1' retifl/d. C!'cdi{ or (/h(/{('lIlcllf: d(,{(,!'Il/il/a{iol/ of (ax 

liahilitl'. . 

Rev. Proc. 2006-39 

SECTION I. PURPOSE 

This revenue procedure provides the 
domestic asset/liabi lity percentages and 
domestic investment yields needed by for
eign life insurance companies and foreign 
property and liability insurance compa
nies to compute their minimum effectively 
connected net investment income under 
section 1142(b) of the Internal Revenue 
Code for taxable years beginning after 
December 31, 2004. Instructions are pro
vided for computing foreign insurance 
companies' liabilities for the estimated tax 
and installment payments of estimated tax 
for taxable years beginning after Decem
ber 31, 2004. For more specific guidance 
regarding the computation of the amount 
of net investment income to be included by 
a foreign insurance company on its U.S. in
come tax return, see N otice 89~96, 1989~2 
C.B. 417. For the domestic asset/liability 
percentage and domestic investment yield, 
as well as instructions for computing for
eign insurance companies' liabilities for 
estimated tax and installment payments of 
estimated tax for taxable years beginning 
after December 31, 2003. see Rev. Proc. 
2005~64. 2005~36 I.R.B. 492. 



SECTION 2. CHANGES 

.01 DOMESTIC ASSETILIABILITY 
PERCENTAGES FOR 2005. The Secre
tary deternlines the domestic assetlliabil
ity percentage separately for life insurance 
companies and property and liability in
surance companies. For the first taxable 
year beginning after December 31, 2004, 
the relevant domestic asset/liability per
centages are: 

[33.5 percent for foreign life insurance 
companies, and 

18l.6 percent for foreign property and 
liability insurance companies. 

.02 DOMESTIC INVESTMENT 
YIELDS FOR 2005. The Secretary is 
required to prescribe separate domestic in
vestment yields for foreign life insurance 
companies and for foreign property and 
liability insurance companies. For the first 
taxable year beginning after December 31, 
2004, the relevant domestic investment 
yields are: 

5.8 percent for foreign life insurance 
companies, and 

3.8 percent for foreign property and li
ability insurance companies. 

.03 SOURCE OF DATA FOR 2005. 
The section 842(b) percentages to be used 
for the 2005 tax year are based on tax re
turn data following the same methodology 
used for the 2004 year. 

SECTION 3. APPLICATION
ESTIMATED TAXES 

To compute estimated tax and the in
stallment payments of estimated tax due 
for taxable years beginning after Decem
ber 31, 2004. a foreign insurance com
pany must compute its estimated tax pay
ments by adding to its income other than 
net investment income the greater of (i) its 
net investment income as determined un
der section 842(b)(5). that is actually et~ 
fectively connected with the conduct of a 
trade or business within the United States 
for thc relevant period. or (ii) the mini
mum effecti vely connected nel investment 
income under section 842(b) that would re
sult from using the most recently available 
domestic asset/liability percentage and do
mestic investment yield. Thus, for install
ment payments due after the publication of 
this revenue prucedure. the domestic as
set/liability percentages and the domestic 
investment yields provided in this revenue 
procedure must be used to compute the 
minimum effectively connected net invest
ment income. However, if the due date of 
an installment is less than 20 days after the 
date this revenue procedure is published 
in the Internal Revenue Bulletin, the as
set/liability percentages and domestic in
vestment yields provided in Rev. Proc. 
2005-64 may be used to compute the mini-

mum effectively connected net investment 
income for such installment. For further 
guidance in computing estimated tax, see 
Notice 89-96. 

SECTION 4. EFFECTIVE DATE 

This revenue procedure is effective for 
taxable years beginning after December 
31.2004. 

SECTION 5 DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Gregory A. Spring of the Of
fice of Chief Counsel (International). For 
further information regarding this revenue 
procedure, contact Gregory A. Spring at 
(202) 622-3870 (not a tol1-free call), or 
write to the Internal Revenue Service, Of
fice of the Associate Chief Counsel (Inter
national), Attention: CC:INTLBRS. 1111 
Constitution Avenue, N.W., IR-4SS4, 
Washington, D.C. 20224. 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

Exclusion From Gross Income 
of Previously Taxed Earnings 
and Profits and Adjustments 
to Basis of Stock in Controlled 
Foreign Corporations and of 
Other Property 

REG-121509-00 

AGENCY: Internal Re\enue Service 
(IRS l. Treasury. 

ACTION' Notice of proposed rulernaking. 

SUMMARY: This document contains pro
posed regulations that provide guidance 
relating to the exclusion from gross in
come of previously taxed earnings and 
profih under section lJ5lJ of the Internal 
Rnenue Code (Code) and related ba
sis adjustments under section lJ61 of the 
Code. These regul'ltiol1S renect relevant 
statutory changes made in years subse
quent to 19~3. These regulations also 
address a number of issues that the current 
section 959 and section 961 regulations 
do not clearly answer. These regulations. 
in general. will affect United States share
holders of controlled foreign corporations 
and their successors in interest. 

DATES: Written or electJ'lmic cOlllments 
and requesh for a puhlic hearing must be 
received by November 27. 2006. 

ADDRESSES: Send suhmissions to: 
CC: PA: I.PD: PR (R EG-121509-00 l. 
Internal Revenue Servin'. PO Box 
76()-I. Hen Franklin Station. Wash
ingtlln. DC 200-1-1 or send electron
ically. via the IRS Internet site at 
\1'\\'\1. ir.l.gol'!rcg.1 or via the Federal eRu\e
making Punal at \I·\I·\I',}'('gli/urioll.l.gO\, 

(IRS REG-121509-001. 

FOR FURTHER INFORMATlO:-J 
CONTACT: Cunct'rning the proposed reg
uLttlPns. Ethan Atticb. (202) 622-3~-I(): 
L'uncernlllg subnw.sions of l·omments. 
Kelly Banf.-,. (.':02) h22-0392 (not toll-free 
numhers) 

602 2006-2 C.B. 

SUPPLE1\IENTARY Il\FORMATIOK 

Background 

This docLiment contains proposed 
amendments to 26 CFR Part I under 
sections 959. %1. and 1502. Section 
959(a)( I) generally provides an exclu
sion from the gross income of a United 
States shareholder for distributions of 
earni ngs and profih of a foreign corpo
ration attributable to amounts which are. 
or have been. included in a United States 
shareholder's gross income under section 
951 (a). Section 959(a)(2) excludes from 
the gross income of a United States share
holder earnings and profits attributable to 
amounts which are. or have been. inc luded 
in the gross income of a United States 
shareholder under section 951 (a) which 
would. but for section 959(a)(2). be again 
included in gross income of a United States 
shareholder under section 95 \( a)( I )(8) as 
an amount determined under section 956 
(section lI56 amounts). Earnings and prof
its of a foreign corporation included in a 
United States shareholder's gross income 
under section lI5] (a) are referred to as 
previously taxed earnings and profits or 
previously taxed income (PTI). 

Section 95l1(b) generally provides that 
for purposes or section liS \(a). PTI shall 
not. when distributed through a chain of 
ownership described in section 95~(a). be 
included in the gross income of a con
trolled foreign corporation (CFC) in such 
chain for purposes of the application of 
section lI5 \(a) to such CFC. 

Section LJ5LJ(c) generally provides for 
the allocation of distributions by a for
eign corporation to three different cate
gories of the corporation' s earnings and 
profits: (]) PTI attributable to section 956 
amounts that are included in the gross in
come of a United States shareholder un
der section lI5 I( a)( I )( B) and section 956 
aIllounh that would have been so included 
but for section LJ59(a)(2). (2) PTI attrib
utahle to amounts included in gross in
come under section 95 I( a)( ] )( A). and (3) 

other earnings and profits (non-PTI). Sec
tion LJ5LJI n provides for the allocation of 
section LJ56 amounts first to PTI arising 
from a United States shareholder's income 
inclmions under section 95 I(a)( I )(A) and 

then to non-PTJ. In addition. section 959(f) 

provides a priority rule under which ac
tual distributions of earnings and protits 
arc taken into account hefore section 956 

amounts. 
Certain amounts are treated as amounts 

included in the gross income of a 
United States shareholder under section 
951 (a)( I HA) for purposes of section 959. 
For example. section 959( e) generally 
provides that any amount included in the 
gross income of any person as a dividend 
hy reason of subsection (a) or (f) of section 
1248 is treated for purposes of section 959 
as an amount included in the gross income 
of such person under section 951 (a)( I )(A). 

Section 961 authorizes the Secretary of 
the Treasury to promulgate regulations ad
justing the basis of stock in a foreign cor
poration. as well as the basis of other prop
erty by reason of which a United States 
person is considered under section 958(a) 
to own stock in a foreign corporation. Sec
tion 961 (a) generally provides for an in
crease in a United States shareholder's ba
sis in its CFC stock. or in the property by 
reason of which it is considered to own 
such stock. by the amount required to be 
included in its gross income under section 
951 (a) with respect to such stock. 

Under section 961(b). and the regu
lations thereunder. when a United States 
person receives an amount which is ex
cluded from gross income under section 
959(a). the adjusted basis of the foreign 
corporation stock or the property by reason 
of which the shareholder is considered to 
own such stock is reduced by the amount 
of the exclusion. In addition. section 
961 (c) generally provides for regulations 
under which adjustments similar to those 
provided for under section 961 (a) and 
(b) are made to the basis of stock in a 
CFC which is owned by another CFC 
(and certain other CFCs in the chain) for 
the purpose of determining the amount 
included under section 951 in the gross 
income of a United States shareholder. 

Section 959 was enacted so that PTI is 
excluded from gross income and, thus, not 
taxed again when distributed by the for
eign corporation. Moreover. section 959 
effects the relevant gross income exclu
sion at the earliest possible point. Thus, 
the "allocation of distri bution" rules of 



section 959(c) ensure that distributions 
from the foreign corporation are to be paid 
first out of earnings and profits attribut
able to amounts that have been previously 
included in income by the United States 
shareholders. Accordingly, as a result of 
its section 95l(a)(l) inclusion, a United 
States shareholder is made whole by re
ceiving, without further U ,So tax, PTl 
attributable to its stock in a foreign cor
poration before it receives any taxable 
distributions from the foreign corporation. 
Section 961, which adjusts basis in the 
stock in a foreign corporation for PTI at
tributable to such stock, also ensures that 
PTl is not taxed twice if the stock in the 
foreign corporation is sold hefore the PTf 

is distributed. 
The existing regulations under sec

tions 959 and 961 were published in 1965, 
See T.D. 6795, 1965-1 C.B. 287. Minor 
amendments were made to the regulations 
in 1974, 1978, and 1983. See T.D. 7334, 
1975-1 C.B. 246;T.0. 7545,1978-1 C.B. 
245; T.O. 7893, 1983-1 C.B. J 32. The 
regulations have not been updated since 
1983 to reflect relevant statutory changes 
in subsequent years. For example, section 
959(e) (described above) was added by 
the Deficit Reduction Act of 1984 (Pub
lic Law 98-369). Section 304(b)(6) was 
enacted by the IRS Restructuring and Re
form Act of 1998 (Public Law 105-206) 
and provides that in the case of a section 
304 transaction in which the acquiring 
corporation or the issuing corporation is 
a foreign corporation, the Secretary of 
the Treasury is to prescribe regulations 
providing rules to prevent the multiple 
inclusion of any item in income and to 

provide appropriate basis adjustments, in
cluding rules modifying the application of 
sections 959 and 961. The determination 
of the amount includible in a United States 
shareholder's gross income as a result of a 
CFC's investments in United States prop
erty under section 956 was modified by 
the Omnibus Budget Reconciliation Act 
of 1993 (Public Law 103-66). Congress 
enacted section 961(c) (described in this 
preamble) as part of the Taxpayer Relief 
Act of 1997 (Public Law 105-34) and 
further modified the provision in the Gulf 
Opportunity Zone Act of 2005 (Public 
Law 109-135). Section 986 was added 
to the Code by the Tax Reform Act of 
1986 (Public Law 99-514) and provides 
that earnings and profits of foreign cor-

porations are maintained in the foreign 
corporation's functional currency and 
translated into United States dollars when 
taken into account by a United States 
person at the appropriate exchange rate 
specified in section 989. 

Further, in addition to raising issues 
about the complexities of section 959 in 
cross-chain stock sales subject to section 
304(a)(I), commentators and taxpayers 
have raised a number of other issues that 
the current section 959 regulations do not 
clearly answer. For example, issues have 
been raised about distributions of PTJ 
through a chain of CFCs and the status of 
PTl when a United States shareholder's 
stock in a foreign corporation is sold to a 
foreign person. There are numerous other 
examples where the existing section 959 
regulations simply do not provide suffi
cient guidance. As a resull, additional 
regulatory guidance is needed to address 
these and other section 959 issues. In ad
dition, the IRS and Treasury Department 
are currently studying the new section 
954(c)(6) rule enacted by the Tax Increase 
Prevention and Reconciliation Act of 2005 
(Public Law 109-222), which generally 
provides for look-through treatment of 
payments between related CFCs under the 
foreign personal holding company rules 
of section 954(c), to determine whether 
that rule requires any additional regulatory 
guidance under section 959. Any such 
guidance will be included in a suhsequent 
project. 

Explanation of Provisions 

These proposed regulations provide 
guidance with respect to a numher of is
sues that are not specifically addressed in 
the current regulations and also resolve 
some of the complexities raised regard
ing the application of sections 959 and 
96 J. The guidance needed to answer open 
issues under sections 959 and 961 is in
tended to be consistent with the legislative 
intent of avoiding double taxation and 
allowing United States persons to receive 
the full benefit of their PTI at the earliest 
possible lime. 

In order to carry out this legislative 
intent, these regulations propose new 
rules that are primarily based on main
taining shareholder accounts for PTI. As 
described in this preamble, maintaining 
shareholder accounts for PTl will better 

ensure that taxpayers are able to receive 
distributions of PT! before receiving tax
able distributions, provide consistency for 
treatment of PTI by taxpayers, and provide 
more rational and clear fules for resolving 
many of the issues that have been raised 
by taxpayers ~ince the current section 959 
regulations were issued. Under the pro
posed rule~, earnings and profits will still 
be maintained at the foreign corporation 
level in the PTI and non-PT! categories 
described in section 959( c) on an aggre
gate basis WIth respect to all of the foreign 
corporation's outstanding shares. 

The proposed rules also would modify 
the current regulations to rellect amend
ments to the law since 1965, such as the 
addition of section 959(e) and section 
961 (c), and the modification of sections 
304 and 956. Minor changes have also 
been proposed to reflect changes in IRS 
titles and organizational units used in the 
current regulations. 

A. Shareholder-level Exclusion Under 
Section 959(a) 

I. III general 

Section 959 provides rules for the ex
clusion from gross income of PTI. Prop. 
Reg. § 1.959-1 describes the scope and 
purpose of the proposed regulations under 
section 959 in paragraph (a) and provides 
definitions in paragraph (h). Paragraph (c) 
generally provides for the exclusion from 
a covered shareholder's gross income of a 
distribution or section 956 amount based 
upon the amount of adjustments made to 

a shareholder's PTl accounts with respect 
to the relevant stock under Prop. Reg. 
S 1.959-3 because of that distribution or 
section 956 amount, as discussed below. 
A covered shareholder is defined to mean 
a person who is (I) a United States per
son who owns stock (within the meaning 
of section 958(a)) in a foreign corporation 
and who has had a section 9S I(a) inclu
sion with respect to its stock in such cor
poration, (2) a "successor in interest" (de
fined in this preamble), or (3) a corpo
ration that is 110\ described in (I) or (2) 
and that owns stock (within the meaning 
of section 958(a») in a foreign corporation 
in which another corporation is a covered 
shareholder described in (I) or (2), if both 
corporations are members of the same con
solidated group. 
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2. Shareholder PTI ([ccOllllls 

Prop. Reg. ~ 1.959 ~ I (d)( I) requIres 
each covered shareholder of a foreign cor
poration to maintain a PTI account for each 
share of stock in a foreign corporation that 
the shareholder owns directly 11f indirectly 
under section 958(a). Although the PTI 
account is share speci fic. as a matter of 
administrati\ e convenience. Prop. Reg. 
~ 1.959-I(dH I) permits a ~hareh()lder to 
maintain the account with respect to an en
tire block of stock in a foreign corporation 
if the PTI attributable to each share in the 
block is the same. For a discussion of the 
rules for maintaining a PTI account. see 
Part C of this discussion. 

3. Successors in interest 

Section 959(a) extends the exclusion 
from gross income for PTI to any United 
States person who acquires from any per
son any portion of the interest of a United 
States shareholder (as the term is defined 
in section 951(b) or section 953(c)( I )(A)) 
in a foreign corporation. but only to the 
extent of that portion and subject to such 
proof of the identity of such interest as 
the Secretary of the Treasury may by reg
ulations prescribe. Consequently. Prop. 
Reg. ~1.959-I(d)(2)(i) provides that a 
transferee of stock in a foreign corporation 
acquires the PTI account of the transferor 
for such stock and may exclude PTI from 
gross income under section 959(a) by ref
erence to the PTI account for the stock ac
quired if the transferee is a United States 
person that can prove the right to the ex
clusion (successor in interest). 

In order to establish a United States per
son's right to the exclusion. the proposed 
regulations provide that a person must at
tach a statement to its return that provides 
that it is excluding amounts from gross in
comc because it is a successor in interest 
and that provides the name of the foreign 
corporation. Further. a person must be pre
pared to provide. within 30 days upon the 
request of the Director of Field Operations. 
certain additional information (e.g .. evi
dence showing that the earnings and prof
its for which an exclusion is claimed are 
PTI and that such amounts were not pre
viously excluded from the gross income 
Df a United States person). The infor
mation that may be required under these 
propo~cd regulati\)l1~ remains substantially 
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unchanged from the information that is 
currently required to be included in a state
ment with the United States person' s re
turn under ~1.959-I(d). 

MllfeO\er. Prop. Reg ~ 1.959-1 
(dl(2)(ii) prO\ide, that the amount of 
the PTI account for stock that is trans
ferred to someone who is not a successor 
in interest (e.g .. a foreign person) is pre
served unchanged during the period of 
such person' s ownership of such stock. 
However. section 959(a) extends the sec
tion 959(a) exclusion to a United States 
person who acquires a United States share
holder's interest in a foreign corporation 
from any person. Accordingly. Prop. Reg. 
~ 1.959-Hd)(2)(i) provides that if a United 
States person acquires stock in a foreign 
corporation from any person. including a 
person that is not a successor in interest. 
such as a foreign person, and the United 
States person qualifies as a successor in 
interest, the United States person acquires 
the PTI account attributable to the foreign 
corporation stock acquired and may ex
clude PTI from gross income under section 
959(a) by reference to the PTI account for 
such stock. 

B. CFC-/evel Exclusion Under Section 
959(b) 

Section 959(b) provides an exclusion 
pursuant to which the earnings and profits 
of a CFC (lower-tier CFC) attributable to 
amounts which are. or have been, included 
in the gross income of a United States 
shareholder under section 951 (a) shall not. 
when distributed through a chain of own
ership described in section 958(a). be also 
included in the gross income of the CFC 
receiving the distribution (upper-tier CFC) 
in such chain for purposes of the applica
tion of section 951 (a) to such upper-tier 
CFC with respect to such United States 
shareholder. Prop. Reg. § 1.959-2 con
tains rules relating to the section 959(b) ex
clusion. These rules are intended to reflect 
the holding of Rev. Rul. 82-16, 1982-1 
C.R. 106, as well as to provide guidance re
garding cross-chain sales of stock in a for
eign corporation by a CFC subject to sec
tion 304( aH I). 

In Rev. Rul. 82-16, an upper-tier 
CFC. 70 percent owned by a United States 
shareholder (lISP) and 30 percent owned 
by a foreign person, received a distribu
tIon of $200'( of earnings and profits from 

a lower-tier CFC wholly-owned by the 
upper-tier CFC. The lower-tier CFC had 
earned $IOOx of subpart F income for the 
year of the distribution ($70x of which was 
included in USP' s gross income under sec
tion 951 (a») and a $ 100 x of non-subpart F 
income. The ruling held that $IOOx. rather 
than $70x. was excluded from the gross 
income of the upper-tier CFC under sec
tion 959(b). If only $70x were excluded. 
USP would be required to include in gross 
income $21 x of subpart F income with 
respect to the remaining $30x included 
in the upper-tier CFC's gross income. re
sulting in a total inclusion in USP's gross 
income of $91 x «(70?c x $30x) + (70% x 
$IOOx)). 

Prop. Reg. § 1.959-2(a) addresses the 
issue raised in Rev. Rul. 82-16, and ac
cordingly. provides that the amount of the 
exclusion provided under section 959(b) is 
the entire amount distributed by the lower
tier CFC to the upper-tier CFC that gave 
rise (in whole or in part) to an adjustment 
of the United States shareholder's PTI ac
counts with respect to the stock it owns 
(within the meaning of section 958(a)) in 
the lower- and upper-tier CFC under Prop. 
Reg. § 1.959-3(e)(3) (discussed in this pre
amble). This amount shall not exceed the 
earnings and profits of the distributor CFC 
attributable to amounts described in sec
tion 951 (a). Such amount is not limited to 
the amount of the adjustment to the United 
States shareholder's PTI account. 

For example. under the facts of Rev. 
Rul. 82-16. the amount excluded from 
the upper-tier CFC' s gross income for pur
poses of applying section 951(a) to USP 
under Prop. Reg. § 1.959-2(a) is $IOOx. 
That is, the entire amount of the earnings 
and profits distributed by the lower-tier 
CFC that were attributable to amounts de
scribed in section 951 (a) and that caused 
an adjustment to USP's PTI accounts in 
both the upper- and lower-tier CFCs under 
Prop. Reg. § 1.959-3(e)(3). 

Prop. Reg. § 1.959-2(a) produces re
sults consistent with Rev. Rul. 82-16, 
while ensuring that section 959(b) does 
not inappropriately prevent taxation under 
section 951 (a) of a United States share
holder that has acquired stock in a CFC 
from a person that was not taxed on the 
subpart F income of a lower-tier CFC in 
the year such income was earned (e.g., a 
foreign person). For example, assume the 
same facts as those of Rev. Rul. 82-16, 



except that: (I) the subpart F income was 
earned by the lower-tier CFC in year I. (2) 
another United States shareholder (DC) 
acquired the 30 percent interest in the up
per-tier CFC in year 2 from the foreign 
person with a zero PTI account, and (3) 

the lower-tier CFC did not distribute any 
property until year 3. Under Prop. Reg. 
§ 1.959-2(a), the section 959(b) exclu
sion for the upper-tier CFC for purposes 
of calculating USP's section 951 (a) in
clusion is still $ IOOx. In contrast. Prop. 
Reg. § 1.959-2(a) provides that the section 
959(b) exclusion for the upper-tier CFC 
for purposes of determining DC's section 
951 (a) inclusion is zero because none of 
the earnings and profits distributed were 
attributable to amounts included in income 
under section 951 (a) with respect to DC 
or the person to whom DC is a successor 
in interest. Therefore. DC may have an 
income inclusion under section 951 (a). 

In addition. Prop. Reg. § 1.959-2(b) 
provides guidance with respect to the ap
plication of section 959(b) in the context 
of stock sales subject to section 304( a)( I ) 
where the selling corporation is a CFC. 
The proposed regulations clarify that in 
the case of a deemed redemption result
ing from a transaction described in sec
tion 304(a)( I) in which earnings and prof
its of an acquiring foreign corporation or 
an acquired foreign corporation or both arc 
deemed distributed to a selling CFC, the 
selIing CFC is deemed for purposes of sec
tion 959(b) to receive such distributions 
through a chain of ownership described 
under section 958(a). 

C. Maintenance of PTl Accounts 

The proposed regulations contain de
tailed rules regarding the maintenance of 
shareholder PTI accounts and the mainte
nance of pools of PTI and non-PTI earn
ings and profits with respect to a foreign 
corporation. including rules for adjusting 
PTI accounts as a result of certain transac
tions. In addition, the proposed regulations 
provide rules for covered shareholders that 
have more than one share of stock in a for
eign corporation and covered shareholders 
that are members of a consolidated group. 

I. Shareholder-level accoullting ofPTl 

The proposed regulations provide that 
a covered shareholder's PTI account with 
respect to its stock in a foreign corpora-

tion shall identify the amounts included 
in gross income by a United States share
holder under section 951 (a)( I )(A) with re
spect to the stock (PTI described in section 
959(c)(2)). and amounts that are included 
in the gross Jl1come of a United States 
shareholder under section 951 (a)( I )( B) 
and section 956 amounts that would havc 
been so included but for section 959( a)( 2) 
(PTI described in section 959(cJ(l)) by 
such shareholder that owns the stock or 
by a successor in interest. A shareholder 
account must also reflect these amounts 
in the functional currency of thc foreign 
corporation and the annual dollar basis of 
each category of PTI in the account, 

2. Corporate-level accollnting of PTI 

The proposed regulations also provide 
that separate aggregate categories (with re
spect to all of the shareholders of it for
eign corporation) of PTI de~cribed in sec
tion 9S9(c)( I) and section 959(c)(2) and 
non-PTI shall be maintained WIth respect 
to foreign corporations. These categories 
of earnings and profits of a foreign corpo
ration shall be maintained in the functional 
currency of the foreign corporation. 

The proposed regulations reflect the ba
sic allocation rules under section 959( c) 
and (e). Those rules provide that distri
butions are considered to be made on a 
last-in first-out basis under section 316(a), 
first from any PTI described in section 
959( c)(I), then from PTI described in sec
tion 959(c)(2), and finally from non-PTI 
earnings and profits. In addition. section 
956 amounts are allocated first to section 
959( c )(2) earnings and profits and then 
to non-PTI earnings and profits. Conse
quently. PTI resulting from section 956 
amounts in a prior year cannot e.x.clude sec
tion 956 amounts in a later year from oth
erwise being included in a United States 
shareholder's gross income under section 
95 J( a)(l )(B). 

The proposed regulations also provide 
that these allocations to PTI are made in 
conjunction with the shareholder-level 
adjustments to shareholder-level PTI ac
counts. In addition. any adjustments to 
earning~ and profits required under sec
tion 312 or other sections of the Code or 
Treasury regulations shall generally be 
made only to non-PTI. 

3. Foreign currency (llldf{weigl1 tax credit 
rules 

The proposed regulations also contain 
several rules that retlect the significant 
change~ made to the foreign currency 
translation rules since the existing sec
tion 959 regulations were is~ued. The 
proposed regulation~ also contain rules re
garding the foreign tax credit rules relating 
to PTI. 

a. Dollar basis poolillf!, electiol1 

The proposed regulations provide that 
a shareholder account must reflect the 
annual dollar hasis of each category of 
PTI in the aCCOllnt. However. Prop. Reg. 
~ 1.959-3(bj(2)(ii) allows taxpayers to 
elect to treat distributions as being made 
from a single pool of post-1986 PTI for 
purposes of computing foreign currency 
gain or loss under section 986(c) and ba
si ~ adjustments under section 961 with 
respect to distributions of PTl. Thus. the 
reduction of the basis of shares in a foreign 
corporation and the foreign currency gain 
(or loss) attributable to a PTI distribution 
may both be determined by assigning a 
pro rata portion of the shareholder's ag
gregate dollar basis in its PTI account to a 
di~trihution of PTI. Notice 88-71. 1988-2 
CB. 374. provided that regulations would 
adopt this method. The proposed regu
lations would make this pooled approach 
available to taxpayers fur purposes of sec
tion 986( c) at the taxpayer's election and 
provide guidance as to how this election 
is made. The proposed regulations pro
vide that the election is made by using a 
dollar basis pool to compute foreign cur
rency gain or loss under section 986(c) 
with respect to distributions of PTI of a 
foreign corporation, or to compute gain 
or loss with respect to its .qock in the for
eign corporation. whichever occurs first. 
Any subsequent change in the taxpayer's 
method of assigning dollar basis may only 
be made with the consent of the Commis
sioner. 

b. Taxes and other expenses attrihutahle 
to PTI 

Prop. Reg. ~ 1.9S9-3(c) provides that 
the corporate-level and shareholder-level 
PTI accounts are reduced by the functional 
currency amount of any income. war prof
its. or excess profits taxes imposed hy 
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any foreign country or a po~~e~~ion of the: 
l'nited State:, llil or \\ ith re'peL't to PTI a~ 
it i, diqributed hy a \ort.'lgn corporation 
to another foreign corporation through a 
chain of m\ nel',hip de:,crihed in section 
95X(al. The propllsed re:gulallom further 
provide that sUl'h taxes are not added to the 
foreign l'orporation', pu\t-llJXb foreign 
I 11l'0111 l' ta\l'\ pOlll, "hid) i, m;lintained 
\\ Ith respect III the forclgn corporation's 
pll\t-llJXh lIl1lli,tnhllted earnings. Rather. 
'lich ta\c, an.' maliltailH.'Li in a ~eparate 
accolillt alld al1(l\\ed a, a credit pursuant 
to ~cctlon l)6()1 a I( 31 whcn the associated 
PTI i" distrihutcd to a United States share
holder (Of its ,UClTssor in interestl. This 
rule en,ures that amounts previously in
duded in income that are used to pay cred
ilahle fllreign taxe~ and so are unavailable: 
for liistribution to cm ered shareholders 
rcduce the amount of PTI available for 
distribution but may be: claimed as a for
eign tax credit at the appropriate time. 
The proposed regulations also provide for 
corresponding adjustments to the covered 
shareholder's dollar basis of the PTl ac
COUIlt. 

Prop, Reg, * 1.959 3(d) provides that 
no expenses of a foreign corporation, other 
than creditable foreign income taxes de
scribed in Prop. Reg. * 1.959-3(c), shall 
be allocated and apportioned to reduce 
PTI. By allocating all such expenses to 
non-PTI. this rule preserves the amount 
of PTI that may be distributed to a United 
States ~hareholder (or its successor in in
terest) ina non-taxable manner. 

-+ . . At/il/.lllIlI'lil of .I/w/'elio/dcr PTI 
({[,Clll/ill.1 

The proposed regulations generally 
pW\'lde rule~ for the adjustment of a cov
ered ~hareholder' s PTl account upon an 
inclu~i'lI1 of income by the shareholder 
under ,eL,tion 951, an actual distribution 
of earnings and profits to the shareholder, 
or a determination of a section 956 amount 
with rc~pect to the shareholder. The pro
po~ed regulations prll\ ide that the adjust
ment uf PTf <ICL'ount, OCUlr according to 

the (lrLiering ruks Df ~cction 959 to deter
minc the ta\ l'on~equenL'e~ of the vanous 
c\enh. For purpose~ of determining the 
ta.\ con~equences to a covered shareholder 
in a loreign l'orpl1ration, the propll'.ed 
regulations prmldt' that with respect to 
a fllreign L'llrporation' s taxable year. and 
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for the taxable year of the covered share
holder in \\ hich or with \\ hich such taxable 
year of the: foreign corporation ends, the 
following events arc taken into account 
in the following order: (I) the cmcred 
shareholder's inclusion of subpart F in
come or other amounts in gross income 
under section 951(a)(I)(A) for a taxable 
)l'ar: (2) any actual distributions of cur
rent or accumulated earnings and profits 
by a foreign corporation during the year. 
including redemptions treated as distri
butions of property to which section 301 
applies pursuant to section 302(d): and 
(3) any investments in United States prop
erty by a CFC during the: year resulting 
in a section 956 amount for one or more 
United States shareholders for the year. 
For purposes of the proposed regulations, 
amounts included in the gross income of 
any person as a dividend under section 
1248(a) or (f) are generally treated as sec
tion 951 (a)( I )(A) inclusions, 

Thus, under Prop. Reg. ~ 1.959-
3(e)(2), at the end of the foreign cor
poration's taxable ycar. a shareholder's 
PTl account is first adjusted upward by 
the amount of any subpart F income in
cluded in gross income by the shareholder 
under section 951 (a) with respect to the 
shareholder'~ stock in the foreign corpora
tion. Second, a shareholder's PTI account 
is adjusted downward by the amount of 
any distributions of PTI to the shareholder 
with respect to the stock during the year. 
However, a PTl account can never be re
duced below zero. Third, to the extent 
that any section 956 amount for the year is 
equal to (or less than) the amount of PTI 
described in section 959(c)(2), an amount 
of such PTl equal to the section 956 
amount is reclassified as PTI described in 
section 959( c)( I), but does not decrease 
the shareholder's PTI account. Finally, the 
shareholder's PTl account is adjusted up
ward by any ~eclilln 956 amount in excess 
of the PTl described in section 959(c)(2) 
for the year. Corresponding adjustments 
are made to the dollar basis of the PTI 
account. 

This sequence of adj u~tlTlents may be 
affected by the PTf sharing rules discussed 
below. Although the sharing rules are de
,cribed in greater detail in Prop. Reg. 
~*1.959-3(fJ and (g), the order of the ad
justments described in these sections are 
pro\'ideJ for in the step" described in Prop. 
Reg. * 1.95LJ-3(e)(2). 

The amount of a downward adjust
ment to the l'lwered shareholder'S PTI 
account under the second step described 
above is excluded from the shareholder's 
gross income under section 959(a)( I) and 
Prop, Reg. * 1.959-I(c)(I), Similarly. the 
amount of section 959(c)(2) PTI which is 
reclassified as section 959(c)( I) PTl under 
the third step described above is excluded 
from the covered shareholder's gross in
come under section 959(a)(2) and Prop, 
Reg, * 1.959-I(c)(2), 

5, Adjustlllellt to PTI aCCOl/llts upon 

distribUlions til intennediarr C FCs 

Where stock in a lower-tier CFe is 
owned indirectly by a United States share
holder (or successor in interest) through 
one or more upper-tier CFCs in a chain 
of ownership under section 958(a), the 
shareholder's PTI accounts with respect 
to stock in the relevant foreign corpora
tions in the chain must be adjusted when 
the lower-tier CFC makes a distribution 
of PTI to an upper-tier CFC in the chain. 
Prop. Reg, § 1.959-3(e)(3) provides that 
the shareholder's PTI account with respect 
to stock in the distributing foreign corpo
ration is decreased by the amount of PTl 
distributed with respect to such stock, and 
the shareholder's PTI account with respect 
to stock in the recipient foreign corpora
tion is increased by the same amount (in 
addition to being increased by any non-PTl 
portion of the distribution that results in 
an inclusion in the shareholder's gross 
income under section 951 (a) as subpart 
F income of the receiving CFC). Prop, 
Reg. §1.959-3(e)(3) provides a spot rate 
translation convention for cases in which 
the distributing and receiving corporations 
use different functional currencies. 

6. Effect of deficits in earnings and profits 

Prop. Reg. § I ,959-3(e)(5) provides 
that a shareholder's PTI account is not ad
justed to take into account any deficit in 
earnings and profits of the corporation for 
the taxable year. Deficits will reduce only 
the non-PTI of the corporation under sec
tion 312. 

7. Distribution in excess of the PTI 
account 

Under Prop. Reg. § 1.959-3(e)(5), 
when a foreign corporation distributes to 



a shareholder an amount exceeding the 
PTl account with respect to the relevant 
stock, the treatment of the excess amount 
depends on the facts and circumstances. 
Subject to the PTJ sharing rules discussed 
below, the excess amount of a distribution 
generally is treated as a dividend under 
section 316 to the extent of the distribut
ing corporation's non-PTI, and thereafter 
as a return of capital (reducing the share
holder's basis in its stock in the foreign 
corporation) under section 301(c)(2). Any 
portion of the distribution remaining af
ter the shareholder's basis of the stock in 
the foreign corporation is reduced to zero 
is treated as capital gain under section 
301(c)(3). 

8. PTf sharing rules 

The purpose of section 959 is to pre
vent double taxation of amounts that have 
been previously included in gross income 
by a United States shareholder under sec
tion 951 (a) and, importantly, to prevent 
such double taxation at the earliest possi
ble time. Section 951 subjects a United 
States shareholder to tax on undistributed 
income of a CFC. so the ordering rule of 
section 959(c) effectuates this statutory 
purpose by treating actual distributions 
to the shareholder as coming first out of 
PTI. As one of the goals of section 959 is 
to treat distributions as first coming from 
PTI, the IRS and Treasury Department 
believe that a United States shareholder 
(or successor in interest) should be entitled 
to exclude from gross income under sec
tion 959(a) all of a foreign corporation's 
distributions of earnings and profits and 
section 956 amounts to the extent of PT! 
associated with any of the United States 
person's stock in the foreign corporation, 
before that person is required to include 
additional distributions of earnings and 
profits or section 956 amounts of the for
eign corporation in gross income. 

The IRS and Treasury Department 
believe that similar rules should apply 
with respect to members of a consoli
dated group. Although the taxation of a 
consolidated group represents a hybrid 
of single and separate entity treatment, 
consolidated attribute utilization is gen
erally based on single entity treatment. 
For example, when detennining consol
idated taxable income for a given year, 
subject to certain limitations, the group 

is entitled to offset its income with any 
consolidated net operating losses that are 
carried forward to such year (regardless 
of which member or members recognized 
the income or incurred the losses). Given 
the broad regulatory authority of section 
1502 and the statutory mandate in section 
959 to allow United States shareholders 
(or successors in interest) to recover PTI 
at the earliest possible time, the JRS and 
Treasury Department believe that PTJ is an 
attribute for which single entity treatment 
of United States consolidated groups is 
appropriate. As a result, the IRS and Trea
sury Department have concluded that a 
shareholder of a foreign corporation that is 
a member of a consolidated group should 
be entitled to exclude from gross income 
under section 959(a) all of a foreign cor
poration's distributions of earnings and 
profits, and section 956 amounts, to the 
extent of PTI associated with any stock 
in the foreign corpoflltion owned by any 
memher of the consolidated group (with 
appropriate adjustments). Therefore, the 
proposed regulations provide for sharing 
ofPTI between accounts of different mem
bers of a consolidated group in a manner 
similar to the sharing of PTf between mul
tiple accounts of a single shareholder, as 
described below. 

a. Shareholder with multiple PTf accounts 

Prop. Reg. § 1.959-3(f) provides a spe
cial rule that applies when a United States 
shareholder has more than one PTI account 
with respect to stock in a foreign corpora
tion, and during its taxable year. the for
eign corporation distributes earnings and 
profits in an amount that exceeds one or 
more of such PTr accounts. In that case, 
the shareholder's PTJ accounts with re
spect to all of its other stock in the for
eign corporation that it owns at the end 
of the foreign corporation' s taxable year 
shall be reduced. in the aggregate, by the 
amount of the excess, on a pro rata basis 
by reference to the level of such PTI ac
counts (after such PTr accounts have first 
been adjusted to reneet any distributions of 
earnings and profits with respect to those 
blocks of stock). 

The aggregate reduction in such PTJ ac
counts produces a corresponding increase 
in the PTI account that would have been 
exceeded by the amount distribLlted but for 
the operation of this sharing rule. That 

PTf account is then reduced to zero to re
nect the amount of earnings and profits 
distributed with respect to that block of 
stock during the year. 

Similarly. if the section 959(c)(2) por
tion of a PTf account for a share in a for

eign corporation is exceeded by the section 
956 amount attributable to the share. the 
aggregate amount of the section 959(c)(2) 
portion of the PT! accounts for all other 
stock of the foreign corporation owned by 
the shareholder on the last day of the for
eign corporation' s taxable year i~ available 
for purposes of excluding the section 956 
amount from gross income under section 
959(a)( 2). 

b. Shareholder that is (/ member of (/ 
consolidated XI'OUp 

Prop. Reg. ~ 1.959-3(g) provides sim
ilar sharing rules where stock in a foreign 
corporation is owned by two or more mem
bers of a consolidated group. For purposes 
of administrative convenience, however. 
this rule focuses on whether the sharehold
ers are members of the same consolidated 
group at the end of the foreign corpora
tion'S taxable year and not at the time the 
PTI in question was generated. Specifi
cally, if the total amount of a United States 
shareholder's PTI account or accounts for 
stock in a foreign corporation is exceeded 
by the amount of earnings and profits dis
tributed by the corporation to the share
holder during the year, the PTI accounts 
of other members of the shareholder's con
solidated group that own stock in the cor
poration are decreased on a pro rata ba
sis (after adjustment) and the shareholder's 
PTJ accounts or account, as the case may 
be, will be correspondingly increased and 
then adjusted downward to zero. 

Similarly, if the total amount of the sec
tion 959(c)(2) portion of a shareholder's 
PTJ account or accounts for stock in a 
foreign corporation is exceeded by the 
shareholder's section 956 amount for the 
year, the aggregate amount of the section 
959(c)(2) portions of the PTf accounts 
of other member's of the shareholder's 
consolidated group at the end of the for
eign corporation's taxable year that own 
stock in the foreign corporation will be 
available to the shareholder for purposes 
of excluding the section 956 amount from 
gross income under ,ection 95Y(a)(2). 
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9. Redelllpliolls. illell/ding .Iecrioll 30-1 
I r!l1l.I(lClioll.1 

Thl' proP()~I'J fl'guiatillns pm\'idl' fUll', 
for the adju~tll1ent of PTI accollnh and the 
effect lln the corporLltion's non-PTI \\ hen 
,I foreign cllfporation fl'Lieelm it-- stoCK. 
Thl' effect of a distrihutilln In felielllption 
of ,tocK (I'l'lielllptioll distrihutilln) liepend, 
Oil \\ hl'thl'r the relielllptillll distrihutioll is 
treated a, a pa) lllent in l'\change for the 
,tocK under scL'tiOlh 302( a 1 or 303. or as 
a dl,trihutioll of propl'rt~ to which ,eL'tion 
.,01 clpplie, PUNIant to ,ection 3()2(dl. 

ct. Rn/clIIl'liol/l Il'Ci/ll'd (II .\([/1'.\ or 

('\c IlUllgl'l 

If a rnielllption di,trihution" treated as 
<I ,<Ill' or l'Xch<lnge. generally the amount 
chargeahle to the earnings and profits of 
the n:deeming corporation is limited by 
,ection 3121 n H 7) to a ratable share of the 
l.'arning' and pl'llfih. Whl'rl.' the redeeming 
corporation i, a foreign corporation and 
thl.'rl.' is a PTI account with respect to the 
rl.'dl.'l.'l1ll.'d ,tocK. thl.' proposed regubtions 
prmide that sl.'ction 312( n)( 7) is applied 
h) limiting thl.' reduction of the redeem
ing corporation' s earnings and profits to an 
amount which dol'S not l.'xceed the sum of 
( II the amount in the PTI account for the 
redeemed stocK and (2) a ratable share of 
the corporation' s non- PTI attributable to 
the redel.'med shares. if any. This sum first 
reduces thl' PTI account with respect to the 
redeeml.'d stocK and then reduces the cor
poration', non-PTI. 

The IRS and Treasury Department be
lie\\.' that. in the case where a foreign cor
poration redeel1ls stocK in a transaL'lion 
treated as a sale or l.'xchange for an amount 
that i, b., than the PTI account for that 
,toCK. It would be inappropriate tll trans
ter the remaindl.'r of the PTI account to any 
uther PTI accounts with respl'ct to stocK 
111 the foreign corporation. Under section 
lie) Ita) and the regulations thereunder. the 
hc\si, of stocK in a foreign corporation i, 
inuea~ed b) the amount included in the 
,hareholder' s gro" income under section 
9) \( a I. \\ hiL'i1 i, reflected in the PTI ac
C\HlIlt \\ ith re\lwL'\ to such ,tock.. The 
,Inrl'hnlder reC()\eh this increase in ba
,i, upon ~I ... ale of the ,tock. rre\ enting 
thl' ... harchnldl'r from sutlerin,!C double tax
allllll llll gain attrihutahle III PTI (or In ap
JlI'llJlI'i~ltl' L'~N', enahling the sh,lrehlllder 
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to recognize a loss). Consequently. under 
the proposed ret!ulation .... the remainder nf 
the PTI acclluI1l in the situation described 
abm e is not transferrl'd to any other PTI 
account hecause it \\ as already accounted 
tor in the treatment of the redemplion as 
a sale or cxchange. Any corporale-le\el 
PTI attrihutable III the redeemed stocK that 
remain, after the reduction under sect inn 
312( n1(7) loses its character as PTI and is 
reclassified as non-PTI of the corporation. 
The IRS and Treasury Department believe 
that hecause the redeemed shareholder is 
able to use the loss resulting froIll the re
demption to offset other income. its excess 
PTI must hecome other earnings and prof
its that remain with the foreign corporation 
so that those earnings and profits can be 
subject to tax. 

h. Rl'delllpliolls treated as satioll 3UI 
distributiolls 

If. under section 3021 d). a redemption 
distribution is treated as a distribution of 
property to which section 30 I applies. 
the proposed regulatiom provide that the 
rules of Prop. Reg. §§ I .959-1 and -3 
shall apply in the same manner as they do 
to any other distribution to which section 
301(c) applies. The PTI account with 1'1.'

~pect to the redeemed stocK is reduced by 
the amount of the redemption distribution. 
If the redemption distribution exceeds 
such PTI account. the sharing rules de
scribed above regarding nonredemptive 
distribution ... of earnings and pmfih will 
be applicable. If. instead. the PTI ac
count with respect to the redeemed shares 
excceds thc amount of the redemption 
distribution. the exccss PTI is reallocated 
to the PTI accounts with respect to the 
remaining stocK in the foreign corporation 
in a manner consistent with. and in pro
portion to. the proper adjustments of the 
basis in the remaining shares of the foreign 
corporation pursuant to ~ 1.302-2(c). Ac
cordingly. the proposed regulations also 
require proper adjustment of the basis of 
the ,hareholder's remaining ,tocK in the 
redeeming corporation. and of stock in 
the redeeming corporation held by related 
per\ons (not limited to members of the 
... hareholder· s consolidated group). 

c. Deeml'd redelll{lriol1S IIl/da .Icc/ioll 304 

With re'pect to amounh paid to acquire 
,tocK in a transaction de,cribed in section 

30-Ha)( I) and to which section 301(c) ap

plies. the ruks of Prop. Reg. ** \.959-1 
and -3 shall apply in the same manner as 
they do to any other distribution to which 
section 30 l( CI applies. As discussed be
low. the sharing rules de,cribed above are 
applicable to such redemption distribu
tions that are treated as distributions of 
property to which section 30 I applies. In 
addition. a covered shareholder receiving 
such a distribution of earnings and prof
its shall have a PTI account with respect 
to the stock of each foreign corpuration 
deemed to have distributed its earnings 
and profits under section 304(b)(2). 

The Senate Report on the IRS Restruc
turing and Reform Act of 199R states with 
respect to the Secretary' s authority to pre
scribe regulations resulting from the en
actment of section 304(b)(6), "[i]t is ex
pected that such regulations will provide 
for an exclusion from income for distribu
tions from earnings and profits of the ac
quiring corporation and the issuing corpo
ration that represent previously taxed in
come under subpart F. It further is ex
pected that such regulations will provide 
for appropriate adjustments to the basis of 
stock held by the corporation treated as 
receiving the distribution or by the cor
poration that had the prior inclusion with 
respect to the previously taxed income." 
S. Rep. No. 105- I 74 at 179 (1998). The 
Conference agreement on the Act follows 
the Senate amendment. H.R. Conf. Rep. 
No. 105-599 (1998). 

In the case where members of a United 
States consolidated group own stock in 
the issuing corporation and the acquiring 
corporation in a section 304(a)( I) trans
action, the PTI accounting and sharing 
rules are intended to prevent double tax
ation of PTI. as intended by Congress in 
enacting sections 304(b)(6) and 959. A 
lower-tier. cross-chain acquisition of stock 
is generally subject to section 304(a)( I) 
and the transferor is treated as having 
transferred the stock in the issuing cor
poration to the acquiring corporation in 
exchange for stock in the acquiring cor
poration in a transaction to which section 
35 I (a) applies. The acquiring corporation 
is treated as having redeemed those shares 
pursuant to a redemption distribution to 
which section 301 applies. As a result, in 
accordance with these regulations, a PTI 
account with respect to the stock in the 
foreign corporation that is treated as re-



deemed under section 304(a)( I) would be 
considered to arise at the time of the trans
action. Any PTJ accounts with respect to 
stock in the foreign corporation owned by 
other members of the shareholder's con
solidated group would be reduced, and the 
PTJ account of the redeemed shareholder 
increased (and then reduced to zero), un
der the PTJ sharing rules described above. 

D. Basis Adjustments 

The proposed regulations contain cor
responding amendments to the regulations 
under section 961. These proposed regu
lations generally provide for increases and 
reductiom in the basis of foreign corpora
tion stock or other property through which 
foreign corporation stock is owned which 
match the increases and reductions in the 
PTI account with respect to such stock un
der the section 959 proposed regulations. 
The proposed regulations provide transla
tion conventions for determining dollar ba
sis adjustments under section 961 as a re
sult of inclusions under section 951 (a), dis
tributions, and the foreign income taxes 
imposed on PTI as it is distributed through 
tiers of foreign corporations. 

The proposed regulations also imple
ment section 961(c) by providing for ad
justments to the basis of stock in a CFC 
that is held by another CFC in a chain 
of ownership described in section 958(a) 
for the purpose of determining the amount 
properly includible in gross income under 
section 951(a) by a United States share
holder upon a sale of stock in a lower-tier 
CFC. 

The regulations also contain rules de
scribing basis adjustments resulting from 
cross-chain sales of foreign corporation 
stock under section 304(a)(l). 

E. Basis Adjustments of Consolidated 
Group Members 

In the case where there is sharing of 
PII among members of a U.S. consoli
dated group, the proposed regulations also 
clarify the interaction of the investment 
adjustment provisions in the consolidated 
return regulations with the section 961 
basis adjustment provisions. Accordingly, 
the proposed regulations clarify that a 
consolidated group member who utilizes 
PTI of another member shall treat the in
crease in its PTI account as the receipt 
of tax exempt income under Prop. Reg. 

§ 1.1502-32(b )(3 )(ii)(D), and a member 
whose PTI is utilized shall treat the re
duction in its PTI account as a noncapital 
nondeductible expense under Prop. Reg. 
§1.1502-32(h)(3)(iii)(B) for purposes of 
making the investment adjustments re
quired by § 1.1502-32. 

F. Proposed Effective Date and Transition 
Rule 

These regulations are proposed to ap
ply to taxable years of foreign corporations 
beginning on or after the date these reg
ulations are published as final regulations 
in the Federal Register, and taxable years 
of U.S. shareholders with or within which 
such taxable years of foreign corporations 
end. After these regulations become effec
tive, foreign corporations and shareholders 
who are currently accounting for PTI in a 
manner other than that which is provided 
in these regulations may use any reason
able method to conform their current ac
counting of PTI to the rules provided in 
these regulations. 

Request for Comments 

A. Coordination of Shareholder-level and 
Corporate-level Accounts 

Prop. Reg. § 1.959-3(e)(4) requires ag
gregate categories of PTI to be maintained 
at the corporate level and to be adjusted 
in accordance with adjustments made to 
the individual shareholder-level PTJ ac
counts. No explicit rules are provided 
for how shareholder-level and corpo
rate-level PTI information is to be shared 
among the shareholders of a foreign cor
poration. Comments are requested on 
whether such information sharing rules 
are necessary and, if so, how they should 
operate to ensure conformity between 
shareholder-level and corporate-level PTJ 
accounting. 

B. prJ and Consolidated Groups 

The application of the PTJ sharing rules 
in the proposed regulations result in corre
sponding adjustments to the basis of stock 
in the sharing member corporations (and 
potentially higher tier members) held by 
other members of the shareholder's con
solidated group. As noted above, the IRS 
and Treasury Department believe that the 

PTJ sharing rules result in the correspond
ing basis adjustments under the current in
vestment adjustment provisions. There is 
some tension between single and separate 
entity treatment of a consolidated group re
garding the PTJ sharing rules, and the IRS 
and Treasury Department are continuing to 
study how to balance the policy in favor 
of minimizing multiple income inclusions 
WIth the policy of preserving the location 
of attributes within a consolidated group. 
In particular, the IRS and Treasury Depart
ment are concerned about the potential ba
sis shifting that may occur as a result of 
the PTI sharing rules. The IRS and Trea
sury Department request comments on the 
proposed rules and whether there are more 
appropriate rules for determining the basis 
of: (I) the stock in a member of the consol
idated group that transfers PTI to another 
member of the consolidated group under 
the proposed regulations: (2) the stock in 
the member of the consolidated group that 
receives the transferred PTI under the pro
posed regulations; and (3) the stock in the 
higher-tier members of the consolidated 
group that directly or indirectly own the 
stock in the members of the consolidated 
group whose PTI accounts are affected by 
the sharing rules in the proposed regula
tions. 

The proposed regulations do not limit 
the application of the PTI sharing rules be
tween members of a consolidated group to 
PTI earned by a foreign corporation while 
the member with excess PTI was a mem
ber of such group. The IRS and Treasury 
Department did not adopt such a limita
tion out of concern that it would be overly 
complex and concern that such a limitation 
might not be consistent with the succes
sor in interest rule. However, the IRS and 
Treasury Department recognize that some 
may believe that such a limitation might be 
more consistent with other attribute shar
ing rules in the consolidated group context. 
Consequently, the IRS and Treasury De
partment request comments as to whether 
a limitation on PTJ sharing between mem
bers of a consolidated group similar to 
those of §l.l 502-2 l(c) is appropriate. 

The IRS and Treasury Department be
lieve that transactions described in section 
304 are generally covered by the PTI 
sharing rules contained in Prop. Reg. 
§§ 1.959-3(h)(l) through (3) that are ap
plicable to typical redemptions. However, 
a specific rule has also been provided in 
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Prop. Reg. ~1.959-3(h)(4) that make~ the 

PTI sharing rub explicitl) applicable to 
tran~acti()n~ de~cnhed In ,ection JO-+(a)( I) 
that are treated a~ di,trihution, of pmpert) 
to which \ection JOI applie\ The IRS and 
Trea~ury Department reljlle,t comment> 
regarding \\hcther the PTI ,haring rule, 
,hould abo hc made c\plicitly applica
hie tll tran'<lction, de'LTibcd in ,ectilll1 
304(a)( I ) that arc treated a, ,ale, or t'\

changc, or to tran,actilln, de~lTihcd in 
,cctioll 30-+(a)(2). In addition. comment, 
arc rcque~ted on whcthcr rules ~hould be 
pnl\ided tIl address the proper allocatiun 
III PTI after a tran.saction dc,crihed In ~eL
tion 355. 

C. j'T1l1lld SCCli(}1l 367( /J I Trllll.\(/ctioIlS. 

On No\cmber 15. 2000. the IRS ami 
Tre,Nlry Department issued proposed 
regulations in the Federal Register (65 
fR 6l)138) lREG-116050-99. 2000-2 
e.B. 520) addressing (I) the carryover 
of certain tax attribute~. such a~ earnings 
and profih and foreign income tax ac
counts. when two corporations combine 
in a section 367(b) transaction described 
in section 3SI. and (2) the allocation of 
certai n tax attributes when a corporation 
distributes stock in another corporation 
In a ,ection 367(b) transaction (a foreign 
di visi \e transaction). In the preamble to 
those proposed regulations. the IRS and 
Treasury Department indicated that fur
ther guidance under section l)5l) would 
be reljuired prior to addressing PTI issues 
that arise under secti0l1 367(b). At that 
time the IRS and Treasury Department 
reque~ted comments with respect to pro
pused * 1.367(b) regarding whether PTI 
,hould be transferable and retain its char
acter a, PTI for section 95l) purposes. as 
well a, the various implications that result 
frnm that determination. Additionally. in 
the 20()() propll~ed regulations, the IRS 
and Trea,ury Department reljueqed com
menb With re'pect to * I 367(b)-8 uf the 
pwposed regulation, regarding the proper 
adjustment of the PTI of a CFC fullowing 
a foreign diyisi\ e tran,action. 

On Augu,t S. 2()()n. the IRS and Trea
,ur~ Dcpartment issued final regulations 
undL'r ** IJ6 7( b )-J and -7 with rcspect to 
thL' L'arr~ ll\ cr of non-PTI amounh. among 
llthcr thll1g\. \\ hill' re,en ing final regula
til1l1\ under * 1.367(b)-~ \\ ith re'peL't to the 
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allocation of tax attributes in foreign diyi
,I \ e tran,actions. 

The IRS and Trea~ury Department 
imitt' commt'nts regarding the proper ex
ten,ion of the principles in these proposed 
regulations (including shareholder-level 
aL'COlIl1ting of PTI and the PTI sharing 
rule,) to ~~1.3()7(b)-3 and -7. as well as 

Prop. Reg. ~ 1367(bl-S 

D. Foreign ClIlTCne\' Guin or Loss illld 

Forcign Til.\ Credii.1 Hitl! Respect to PTI 
f)is(rilm (ions 

Under section l)X6( c) of the Code. for
eign currency gain or loss \\ ith respect to 
distributions of PTJ that is attributable to 
movements in exchange rates between the 
date( s) of the income inclusion that created 
the PTI and the distribution of such PTI 
shall be recognized and treated as ordinary 
income or loss from the same source as the 
associated income inclusion. The IRS and 
Treasury Department invite comments re
garding additional guidance that may be 
needed under section 986(c) in light of the 
proposed regulations under section 959. 
The IRS and Treasury Department also in
vite comments regarding additional guid
ance that is needed to ensure that section 
l)60( a)(3) provides appropriate foreign tax 
credit rules with respect to taxes imposed 
on PTI that is distributed through tiers of 
foreign corporations. 

E. Sectioll 962 

The IRS and Treasury Department have 
not determined how the proposed account
ing rules and basis rules should apply tu a 
United States individual shareholder who 
has elected to be taxed as a corporation 
under section l)62. Therefore, those rules 
arc reserved for future study. The IRS 
and Treasury Department. however. invite 
comments about how the PTI rules and ba
sis rules should apply for purposes of sec
tion %2. 

F. Sccrioll <)6 j (c) Busis AdjUl(ments 

Section %\(cl i, only applicable for 
pll'l)()Se~ of determining the amount in
cluded under ,ection l)S I in grms income 
of a United State, \hareholder. Conse
ljllently. the IRS and Treasury Department 
haye ~() limited the application of Prop. 
Reg. *1.961-3. Intheeventofa,aleof 

a lower-tier CFC by an upper-tier CFe for 
\\hich the rules of section 961(c) are impli
cated 111 determining the gain on the salt'. 
the basis created in the lower-tier CFC 
stock for purposes of applying section 951 
would not apply, for example. to determine 
the earnings and profits of the upper-tier 
CFe. However. the IRS and Treasury De
partment are concerned aoout the potential 
douole taxation that may result in the event 
of the later distribution of these earnings 
and profits to a United States person. 

G. Trallsition Rille 

These regulations are proposed to ap
ply to taxable years of foreign corpora
tions beginning on or after the date these 
regulations are published as final regula
tions in the Federal Register. and taxable 
years of U.S. shareholders with or within 
which such taxable years of foreign cor
porations end. After these regulations be
come effective. foreign corporations and 
shareholders who are currently accounting 
for PTI in a manner other than that which 
is provided in these regulations may usc 
any reasonable method to conform their 
current accounting of PTI to the rules pro
vided in these regulations. Comments are 
requested on whether more detailed tran
sition rules should be provided, and. if so, 
how such transition rules should operate to 
conform existing methods of PT! account
ing with the method of PTJ accounting re
ljuired by these regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulernaking is not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a regulatory as
sessment is not required. It has also been 
determined that section 553(b) of the Ad
ministrative Procedure Act (5 U.S.c. chap
ter 5) does not apply to these regulations 
and because the proposed regulation does 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.s.c. Ch. 6) does not apply. Pur
suant to section 7805(0 of the Code, this 
notice of proposed rulemaking will be sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 



Commenl,> and Requests for Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are submitted timely to 
the IRS. The IRS and Treasury Depart
ment request comments on the clarity of 
the proposed rules and how they can be 
made easier to understand. All comments 
will be available for public inspection and 
copying. A public hearing will be sched
uled if requested in writing by any person 
that timely submits written comments. If a 
public hearing is scheduled, notice of the 
date, time, and place for the public hearing 
will be published in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Ethan Atticks. Office of Associate 
Chief Counsel (International). However, 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * :';: * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by removing all entries 
for §1.J502-12 and §1.l502-32 and by 
adding entries in numerical order to read. 
in part, as follows: 

Authority: 26 U.S.c. 7805 '" * * 
Section 1.959-1 also issued under 

26 U.s.c. 304(b )(6), 959 and 1502. 
Section 1.959-2 also issued under 

26 U.S.c. 304(b)(6) and 959. 
Section 1.959-3 also issued under 

26 U.S.c. 304(b )(6), 959 and 1502. 
Section 1.959-4 also issued under 

26 U.s.c. 304(b)(6) and 959. * * * 
Section 1.961-1 also issued under 

26 U.S.c. 961. 
Section 1.961-2 also issued under 

26 U.S.c. 961. 
Section 1.961-3 also issued under 

26 USc. 961. 

Section 1.961-4 also issued under 
26 U.s.c. 304(b)(6) and 961. * "''' 

Section 1.1502-12 also issued under 
26 U.S.c. 959. 961 and 1502 *" * 

Section 1.1502-32 also issued under 
26 U.S.c. 301, 959, 961, 1502 and 1503. 

* * * 
Par. 2. Section 1.959-1 i, revised to 

read as follows: 

~1.959-J Exc/usionfmf1l gross income of 
Ullited Stotes persons o(prel'iousiY taxed 
earnings and profit~. 

(aJ In general. Section 959(aJ provides 
an exclusion whereby the earnings and 
profits of a foreign corporation attribut
able to amounts which are. or have been, 
included in a United States shareholder's 
gross income under section 951(a) are not 
taxed again when distributed (directly or 
indirectly through a chain of ownership 
described in section 958(a» from such 
foreign corporation to such shareholder 
(or any other United States person who ac-
4uires from any person any portion of the 
interest of such United States shareholder 
in such foreign corporation, but only to 
the extent of such portion, and subject to 
such proof of the identity of such interest 
as the Secretary may by regulations pre
scribe). Section 959(a) also excludes from 
gross income of a United States share
holder earnings and profits attributable to 
amounts which are, or have been, included 
in the gross income of such shareholder 
under section 951 (a) which would, but for 
section 959(a)(2), be again included in the 
gross income of such ~hareholder (or any 
other United States person who acquire~ 
from any person any portion of the interest 
of such United States shareholder in such 
foreign corporation, but only to the extent 
of such portion, and subject to such proof 
of the identity of such interest as the Sec
retary may by regulations pre<;cribe) under 
section 951(a)(1)(8). Section 959(b) pro
vides that for purposes of section 95I(a). 
the earnings and profits of a CFC attrib
utable to amounts that are. or have been. 
included in the gross income of a Uniteu 
States shareholder under section 951 (a) 
shall not when distributed through a chain 
of ownership described in section 958(a), 
be included in the gross income of a CFC 
in such chain for purposes of the applica
tion of section 95 ](a) to such CFC with 
respect to such United States shareholder 

(or any other United States person who ac
quires from any person any portion of the 
interest of such United States shareholder 
in such foreign corporation. but only to the 
extent of such portion, and subject to such 
proof of the identity of such interest as the 
Secretary may by regulation:, prescribe). 
Section 959( c) provides rules for the al
location of distributions to the various 
categories of previously taxed earning" 
and profits of a foreign corporation and 
the foreign corporation's non-previously 
taxed earnings and profits. Section 959(d) 
provides that. except as provided in sec
tion 960(a)(3), any distribution excluded 
from gross income under section 959( a) 
shall be treated as a distribution which is 
not a dividend: except that any such distri
bution shall immediately reduce earnings 
and profits. Section 959(e) provides that, 
for purposes of sections 959 and 960(b), 
any amount included in the gross mcome 
of any person as a dividend by reason 
of subsection (a) or (fJ of section 1248 
shall be treated as an amount included 
in the gross income of such person (or, 
in any case to 'Which section 1248(e) ap
plies, of the domestic corporation referred 
to in section 1248(e)(2)) under section 
95 I (a)(l HA). Section 959(f)( 1) provides 
rules for the allocation of amounts which 
would. but for section 959(a)(2), be in
cluded in gross income under section 
9511a)(l HB) to certain previously taxed 
earnings and profits of a foreign corpo
ration and non-previously taxed earnings 
and profits. Section 959(0(2) provides an 
ordering rule pursuant to which the rules 
of ~ection 959 are applied first to actual 
distributions and then to ~mount~ which 
would. but for section 959, be included in 
gross income under section 951 (a)(\ )(B). 
Paragraph (b) of this section provides a list 
of definitions. Paragraph (c) of this sec
tion provides rule~ for the exclusion from 
gross income under section 959( a)( I) of 
distributions of earnings and profits by a 
foreign corporation and the exclusion from 
gross income under section 959( a)(2) of 
amounts which would, but for section 959, 
be includeu in gro~~ income under section 
951 (aJ( I )(8). Paragraph (el) of this section 
provides for the establishment and ac
quisition of previously taxed earnings and 
profits accounts by shareholders of foreign 
corporations. Section 1.959-2 provides 
rules for the exclusion from gross income 
of a CFC of distributions of previously 
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taxed earning~ and profit-, from another 

CFC in a chain of o\\ner~hip de~cnhed in 
~ecti()n LJ.'iS(al. Section I,Y5L)-~ pr()\ide~ 

rule~ for the allocation of distributillll\ and 
"ection Y.'i6 amounh to the earning~ and 
profih of a CFe and fur the maintenance 
and adjuqment of pre\ lou,l~ taxed earn
ing~ and profits accounh by "hareholLkrs 
of foreign cllrp()ratioll\, Section I t)5l)-+ 
pn1\ide, for thl' treatment of actual di,,
tributioll" that are excluded from gross 
lIlUll1le ullder scction l)5Y( a I. 

(b) f)e{illifioll\ for purpme, of this 
,ection through ~ 1,l)5l)-+ ~lI1d ~ I,Y61-1 

through * 1%1-+, the term, listcd in this 
paragraph are defined a~ follo\\s: 

( I ) Pr('\'ioll.l/r fllll'd ('liming' lind /)ro( 

il.l means the earnings and profits of a for
eign corporation. computed in accordance 
With ,ections %.f and YS6(b) and the reg
ulations thereunder. attributable to section 
l)5 II a) i nclu,ions, 

(~I Prn'iol/I{Y faxed (,lIrnings lind pm( 
its deCOliliT means an account reflecting the 
previously taxed earnings and profits of a 
foreign corporation (if any). 

(.j) /)ol/ur hU.li,1 means the United 
State, dollar amounts included in a Cnited 
States shareholder's income with respect 
to the previously taxed earnings and prof
ih included in a shareholder's previously 
taxed earnings and profits account. 

(.f) Cm'crcd ,1/w/,l'iIo/der means a per
,on who is one of the following~ 

(i) A United States person who owns 
stock (Within the meaning of section 
l)5S(a)) In a foreign corporation ami \v'ho 
ha~ had a section l)5 I I a) inclusion with 
re~pect to it~ stock in such corporation: 

(ii I A successor in interest. as defined in 
paragraph (h)I.'i) of this section: or 

(i i i) A corporation that is not described 
in paragraph~ (b)(.f)(i) or (iii of this sec
tion and that owns ~tock (within the mean
ing of section l)5~(a)) in a foreign corpora
tion In which another corporation is a co\'
ered ,hareholder described in paragraph 
(h II -I I( II or (II) ,If this ,cetlon. if both the 
tiN mentlUned l'orporatlon and the co,'
ered ,harehlllder are membcr~ of the same 
con~()lldated group, 

(5 I SII[,( '(,I,ll II' in illll'l'l'.Ii Illeans a U ni led 
Slate, pcr'lln \\ ho acquires. from an) per
,UII. U\\ ner,hip (\\ ithin the meaning of ,ec
tilln l).'i~(all of ,tllL'k in a foreign l'orpL1ra
tl(ln. tllr \\hidl there i, a pre\iou~l) taxed 
e~lrnlng:, and profih account and who es
tahlI"ile, t,) the ,at ",taction l1f the Director 
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()r Field Operations the right to the exclu
,Hll1 frum gms, income provided by sec
tion 959(a) and this section, To estab
li,h the right to the exclusion. the share
holder must attach to its return for the tax
able year a statement that pn)\'ides that it is 
e\duding amounts from gross incllme be
calise it i~ a sLiccessor in interest slicceed
ing tll one or more pre"iously taxed earn
ing, and profih aCl'llLl11ts \\ith re'pect to 
,hares it owns in a foreign corporation. In
duded in the statement shall be the name 
of the foreign corpmation, In addition. that 
shareholder must be prepared to prmide 
the following information within 30 days 
upon request by the Director of Field Op
erations~ 

(i) The name. address. and taxable year 
of the foreign corporation and of all the 
other corporations, partnerships, trusts, or 
estates in any applicable chain of owner
ship described in section 958(a): 

(ii) The name, address. and taxpayer 
identification number, if any, of the per
son from whom the stock interest was ac
quired: 

(iii) A description of thc stock interest 
acquired and its relation, if any. to a chain 
of ownership dcscribed in section 958(a): 

(iv) The amount for which an cxclusion 
under section 959(a) and paragraph (c) of 
this section is daimed: and 

I v) Evidence showing that the earn
ings and profits for which an exclusion 
is claimed are previously taxed earnings 
and profits. that such amounts were not 
previously excluded from the gross in
come of a United States person. and the 
identity of the United States shareholder 
who originally included such amounts in 
gross income under section LJ51(a). The 
acquiring person shall also furnish to the 
Director of Field Operations such other 
information as may be required by the 
Director of Field Operations in support of 
the exclusion. 

(6) Block o/stock ,hall have the mean
ing prO\ided in * 1.12.f~-21 b) with the 
additional requirement that the previously 
taxed earnll1gs and profits attributable to 
each share of stock in such block must be 
the same. 

(7) COIl.I(J/idm(!d gmup shall have the 
meaning provided in ~ 1.1502- I(h). 

(81 MOl/bo· shall have the meaning pro
\ided in ~1.l502-\(b). 

(9) Section <i5J(iI) inclusion means 
a section 951(a)(I)(A) inclusion or an 

amount included in the gross income of 
a United States shareholder under section 
951(a)( I )(B). 

( IOJ Section 1)51 ((/)( 1 )(A) inclusio/l 
means~ 

(i) An amount included in a United 
States shareholder's gross income under 
section Y.'i I (a)( I)(A): 

(ii) An amount included in the gross in
come of any person as a dividend by reason 
of subsection (a) or (t) of section 124X (or. 
ll1 any case to which section 1248(e) ap· 
plies, an amount included in the gross in
come of the domestic corporation referred 
to in section 1248(e)(2»: or 

(iii) An amount described in section 
1293(c). 

( II) Section 956 amollnt means an 
amount determined under section 956 
for a United States shareholder with re
spect to a single share or, if a shareholder 
maintains a previously taxed earnings and 
profits account with respect to a block of 
stock, a block of such shareholder's stock 
in the CFe. 

(12) Section 959(c)(1) earnings and 
profits means thc previously taxed earn
ings and profits of a foreign corpora
tion attributable to amounts that have 
been included in the gross income of a 
United States shareholder under section 
951 (a)( I )(B) (or which would have been 
included except for section 959(a)(2) and 
* 1,959-2) and amounts that have been 
included in gross income under section 
95 \(a)( I )(C) as it existed prior to its re
peal (or which would have been included 
except for section 959(a)(3) as it existed 
prior to its repeal), 

(13) Section 959(c)(2) earnings and 
pro/its means the previously taxed earn
ings and profits of a foreign corporation 
attributable to scction 951(a)(I)(A) inclu
sIons. 

(14) Non-previollslv taxed earnings and 
profits means the earnings and profits of a 
foreign corporation other than the corpora
tion's previously taxed earnings and prof
its. 

( 15) C FC means a controlled foreign 
corporation within the meaning of either 
section 953(c)(\ )(E) or section 957. 

(16) United States sharehulder means 
a United States person who qualifies as 
a United States shareholder under either 
section 951 (b) or section 953( c)(l )(A). 

(c) Amount excluded from gross in
come~( I) Distributions. In the case of 



a distribution of earnings and profits to a 
covered shareholder with respect to stock 
in a foreign corporation, an amount shall 
be excluded from such shareholder's gross 
income equal to the total amount by which 
such shareholder's previously taxed earn
ings and profits account with respect to 
such stock is decreased under § 1.959-3 
because of the distribution. 

(2) Section 956 amounts. In a case 
where a covered shareholder has a section 
956 amount for a CFC's taxable year, an 
amount shall be excluded from such share
holder's gross income equal to the amount 
of section 959(c)(2) earnings and profits in 
any shareholder's previously taxed earn
ings and profits account that are reclassi
fied as section 959( c)( I) earnings and prof
its under § 1.959-3 because of that section 
956 amount. 

(d) Shareholder accounts-( I) In 

general. Any person who is subject to 
§ 1.959-3 shall maintain a previously 
taxed earnings and profits account with 
respect to each share of stock it owns 
(within the meaning of section 95~(a)) in 
a foreign corporation. Although the ac
count is share specific. the account may be 
maintained with respect to each block of 
the stock in the foreign corpomtion. Such 
account shall be maintained in accordance 
with § 1.959-3. 

(2) Acquisition of account-Ii) In gen

eral. If any person acquires, from any 
other person, ownership of shares of stock 
in a foreign corporation (within the mean
ing of section 958(a») the prior share
holder's previously taxed earnings and 
profits account with respect to such stock 
becomes the previously taxed earnings 
and profits account of the acquirer. 

(ii) Acquisition of accou11I by a per

son other than a successor in interest. If 
such acquirer is not a successor in inter
est (a foreign person for example), the 
previously taxed earnings and profits ac
count with respect to the stock acquired 
shall remain unchanged for the period that 
the stock is owned by such acquirer. See 
also § 1.959-3( e), providing account ad
justment rules that apply only for acquired 
PTI accounts if the acquirer is a successors 
in interest. 

(3) Examples. The application of this 
paragraph (d) is illustrated by the follow
ing examples: 

Example I. Shareholder's previously laxed earn
ings and profits account. (i) Faels. DP, a United 

States shareholder own5 all of the 100 ;hares of the 
only class of stock in Fe. a CFe. The 100 ,hares are 
a block of stock. DP and FC u,c the calendar year 
as their taxable ye'lr and FC u,es the U.S. dollar a, 
its functional currency. In year I. FC earns $1 OOx 
of subpart F income and $1 OOx of non-,ubpart F in
come. DP includel $1 OOx in gross income under sec
tion 951(a). 

(Ii) Al1ul'·sis. A, ~ result of DP" inclusion of 
$IO()x of gros, income under section 951(al_ DP has 

a previously taxed earning, and profits account with 
respect to each of ih 100 ,hares equal tu $1 x or ,>hould 
DP choose to mamtain its previously taxcu earnings 
and profits account on a block basis. an account of 
$IO()x with respect to its entire interest in Fe. 

Example 2. AcquisitIOn ofprel'ioll\lv taxed eam
infis alld profits areOl/1l1. (i) Facls. Assume the same 
fa<:ts as Example I. but that in year 2. a nonresident 
alien, FP. contributes property to FC to acquire 1000 
newly issued shares of FC of the same cia" held by 

DP. In year I D. DP sells all of tts FC sh~res to FP. 
In year 15, FP sells all of its shares in FC to USP. 
a United States person. Any income earned by FC 
after year I is non-subpart r incomc. The only diwi
butJOns by FC during this period are a $1 OOx pre-sale 
distribution to FP in year 15 and another $1 OOx dis
tribution in year 16 to USP. 

(ii) Analysis. In year 2. DP retains its previously 
taxed earnings and profits account of $lOOx as a re
sult of its section 951 (a) inclusion in year 1 regard
less of the fact that Fe lS no longer a CFC and DP 

no longer holds a sufficient interest in FC to be a 
United Slates shareholder with respect to Fe. In year 
ID. pursuant to paragraph (d)(2)(i) of this section. rp 
acquires a $IOOx previously taxed earnings and prof
its account with respect to DP's block of stock in FC 
that FP acquired. In year 15. FP receIves a dlstnbu
tion of $1 OOx of earnings and profits from FC. but FP 
may not exclude any of this distribution from gross 
income because FP is a nonresident alien. Conse
quently, pursuant to paragraph (d)(2)(ii) of thiS ,ee
lion. even though i[ acquired a previously taxed earn
ings and profits account from DP of $IOOx the ac
count remains unchanged during FP' s ownershIp of 
the FC stock. However. if USP (,In make the showing 
required in paragraph (b)(5) of thts section. USP may 
exclude the $1 OOx distribution in year 16 under sec
tiun959(aj( I) and paragraph (C) of this seClion to the 
extent that the distribution result> in a decrease of the 
$IOOx previously taxed earnings and profits account 
that USP acquired from FP pur,uant to the account 

adjustment rules of ~ I 959-3. 

Par. 3. Section 1.959-2 is revised to 
read as follows: 

.§/.959-2 Exc/usionfmm gross income of 

CFCs of previously taxed earnings and 
profits. 

(a) Exclusion from gross il1('ome-( I) 

In general. The earnings and profits of 
a CFC (lower-tier CFC) attributable to 
amounts which are, or have been, included 
in the gross income of a United States 
shareholder under section 951 (aJ shall not, 
when distributed through a chain of own
ership described in section 958(a), be also 

included in the gross income of the CFC 
receiving the distribution (upper-tier CFC) 
in such chain for purposes of the applica
tion of section 95 I (a) to such upper-tier 
CFC with respect to such United States 
shareholder_ The amount of the exclusion 
provided under this paragraph is the entire 
amount distributed by the lower-tier CFC 
to the upper-tier CFC that gave rise (in 
whole or in part) to an adjustment of the 
United States shareholder's previously 
taxed earnings and profits accounts with 
respect to the stock it owns (within the 
meaning of section 958(a)) in the lower
and upper-tier CFC under § 1.959-3(e)(3 J. 
This amount shall not exceed the earn
ings and profits of the lower-tier CFC 
attributable to amounts described in sec
tion 951 (a)O) (without regard to pro rata 

share). The exclusion from the income 
of such upper-tier CFC also applies with 
respect to any other United States share
holder who is a successor in interest. 

(2) Examples. The application of this 
paragraph (a) is illustrated by the follow
ing examples: 

Example I. Dlstrihution allrihutahle ro slIhpart 
F income of/mfeT-lier CFe. (i) Facls. Fe, a CFe. is 
70'il owned by DP. a United States person. and 30'k 

owned by FP, a nonresidcnt alien. FC owns all the 
stock in FS, a CFe. DP. FP. FC and FS all use the 
calendar year as their taxable year and Fe and fS 
use the U.S dollar as their functional currency. In 
year I. FS earn, $IOOx of passive income de,cribed 
in section 954(c) and $50x of non-subpart F income. 
On the laq day of year I. FS distributes $IOOx to FC 
that would quality as subpart F income of FC On the 
la,t day or year I. Fe diwibutes $70x to DP and $30x 
to FP 

iii) Analysis. DP is required to include $7Dx in its 
gross income under section 95 \(a) as a rewlt of FS's 
earning S 100x of subpart F income for the year. Con
seguently. the section 959(c)(2) earnings and profits 
in DP's previously taxed earnings and pro/Its account 
with respect to its indirect ownership of stock in FS is 
increased to $70x. Under § 1959-3(e)t3), as a result 
of the $1 OOx distrihution paid by FS to Fe. DP' s pre
viously taxed earnings and profits account IS reduced 
by Its pro rata sharc of the distribution ($70x). In ad
dition. FS's non-previously taxed earnings and prof
its are reduced by the remoining S30x. Under para
graph (a) of this section. the amount or the exclusion 
under paragraph I a) is e~ual to the amount distnbuted. 
not to exceed the amount of earnings and profits that 
gave rise to the previou.sly taxed income that is being 
distrihuted. Con'>equenlly. the entire $IOOx distribu
tion (as opposed to only $70x) is excluded from FC's 

gross income for purposes of determining whether 
DP has an inclusion under section 95 Ha) as a result 
of FC's receiving the distnbution from FS. The re
ceipt of the distribution from FS increases FC's earn
ings and profits hy $1()(Jx ($70x of "hich is previ

tlu"ly taxed earning, and profit, and $30x 01 which is 
non-previou,ly taxed earning, and profits). 
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Example 2. Trw I ,}ir"" .111i/,.ellOlell'/" III F(lC!.I. 

The fach are the 'lame a, 111 blllllple j except that 

nellher FS nor fOC make, any lli,trioutlllns 111 )e.lr 1. 
In year 2. FP ,elh ih qlll"k In FC loOT. a L·nit<."d 

State, per,on. On the last lla) of )car 2. FS uhtnhutl's 

SIOOx to FC that \\ollill quali!\ as sllopan F inC,lI11l' 

of Fe. FS has Oll earntngs and pwtlh for y e,lr 2. ,11l1i 

FC has no earning, anll prnfih for ye.lr 2 other than 
the lli,trioUlion from FS. 

(ii) AII(/II.II.I. With rt'spec·t to DP. the al1al),i, i, 

the 'ame as that in F\(/ml'/" I HO\\ eyer. hlr pur
po,e, of DTs lleternllnatiol1 of tht' al1\()unt indulliole 
in ih gTll" II1l"llille under ,el·tIOI1 9) I(al with re,pect 

to Fe for )ear 2. none of the SIO[h lbtrihution is 

excluded from FC, 2!fll" il1come for purplhes of ap
pi) ing Sedl,1I1 9511 alII Ith respect to DTs interest in 

Fe hecause none of earrllng' and profits distrihuted 
111' FS to Fe are attnhutahk III <llHIIUnh which arc. 
or haye heen. inciulleliin the gross income of DT [)f 

the person to whom DT i, a succe'l'lm in mterest (FP). 

Consequently. DT must inclutk 530\ in gross income 
under section 951 (a) for year 2 as ih I'm ral(/ share 
Df FCs suopart F income of $1 OOx ($1 OOx \ 30'7r) 

Thereafter. DT has a previously taxed earnings and 
profits account mnsisting of $:'\Ox with respect to ih 
stud, in FC and FC ha, $IOOx of preyiously taxell 
earnings anll profits. 

i:.\(/IIII'/C 3. Mil('d ili'Hillillian. (i) Fueis. The 
facts ;],'e the same as in Emillp/c I. except that on the 
bst da) of year I. FS llistrioutes $150x to FC that 

\\oulll quailty as suopart F lllcome of Fe. which in 
turn llistrihutes $1 OSx to DP anll $-+5" to FP. 

(Ii) Ana/ys;,. Unller the analysis in EX{[IlI[J/e 1 

anll pursuant to paragraph (a) of thi> section. $1 DOx 

of the distrioution from FS to FC is exdulled from 
FC s gross income for purposes of determining DP' s 
inclusion under section 95 \(a) with respc(t to FCs 
re(cipt of the distrioution from FS. However. DP', 
I'm mill share of the remalnlllg $SOx. or ~35x (~50x 
x 7W;i). is included 111 DP' s gross lIl(ome under 
section 451(al. Consequently. the previously taxed 
earning' and profits in DP's previously taxed earn
ings and profits account with respect to its stock 
III FC I, lllereased from $70x to $1 05x pursuant to 
~1.9.'i4-3(e){2)(i). That a,(ount is then reduced til 
i-O a, a result of the llistnbutiun of $105x \() DP 
pursuant tu *1.959-3(e)(2)(ii) alld DP excludes the 
distrihution of $1 05x from FC from its gross income 
for year I under section 459(a It I ) anll * I. 954-1 (c). 

(b) Section 304(a)( I) trall.lacrions-( I) 
Deemed redemplioll treated as a distri
IJillioll. In the case of a stock acquisi
tion under section 304(a)( I) treated as a 
distribution to which section 30 I applies, 
the sclling CFC shall be deemed for pur
poses of section 959( b) and paragraph (a) 
of this section to receive such distributions 
through a chain of ownership described 
under section 958(a). 

(2) Example. The application of this 
paragraph (c) is illustrated by the follow
tng example: 

E\(lInplc. Cnn \-c/win (/c(/ui.\itloll (~( eFe .\t(}C~ 
/1\ " eFe /i,'llilil/('II1(",. CFe. i i) FlICI.I. DP. a d,)[nes
til.: l\.lrporalilHL 0\\ Ih all of thl' "'Ii..l\.:~ in t\\U fnn:ign 

,·"rp,'r.lti"I". FX and FY FX nil ns all nf the ,t,lck in 
1,'rcI.cn c'nrp,nation Fl. DP. FX. FY. and F7 ,illt"" 
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the caknllar ) ear as their taxable year and the U.S. 

llollar as their functional currcnC). During year I. FY 

purchases all of the ,toc\.. in FZ fWIll FX for Si:\O\ in 

.1 tran,ac"tll'n dl'Sl-riheu in ,,~c·ti(\n .'O-+[aj( II. At the 

end of )l'ar I. octore tal.lng into account the purchaSe 
of F[, stoc\... FY ha, section 4)\)(1.")(2) earnings and 

profits nf S20\ anll non-pre\lollsly t,lxed c,mlings 

and pmfits of ~ 1(1\. and FZ has section 9)9[e)(2) 

earnings ,Ind pmtit, of S50x and Iloll-pre\ lousl) 

taxell earnings anll profits of SO. 
Iii) AII(//.I.I/.I. Unller ,cetlon _'O-+(a)[I). FX is 

deemell ttl have tran.,ferrcll the FZ ,tock to FY In ex
change for FY stock in a transaction to which section 

.lSI applies. and FY is treateu as havlIlg relleemell. 
lor S~\(h. the FY stock lleemell issllcll to FX. The 

p'l) ment of $80\ is treated as a 1listriolltilll1 to which 
section 301 applies Unller section 30-+(b)(2). the 
determination of the amount which is a lli,idenll (and 

the sOllrce) is malic as if the llistrihution were made. 

tiN. by FY to the extent of its earnings anll profits. 
530x. anllthcn hy FX to the extent of Its earnings anll 
profits. $50x. Under paragraph (c)( I) of thiS section. 

FX is deemed to receive the di~.trioutions from FY 
and FZ through a chain of ownership descrihell in 
.;ection lJ5H(a). Under paragraph (a) of this section. 
the amount of FY', previously taxed earnings and 
profits. $20x. and the amount Df FZ', previously 

taxell earnings anll profits. $50x. llistributell to FX 
are excluded from the gro" income of FX. Accorll
ingly. only $IOx i, included in FX's gross income. 

Par. 4. Section 1.959-3 is revised to 
read as follows: 

.~ 1.959-3 Mailllellance and adjustmelll 
of previously taxed earnill[?s and profits 
accoullts. 

(a) In general. This section providcs 
rules for the maintenance and adjustment 
of previously taxed earnings and profits 
accounts by shareholders and with respect 
to foreign corporations. Paragraph (b) of 
this section provides general rules gov
erning the accounting of previously taxed 
earnings and profits at the shareholder 
level and corporate level. Paragraph (c) of 
this section provides rules regarding the 
treatment offoreign taxes when previously 
taxed earnings and profits are distributed 
by a foreign corporation through a chain 
of ownership described in section 958(a). 
Paragraph (d) of this section provides rules 
regarding the allocation of other expenses 
to previously taxed earnings and profits. 
Paragraph (e)( I ) of thi s section addresses 
the adjustment of shareholder-level previ
ously taxed earnings and profits accounts 
as a result of certain transactions. Para
graph (e)(2) of this section provides rules 
establishing the order in which adJust
ments are to be made to a covered share
holder's previously taxed earnings and 
profits account. Paragraph (e)(3) of this 

section provides rules regarding distri
butions of previously taxed earnings and 
profits in a chain of ownership described 
1I1 section 958(41). Paragraph (e)(4) of 
this section provides for the maintenance 
and adjustment of aggregate categories 
of previously taxed and non-previously 
taxed earnings and profits at the corporate 
level with adjustments to individual share
holder-level accounts. Paragraph (e)(5) of 
this section provides rules for the effect of 
a foreign corporation's deficit in earnings 
and profits on previously taxed earnings 
and profits. Paragraph (0 of this section 
provides rules regarding the treatment 
of previously taxed earnings and profits 
when a shareholder has multiple previ
ously taxed earnings and profits accounts. 
Paragraph (g) of this section provides 
rules regarding the treatment of previously 
taxed earnings and profits when more than 
one shareholder in a foreign corporation is 
a member of the same consolidated group. 
Paragraph (h) of this section provides 
rules govcrning the adjustment of previ
ously taxed earnings and profits accounts 
in the case of a redemption. 

(b) Corporate-level and share-
holder-level accounting oj" previously 
taxed earnings and projits-( I) Share
holder-level accounting. A shareholder's 
previously taxed earnings and profits ac
count with respect to its stock in a foreign 
corporation shall identify the amount of 
section 959(c)( I) earnings and profits and 
the amount of section 959(c)(2) earn
ings and profits attributable to such stock 
for each taxable year of the foreign cor
poration and shall be maintained in the 
functional currency of such foreign cor
poration. A shareholder account must 
also retlect the annual dollar basis of each 
category of previously taxed earnings and 
profits in the account. See § 1.959-3(e) 
of this section for rules regarding the ad
justment of shareholder previously taxed 
earnings and profits accounts. 

(2) Corporate-level accounting. Sep
arate aggregate categories of section 
959(c)( I), section 959(c)(2) and non-pre
viously taxed earnings and profits (earn
ings and profits described in section 
959(c)(3)) shall be maintained with re
spect to a foreign corporation. These 
categories of earnings and profits of the 
foreign corporation shall be maintained 
in the functional currency of the foreign 
corporation. For purposes of this section, 



distributions are allocated to a foreign 
corporation's earnings and profits under 
section 316(a) by applying first section 
316(a)(2) and then section 316(a)(1) to 
each of these three categories of earnings 
and profits. Section 956 amounts shall 
be treated as attributable first to section 
959(c)(2) earnings and profits and then to 
non-previously taxed earnings and profits. 
These allocations are made in conjunction 
with the rules for making corporate-level 
adjustments to previously taxed earnings 
and profits under § 1.959-3(e )(4). 

(3) Classification of earnings and prof
its-(i) In general. For purposes of this 
section, earnings and profits are classi
fied as to year and category of earnings 
and profits in the taxable year of the for
eign corporation in which such amounts 
are included in the gross income of a 
United States shareholder under section 
951(a) and are reclassified as to category 
of earnings and profits in the taxable year 
of the foreign corporation in which such 
amounts would be so included in the gross 
income of a United States shareholder un
der section 951 (a) but for the provisions 
of section 959(a)(2) and § 1.959-1 (c)(2). 
Such classifications do not change by rea
son of a subsequent distribution of such 
amounts to an upper-tier corporation in a 
chain of ownership described in section 
958(a). This paragraph shall apply to dis
tributions by one foreign corporation to 
another foreign corporation and by a for
eign corporation to a United States person. 

Oi) Dollar basis pooling election. For 
purposes of computing foreign currency 
gain or loss under section 986(c) and ad
justments to stock basis under section 
961(b) and (c) with respect to distributions 
of previously taxed earnings and profits of 
any foreign corporation, in lieu of main
taining annual dollar basis accounts with 
respect to previously taxed eamings and 
profits described in paragraph (b)(l) of 
this section, a taxpayer may maintain an 
aggregate dollar basis pool that reflects 
the dollar basis of all of the corporation's 
previously taxed eamings and profits de
scribed in sections 959(c)(l) and 959(c)(2) 
and treat a pro rata portion of the dollar 
basis pool as attributable to distributions 
of such previously taxed earnings and 
profits. A taxpayer makes this election 
by using a dollar basis pool to compute 
foreign currency gain or loss under sec
tion 986(c) with respect to distributions 

of previously taxed earnings and profits 
of the foreign corporation, or to compute 
gain or loss with respect to its stock in 
the foreign corporation, whichever occurs 
first. Any subsequent change in the tax
payer's method of assigning dollar basis 
may be made only with the consent of the 
Commissioner. 

(4) Examples. The application of this 
paragraph (b) is illustrated by the follow
ing examples: 

Example j Distrihurion. (i) Facts. Dr. a United 
States shareholder. owns 100% of the only class of 
stock in FC, a CFC, which, in tum, owns 100cle of the 
only class of stock in FS, a CFC. DP. FC and FS all 
use the calendar year as their taxable year. FC and 
FS both use the u as their functional currency. Dur
ing year I. FC earns IUOu of non-subpart F income 
and invests JOOu in United States property. DP must 
include IODu in its gross income for year I under sec
tion 951(u)(I)(B) with respect to Fe. For year 2. FS 
has no subpart F income or investment of earnings in 

U mted States property but FS has I (lOu of non-previ
ously taxed earnings and profits which it distributes 
to Fe. The distribution of 100u to FC is subpart F 

income of FC and DP must include the 100u in its 
gross income for year 2 under section 951(a)( I )IA). 

Also in year 2. FC has non-suhpart F income of IOOu. 
The exchange rates at all limes in year I and year 2. 

respectively, are I u = $1 and I u = $1.20. 
(ii) Analysis. With respect to Fe. the earnings 

and profits are classified as follow" IOOu of section 
959(c)( I) earnings and profits from year 1 100u of 

section 959(c)(2) earnings and profIts from year 2. 
and 100u of non-previously taxed earnings and prof

its from year 2. The dollar basis with respect to the 
section 959(c)( I) earnings and profits is $100 and the 
dollar basis with respect to the section 959(c)(2) earn

ings and profits is $120. 
Example 2. Subsequent distributiOI1 if! a later 

veal'. (i) Facts. Assume the same facts as in Example 

i. except that during year 3 neither FC nor FS has any 
earnings and profits or deficit in earnings and profits 
or section 956 amount. but Fe distributes 100u to DP 
on December 31. year 3. at which time the spot ex
change rate IS I u = $130. 

(ii) Analysis. For purposes of section 959 and 
961. the 100u distribution of l'C shall be conSidered 
attributable to FC's section 959(c)( I) earnings and 
profits for year l. The section 959(c)( I) earnings and 

profits are reduced by I DOu and the dollar basis of the 
account is reduced by S 100. Since the spot rate at the 
time of the 100u distribution to DP is lu = $J .30. DP 
recognizes foreign currency gain of $30 « 100 x 1.3) 

-(lOOxl»). 
Example 3. Dollar basis pooling electioll. (il 

Facts. Assume the same fact" as in En/m"lc 2. ex
cept that DP ejected to maintain the dollar basis 0) 

its previously taxed earnings and profits account on a 
pooled basis for purposes of section 98b( c) and sec

tion 961 as provided in paragraph (b)(3)lii) of thi" 

section. 
(ii) Analysis. The sec(ion 9591c)( I) earning, and 

profits are reduced by I OOu. but the dollar basis of the 
account is reduced by $110 ((I00u/200u) x $220) In 

addition, DP recognizes foreign currency gain under 
section 986(c) of$20 ($130 - (llDOuJ200ul x $22(1). 

(c) Treatment of rertain foreign faxes. 
(I) For purposes of this section. when 
previously taxed earnings and profits are 
distributed by a foreign corporation to an
other foreign corporation through a chain 
of ownership described in section 958(a) 
such earnings and profits shall be reduced 
by the functional currency amount of any 
income, war profits, or excess profits 
taxes imposed by any foreign country or 
a possession of the United States on or 
with respect to such earnings and profits. 
Any such taxes shall not be included in 
the distributee foreign corporation's pools 
of post-1986 foreign income taxes main
tained for purposes of sections 902 and 
960(a)(I). Such taxes shall be maintained 
in a separate account and allowed as a 
credit as provided under section 960(a)(3) 
when the associated previously taxed 
earnings and profits are distributed. The 
taxpayer's dollar basis in the previously 
taxed earnings and profits account shall 
be reduced by the dollar amount of such 
taxes. translated in accordance with sec
tion 986(a). 

(2) Example. The application of this 
paragraph (c) is illustrated by the follow
ing example: 

Example. imposition oJ./oreigl1 taws on a CFC. 

(1) FuCl5. DP. a United States shareholder, owns 
100'1( of the only class of stock in foreign corpora
tion FC. a CFC. which, in turn. owns 100')( of the 
only class of stock in FS. a CFe. DP. Fe, and FS all 

use the calendar year as their taxable year FC and 

FS both use the u as their functional currency. Dur
l11g year I, FS ealm 90u uf subpart F income, after 
incurring IOu of foreign income tax allocable to such 

mcome under * l. 954--11 c). has earnings and profit> 
in exces" of 90u. and makes no distributions DP 
must include 90u. translated at the average exchange 

rate for the year of I u = $1 a" provided in section 
989(b)(3), in its gross Illcome for year I under sec
lion 95I(a)(i)(A)(I). As of the end of year I. FS has 
section 959(c)121 earnings and profih af90" Dming 

year 2. FS has neither earnings and profits nor a 
deficit in camings and profits but distnbutes 90u tll 
FC. and, by rcason of section 959\bl and *1.959-2. 
,uch amount is not includible in the gross income 
of OP for year 2 under ,eetlOn <J5 \( a) With respect 
to Fe. FC incurs a Withholding tax of 9u on the 90u 
distribution from FS (ID'?( of 90u) and an additional 
foreign income tax of II u by reason of the inclusion 
of the distnbution in ils taxable income for foreign 
lax purposes in year 2. The average exchange rate 
for year 2 is lu = $2. 

t ji 1 Alluh,I.I. At the enu of year 2. FS has section 
959(c)(2) earnings and protih of 0 190u - 90u): and 
Fe has .,eclion 959(c)(2) earning, and profits of 70u 

190u - 9u - J lu) DP' s dollar basis in the 7()u section 

959tc)(2) earning, and profits accounl with re"pect to 
FC I) $50 ($90 inclusion - SIS \vithholding tax - 5>22 

income ta~1 The $40 of tor~ign taxes imposed on 
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Fe with re,pect to the pre\ iou, I> td\c'd earning' and 
profih are not included l[] Fe, pl"I-1 %fl Illrelgll 11l
come laxe, pool. A fllreign 1<1\ ,Tcdtl \\ 1111 re'peel III 

the S~() of foreign tax allrihllLlhk t<llhe 71l1l<lf prc\ i
ou,ly tax cd earning' and protih \\ itl hl' .1IIo\\cJ un
ucr ,ectHln LJfl(j( a)( ,~I upun U I 'Iri hU11l 111 ul 'Ul h pre\ 1-
ou,l~ taxcd earning' and prol'ih 

(d) Trt'(//lIIl!llt olnthe r 1'\!WII.Il'.\, r.xcept 
as provided in paragraph (c) of thi~ sec
tion. no expense p~lId or accrued hy a for
eign corporation ,hall hI.' allocated or ap
portioned to the pre\1ously taxed earnings 
and prufits of such corporation, 

(e) Adjllllllll!II1S to pre\'iollsfy taxl!d 

e(/rnings lind !lr()/its (lC(,OIlI1I-( I) III gl!n

emf. A covered shareholder's previously 
taxed earnings and profits account (in
cluding the dollar basis in such account) is 
adjusted in the manner provided in para
graphs (e)(2), (f) and (g) of this section, 
except as otherwise provided in paragraph 
(e)(3) of this section. For adjustments to 

a previously taxed earnings and profits 
account in the case of redemptions, see 
paragraph (h) of this section. 

(2) Order and (II/lou1I1 of adjustments. 

As of the c lose of a foreign corporation's 
taxable year, and for the taxable year of 
the covered shareholder in which or with 
which such taxable year of the foreign 
corporation ends, the covered shareholder 
shall make any of the following adjust
ments that are applicable for that year to 
the previously taxed earnings and profits 
account for the stock owned for any por
tion of such year (within the meaning of 
section 958(a)) in the foreign corporation 
in the following order-

(i) Step I. Sl!ctioll 951((1)( 1 )(A) ill
CfllSioll. Increa~e the amount of ~ection 
959( c)( 2) earnings and profits and the as
sociated dollar basis in the account by the 
amount of the section 951 (a)( 1 )(A) inclu
sion with respect to such stock; 

(ii) Step 2. Dislrihlltiolls Oil such stock. 

(A) Decrease the amount of the section 
<)5Y( c)( I) earnings and profits in the ac
count (but not below zero), and then the 
amount of section 959(1.')( 2) earnings and 
profits in the account (but not below zero) 
by the amount of earnings and profits dis
tributed to the covered shareholder during 
the year with respect to such stock. de
crease the dollar basis in the account by 
the dollar amount attributable to the dis
trihuted earnings and profits; and 

(B) Increase the amount of the earn
ings and profits and associated dollar ba
,is. in the account fip,t to the extent pro-
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\ ided under paragraph (f)( I ) of this section 
and then to the extent provided under para
graph (g)( I ) of this section and then reduce 
the account to zero: 

(iii) Step 3, Reuffol'iltionjiw/l of lie I' ac

(lIlIlI!.1 lI'ith respecf to rl!ill!llIpfiolls. In
LTease the amount of the earnings and prof
its and associated dollar basis in the ac
count to the extent provided under para
graph (h)(3)(ii) of this section. 

(iv) Stefl -I. Sectioll 95() lIJlIOIlI1t. Re
classify the section 959(c)(2) earnings and 
profits and associated dollar basis in such 
shareholder's previously taxed earnings 
and profits account with respect to such 
stock as section 959(c)( I) earnings and 
profits in an amount equal to the lesser 
of-

(A) The covered shareholder's section 
956 amount for the taxable year with re
spect to such stock: or 

(8) The amount of the section 959(1.')(2) 

earnings and profits attributable to such 
stock. 

(v) Step 5. Reaffocatioll to other ac

counts with respect to distributions. De
crease the amount of section 959( c)( I) 
earnings and profits and associated dollar 
basis in the account, and thereafter the 
amount of section 959(c)(2) earnings and 
profits and associated dollar basis in the 
account to the extent provided under para
graph (O( I) of this section and then under 
paragraph (gH I) of this section: 

(vi) Step 6. RI!c/(/ssificatioll ~\'ith re

SPl!ct to sectioll 956 amoullts. Reclassify 
the section 959(1.')(2) earnings and profits 
and the associated dollar basis attributable 
to ~uch stock as section 959(c)( I) earnings 
and profits to the extent provided under 
paragraph (0(2) of this section and then to 
the extent provided in paragraph (g)( 2) of 
this section. 

(vii) Step 7. FlIrthrr adjustment for SI!C

tioll 956 olllollllls. Increase the amount 
of section 959(c)( 1) earnings and profits 
and the associated dollar basis in the ac
count by any amount included in the cov
ered shareholder's gross income for the 
year under section 951(a)(1)(B) \vith re
~pect to such stock. 

(3) Intercorporate distributiOlls. If a 
foreign corporation receives a distribu
tion of earnings and profits from another 
foreign corporation that is in a chain of 
ownership described in section 958(a), a 
covered shareholder' s previously taxed 
earnings and profits accounts with respect 

to the stock in each foreign corporation in 
such chain shall be adjusted at the end of 
the respective corporation' s taxable year, 
and for the taxable year of the covered 
shareholder in which or with which such 
taxable year of the foreign corporation 
ends. as follows: 

(i) The covered shareholder's previ
ously taxed earnings and profits account 
with respect to stock in the distributor 
shall be decreased (but not below zero l. at 
the same time that the covered shareholder 
would make adjustments under paragraph 
(e)(2)(ii) of this section, by the amount of 
the distribution and the associated dollar 
basis. Such decrease to the covered share
holder's previously taxed earnings and 
profits account shall be made first to the 
section 959( c)( I ) earnings and profits and 
thereafter to the section 959(c)(2) earnings 
and profits in such account. 

(ii) Except as provided in paragraph 
(c) of this section, the section 959(c)(I) 
earnings and profits and section 959(c)(2) 
earnings and profits in the covered share
holder's previously taxed earnings and 
profits account with respect to the stock 
in the distributee shall be increased, at the 
same time that the covered shareholder 
would make adjustments under paragraph 
(e)(2)(i) of this section, by an amount 
equal to the decrease under paragraph 
(e)(3)(i) of this section and to the extent 
the distribution is out of non-previously 
taxed earnings and profits of the distribu
tor, to the extent provided under paragraph 
(e)(2) of this section. If the receiving 
corporation uses a non-dollar functional 
currency that differs from the functional 
currency used by the distributing corpora
tion, then-

(A) The amount of increase shall be the 
spot value of the distribution in the re
ceiving corporation's functional currency 
at the time of the distribution; and 

(B) The dollar basis of the amount dis
tributed shall be carried over from the dis
tributing corporation to the receiving cor
poration. 

(4) Effect Oil foreign corporation's 

earnings and profits. Adjustments to a 
shareholder's previously taxed earnings 
and profits account in accordance with 
this section shall result in corresponding 
adjustments to the appropriate aggre
gate category or categories of earnings 
and profits of the foreign corporation. If 
an adjustment to a foreign corporation's 



earnings and profits is required (other 
than as a result of the previous sentence) 
the adjustment shall be made only to the 
non-previously taxed earnings and profits 
ofthe corporation except to the extent pro
vided in paragraph (h)(2)(i) of this section. 
Moreover, if a distribution to a taxpayer 
exceeds such taxpayer's previously taxed 
earnings and profits account with respect 
to stock it owns (within the meaning of 
section 958(a» in the foreign corporation 
making the distribution, the distribution 
may only be treated as a dividend under 
section 316 by applying section 316( a)(\) 
and (2) to the non-previously taxed earn
ings and profits of the foreign corporation. 

(5) Deficits in earnings and profits. If 

a foreign corporation has a deficit in earn
ings and profits, as determined under sec
tion 964(a) and § 1.964-1, for any taxable 
year, a covered shareholder's previously 
taxed earnings and profits account with re
spect to its stock in such foreign corpora
tion shall not be adjusted to take into ac

count the deficit and the deficit shall be 
applied only to the non-previously taxed 
earnings and profits of the foreign corpo
ration, 

(6) Examples. The application of this 
paragraph (e) is illustrated by the follow
ing examples: 

Example J. Distriblltion to a United States share
holder, (il Facts. DP, a United States shareholder, 
owns 100% of the only class of stock in FC, a CFe. 
Both DP and FC use the calendm year as their tax
able year. Fe uses the "u" as its functional currency, 
During year I, FC derives I OOu of subpart F income, 

and such amount is included In DP's gro", income un
der section 951 (a)( I )(A). The average exchange rate 
for year I is lu = $1. At the end of year I, FC's 
current and accumulated earnings and profits (before 
taking into account distributions made during year I) 
are SOOu. Also, on December 31. year L when the 
spot exchange rate is lu = $1,10. FC distributes 50u 
of earnings and profits to DP. 

(ii) Analysis. At the end of year I. the section 
959(c)(2) earnings and profits in DP's previously 
taxed earnings and profits account are first increased 
from 0 to 100u, pursuant to paragraph (e)(2)(i) of 
this section as a result of the subpart F inclusion of 
100u and then reduced from 100u to 50u, pursuant 
to paragraph (c)(2)(ii) of this section as a result of 
the distribution. DP's dollar basis ir, the 100u of 

previously taxed earnings and profits IS $100 (the 
dollar amount of the income inclusion under sec
tion 951(a)(\)(A» See section 989(b)(3). The SOu 

distribution is eXcluded from OF's gross income 
pursuant to § 1.959-1 (c)(1 ) Pursuant to paragraph 
(el(4) of this section. at the end of year I. FC has 

section 959(c)(2) earnings and profits of 50u and 
non-previuusly taxed earnings and profits of 400u. 

DP's dollar basis in the previously taxed earnings 
and profits account is reduced by a pro rata share of 

the dollar amount Included in income under ,eetlon 
9511a){ I )(A). or hy ~50 i50u di ... tnhutionflO(Ju previ

ously taxed eamtl1g, and prolits x \.100 dollar basis) 
DP recognize, foreign currency gatl1 under ,ection 
986(c) of $5 ($55 ,pot value of SOu Llimlbution - $50 
basis). 

Example 2, Nct deficit ill c(lrnillfU and profits, 
(i) F(1cr.,. A",ume the ,arne fach a, in E.wm{Jlc 1. 

except that FC has a net deficit in earntngs and profits 
of 500u for year 2. At the end of Year I. FC has SOu 
of section 959(c)(2) earnings antI prot)h and 400u of 
nor.-previou,ly taxed earnings and profits. 

(ii) Analvsis, At the ~nd of year 2. DP's ,ectlon 

959(c)(2J earnings and protits for year i remains at 
SOu. pursuant to paragraph (e)(S) at thIS paragraph. 
because a shareholder's previously taxed earnings 
and profits account is not adjusted to take into 
account the CFe's deficit in earnings and prolits, 
Pursuant to paragraph (e)( 4) of this section. at the end 

of year 2. FC's non-previously taxed earnings and 
profits are reduced to (] OOU). and no adjustment is 
made to FC s previously taxed earning, and profit>. 
which remains at SOu. 

Example 3. DisTrihllTioll and scrtioll 95(, indll

sirm in same veal'. Assume the same facts a.s in Ex
umple 1. except that DP aho has a section \156 amnunt 
for year 1 with re<;pcct to its -rock in FC uf 200u, 

(ii) Allalvsis. At the end of year I. adjustments 
are made to DP's previously taxed earning, and 
profits account in it, Fe stock in the following order: 
First. the section 959(0(2) earning, and prQfits III 

DP's previously taxed carnings anLl profit<., account 
are increased from 0 to IOOu pursuanl to paragraph 
(e)(2){i) of this section as a result of the subpart F 
inclusion. Then. the section 959(c)(2) earnings and 
profit> in DP's pn:viously taAed earnings anLl profits 
aCCQunt are reduced from 100u to SOu pursuant to 
paragraph (el(2j(ii) of this section as a result of the 
distribution and the 50u di,tribution is excluded from 
DP's gross income pursuant to ~ I ,959-1 (C)ll), Then. 
the remaining 50u of section 959(c){2J earnings anLl 
profits in DP's previously taxed earning, and profits 
account are reclassified as section 959(c)( I J earnings 

and profits pursuant to paragraph (e)(2)(lvJ of thts 
section as a result of Fes investment in United 
States property and SOu of the 200u section 950 
amount is excluded from DP's gross income pur
suant to ~1,959-I(c)(2J. Finally. the remaining J50u 

section 956 amount equal to $165 <lS()u x I.lI l\ 
included in DP's gross mcome pursuant to section 
9511 aj( I )(8) and the section 959( c)( I J earnings anLl 
profits in DP's previously taxed carnings and profih 

account are increased from SOu to 200u pursuant 
to paragraph (e)(2)( vii) of thi, section. Pursuant to 

paragraph (e)(4) of this section, at the end of year 
I. FC has section 9591 c )11) earnings and plofib of 
200u and non-previously ta,\ed earning, and prollh 
of 250u. DP' s dollar ba,is in the prevlou,ly taxed 
earnings and profits account at the end of year I i, 
$215 (the S50 attrihutahle to the reclaSSIfied SOu of 

earnings and $165 attributable to the ISOu or ,ectioJl 
956 inclusion). See ::,eetion 989{bl(4). 

Example 4. Scct;on956 omOl/llt IHfolTOlI'ill[i -"for. 

(i) Facts, Assume the ,arne facts as in [xatllple 3. 
except that in year 2. DP has an additIOnal section 
956 amount of 200u with re ... peet to its ,\()C~ in Fe 
anLl the spot exchange rate on December J I, year 2 i, 

lu=$1.20, 

Iii) Au"l,\;,', A, in EWlIll'lc 3. at the ~nJ of :'oral' 
l. DP ha, a section 959(c)( I) eamill!,!' and profit... ac
count with respect to it, ,tock in Fe of 2I)1)u. Al
though DP ha, 200u of section 'JS')(c III learnings and 
profits in its previ(lusly taxed ~arnings and pn1fits ac

count with respeu to its qock III Fe. see \Ion lJ5\1( c ill I 
earnJllgs and profit... arc generated by the inclu,ion 
of a ,ection 956 amount in a United State, share

holder's gros> income or the recl;Mification of sec
tion 9S9(c)(2) earning, and prnfih to exclude a sec
tion 956 amllunt from a United States ,harehlllder', 
gros<; income and Lannot he u,ed to exclude any ad
ditional section 95IJ amount, from a United Stute., 

,hareholder', grn" Income. Consequently. at the end 
01 year 2, the section 95Y(c)( I) earnings and profits in 

DP', previously taxed earnings and profits Jccount 
are increased from 200u tl1 400u pur,uant tll para
graph (e;(2)(vii) of this section and the 200u section 

956 amount is included in DP', gross income pur
suant to ,ection 959(<1/11 H[), Pur'uant to p<Jragrarh 
(e)( 4) of this section. a[ the end of year 2. Fe has sec
tion 9S9(c)( I) earning, and profits of' 40()u anLl non
previously taxed earnings and profit... of SOu. DP's 
dollar baSIS in its 2()Ou of year 2 ,ection 'J5lJ(c)( II 

earnings and profits IS ~24tJ, 
Example 5, Secliol1 '151((/)( I )(A) illc/wioll (llId 

di.l'rril",rioll 111 follo,rillg v('ar, Ii) Fact.'. A "ume the 
same facts as in Example 4. except that in year J. FC 
derives 250u of subpmt F Income. which is includeLl 
tn DP's income under sectIon 951(a)(1 IIA). makes 

a 250u dislribution to DP. aoLl has 700u of current 
anLl accumulated earning' and profits (hefore taking 
into account di,tributions made during year 3), The 
average exchange rate for year 3 i, lu =':'[,10. so DP 
Illcludes $275 Itl income (2511u x ~ 1 1011 u J. 

[ii) Ana/Viis, As in Exalllple 4. at the end of year 
2. Dr has a rrevi()usly t"xed earning' and profits ac
count with respect to its ,tock in FC of 4()Ou of sec
tion 95Y(c)( II earnings and profits At the end of 
year 3. adJustment, are made in the following or
der, First. DP's section 959(cJ[2) earnings and profit, 
are increased from () In 250u pur,uant to paragraph 
(e)( 2 )11) of this section a ... a result of the ,uhpaTi F 

Inclusion. Then the sectton lJ59(c)( I) earnings and 
profih in DP', previou,ly ta.xed earnings and prof
ils account are reduced from 400u to 150u and the 
250u distribution to DP is excludcLl from OF's gross 
income pursuant 10 ~ 1.95l1-llc III). Pur,udnt to rara
graph [e)(4) of thIS ,cc\ton. at the end of year 3. FC 
has ISOu of sectIon 95~lc)( I) earnings anLl profits. 
250u of section 9S\I(c)(21 earnings and profits. anLl 
SOu of non-previously taxed earntngs and profits, If 
DP ha, not made the dollar ha.sis pooling election de
scnbed in paragraph IhH3){ii) "fthis sec lion. then the 
250u Llistrihution out 01 section 959(c)( I) earnings i, 
aSSIgned a dollar basi, at $29:\.75 ($240 hasi, ill 2()Ou 
of year 2 earnings and $53.75 ha,js in 50u of year I 
earning' (50u1200u x $215), DP', remaining dol
lar hasis in the year I sect inn 95lJ(c)( II earnings i, 

$161.251':,215 - $53.75> If DP elected to maintain 
the dollar ba,i, of it... previou,ly taxed earning, anLl 
profits account on a po(,leLl ba,i, u, pn,vidco In pala
graph (h)(3I1ii) of thi, section. then the 250u di,tri

butJon out 01 ,cctlon lJ5lJ( C It II earnings i, Ihsigncd a 
dollar basis of 'S2KO.77 (250u/OSlJu x (1,21 S + S2-10 + 

'1>275)). and DP', dollar ba'I' in it, rCJnail1ln~ -1()lJu 
prcs'iomly taxed earnings Il(counts is :1>-1-19.23 ('l7.'O 
- S2X(77) 
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LX(/lIIfJ/~ fl. [)lIfnl'III/(i1i fO <I { IlIi('d .)Jufn ,!J,m -

h"lder alld (/ l()r1'l~1I ,!Jure/iI,I",.,. III fUI fl. [)P .. I 

LlrtitcLi State, ,h.lrch,l\,kr. e>1I n, 711', dnd H', a 11,ln

re'ILicnt .illen, ,)\\ n, 111', III Ih,' ,'nh e1.I" "~I ,lllCk )n 

FC a CIT that lI'l" Ihc l S doll,lr .1' II, luncllon.1I 

L'llrrene\. Be>lh DP .Ind Ie U'l' Ihe e,liend.)) Il';)) ,I' 

Ihclr la\;lhk \l'ar. [)unn~ 1,',Ir I. 1·(' dnl"" \lll(h. 

e» 'lIhpdrt I· InconlL', \711, 0) \lllich I' Inclulkd In 

DP'.., ~ro .... , Ilh,:Ul1ll' lIlldl'] "1..·dltllll)~ll~l1ll 11.'\1. l·t", 
ClIITl'Ill ,md .1((UIllULllcd (',lrIlIllS .... ,lItd prufit, (hL'!\)("L' 

ta~lni! Int" .Icl·"unl dl,tnhulle>lh !lulk dUring) l',lf II 

;Irl' \'il)()\. ,\he>, Junng I l'dr I, Ie dl,tnhull" ")(1\ 

"I c'lrn"),,, and pr"llh. ".i'i, dl,lnhuIl\1Il 10 DP ,Inc! 
.., 1)\ dl'lnhutllln 1(1 H'-

1111,'\//<1/\'1/1 . .-\1 Ihe ,'nd III Icar I, Ihe ,eL'llon 

'))lJlell~lc'arnll)~' ami 1'f\llit, In DP', prcll\lu,l) 

1.I\cd c,lrnlll~' and pnlril\ aCCOlliH arc II)\Tca'cd rflll11 
\0 til "7(h, pur,uant to parJ~raph Ic'1I21111 ,11' Ihi, 

,cellon a' a rl',ull 01 thl' ,uhrart I' inciu'l!lI1, Thl' 

"'l'lion l)5lJlell21 carnlll~' anJ prOrih In 01", pre

\ iOLl .... I) ta\cJ l'drnlllg .... anti pn'fih ~Il'cllunt art: then 

rC'dulC'd 11'0111 .., 7(h to ",1'\, rur,uanl 10 paragraph 

Il' 11211 ill III thi, 'l'ctle>n ,j\ a re,uit 01 Ihe Ji,tnhutilln. 

PlIr'lI.1nt to para~raph Ie 1141 01 Ihi, 'CL'lilln, at the 

l'nd "I', l'ar I, FC ha, 'ccllon lJ)<)( c 1121 earning' anJ 
prolll' e>1 'SJ5\ and non-plTI iou,l) la\cJ carninp 

'\I1d profih 01 q 15\ 
1:'.(£1111/'/1' 7 /llferC(ir/)()}'(I[c Di.lfr;hllf;o/l, (il 

Fuc!,. DP, a L1niled Sialc, ,hareholdl'r, OWrl\ 70"; 

al1d 1--1', 'I IHll1lc'ldent alien, 0\\11' ,,()I; ot Ihe onl~ 
lla" of ,toc~ in Fe. a CFe. Fe ()II I" I 1l0'" of the 
onl) dCI" of \lock In I'S, a CFC FC u,c, the "u" 

,1\ Ih functllllLt! currency and FS me" the "y" a, 
11\ functional CU ITCI1L' y. 01', fT, and ros all u,c the 

calendar ye.lr a, their ta"lhk year. During year I, FS 

del'lle, lOll) of 'lIhpart F income. The alcragc y~ 
c\change rate I'm) ear I i, I Y = ~ I, On Occemher 31, 

)ear 2, FS J"lrihlltc' IIlO), to Fe. The y:u exchange 
"It I' on OC(cmhel .II, year ~, i, I y = o.)u. 

(iii AUi//n;'l. iAI }('i/r j At the enJ of year 

I, DP', I'm ru[u ,hare ot 7()\ of ,uhrart F income 
i, inciuJed in DP', t![(", inc(\llle pUf\uant to ,el'
lion l)'\l(a)( I )(A)(i) and the ,eclinn 9~91c)(~1 earn

ing' and prorih in 01", rrcl'lou,l\ IJ\ed carninp JnJ 
prn!il\ aClounl \\ ith rc'pect 10 the ,lock it indirectly 
Oil n, in FS arc L'lllTc'pondingl) incn:a,cd from 0 10 
70) pur,lIant 10 [1ara)2raph I C )12)( i I of Ihi, ,celion a, 

;1 rl',lIlt of Ihe 'lIhpart F inl'llll1e The dollar ha,i, of 
the prL'liou,l) ta\ed earning' and p[(lfil, in DP', ac
counl \\ ith re'peet to 11\ ,tock in FS i, ,:>70. At the 

l'nJ of) ear 2, FS l1a' ,eclion 9'ilJlc 1121 earnin~, and 
prn!il\ of 7(1) and non·pr,'\ iou, I) ta\eu c'lrning' and 
prolit> 01 ,10). 

1131 }I'i/I :!. lip(ln Ihc di\lrihulion (11' \l11l) = 50u 
from FS to FC on Dccemhl'r .1 I, I ear 2, the ','c

Il\lIllJ'i91 c 112 I e.lrnll1g' and P"'!it> in DP', prel iou,l) 
t~l\l'J l',trnin,:;-. and prnfih al',.:Ollnt \\ Ith rc-.pcct III the 

'I'l,,~ II InJifecII, nil n, III FS are r,'dUCl'd Inlill 71l) 
1(1 II ;l1ld the 'el'tillil l)'il), c 1121 e.lrnin~' ,II1Li profit, in 
DP', l'arnint:' anJ prnfit ... ~lL\.:Ollnt \'. ith rc\pC'L't to ll' 

'toe'k Ul FC .Irl' C(lITl"r(1I1din~1\ II1L'rea,ed from () to 
3~1I pllr",u~uJt 1\.1 r.1rdgrapi1 (l'Jt_~) nl lhl' ... ('l't!on. The 

l'ntlr,' Itllh = 'i(lu dl\[rlhutl(ln I' e\e1uLieJ tml11 I--C', 
!lllUllle Ill[ purpP"l'" nl" lh.'tL'rl1linin~ FC", ... uhrJrt r 
In,-'dlll,-~ Llndl'1 'l'I.:lhHll)51(;I) fpf !car ~ \\Ith rl':-.rk'C1 

1" DP l'ur'U,11H In ~ I l),l)~~la)1 II. Pur,u.!nt 1(1 [ldr.!
~r.lph Ie \1 -1- \ \)t thl .... ,(.'d1PI1. ~ll lhe l'nJ 01 ) (.~.lr 2. FS hJ .... 
Ill"lrnll1~' ,lI1d 1'1I1tll> ,lI1d f-l' h.I' ,e,tl(l11 'J5(}IC)(21 

l',1r11 I 11::> .l1ld Pfllj"lt' \11 .'5u .11lL! 1h 11l-pn.'\ lPu .... l) tJ.\cd 
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".llJllll~' ,lI1d pfllfih of 15u. DP', dollar l1a'" III 11\ 

.i,'u 0) ,,'ctIOIl 959(CII~1 canlJn~, and rrofih III 11\ 

e'.tnllll!" alld profit, .I(count II ith re'pcc't t(l It, ,t(lC'\. 

III FC I' "70, ,;Irrled ll\ 1'1' frol11 DP', (\ri~lI1al dollar 

h,I'I' 111 ih 71h of ,ccti(ln LJ5LJlc )121 carnln~s ,II1J prof-

11\ 111 it, prel l'lll,l) Idxed earnll1g' anJ pnlfih ac(ounl 

II Ilh re'j1ecl to 1[\ ,toc~ III FS. 

f. lilli/l'lt' ,~. SlI/,. 01 eFe .1[Ocl,. II I fi/('/.I. 01' I, 

.! L'l1Ilcd Statl" ,harciHlld,'r. 0\\11' lOW; of the onl) 

cia" "I ,t.1C~ In Fe. a ('Fe. .-\1 Ihe be~innll1g of )car 

I, UP I ha' .I Iei'll h.l'" in ih ,toc~ ill Fe. B(\lh DPI 

and FC IN' Ihe l'.IlenJar) ear a, their taxdhk) car. FC 

Ihe, the lIS. d(lllar.ls 11\ funclional L'lIITl'IlC). DUring 

le.lr I. FC Jeri\ e, S IO(h of ,uhlxlrt I' il1l'OlllC dlld 

S I()(h 01 other ilKomc, 011 [)ecemher -' I of) ear I, 

IWI 'l'lI, alluf il\ ,tod, in I'C 10 DP2, a t:.s. per"lI1 

lor ",201h. Year I i, a year be~innlllg nn or arler 

Decemhcr -' I, 1%2, 

(Ii 1 AII(//II;I, Fi"i. DP I includes the ~ lO()x 

,,\ ,uhpart F IIlcome 111 gru" inulIllc ullder ,Cl

lion \)51 I a II Iii A I. The ,cction 95lJI 1')( ~ 1 earnl11gs 

and profih III DPl's previously taxed earl1ln~s and 

profil' al'(ounl with re'pelt 10 11\ \lock in FC "re 
increa,ed from $0 to $1 (l(lx pUNlanl to paragraph 

(cl(21111 of this section and 01'1', ha,i, III ils FC 

,tuck I' incn:a,cd from $0 10 $IOOx pursuant to 
~ l.%i~l(h). Fe, ,eclion 959Ie)(~) earnings and 

prufil' are IIlcrea,ed from SO to $IOOx and It, 

non-previou,ly taxed earning' and profil' Jre eorrc

'pondingly Increa,ed from $0 to S \o()x pur,uant to 
paragraph (<':)(41 of thi, scetlon, Then pur,uant to 

'eL'lion 124~( a), hecause FC ha, $100x of non-pre

\lou,ly taxed carnll1g' JnJ profit, attrihutahle to 

OPl's ,tock IhJt are attnhutahle to a tJxahlc year 

hcginning on or after Decemher 31. 1902 dunng 
which FC was a CFe anJ OP I owned 11\ ,tuck in Fe. 
the ~ I OOx of galll rl'eognilcd hy DP I on Ihe ,ale of 

ih ,tock (l>2()()x proceeJ, - $IOOx ha"'1 i, lIlc!uded 

in DPI', gro" incomc a' a dil idcnd, Con'C411cntiy, 
the ,celion LJ5lJll')(~1 camlllg' and profih in DP\', 

prevlou,ly taxed earninp and prol'ih account with 
rc'pect to it, ,toek in FC are increa,cJ lrom $ IOllx to 
,,20()x rursuant 10 paragraph (e)l~)(i) of Ihi, ,ection. 
Cron Ihe ,ate, 01'2 aC4uirc, troll! 01'1 a pre\'iou,ly 

taxeJ earning' .mJ profih account With rc'pcel to 
Ihe FC ,t(lL'k of j,20()x of ,eClion 951)1CI(21 earning, 
and profih and ta~e, J 1'0,1 ha,i, of S200x in the FC 

,tock ru"uant to ,ection IOI~. 

(n Specilli rule {(If' shurei10lders with 
I//ore rhall 0111' prel'iollsl\' [{[xed eornings 
wl(l profits ([CCOlllIl.-( I ) Adj[(Slll/enl.l fiJl
disrrilmtiull.\, If a covered shareholder 
owns (within the meaning of section 
958(a)) more than one share of stock in 
a foreign corporation as of the last day 
of the foreign corporation's taxable year. 
to the extent that the total amount of any 
distributions of earnings and profits made 
with respect to any particular share for the 
foreign corporation's taxable year would 
exceed the previously taxed earnings and 
profits account with respect to such share 
(an excess distribution amount), the fol
lowing adjustmenh shall be made: 

(i) AdjllsTlIIelll or mller lICCOlilltS, The 
covered shareholder's pre\'iously taxed 
earnings and profits accounts with respect 
to the shareholder's other shares of stock 
in the foreign corporation that are owned 
by the cO\ered shareholder as of the last 
day of the CFC's taxable year shall be 
decreased, in the aggregate, by an amount 
equal to such excess distribution amount. 
but not below zero, Such decrease shall 
be made on a pro rara basis by reference 
to the amount of the previously taxed 
earnings and profits in those other ac
counts and shall be allocated to the section 
959(c)(1) and (c)(2) earnings and profits 
in those accounts in the same manner as a 
distribution is allocated to such earnings 
and profits pursuant to the rules of section 
959(c) and paragraph (e)(2)(ii)(A) of this 
section, 

(ii) Adjllstlllent qf deficient accollll1. 
The covered shareholder's previously 
taxed earnings and profits account for the 
first-mentioned share of stock shall cor
respondingly be increased by the same 
amount, and then shall be adjusted to zero 
as provided under paragraph (e)(2)(ii)(B) 
of this section, 

(2) Adjuslmellts for section 956 
al1/0llnts, If a United States shareholder. 
who owns more than one share of stock 
in a CFC as of the last day of the CFC's 
taxable year, has a section 956 amount 
with respect to its stock in the CFC for a 
taxable year, to the extent that the section 
956 amount with respect to any partic
ular share of stock exceeds the section 
959(c)(2) earnings and profits in such 
shareholder's previously taxed earnings 
and profits account with respect to such 
share (an excess section 956 amount), the 
covered shareholder's section 959( c )(2) 
earnings and profits in its previously taxed 
earnings and profits accounts with respect 
to its other shares of stock that are owned 
by the United States shareholder on the 
last day of the CFC's taxable year shall be 
reclassified as section 959( c)(I) earnings 
and profits, in the aggregate, hy an amount 
equal to such excess section 956 amount. 
Such reclassification shall be made on a 
pm rata basis by reference to the amount 
of the section 959(c)(2) earnings and 
profits in each of the United States share
holder's other previously taxed earnings 
and profits accounts with respect to its 
stock in the CFC prior to reclassification 
under this paragraph (f)(2), 



(3) Examples. The application of this 
paragraph (f) is illustrated by the following 
examples: 

Example I. Two hlo('ks oj'stock. (i) Facts. DP, 
a United States shareholder, owns two blucb, hlock 

I and block 2, of shares of class A stock in Fe. a 
CFC that uses the U.S. dollar as its functional cur

rency. Both DP and FC use the calendar year as 
their taxable year. Entering year I, DP has a pre

viously taxed earnings and profits account with re

spect to its block I shares consisting of $25x of sec
tion 959(C)(2) earnings and profits and a previously 

taxed earnings and profits account with respect to its 
block 2 shares consistin!; of $65x of section 959(c)(2) 
earnings and profits. Entering year I, FC has section 

959(c)(2) earnings and profits of S90x and non-pre

viously taxed earnings and profits of $200x. Dunng 
year I, FC makes a distribution of earnings and prof
its on its Clas, A ,tock of $50x on each of block I 
and block 2. 

(ii) Analysis. First, <IS a result of the distribution, 

the section lJ59(c)(2) earnings and profits in DP's pre
viously taxed earnings and profit> account with re
spect to block I arc decreased from $25x to $0 and the 
section 959(c)(2) earnings and profits in DP's previ
ously taxed earnings and profits account with respect 
to block 2 are decreased from $65x to $15x pursuant 
to paragraph (e)(2)(ii) of this section. Because there 
are insufficient previously taxed earnings and profits 
with respect to block I. DP may access its excess pre
viously taxed earnings and profits with respect 10 its 

block 2 stock, after taking into account any distribu
tions or section 956 amounts with respect to block 2. 
Accordingly, the section 95lJ(c)(2)eamings and prof
its in DP's previously taxed carnings and profits ac
count wlth respect to block 2 are decreased from $1 5x 
to $0 pursuant to paragraphs (e)(2)(v) ant.! (Of J )(i) of 

this section and the section 959(c)(2) earnings and 
profits in DP's previously taxed earnings and prof
its account with respect to block 2 are increased from 
$0 to $15x and then decreased from $15x to SO pur
suant 10 paragraphs (e)(2)(ii)(B) and (/)(1 )(ii) of this 

section. The $40x ($25x + $15x) of the distribution 
with respect to block I and $SOx of the distribution 
with respect to block 2 are excluded frem DP's gross 
income pursuant to § 1.959-)(c)( I). The remaining 

$IOx of the distrihution of edrnings and profits with 
respect to block I is included in DP's gross income as 
a dividend. Pursuant to paragraph (e)(4) (If this sec
tion, at the end of year I, FC ha.s section 959(c)(2) 
earnings and profits of SO and non-previously taxed 
earnings and profits of $190x. 

Example 2. Multiple classes of stock. (i) Facts. 

Assume the same facts as in Example /, except that 
DP also owns a block, block 3, of class B stock in Fe. 
Entering year I, DP has a previously taxed earnings 
and profits account with respect to block 3 consisting 

of$60x of section 959(c)(2) earnings and profits. En
tering year I, FC has $150x of section 959(c)(2) earn

ings and profits and $200x of non-previously taxed 
earnings and profits. 

(ii) Analysis. First, as in Example 1, the sec
tion 959(c)(2) earnings and profits in DP's previously 
taxed earnings and profits account with respect to 
block I are decreased from $2Sx to $0 and the sec
tion 959( c )(2) earnings and profits in DP's previously 
taxed earnings and proflts account with respect to 
block 2 are decreased from $65x to $15x pursuant 

to paragraph (e)(2)(ii) of this section. Because there 

are insufficient previously taxed earnings and prof
its with respect to block I, DP may acce;,<; its ex

cess previously taxed earnings and protltS with re
'pect to block 2 and block 3, after taking into ac· 
count any distributions or secti()n 956 amounts with 

respect to those blocks. In additIOn. the previously 
taxed earnings and profits from blocks :2 and:; are 

decreased pro rata based on the relative previously 

taxed earnings and profits in the prevlOusly taxed 
earnings and profits accounts with respect to hoth 

blocks after taking into account any distributions or 
section 956 amounts with respect to those blocks. 
Thus, the section 959(c)!2) earnings and profJts in 

DP's previously taxed earnings and profits account 
with respect to block 2 are decreased from $15x to 
$IOx ($15x/$75x x $25x) and the section 9S9(c)!2) 

earnings and profits in DP's previously taxed earn
lngs and profits account with respect to block 3 are 
decreased from $60x to $40x ($60x($75x x $25x) pur
suant [Q paragraphs (e)(2)(v) and (fj( I)(i) of thIS sec
tion. The section 959(c)(2) earnings and profits in 
DP' s previously taxed earnings and profits account 
with respect to hlock 1 are increased from $0 to $25x 

and then decreased from $25x to $0 pursuant to para
graphs (e)(2)(ii)(B) and (O( I J(ii) of this section. The 
entire $SOx distribution with respect to block I and 
$SOx distribution with respect to hlock 2 arc excluded 
from DP's gross income pursuant to § l.lJ59-1 (e)( I). 
Pursuant to paragraph (e)(4) of this sect inn , at the end 
of year I, FC has section 959(c)(2) earnin!!s and pmf
its of $SOx and non-previously taxed camings and 
profi ts of $200x 

Example 3. DislrihUliol1 in neE's,> of' aggr~gate 
prel'iou,ly taxed earnings and profits. (i) Facls. As
sume the same facts as in Example 2, except tflat 
instead of a total distribution of $1 OOx on Class A 
shares in year I, FC makes a total distribution of 
$Z()Ox on its Class A shares in year I, consisting of a 

$IOOx distribution to block I and a $100 distribution 
to block 2. 

(ii) Ana/vsis. First, as a result of the distribution, 
the section 959( c)(2) earnings and profits in DP' s pre
viously taxed earnings and profits account with re

spect to block I are decreased from $25x to SO and the 
section 959(c)(2) earnings and profits in DP's previ
ously taxed earnings and profits account with respect 
to block 2 are decreased from $65x to $0 pursuant to 
paragraph (e)(2)(ii) of this section. Because there are 

insufficient previously taxed earnings and profits in 
DP's previously taxed earning and profits accounts 
with respect to blocks I and 2, DP may access its ex
cess previously taxed earnings and profits in its previ
ously taxed earnings and profits account with respect 
to block 3 after taking into a~count any distributions 
or section 956 amounts with respect to block 3. Con
sequently, the section 959fc)(2) earnings and profits 
in Dr's previously taxed earnings and profits account 
with respect to block 3 are decreased from $60x to 
$0 pursuant to paragraphs (e)(Z)(v) and (O( I Hi) of 

this section. Of the total $200)( dil;tribution from FC 
to DP, $150x is excluded from DP's gros, income 
pursuant to §1.959-I(c)(1) The remaimng $50x of 
the distribution is included in DP's gross lI1come pur
suant to section 95I(a)(I )(A) Pursuant to paragraph 
(e)( 4) of this section, at the end of year I, FC has sec

tion 959(c)(2) earnings and profits of $0 and non-pre
viously taxed earnings and profits of SI50x 

fUlfilI'll' 4. Sale. Iii Flicts. A"ume the same 
facts as in ErafllJl}p 2. except that DP sells hlock J 
before the end of year I. 

(ii) Analysis. Fin,t, as in Exalllple ], the di,trihu

tion results ill a dec I ra<;e orlhe sectilHl 9591c If 2) earn
ings and profits in DP's previously taxed earnings and 
profits account with respect to block I from $~5x to 

$0 and the section 95lJ(C)(L) earnings and profits in 

DP's previously taxed earnings and profits account 
with respect to block L from ~65x to $15x pursuant 
to paragraph lej(2)lil) 01' this .section. BecaJse DP 
does not own block 3 on Ihe last day ot' year I, DP 
cannot use the previou;,ly IJxed earnlllg<; and profits 

account with respect to hlock 3 to exclude a distrihu
tion in that year to block I or 2 from grols income. 
Therefore, the section 959( c)(2) eamings and profits 
in DP's previously taxed carnings a~d profits account 
with respect to hlock 2 are decreased from $15x to $0 
pursuant to paragraphs (e)(2)(v) and (f)! 1)11) of this 

section and the section 95lJ(c )(2) earnings and prof
its in DP', previously taxed earnings and profits ac
count with respect to block I are increased from 50 
10 $15x and then dec rea set.! from $15x to $() pursuant 
to paragraphs (e)f2)(ii)(B) and ff)( I )iii) of this sec

Ilon. The $40x ($25x + 3>15x) of the distribullon with 
respect to block I and $50x of the distribution with re
spect to block 2 are excluded from DP'<; gruss income 
pursuant to iil.959-\(c)il). The remaining $IOx of 
the distribullon with respect to block 1 is inclLlded in 
DP's gross income as a dividend. Pursuant to para
graph (e)(4) of this <;e(tion. at the end of year 1. IT 

has section 959Ic)i2) earnings and protih of $60x and 
non-previously taxed earnings and profit'. of $190x. 

EmmlJ/e 5. Section <156 amollnt. (i) Facts. As
sume the same facts as in EXllnlp/e 2, except that. in 
addition, during year I, FC has a seuion 950 amount 
of $30x, $5x of wbich is allocable to each of hlocks 
I and 2. and $20x (11' which is allocable [0 block 3. 

Ill) Allalysis. Pursuant to paragraph m(2) of 
this section, account adjustments are Illade for the 
distribution from FC before any account adju,tments 
are made for Ihe ,ection \)56 amount. After account 
adjustments are made for the distribution from FC 

as illustrated in Example 2, DP has a previously 
taxed earning\ and profits account with respect to 
each block as follows: block I. $(), block 2: $IOx of 
section lJ59Ic)(2) earnings and profits, block 3: $40x 
of ,ection 959(c)(2) earnings anJ profit,. A.s a result 

of the section 956 amount with respect to block 2, 
pursuant to paragraph fe)(2j(vi) of this seCllon, $5x 
of DP's section 959(c)(2; earnings and profit'> in its 
previously taxed earnings and profits account with 
respect to block 2 i.s reclassified as sectlon 959Ic)( I) 

earnings and profits. Consequently. block 2 IS left 
with a previously taxed earnings and prott,,, account 
cllnsisting of $5x of '>cetion lJS9(C)( I) eammgs and 
profits and $5x of section 959Ic)(2) earnings and 
profits. In addition, purwant to paragraph le)12j(vi) 
of thlS section, $20x of DP' s section lJ59(c )12) earn

ings and profits in its previously taxed earnings 
and plOfits account with respect to hloek J are rc
cla"ified as lection 959(c)f I) earnings and profib. 
Consequently, block 3 is left with a previously taxed 

earnings and prohls accoum cot\',istIng of :b2()x of 
section 959(c)( I) earnings and profits anti $20x of 
,ection 959(c)(2) earning, and profits. The total 

$2Sx section 956 amount with respect to Hocks 2 
and 3 is excluded from DP's gross income pursuant 

to §l.959-1(c)(2). Because there are insufficient 
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previou,l) taxed earnmg' and [lrofih In the [lrcll

ou,l) taxed earnmg' and prufih aCCllunt II Ith re'pell 

to block I. DP may acc"" it> excc" prellOlhl) 
taxed earning, and profih III thl' prel luthi, taxed 

earnings ami proflh account, II ilh r"pect tll blod., 
2 and -' aller taking into <[,','(Iunt an) dl,tributIlHl, (Ir 

,e(tHln 956 amount, II Ith r"'peci to tho.,,, hlock, In 

ilddition. the prel iuusl\ taxed earning, and prolll' 

In the previousl) taxeu earllln,l!' and pmfih a,'coun" 

Illth respcct to hlocb ~ ami ~ arc recla"lfied l'rtI 

mill hased on the rdatll e pIn lousl\ taxed earn

Ing' and profib In thos" aC,'ounh after tal..ing into 
account an) dl,lnhutlons or s,','llon 9)6 ilnHlunh 

Ilith le'p",·t 10 Ihllsc blllCi-.>. A,·cmdlngl). pursuant 
tll paraglaph, le)l2illil and 111(21 (II IhlS ,ectlon. 
an ilddltlonal )1\ 1)),/,,2':;x , S,\\I lIf the 'ectlon 

95'Ji c I( 21 earnllll's and profib in DP' s pre\lllusly 

taxcd carnllll" and pmfits aCCllunt II ith respect III 
hl(K'K 2 arc recla,sliled as se([llln lJ'ilJ(c)( I) earnings 

and profib and an additioncll $4, ($20,/$25x x $5\) 
of the section 959Ic)(2) earnings and profits 111 DP's 

prniousl) taxed earillngs and profits account with 
respect to block -' arc recia"ilied as section 959(c)( I) 
earnings and profits. The $5\ section 956 amount 
II ilh rt:spt:(\ to bl(l~k I is aho t:xcluded from DP', 

~ro" in~umc pur,uant to ~1.959-llc)(2J. At the 
elld ul year I. DP' s previously taxed earlllngs and 
profih accuullts II ith n:spect to its various blocks of 
,t(lL'~ are as folio\\'\: block I ha, no previously taxed 

earnlllg' and profih. block 2 has $6x 1$5x + $Ix) of 
,cctlon 959(c)( I) t:arnings and profits and $4x (S5x 
- $1 x I of ,cction LJ59(c )(2) earnings and profils and 
block -' has '\I24x ($20x + $4x) of section 959(c)( I) 
earnings and pmfits and Sl6x ($2()x - $4x) of section 
9591 c)( 2) earnlllgs and profih. Pursuant to paragraph 
(I.' 1141 of Ihis section. at the end of year I. FC has 
$-,(Ix of section 959(c)( I) earnings and profits. $20x 
of scctlon 959(c)(2) earnings and profits, and $200x 
of non-previously taxed carnings and profib. 

(g) Special rule for shareholder in

cluded in a consolidated grollp-( I) Ad

justlllentsfor distriblltions-(i) In general. 

In the case of a covered shareholder who is 
a member of a consolidated group, to the 
extent that the total amount of any distribu
tions of earnings and profits with respect 
to such covered shareholder's stock in a 
foreign corporation during such foreign 
corporation's taxable year would ex
ceed the covered shareholder's previously 
taxed earnings and profits account with 
respect to all of the covered shareholder's 
stock of the foreign corporation (an excess 
distribution amount) the previously taxed 
earnings and profits accounts of the cov
ered shareholder and of the other memhers 
of the cOH'red shareholder's consolidated 
group that own stock in the same foreign 
corporation and are members of the cov
ereu shareholder's consolidated group on 
the last uay of the foreign corporation's 
taxable year shall be adjusted as follows. 

(A) :\tijllstIllCllt or other II/ell/hers' ac

('011111.1. The previously taxed earnings and 

620 2006-2 C.B. 

profits accounts of the other members of 
the consolidated group that own (within 
the meaning of section 958(a)) stock in 
the ~ame foreign corporation and are mem
hers of the covered shareholder's consol
idated group on the last day of the for
eign corporation's taxable year shall be de
creased, in the aggregate, by the amount 
of such excess distribution amount, but not 
below zero. Such decrease shall be made 
on a pro rata basis by reference to the 
amount of such other members' previously 
taxed earnings and profits accounts and 
shall be allocated to the section 959( c)( I) 
and (c)(2l earnings and profits in such ac
counts in the same manner as a distribution 
is allocated to such earnings and profits 
pursuant to section 959(c) and paragraph 
(e)(2)(ii)(A) of this section. 

(B) Adjustment of the deficient accowl!. 

The deficient previously taxed earnings 
and profits account of such covered share
holder shall correspondingly be increased 
by the same amount. and then adjusted to 
zero under paragraph (e)(2)(ii)(B) of this 
section. 

(ii) Insufficient prel'iousl\, taxed earn

ings and profits. If more than one mem
ber of the consolidated group is a covered 
shareholder that has an excess distribution 
amount with respect to all of its stock in 
the foreign corporation and there is insuffi
cient previously taxed earnings and profits 
available in the previously taxed earnings 
and profits accounts of other consolidated 
group members to exclude the combined 
excess distribution amounts of the cov
ered shareholders, the other consolidated 
group members' previously taxed earnings 
and profits shall be allocated between the 
covered shareholders' deficient previously 
taxed earnings and profits accounts in pro
portion to each covered shareholder's ex
cess distribution amount 

(2 1 Adjustments for sectio/l 956 

anumllls-(i) In general. If a United States 
shareholder, who is a member of a con
solidated group, has a section 956 amount 
with re~pect to its stock in a CFC for a 
taxable year, to the extent that the section 
956 amount exceeds the section 959(c)(2) 
earnings and profits in such United States 
shareholder's previously taxed earnings 
and profits accounts with respect to all of 
its stock in the CFC (an excess section 956 
amount). the section 959(c)(2) earnings 
and profits in the previously taxed earn
ings and profits accounts of consolidated 

group members. who arc members of the 
United States shareholder's consolidated 
group on the last day of the CFC's taxable 
year. with respect to their stock in the CFC 
shall be reclassified as section 959(c)(I) 
earnings and profits, in the aggregate, by 
an amount equal to such excess section 
956 amount. The amount that is reclassi· 
fied with respect to each such account of 
such other members shall be proportionate 
to the amount of section 959(c)(2) earn
ings and profits in those accounts prior to 
reclassification under this paragraph (g). 

(ii) InslIJjicient section 959(c)(2) earn

ings and profits. If more than one mem
ber of the consolidated group is a United 
States shareholder that has an excess sec
tion 956 amount with respect to its stock 
in the CFC for the taxable year and there 
is insufficient aggregate section 959(c)(2) 
earnings and profits in other consolidated 
group members' previously taxed earnings 
and profits accounts to exclude the com
bined excess section 956 amounts of the 
United States shareholders, the amount of 
any consolidated group members' section 
959(c)(2) earnings and profits that are re
classified on behalf of each United States 
shareholder shall be proportionate to the 
excess section 956 amount for each such 
United States shareholder. 

(3) Stock basis adjustments of members. 

See §1.l502-32 for rules addressing in
vestment adjustments resulting from the 
application of this paragraph. 

(4) EX(l/JJple~·. The application of this 
paragraph (g) is illustrated by the follow
ing examples: 

Example f. Two consolidaTed group memhers. (i) 

FacTs. DP I. a United Stales shareholder, owns one 
block, block I. of shares of Class A stock in Fe. a 
CFC that uses the U.S. dollar as its functional cur
rency. DP2. a United States shareholder and a mem
ber of DP I' s consolidated group, owns one block. 
block 2. of shares of Class A stock in FC DP I, DP2 
and FC all use the calendar year as their taxable year 
and Fe uses the U.S. dollar as its functional currency. 
Entering year I, DPI has a previously taxed earnings 
and profits account with respect to block I consist
ing of $50x of section 959( c)( 2) earnings and profits 
and DP2 has a previously taxed earnings and profits 
account with respect to block 2 consisting of $200x 
of section 959(cj(2) earnings and profits. Entering 
year I. FC has section 959(c)(2) earnings and prof
its of $2S(lx and non-previously taxed earnings and 
profits of $1 OOx. In year I. FC generates no earnings 
and profits and makes a distribution of earnings and 
profit ... on its Class A stock, a $1 OOx distribution of 
earnings and profits to block I and a $IOOx distribu
tion of earnings and profits to block 2. 

(ii) Analysis. Fir ... !. pur,uant to paragraph 
le)(2)(ii) of this section. the section 959(cH2) eam-



ings and profits In DP1's previou,ly taxed earnings 
and profits account with respect [0 block I are de
creased from $50x to $0 and the section 959( c )(2) 
earnings and profits in DP2's previously taxed earn
ings and profits account with respect to block 2 are 
decreased from S200x to $1 OOx. Then, pursuant to 
paragraphs (e)(2)(vl and (g)( 1 )(i)(A) of this section, 
the section 959(c)(2) earnings and profits iil DP2's 

previDusly taxed earnings and profits aCCDunt with 
respect tD blDCk 2 are decreased from $IOOx to 
$50x and, pursuant tD paragraphs (e)(2)(ii)(B) and 
(g)(1 )(i)(B) of this section. the section 959(c 1(21 
eamings and profits in DPI 's preVIOusly taxed earn
ings and protits account with respect to block I 
are increased from $0 to $50x and then decreased 
from $50x to $0. Pursuant to section 959(a) and 
§1.959-I(c). the entire $IOOx distribution to block 
I and $IOOx distributiJn to hlock 2 are excluded 
from DP]'s and DP2's gross incomes respectiv~ly. 
Pursuant to paragraph (e)(4) of this sectiun. at the 
end of year I, FC has section 959Ic)(2) earnings and 
profits of $50x and non-previously taxed earnings 
and protlts of $1 OOx, 

Example 2, Two consolidated Iumtp memhers; 
mulliple classes oj .\TOck. Ii) Faels. Assume the same 
facts as 1II Example t, except that DPI also owns 
one block. block 3, of shares of class B stock in Fe. 
DPI has a previously taxed earnings and profits ac
count with respect 10 block 3 conSisting of $40x of 
section 959(c)(2) earnings and prufits. Entering year 
I, FC has section 959(c)(2) earnings and profits of 
$290x and non-previously taxed earnings and profits 
of $IOOx. 

(ii) Analysis. First, pursuant to paragraph 
(e)(2)(il) of this section. Ihe seclion 959(c)(2) earn
ings and profits in DPI's previously taxed earnings 
and profits account with respect to block I are de
creased from $50x to $0 and the section '!59(c)(2) 
earnings and profits in DP2's preViously taxed earn
ings and profits accounl with respect to block 2 are 
decreased from $200x to $ 100x. Then, pursuant to 
paragraphs (e)(2)( v) and (1)11)( i) of this section, the 
section 959(c)(2} earnings and profits in DPI', previ
ously taxed earnings and profits aCCDunt with respect 
to block 3 are decreased from $40x to $0 and, pur
suant to paragraphs (c)(2)(ii)(B) and (1)( I )(ii) of this 
section, the section 959(c)(2) earnings and profits in 
DPI's previously taxed earnings and profits account 
with respect to block I are increased from ,~O to .'f,40x 
and then decreased from $40x (0 $0. Finally. pur
suant to paragraphs (e)(2)(vl amI (gJ( l)(i)(A) of this 
section, the section 959(c)(2) earnings and profits in 
DP2', previously taxed earnings and profits account 
with respect to block 2 are decreased from $ 100 x 
to S90x and, pursuant to paragraphs .(e)(2)(ii}(B) 
and (g)(l )(i)(B) of this section, the ,ecrion 959( c)i2) 
earnings and profits in DPI 's previously ta\ed cam
ings and profits account with respect to block I 
are increased from $0 [0 $IOx and then decreased 
from $IOx \0 $0. Pursuant to section 959(a) and 
§1.959-I(c), the emire $IOOx distribution (0 biock 
I and $IOOx distribution to block 2 are excluded 
from DPl's and DP2's gross incomes respectively. 
Pursuant to paragraph (e)(4) of this section. at the 
end of year I. Fe has section 959(c)(21 earnings and 
profits of $90x and non-previously ta.\ed earnings 
and profits of S IOOx. 

Example 3. Three consolidated group members; 
multiple classes of stock. (i) Facts. Assume the same 

facts as in Example 2. except that DP3, a United 
States shareholder and ;1 member of DPI', comoli
dated group, owns one block, hlock 4. uf shares Dr 
cla,s B stock in Fe. DP3 h'h a previously laxed earn· 
ings and profib account with re'peel to hluck 4 COrt

'isting of $25x of section 959(c)l2 I earnings and prof
HS. Entering year I. FC has section 9.'9(c)(21 earn
ings and profits of $315.~ and non-previollsly taxed 
camings amI profits of $100.\. 

(ii) 1111 (/1.".1 i.l. Fir,\, pur.,uant to paragraph 
(e)l2)(ii) of this section. the ,eetion 959(c)l2) earn
ings and protlts in DP]" previously taxcd earning' 
and profits account with respect to hlock I are de
creased from $50x to $0 and the ,eetlon 959(c 1(2) 
earnings and profits in DP2' s previou,ly taxed earn
ings and profit, account with respect to bluck 2 are 
decreased from $200x to $IOOx Then, pursuant 
to paragraphs (e)(2)(vl ;md (f)(1 Iii) (If this section. 
the ,eetion 959(c)12) earnings and profits in DPI's 
previously taxed earning, and profit, account with 
respect to block 3 are decreased from S-lOx to $0 and. 
pursuant to paragraphs (e)(2)(iiJ(BI and (1')( I )(ii) of 
this section. the section 959(2)(2) earnings and prof
itS in DPI's previously taxed earnings and rrofits 
dcevunt wilh respect to block I are increased from $0 
to S40x and then decreased from $40x to $0. Finally, 
purwant to paragraphs (c)12j(vl and (g)(I)li)IA) 
of this section, the section 959(c)(21 earnings and 
prollts in DPrs and DPYs previously taxed earnings 
and profits accounts With respect to hlocb 2 and 4 
are decreased pm mIll from $IOOx to $92x and from 
$25x to $23x respectively, and. pursuant to para
graphs (e)(2)(ii)(B) and IgHI l(i)(B) of this ,ection. 
the section 959(c)(2) earnings and profits in DPI 's 
previously taxed earnin)!s and prufil> account with 
respeci :0 block I are increased from $0 to $1 Ox and 
then decreased from $ lOx to $0. Pursuant to ~eetion 
959(a) and S1.959-I(c), the entire amounts of the 
$1 OOx distribution to block I and the $\OOx distribu
tion to block 2 are excluded from DP!'s and DPZ's 
gross incomes respectively. Pursuant to paragraph 
ie)(4) of this section, at the end of year I. FC has 
section 959(c)(21 earnings and profib of $115x and 
non-previously taxed earnings and profits of $1 OOx. 

Example 4. SeCTioll 956 Amoullt. It) Faers. As
sume the same facts as in £.\wll/II~ 3, except that in
stead of a distribution of 200x on its class A stock. FC 
has a section 956 amount for year I of $180x, 45x of 
which is allocahle to each of blocks I through 4. 

(Ii) Allalysis. First. pursuant to paragraph 
(e)(2j(iv) of Ihis section. the sec lion 9S9(cJ(Z) 
earnings and profits in each shareholder's previously 
taxed earnings profits account are reclaS'ified as 
section 959(c)( I) earnings and profits leaving each 
block of stock with the following account: block I: 
$451. of section 959(c)(l) earnings and profits, S5x of 
section 959(c)(2) earnings and profIts; bloc" 2 $45" 
of section 959(c)( I) earnings and profirs and $155x 
of section 959(c)(2) earnings and profits; hlock 3· 
$4()x of section ,!~9(cI(l) earnings and protih and 
SO of section 959(c)(2) earnings and profits: block 
4: $25x of seelion 959(c)( I) earnings and profits 
and $0 of section 959(c)(2) earnings and profits. 
After the above reclassification ... DP I has an excess 
section 950 amount of $5x with respect to b:ock 
3. Therefore, pursilam I\l paragraphs (eI121Iv'il and 
(0(2) of this section, the remaining $5, of ,ection 
959(c)(2) earnings and profits in DPI's previously 
taxed earnings and profils account with respect t(1 

block I are recla"ified as section l)'il)[c Jill cam
ings and profits, leaving DP I with "SOX 01 sectioJl 
<)591 c)( I I earnings and profits ;lI1d SO of ,ectinn 
959Ic)(21 earmngs and profit> in it, pre\'iousl~ ta\ed 
earnings amI profits account with fe,peC[ III blllCk 
I. The entire S45x section 956 amount 1\ Ith re'pcc·t 
to blocks I and 3 are excluded from DP I·.s gro" 
IIlcome pursuant III par'lgraph (C)(ZI of thi' section. 
After the ahove recl,hsificJtions, DP.~ h;J) an execS) 

see lion 9:'10 amount of $20x With respect to block 
4. There/ore, pur,uant to paragraphs Ie II 211 vi I and 
(g)l2)(i) of this section. ~20x of the section 9591c 112) 
earnings and profits in DP2's previously taxed earn
ings and profits account with respc,·t to bind; :2 arc 
reclassified as section ':I59(e)( I I earnings and prohl). 
leaving DP2 with So5x of section 959(c)( I) earning' 
and profits and S,135x of section 9591c)(21 earning' 
and prohts. The entire $'>5x section 956 amount "'ith 
respfet tll blocks 2 and 4 are excluded from DP2's 
and OPTs gross incomes. respeeltvely. pursuant to 
§ 1.959-Iic)(2). Pur,uan[ to paragraph (e1141 of thl' 
,eetion. at the end of year l. FC has section 95lJ(c)( II 
earnings and profits of $IXOx. section '!5lJ(c)[2) 
earnings and profits of $U5x. and non-previously 
taxed earnings and profils of $1 OOx. 

Example 5. £.1'-111<'111/1<'''. (i) fe,<'Is. DP I. a United 
States shareholder. o"n, one block. hlock I. of shar<, 
of Class A stock in Fe. a CFC that uses the U.S. dollm 
as its functional currency. DP2 and DP.1. hoth United 
States shareholders and memhers of DPI's consoli
dated gmup. own one block each. hlocks 2 and,) re
'pectively, of shares of Class A ,tock in Fe. DPI. 
DP2, DP3 and FC all USt' the calendar year as Iheir 
taxahle year. Entenng year I. DPI has a previously 
taxed earnings and profits account with respect tll 
hlock I conSisting llf $S()x of seclion 959(c)(2) earn
ing> and profits, DP2 has a previously taxed cClrning' 
and profits account with respect to hlock 2 consist
ing o/$IOOx of section 959(c 1(2) earning'S and profits. 
and DP3 has a previously laxed earnings and profits 
account with respect to block 3 con,isting of S20()x 
of section 959Ie)(2) earnings and profits. Entering 
year l. FC has section 959(c)(2) earnings and prof
ih of $350x and non-previously taxed carnings and 
profils of $1 OOx. On March 15 of year I, FC make' 
a distribution of earnings and profits Oil ils Cia)) A 
,tock consisting of a $1 OOx distribution of carnin)!, 
and profits to each of blocks I, 2 and 3. On July -l 

of year I. DP.1 is sold to DP4, a United State, person 
whD is nOI a member of the consolidated group, and 
DP] eea"cs to be a meIllber uf the consoliddeJ grLiUp 

liil Allllll'sis. Fif'!. pursuant to paragraph 
(e)i2I1iil of this section, the section 95'J(c)(::') earn
IIIg, and profits III DP)'s preVIOusly taxcJ earnings 
and profits account '-'Ith respect to hlock I arc 
decreased from :550x to $0, the section 959IC)[:1 
carnings and protlts in DP2's pre, ilJusly (Jxcd earn
ings and profits account "ith respect \n hlock 2 
are decreased from $I()()x tn $0. and the section 

959(cH2) eaming' and protlls III DP.\', prcY)t)u,h 
taxed earnings and profits account with respeci to 

block 3 are decreased from $200x to S IOlh. Bccau,c 
DP3 "'as not a member of DPI 's consolidateJ group 
on the last day of year 1. the rem;limng S II\(); oi 
see lion 959(c)(2) earnings and prol!ts In UP.>"s prey 1-

ously taxed earnings and profits account \\ith rc'pccl 
to it' stock in Fe L'ann"t he used to nl'iude the re
maining $~Ox di,tflhutlon to DPI from DP\', gro" 
income. ConseqLentl), pur,uant to ~1.95LJ-I(ClII. 
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S,50x of the di,tnhution to hlod, I, th~ ~ntlre S IO(h 

ofthl:' di,triilutlon to hlock 2, ~nd the entire ,)IO(h of 

the dl,tnhution to hlock 3 are e\Liuded fWIlI DPI '" 

DP2'" and DP.'\', gr(", IIKOll1c' rl"pe,'tl\c\) The 

remaining "~(h di,trihulion to DPI i, 11lL'IUued III 

DP I', ~[(l" IIlcome pur,uant t(l ,CClion e)511 a 11I1I ~II. 

Pur,uanl tu p",agraph ""41 of Ihl' 'L','II()n, al Ihe 
end III le,lr t. fCC ha, \LYlllln l)~l)IL'1I2) e,tnlIllS, and 

[,ruin, 01 "151h dnd non-pft?\ lou,l) la\ed carning' 
,Ind profih of 'l'i()\ 

/:'\<11111,1" II IIIII/tli< /",1 I'\C<',I,I !,rn'/"",llr I(ned 

e<lrnln~1 <I lid I',-olill III fll( II, DPI, a United Slall" 
,hdlcI1llIdcl, 0\1 11' lllle hlock, hlock I, ()f ,hare' ()I 

(,Id" .\ qock In fT, ,I CFC Ihal u,e, the U,S, dnllar 

;1' Ih IUIlc'\lollal CUrrell\'l, DP2 and DP), hoth linitcu 
SIdle" ,hdre'holdcr, and Il1clllhcr, of DP I', con,oli

lbll'll ~lllUp_ ()II none hlod, cal'll, hinck, :: and 3 re

'pl'e'IIIL'iI, of ,hare', of Cia", Aqock in FC. DPI. 
DP'::, DP_, and FC all U'e the calendar year a, their 

ta\ahle )C&_ Et1\c'rin~ year 1. DPI ha, a prnlou,ly 
t;I\Cei e~lrning' and profih aL'counl II 1Ih re,p~l't to 
hlock I e'on"'ling "I \l4(h of ,cetion lJ'ilJlc)12) eam

in~, and profih, DP':: ha, a prcliou,ly taxed earning, 
,lI1d pl'llfit, a""llllnl wilh rc'pect to hlock 2 Clll1,i,t
In~ "I Shih "I 'CL'lIon lJ,'iLJlCI12) earning, and protit" 
anLi DP'; h;" a prClHlu,ly taxeei earning, and profit, 
aCUll1l11 \lIlh re'pect to hlock -' con,i,ting of $150x 
"I' "'e'l Illtl l)~lJl c 1(2) earnings and profih_ Entering 
vcar I. FC ha, ,cction L),'il)lc)(2) earning' and prof
Ih "f ')25(h and non-previou,ly taxeu earning, and 
[lrnlib of j,IOl)x, On March IS of year I. FC make, 
d dl,lrihutioll of earning, anu protih on ih Cia,s A 
\l"ck clln,i,ting of a $1 OOx diqribution of earnings 
anu prllfih t(l cach 01 block., I, 2 and 3, 

Iii) AII"lnl,l, Fir,\. pursuant 10 paragraph 
icI(2)IIi) of thi, ,eetion_ the ,cction lJSlJ(c)(2) earn

il1~' ~II1Li prolil\ in DPI', preVlou,ly taxed earning' 
anu pmflh account With rc'pect to hlock I are 
LielTca'eei from :;-illx 10 $0, the ,eetlon 959((')(2) 
e,lrning' and pmfih III DP2', previously taxed 
carnini" and [lrofih aCL'(llmt wnh re'pcct to hlol'k 
2 arc eiecrea,ed from j,oOx III $0, and the section 
95'11,' 1121 earning' anei profil\ in DP.1' s previously 
taxed earl11np anu profit, account with re,pect to 

hlock ) ;IIT eicl'rca,eLi fmm $150x to $,'iOx, Then, 
Jl"r,""m III [laragraph (g)( I )(iIlA) of thl' ,eetion_ 
Ihe ,e,'lion l)5'1lcIl2) earning' anei profih in DP3', 

1""1 Illl"l) ta'L'd ("Irnint!' anu prnfits account ",ith 
rL'sl1l'L'I 10 Ih ,lllCI. In fCC arc reduceu from 5>'iOx 
III :-'0 amI. I'" 1""111 I III pardgraphs 11'111 )(i)(B) anei 
Iglllllli) "i Ih" ,eL'lion. the scction '1,'ilJ(c)(2) earn-
11Ii!' anei profit, in DPI', anei DP'::', prel iou,l) taxeei 
('.lrllll1g" and profit-. accl.lunh with f(''''rel'1 to their 
'ILlrk III IT ,Irc Inrre~l\eJ frolll :j,O to l»OX I Solh 
I" IlIlh \ S'i[), I ,Inei ~() III ~~()\ 1 q(l\/~ I Olh \ S.'(h) 

Il"pL'e'll\ l'lI anti Ihcn Ill1llleeiiatel" redul'Cd to ';'11 
Pur,u,tIll tLl ~1L)'i'1-IiL'I, 571h 1$-10, + S-,OXI III 
Ihe di,lnt-llliLln 1" DP\. "XII, 1';'00\ + $21h I of Ihe 
di'lrihutilln III DI'~, and S 11111\ of thc dl,lrihulion III 
\)1',1 ale c,L'luued twm grn" Income, The rell1ailllng 
"-,Ih J"lnhllled I" DPI and 'i>211\ dl,lnhuled 10 DP~ 

-Ire II1liuJl'd 111 gnh'-l lIlCUllh." pur\uant to "'cellun 

q, 11,111111,\1. Pur'",lnl III parat'raph 1(,)(41 of thi, 
'l'L'llIlIl. ,II Ihl' end llt '> car I, fC ha, nOIl-prc\ 10u,l! 
t,l\c'd (,,11111110:' ,mei profil' elf "'i(1\. 

(h) ,\djll,ltmcllts ill the ('(lSI' of redemp

riol1l-( II 111 gcucm/. In the case of a 
rl)t't?i~n l'orpmatill l1 -" redemption of stock 
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(<I redemption distribution), the effect on 
the co\'ered ~hareholder's preyiously taxed 
earnings and profits account and on the 
earnings and profits of the redeeming cor
poration depends on whether the distribu
tion is treated as a payment in exchange 
for stock or as a distribution of property 
to which section 30 I applies, For the 
treatment of deemed redemption distribu
tions in transactions described in section 
304( a)( I ). see paragraph (h)(4) of this sec
tion. 

(2) ExcilOllgc treatlllent-(i) EjJl'ct Oil 

j(Jrcign corporatioll '.I' comings Will prof 

its. In the case of a redemption distribution 
that is treated as a payment in exchange 
for stock under section 302(a) or section 
303, the amount of the distribution prop
erly chargeable to the earnings and prof
its of the redeeming foreign corporation 
is the amount determined under section 
312( a). subject to the limitation in section 
312(n)(7) and this paragraph (h)(2)(i), For 
purposes of section 312(n)(7), the amount 
properly Chargeable to the earnings and 
profits of the redeeming foreign corpora
tion shall not exceed the sum of-

(A) The amount of the previously taxed 
earnings and profits account with respect 
to the redecmed shares of stock (without 
adjustment for any income inclusion under 
section 1248 resulting from the redemp
tion); and 

(B) A ratable portion of the redeeming 
corporation's non-previously taxed earn
ings and profits. Such chargeable amount 
of earnings and profits shall he allocated 
to earnings and profits in accordance with 
section 959( c) and this section, 

(ii) Cessation ofpre~'iollsl-" taxed earn

ings and profits accollnt. In the case of a 
redemption distribution that is treated as 
a payment in exchange for stock. the re
deemed covered shareholder's previously 
taxed earnings and profits account with 
respect to the redeemed shares ceases to 
exist and is not transferred to any other 
previously taxed earnings and profits ac
count. In such a case, any previously taxed 
earning~ and profits in the redeemed cov
ered shareholder's previously taxed earn
ings and profits account, after being re
duced under paragraph (h)(2)(i) of this sec
tion, become non-previou~1 y taxed eam
ings and profit:, of the foreign corporation, 

(iii) Examples. The application of this 
paragraph (h)(2) is illu~trated by the fol
lowing examples: 

EI<IIII{'lc I. COIIII,ll'll' rn/c/l/prioll rrewed as 

(xciwlIgc {'rtT/OIISI." [(ned ('timings alld profits 
(/CCOllllr 1.1 d,,!,I .. ,,,,, (i) fil,'II'- DP, J United States 

sharehokkr, llll n, 70'; and FP, a nonresident alien 

\I ho i, unrd.lIcti to DP undcr section J 18, owns 30% 

of Ihe onil ,'las, llf ,lock in Fe. a CFC that uses the 
LIS_ dollar a, 11\ fUllclional currency, Both DP and 

FC usc the calendar ~ ear as their taxable year and 
hoth DP and FC are \\ holly owned by the same do

I11c,tic e'oq)OratIOIt, Usp, Dr has a prel'iously taxed 

eaml11gs and profits account consisting of $50x of 

'c"tion lJ'ilJlc)(2) earnings and profits with respect 
10 its ,tock In FC and DP has a SSO basis in its Fe 
'll1l'k pUNlant to section lJ6I(a), FC has $50x of 
,,~ction 95lJle)(2) earnings and profits and $50x of 

non-pre\ iou,ly taxed earnings and profits atttibut
able to taxable years of FC beginning on or after 
December 31, I <.)62 during which Fe was a CFe and 

uunng whIch DP held its shares of stock in Fe. Fe 
redeems all of DP's stock for $ 100x in a redemption 

that i, treated as a payment in exchange for the stock 
under section 302(a), 

(ii) A1lalysis, DP includes $35x ($50x x 70%) 

in gross income as a dividend pursuant to section 
1248( a) as a result of the deemed exchange, Fe ad
justs its earnings and profits as a result of the ex
change under paragraph (h)(2)(i) of this section in the 
following manner: first Fe's section 959(c)(2) earn
ings and profits are reduced from $50x to $0: then. 

Fes non-previously taxed earnings and profits are 
decreased from $50x to $15x to reflect DP's $35x rat
ahle share of Fe's non-previously taxed earnings and 
profits, DP's previously taxed earnings and profits 
account ceases to exist and is not transferred to any 

other previously taxed earnings and profits account. 
Exam{'le 2, Cumplete redemprion Ireated as 

exchange; previollslv raxed earnings and profits 
aCcollllt is 1/01 depleted, (i) Facts, Assume the same 
fact> as EW/fIpie I, except that the amount of the 
redell1ption distribution by Fe to DP is $25x, 

Iii) Analysis, DP recognizes a $25x loss as a re
,ult of the deemed exchange, Fe's section 959(c)(2) 
earnings and profits are decreased from $50x to $25x, 
pursuant to paragraph (h)(2)(i) of this section, DP's 
prev iously taxed earnings and profits account ceases 
to exist. and the remaining $25x of section 959(c)(2) 
earnings and profits in such account is not transferred 
to any other previously taxed earnings and profits ac
count, However, pursuant to paragraph (h)(2)(ii) of 
this section, the $25x of previously taxed earnings 
and profits is converted to non-preVIOusly taxed earn
ing, and profits of DC. 

(3) Distribution treatment-(i) Adjust

ment of shareholder previously taxed earn

ings and profits accounts and foreign cor

poration 's earnings and profits, In the case 
of a redemption distribution by a foreign 
corporation that is treated as a distribution 
of property to which section 30 I applies. 
~ I ,959-1 and this section shall apply in the 
same manner as they would apply to any 
distribution of property to which section 
30 I applies, 

(ii) Transfer to remaining shares, To 
the extent that the previously taxed earn
ings and profits account with respect to 



stock redeemed in a transaction described 
in paragraph (h)(3)(i) of this section ex
ceeds the amount chargeable to the earn
ings and profits of the corporation under 
the rules of that paragraph, the excess pre
viously taxed earnings and profits shall be 
reallocated to the previously taxed earn
ings and profits accounts with respect to 
the remaining stock in the foreign corpo
ration in a manner consistent with, and in 
proportion to, the proper adjustments of 
the basis in the remaining shares pursuant 
to § 1.302-2(c). 

(iii) Examples. The application of this 
paragraph (h)(3) is illustrated by the fol
lowing examples: 

Example 1. Redemplioll ill exchcmge/orcash rhw 

is treated as a distributioll. (i) Facts. DP. a United 
States shareholder. owns 100'70 of the stock in Fe. a 
CFe that uses the U.S. dollar as its functional cur

rency. Both OP and FC use the calendar year as their 
taxable year. DP Dwns two block> of ;tock in Fe. 
block I and block 2. At the beginning of year I, OP 
has a previously taxed earnings and profits account 
with respect to block I consisting of $50x of sec
tion 959(c)(2) earnings and profits and Fe has section 
959(c)(2) earnings and profits of $50x and non-previ
ously taxed earnings and profits of $1 OOx. In year I. 
Fe redeems block I for $IOOx in a redemption that is 
treated as a distribution of property to which section 
301 applies under section 302(d). 

(ii) Allalysis. The section 959(c)(2) earnings and 
profits in OP's previously taxed earnings and profits 
account with respect to block 1 are reduced from $50x 
to $0 and FC's section 959(c)(2) earnings and profits 
are correspondingly reduced from $50x to $0. The re
maining $50x is included in DP's gross income as a 

dividend under section 30I(c)(I) and FC's non-pre
viously taxed earnings and profits are reduced from 
$IOOx to $50x. 

Example 2. Redemption in exchangeJorcash that 
is treated as a distribution. (i) Facts. Assume the 
same facts as Example 1. except that OP is redeemed 
for $25x. 

(ii) Analysis. The section 959(c)(2) earnings and 
profits in OP's previously taxed earnings and profits 
account with respect 10 block I are reduced from $50x 
to$25x and FC's section 959(c)(2) earnings and prof
its are correspondingly reduced from S50x to $25x. 
Fe's non-previously taxed earnings and profits re
main at $100x. Pursuant to paragraph (h)(3)(ii) of 
this section the remaining $25x of section 959(c)(2) 
earnings and profits in OP's previously taxed earn
ings and profits account with respect to block I are 
reallocated with respect to the remaining stock in FC 
in a manner consistent with. and in proportion to. the 
proper adjustments of the basis of the remaining FC 
shares pursuant to § 1.302-2(c). 

(4) Section 304 transactions-(i) 
Deemed redemption treated as a distri
bution. In the case of a stock acquisition 
described in section 304(a)(l), that is 
treated as a distribution of property to 
which section 30 I applies, a covered 
shareholder receiving an amount treated 

as a distribution of earnings and profits 
shall have a previously taxed earnings and 
profits account with respect to stock in 
each foreign corporation lreated as dis
tributing its earnings and profits under 
section 304(b)(2), even if such person 
did not otherwise have a previously taxed 
earnings and profits account With respect 
to stock in such corporation or corpora
lions. In such a case, ~ 1.959-1 and this 
section shall apply in the same manner 
as these regulations would apply to any 
distribution to which section 301 applies. 

(ii) Example. The application of this 
paragraph (h)(4) is illustrated by the fol
lowing example: 

Example. Cross-chain acquisitio/1 of"./int-lier 

CFC. (i) Facts. OP. a domestic corporation. owns 
all of the stock in OS. a domestic corporation. and 
Fl. a eFe DP and DS are memhers of the same 
consolidated group. OS owns all of the stock in 
F2. a CFe. OP. OS. f I and F2 all usc the calendar 
year as their taxable year and FI and F2 eaeh usc 

the U.S. dollar as its. functional currency. During 
year I. FI purchases all the stock in F2 from OS for 
$80x in a transaction descrihed in section 304(a)(1). 

At the end of year I. before taking into account the 
purchase of F2', stock, DP has a pre~iously taxed 
earnings and profits ac,ount consisting of $20x of 
section 959(c)(2) earnings and profits with respect to 
its stock in Fl. and FI has previously taxed earnings 
and profits consisting of $20x of ,ection 959(c)(21 
earnings and profits and non-previously taxed earn
ings and profits of $1 Ox. At the end of year I. before 
taking into account the purchase of F2\ stock. DS 
has a previously taxed earnings and profits account 
consisting of $50x of section 959(c)(2) earnings and 
profits with respect to ib stock in F2. and f2 has 
section 959(c)(2) earnings and profits of $50x and 
non-previously taxed earnings and profits of $0. 

(Ii) Allalysis. Under section 304[ a I( II. OS is 
deemed tD helve transferred the F2 stock to F I in 
exchange for FI stock in a transaction to which 
section 351 (a) applies, and F I is treated as having 
redeemed, tor $gOx. the F I stock deemed issued to 
OS. The pay ment of $~Ox is treated as a distribution 
of property to which section 301 applies. Under 
section 304(b)(2). the determination of the amount 
which is a dividend is made as if the distribution 
were made. first, hy Fl to the ex:ent of its earnings 
and profIts [$30x). and then by F2 to the extent of 
it> earnings and profits ($50x J. Before taking into 
account the deemed distributions. DS had a previ
ously taxed earnings and profits account consisting 
of $50x of section 959(cj(2) earnings and profits with 
respect to its stock In 1'2. and OP had a previously 
taxed earnings and profits account consisting of 
$20x of section 959(c)(2) earnings and profits with 
respect to its stock III 1'1. Under paragraph (hl(4J(I) 
of this section, OS has a previously taxed earnings 
and profits account with respect to the stock lfl 1"1. 
Under paragraph (g)( I )(i) of this section. the section 
959(eJ(2) earnings and profits in OP's previously 
taxed earnings and profits account with respect to the 
Fl stock are reduced from $20x to $0 and the section 
959(cJ(2) earnIngs and profits In DS's previously 

taxed earnings and profits account with resreet to 

the F I ,lock are increa,eJ from $ll to 520x The di,· 
trihution by FI cau,c, the ,ceflOn <J5lJleJ(21 earning, 
and profit'> in DS', prcviou,ly taxed e:lrning' and 
profits account with re'pee: to F I stock to he reduced 
from $20x to $0. and CJU'C, FI's ,cdion 9591c)(21 
earning, and profih to he reduced fWIll S20x to SO 

and Its non-previously taxed earning' and profits 
to he reduced from $1 Ox til $0. The deemed dlqri
hU!Ion by F2 causes the ,eetion l)Sl)(e)(2) earning, 

and profit, in OS's previously taxed earning' and 
rrofits account with respect to F2 quck to he reuuced 
from $50x to $0. and cau,e, F2', 'ection <JW(c)(2J 
earning,> and profih to he reuuced from S'i()x til SO. 
Of the distribution of $8tlx. POx IS excluded from 
OS's gro", income pursuant tll ~ 1.95'!-!(c)( I). Jnd 
$IOK i, included in OS', groS) income as a di,idend. 

Par. 5. Section 1.959-4 is revised to 
reau as follows: 

§1.959-4 Distributions of amounts 
excluded under serfion 959(1l). 

Except as provided in section 960( a)( 3) 
and §1.960-1, any distribution excluded 
from gross income of a covered share
holder under section 959(a)(l) and 
~ 1.959-1 (c)(l) shall be trealed, for pur
poses of chapter I (relating to normal taxes 
and surtaxes) of subtitle A (relating to in
come taxes) of the Internal Revenue Code 
as a distribution which is not a dividend, 
except such a distribution shall immedi
ately reduce earnings and profits. 

Par. 6. Section 1.961-1 is revised to 
read as follows: 

./I/.96i-1 increase in hasis oj stock in 
CFCs and ol other properf):. 

(a) Definitions. See § 1.959-lIb) for 
a list of defined terms applicable to 
§ 1.961-1 through § 1.961-4. 

(b) Increase in basis-(l) In general. 
Except as provided in paragraphs (b )(2) 

and (b)( 3) of this section, the adjusted ba
sis of a United States shareholder's stock 
in a CFC or property (as defined in para
graph (c)( I) of this section) by reason of 
the ownership of which ,uch United States 
shareholder is considered under section 
958(a) as owning stock in a CFC shall be 
increased under section 961(a) each time, 
and to the extent that. such United States 
shareholder's prcviously taxed earnings 
and profit~ account with respect to the 
stock in that CFC i~ increased pursuant to 

the steps outlined In ~ 1.959-3(e)(2). 
(2) Limitation 011 amount ofincrease in 

c(lse of electioll ullder section 962. [Re
served]. 
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13) iJeellled illc/1I1/01l.1 lflli/nlce/lilll\ 

1293(cj ([lid lJ5lJ(e) Paragraph InJil I of 

thi~ ~eetion ,hall not appl) in the c'a,e llf ~I 

deemed ,eetion 9511al inclu,illn pllhllant 
to ,eetion 129)(e I ur 959(e I. 

(c) Ruin {)f (I/I/IIi((lIIOII-1 II Pro/h'r,r 

de/illed. The propen) of a llnited State, 
,hareholder referred to in paragraph (hili I 
of thi, section ,h~dll"lln,i,t 01-

II I Stock in ~I foreign corporatJlln: 
(II) An inkre,t In a Illrelgn parlner,hip: 

or 
(iii I A heneficlal or O\\ner,hip intcre,t 

in a foreign e,tate llr tru,t (a, defined in 
,eetion no I (a JI.\ I 11. 

12 I /lIc/"eUI[" II'illt l"£'I/ICcI TO ci/cll .Ihurl' 

(I/" O\\·/1('/".lhi/] 1111 iT. Any Innea,e under 
paragraph (t'l of this section in the hasis 
of a United Stalt.', shareholder', stock in a 
foreign cllrporatlOIl or property (as defined 
in paragraph Ie II I I of this section) hy rea
.~on uf the owner~hip of which such United 
State, shareholder is considered under ,ec
tion 95X(a) as owning stuck in a foreign 
corporation shall he made on a pro mTu ha
sis with respect to each ,hare of such stock 
or each ownership unit of such property. 

U) TWll.IluTioll micl. For purposes of 
determining an increase in hasis under this 
,ection, in cases in which the previously 
taxed earnings and prolits account is main
tained in a non-United States dollar func
tional currency. section 9511 a) inclusions 
shall he translated into United States dol
lars at the appropriate exchange rate as de
scrihed in section YXY(n). Any other in
crease in nasis pursuant tll paragraph (b) 
of this section (for example. a nasis in
crease reSUlting from the application of 
~1.l).'i9-3(f) or (g)1 shall ne in the amount 
of the transferor's dollar basis attributable 
to the previously taxed earnings and prof
ih transferred. 

Ie I t~\({IIlf1le.l. The application of this 
section is illustrated hy the following ex
amples: 

f.IIIIIII,II· I HU\I\ U"III\III/("111 Ii,,' /l1l1iI/Jl" I/Jell/· 

\i(}lI. (I I /-( i(/ \. DP . .I LI ilitnl S t'II~' ,hdl"cI)(lld~1. Il\\ I" 
S()1l "lthL' 1.( )(I() ,h"I"L" "lthL' "ilL' ,'Id" (II ,t"L'k in fCC 
alld h'I' a h'I'I' of "'.'i() ill L',\c'Il (If ih ,Ilare,. DP alld 
f'C U'C IhL' c,liL'nddl" \e"l" a, a t"\,lhlc \C,II" ,llld Fe i, 
,I CFe. Fe IhC' IhL' U ;1' ih fIiIlCIIOIl,t! L"l1rl",'I1,'\ ThL' 

~1\ L'LI~L' ('\dlJIl~l.· ratl' I'm ! car 1 I'" 1 U::: S 1. In: cal i. 
ii' fll"" \ ,'.II" llf "pcr'Ii""\, Fe hi" I ()().(){lIlu "I ,uhparl 
F IIlC"ll1L' ,liler Ilw pa~ lllL'1l1 (IIII.~'i()u III 1"rcI~1l \11. 

l'llllll'!.!\c,..,. DP ,-.. rl'L1U1fcd 10 indulk ill ~nh" inl..'llllh? 

S(IO(I(juI SOIlIl.O()() \ IO().IHIIJul equal In \SIJ()I)() Ull· 
,lc'r ,edl"l1 'i'i II aI. ,md l).I)()()u I sO.OO()llll ()(J.(l()()ll \ 

11.~'i()1I1 cqu,,1 I" ,,9.()()() IIl1lkr 'C'dl'"l 7S. 
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lill'\IIU/rI/\ On Deccmhcr \1. of year I. DP 

I nCI ,',N" thl' ,l'L'1 llln <J;'iLJI C)( 2) l'arning, and protlh 
III II, l'rL'\ l()u,l~ l.J\cJ earning' "nJ prnlih d((Ount 

\\ Ilh rL"I'L'dln 11\ ,tock in Fe h~ SO.OOOu plll",Uall( 10 

~ I l)~l)-.'I L'II ~ I( i 110 rdkL'1 Iht' inciu,ioil "f ~O.()()Ou. 

IIr \:-;0.0110. III DP', 121\'" illCOll1l' pur'llant t" 'L'L·· 

111m l)'iLJlal. ,Ind L"l'ITl"]1ondingly inLTea,t" Ihc ba,I' 

"I L'ach ,hare of ih ,loL'i, ill Fe h~ ::, too (5XO.OO0/80()) 

fnllll S'iO 10 S I 'i0 pur,uant 10 paragraph, (bl( I) and 

((Ii~1 "flhi, 'l'CII(1n. 

r. \{IIII/'/e ~ Sille ,,(ere Ilud. Iii r'ICI.I. A"UlllL' 

till' ,alllL' laL·1<. 'I' in L.\UI/I/'/c I. e\L'c'pt that in >car~. 
1)1' ,L'lI, ;111 ill il<. ,tnd, in Fe to I)P2. a LI\l\ted Statc, 

PCr'l)1l lilat i, 1)1", 'UCL'C''l'1" in interc,1 (a, defined 

1llS'1 ').'i')··I(hIlS)).f"r~~()()pcr,ilarc. AtlhL'timcol 

,aiL'. the L'\L'han~c rail' IS III = ~ I and DP ha, a ba,i, 

01 0;; ISO PCI share in 110. Fe ,loCI.. and a prc\ iou,l> 

t"\L'd L'ilrnin~' ilnu profit, aL'L'olint wilh r"'pcet to il\ 
Fe ,I,ll'\.. c\ln,istlng 01 SO.O()Ou 01 scction 95LJlc)(21 

C,\I"Illni!' allLi pmlito. II illl a dollar ba,i, of SHO.OOO. 

AI",. al the tlmc of ,aie, Fe ha, 50.()()Ou of nOIl

I)fC\lou,ly taxcd carning' and profit... i1urihutable to 

la\able ~ car, of Fe beginnini! on or after December 

.' 1.1962 during II hieh FC \\ilS a CFe and DP held it, 
,hare, 01 still' I.. 111 Fe. 

(ii) Anu/Isi.l. Pur,uant to ,cclion 12-1-Hlal. be

L'au,,' FC ha' -1-0.IlOOu of non-prcvioll,ly taxed 
earning, and ]1rofih altributahle to DP's ,lOck 

I )O.OIJOu " HO()/I.()O()). the $-1-0.0()O of gain. equal 

to -1-0.00011. rccognil.ed by DP on Ihe ,ale of it ,lock 
(1j,~O() - $1501 x SOO) i, included in DP's gro" 

income a, a dll·ldend. Con,eL]lIcntly. the sectioll 

<JSL)(cI12) earning' anJ ]1wtn, III DP', previously 

taxeu earnings and profits account II ith re'pect to it.. 
'tIll''' in Fe are in,Teased lrom S(UIOOu 10 120,O()()u 

pUNlant to ~I LJ5<J-Jle)12)11). DP', ha,i, in each 
,hare of ito. ,tocl.. in FC i, not adjusted. pur,uant to 

paragraph In)l:') of Ih" 'celion. necause the adjll,t· 
ment tll DP's prl"\ iou,l> taxed earning' Jnd profit, 

account re,ult, from a ueemcd 'cclion 9511al in· 
clll,ilm pur,lIant to scellon <J5LJlc I. Upon the ,aie. 

DP2 acquire, J pre\ iousl) tolxed earning' and profih 
JL'(Ount with rC'fll'CI tll (he FC SilK I.. of 120.000u 
pur,U,1Il1 to ~I.LJ5L)-lId)12)(i) and call 1I1lii/c the 

aL'l'oLillt if it L1uJI!fie-. a ... a ~UL'ce ... ..,or in in{ere~t under 

~I.LJ)LJ-lInI151 DP2 takes a CO,I oa,i, of $200 per 
,harL' in Ihe Fe slocl.. pur,uant to ,eclioll 1012. 

Par. 7. Section 1.961-2 is revised to 
read as follows: 

.~/,<)OJ-2 Reductioll ill l)(Isis of.Hock 
illjiJJ'eigll cO/porl/tions (///(! (It" other 
property. 

(a) Reductio/! III hasis-( I) 111 gel1-
e/"UI. Except as provided in paragraph 
(a)(2) of thj, ,ection. the adjusted basis 
of a covered shareholder's stock in a for
eign corporation or property (as defined 
in ~1.961-1ic)1 hy reason of the owner
ship or which such covered shareholder is 
considered under section 958(a) as own
ing stock in a foreign corporation shall 
be reduced under section 961 (b) each 
time. and to the extent, that such covered 
,hareholder's dollar basis in a previously 

taxed earnings and profits account with 
respect to the stock. in such foreign corpo
ration is decreased pursuant to the steps 
outlined in ~ 1.959-3(e)(2) and shall also 
he reduced hy the dollar amount of any 
foreign income taxcs allowed as a credit 
under section 960(a)(3) with respect to the 
earnings and profits accounted for by thaI 

decrease. 
(2) Limitlltion 011 (/J}/olIIlt of reduction 

in cose o(elecrioll IIl1der sectio/l 962. [Re
served]. 

(h) Rilles o/lIppli("(lTio/l-( I) Reduc

tio/l H'ith res/Ject to each oW/lership IlIIif. 
Any reduction under paragraph (a) of this 
section in the adjusted basis of a covered 
shareholder's stock in a foreign corpora
tion or property (as defined in paragraph 
(b)( I) of this section) by reason of the own
ership of which it is considcred under sec
tion 958(a) as owning stock in a foreign 
corporation shall be made on a pro rata ba
sis with respect to each share of such stock 
or each ownership unit of such property. 

(2) Trallslation m!t's. For purposes of 
determining a decrease in basis under this 
section, in cases in which the previously 
taxed earnings and profits account is main
tained in a non-United States dollar func
tional currency, distributions of previously 
taxed earnings and profits shall be trans
lated using the dollar basis of the earn
ings distributed. See § I.Y59-3(b)(I) and 
(b)O)( i i) for rules regarding the dollar ba
sis of previously taxed earnings and prof
its. If the covered shareholder elects to 
maintain dollar basis accounts of previ
ously taxed earnings and profits as de· 
scribed in § 1.959-3(b)(3)(ii), the dollar 
basis of the earnings distributed shall be 
determined according to the following for
mula: (functional currency distributed/to
tal functional currency previously taxed 
earnings and profits) x total dollar basis of 
prcviously taxed earnings and profits. See 
section 989(b)( I) for the appropriate ex
change rate applicable to distributions for 
purposes of section 986(c). 

(c) Amolln[ ill excess of basis. To the 
extent that the amount of the reduction in 
the adjusted hasis of property provided by 
paragraph (a) of this section exceeds such 
adjusted basis, the amount shall be treated 
as gain from the sale or exchange of prop
erty. 

(dJ Exarnples. The application of this 
section is illustrated by the following ex
amples: 



Example 1. Successor in lntere.lI. (i) Facts. DP, 
a Uniled Slates shareholder, owns all of Ihe 1,000 
shares of Ihe one class of stock in Fe, which owns 
all of the 500 shares of the one class of stock in FS. 
Each share of DP's stock in FC has a basis of $200. 
DP, Fc' and FS use the calendar year as a taxahle year 
and FC and FS are CFCs throughout the period here 
involved. FC and FS both use the u as their func
tional currency. In year I, FS has I OO,OOOu of subpart 
F income after the payment of 50,000u of foreign in
come taxes. The average exchange rate for year I and 
year 2 is III =' $1. For year I. DP includes 100,000u 
in gross income under section 951 (a) with respect to 
FS. In accordance with the provisions of § 1.961-1, 
DP increases the basis of each of its 1,000 ,hares of 
stock in FC to $300 ($200+$100,000/1 ,000) as of De
cember 31, of year I On July 31 of year 2, DP sells 
250 of its shares of stock III rC to domestic corpo
ration DT at a price of $350 per share. DT satisfies 
the requirements of paragraph (d) of § \.959-1 so as 

to qualify as DP's successor in interest. On Septem
ber 30 of year 2, the earnings and profits attributable 
to the lOO,OOOu included in DP's gross income under 
section 951(a) for year I are distributed lu Fe which 
incurs a withholding tax of 10,000u on sUlh dlslribu
tion (10% of IOO,OODu) and an additional foreign in
come tax of 33 1lJo/c or 30,OOOu by reason of the inclu
sion of the net distribution of 90,OOOu (I OO,OOOu mi
nus IO,OOOu) in its taxable mcomeforyear 2. OrIJune 
30 of year 3, Fe distributes the remaining 60,000u 
of such earnings and profits to DP and DT: DP re
ceives 45,000u (75011,000 x 60,000u) and excludes 
such amount from gross income under section 959(a) 
and §1.959-J(c); DT receives 15J)()Ou (250/1.000 x 
60,000u) and, as DP's successor in interest, excludes 
such amount from gross income under section 959( a) 
and § 1.959-J (c). 

(ij) Analysis. As of June 30 of year 3, DP 
must reduce the adjusted basis of each of its 
750 shares of stock in FC to $200 ($300 minu> 
($45,0001750+$10,00011,000+ $30,00011 ,000»; and 
DT must reduce the basis of each of its 250 shares 
of stock in FC to $250 ($350 minus ($15.0001250-r 
$10,00011 ,000+$30,00011 ,000)) 

Example 2. Sale of/ower-tier CFC. (i) Facts. As
sume the same facts as in Example 1, except that in 
addition, on July 31 of year 2, FC sells its 500 shares 
of stock in FS to domestic corporation DT2 at a price 
of $600 per share. DT2 satisfies the requirements of 
§1.959-1(b)(5) so as to qualify as DP's successor in 
interest. On September 30 of year 2. FS distributes 
100,000u of earnings and profits to DT2, which earn· 
ings and profits are attributable to the 100,000u in· 
cluded in DP's gross illcome under section 95 J (a) for 
year 1. As DP' s su(;cessor in interest, DT2 excludes 
the lOO,OOOu it receives from gross income under scc
tion 959(a) and §1.959-I(c). 

Oi) Analysis. As of September 30 of year 2, DT2 
must reduce the basis of each of its 500 shares of stock 
in FS to $400 ($600 minus ($100,0001500)). 

Example 3. Section 956 amount. (i) Facts. DP, 
a United States shareholder, owns all of the 1,000 
shares of the one class of stock ill FC, which owns all 
of the 500 shares of the one class of stock in FS. Each 
share ofDP's stock in FC has a basis of $200. DP. Fe, 
and FS use the calendar year as a taxable year and FC 
and FS are CFCs throughout the period here involved. 
FC and FS both use the u as their functional currency. 
In year 1, FS has 100,000u of subpan F income after 

the payment of 50,000u of foreign income taxes. The 
average exchange rate for year I and year 2 is I u =' 

$1. For year I, DP illcludes 100,00(Ju 10 gross in
come under sectiGn 95 I(a) wilh respect 10 FS. In ac
cordance with the provisions of ~ 1.959-3(e )(2)(i) and 
~1.961-1, DP increases the section 959(c)(2) earn
ings and profits in its earnings and profits account 
with respect to its Fe stock by 100.000u and cor
respondingly adjusts the basis of each of its 1,000 
shares of stock in Fe to $300 ($200+$100J)001l ,000) 
as of December 31 of year I. In year 2, DP has a 
section 956 amount with respect to its stock in Fe of 
100,000u. 

(ii) Analvsis. On December 31 of year 2, DP re
classifies IOO,OOOu of section 959(c)(2) earnings and 
profits as section 959(cJ(l ) earnings and profits pur
suant to §1.959-3(e)(2)(iv). DP's basis in each of 
its 1,000 shares of stock in FC remains unchanged at 
$300 per share. 

Par. 8. Section 1.961-3 is added to read 
as follows: 

§J.96J-3 Basis adjustments in stock held 
by foreign corporation. 

(a) Where the upper-tier entity is 100% 
owned by a single United States share
holder-(l) In general. If a United States 
shareholder is treated under section 958(a) 
as owning stock in a CFC (lower-tier CFq 
by reason of owning, either directly or pur
suant to the application of section 958(a), 
stock in one or more other CFCs (each an 
"upper-tier CFC"), any increase to such 
United States shareholder's basis in stock 
or other property under § I. 961-1 of thi s 
section resulting from an adjustment to 
such United States shareholder's previ
ously taxed earnings and profits account 
with respect to its stock in the lower-tier 
CFC shall also be made to each upper-tier 
CFC's basis in either the stock in the 
lower-tier CFC or the property by reason 
of which it is considered to own stock in 
the lower-tier CFC under section 958(a), 
but only for purposes of determining the 
amount included under section 951 in the 
gross income of such United States share
holder or its successor in interest. In ad
dition, any downward adjustment to such 
United States shareholder's (or its succes
sor in interest's) previously taxed earnings 
and profits account with respect to its 
stock in a distributor under § 1.959-3( e)(3) 
shall result in a corresponding reduction 
of the basis of the distributee's stock in 
the distributor for purposes of determining 
the amount included in such United States 
shareholder's gross income under section 
95I(a). 

(2) Examples. The application of this 
paragraph (a) is illustrated by the follow
ing examples: 

Example I. IntercorporaTe dil'idelld from lon'el
tier CFC to upper-Tier CFC. (i) Facts. DP. a United 
States shareholder. Own, <1\1 of the stock in FC a CFe. 
and fC owns all of the stock in FS. a CFe DP. Fe and 
FS all use the calendar year as their taxable year and 
Fe and FS bOlh use the U.S. dollar as their functional 
currency. In year I, FS has $IOOx of subpart F income 
that is included in DP's gross income under section 
951(a)t I). In year 2, FS pays a dividend of $lOOx to 

Fe. 
(ii) Analrsis. On December 31 (If year I, the 

section 959(c)(2) earnings and profits in DP's previ
ously taxed earnings and profits account with respect 
to its stock in FS are increased hy $IOOx pursuant to 

§ 1'l5'l-3(e}(2)(1) to reneet the inclusion of $1 OOx in 
DP's gross income under section 951 (alt I )(1\). Dr's 
basis in its stock in Fe is correspondingly increa,ed 
by $JOOx pursuant to §\.961-I(b). FC's basis in its 
stock in FS is also increased by $1 OOx pursuant to 

paragraph (a) of this section, but only for purposes 
of determining the amuunt induded in DP' s gro,s in
come under section 951. At the end of year 2, the 
section 959(cJ(2) earnings and profits in DP's previ
ously taxed earnings and profits account with respect 
to its stock in FS are decreased by $IOOx and its pre
viously taxed earnings and profits account with re
spect to its stock in FC are increased by $1 OOx pur
suant 10 § 1959-3{e)(3) to reflect the transfer of the 
previously taxed earnings and profits from FS to FC 
The $1 OOx distributioll is excluded from Fes income 
for purposes of determining the amount induded in 
DP' s gross income pursuant to § 1.959-2(3). FC's ba
sis in its stock in FS. for purposes of determining the 
amount included m DP', gross income under section 
951, is decreased by $1 OOx pursuant to paragraph (a) 
of this section. 

Example 2. Sale of upper-tier CFC stock. (i) 

Fans. DP. a United States shareholder, owns all of 
the stock in FC, a eFe. FC owns all of the stock in 
FS 1. a CFe. and FS I owns all of the stock in FS2. a 
CFe DP, Fe. FS I. and FS2 all use the calendar year 
as their taxable year and FC, FS 1 and FS2 all use the 
U.S. dollar as their functional currency. In year I, 
FS2 has $1 OOx of subpart I' income which IS included 
in DP's gross income under section 'l51(a)(1 )(A). In 
year 2, FC sells FS I to FT, a nonresident alien, and 
recognizes SIOOx of gain on the sale. 

(ii) Analvsis. On Decemher 31 of year I, the sec
tion 959(cj(2) earnillgs and profits in DP's previously 
ta.~ed earnings and profits account with respect to 
its stock in FS2 arc increased by $IOOx pursuant to 
§ 1959-3Ie)(2)li) to rellect the inclu,ion of $IOOx in 
DP' s gross income under section 951 (a)( I) DP's ba
SiS in its stock in Fe is correspondingly increased hy 
$100x under §1.961-l(b). FC's basis in its stock in 
FSI and FS1's basis in its siock in FS2 are also each 
increased by SIOOx under paragraph (a) of this sec
tion, but only for purposes of detennining the amollnt 
included in the gross income ofDP under section 951. 
In year 2, the $1 OOx of gain on FC's sale of FS I stock 
would be subpart F income that would be includible 
in DP gross income under section 'lSI (a)( I )(A). How
ever, since Fe has an additional S 100x of basis in its 
stock in FS 1 for purpa>es of determining the amount 
induded in DP's gross iOcome under section 95 I. the 
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,~I~ 01 I-S I hI IT doc' Ilut i!l'lll'rdlL' ,1Il) ,uhP,lrt I" 

IIlCllll1e t'l DP. 

(b) Exccptioll H·hae {he llpflcr-tier ('Il

Tity is less thull /()() I)("-(,(,Ilt (1)1'11('£1 Ii\' ({ 
.Iillgle Ullitcd St({tc.lli1urcholder-( I) III 

gellcm/. If t1nited Stctte~ shareholders are 
treated, under \ection 958(a), as owning 
stuck in a CFC (lower-tier CFC) by reason 
of owning, either directly or pursuant to 
the application of ,('ctiut1 958(a)' qock 
111 one or nlllre other CFC's (each an "up
per-tier CFe'), and if. in the aggregate, 
the lower-tier CFC i.., less than wholly 
indirectly owned by a single United States 
shareholder, any increase to any United 
States shareholder's ba,is in stock or other 
property under *1.lJ61-\(b) of this sec
tion resulting from an increase to such 
United States shareholder's previously 
taxed earnings and profits account with 
respect to its stllck in such lower-tier CFC 
shall result in an increase to each up
per-tier CFes basis in either the stock 
in thc lower-tier CFC or the property by 
reason of which such upper-tier CFC is 
considered to own stock in the lower-tier 
CFC under section 9511(a), but only for 
purposes of determining the amount in
cluded under section 9:'1 I in the gross 
income of ,uch United States shareholder 
or its successor in interest. The amount 
of the increase to each upper-tier CFes 
basis in either the stock in the lower-tier 
CFC or the property by reason of which 
such upper-tier CFC is considered to own 
stock in the lower-tier CFC under sec
tion 9511(a) shall he equal to the amount 
that would be excluded from the gross 
income of such upper-tier CFC pursuant 
to section 959(h) and ~ 1.959-2(a) if the 
amount that gave rise to the adjustment 
to the United States shareholder's previ
ously taxed earnings and profits account 
\I, ith respect to its stock in the lower-tier 
CFC were actually distrihuted through 
a chain of ownership to such upper-tier 
CFC. In addition, any decrease to such 
United States shareholder's (or successor 
in interest's) previously taxed earnings 
and profits account with respect to its 
stod in a di~tributor under * 1.959-3( e)( 3) 
shall result in a cOITesponding reduction 
of the hasis of the di stri butee' s stock in 
the distributor. The reduction of the basis 
of the distri butee' s stock in the distrihutor 
shall bc equal to the amount that would 
be excluded from the gross income of the 

626 2006-2 C.B. 

distributee pursuant to section 959(b) and 
~ 1.959-2(a). 

(2) E\(//l1pie. The application of this 
paragraph (h) is illuqrated by the follow
ing example: 

L.II/III/'''·' l.n.' l!ii/II "/lOlI, (II1'II/"(1 CFe. (i IIi/d.l. 

DP. a UnIt~d States shareholder. ()\Im 7OC;, and FP, 
a l1ll[1r~,idcnt alien. Oil ns J()'7c of th~ ,tock in Fe. a 
('Fe. FC in turn 0\1 n, lOW; ufthe ,tU(\.- in rs. aCre. 

EJ(h of DP. Fe. F~ and FS lhe th~ c:dcndar ) ~ar as 
thcH ta\ahlc ycar and h'lth Fe and I-S usc the U.S. 
dllildl '" their function.t/ currency. Entering y~ar L 
DP has a ha,i, of $)(h )Il I-C and FC has a basis of 

:<')(1\ in FS. In ) car L FS eanb :J, 10th or suhpart F 

IIlUlll1e. In year~. FC sclb FS tor SI50\. 
(iii Ani//ni.l. 011 Decell1ber _'Illf yeJr L DP In

,Iude.s $7(h or the $100.\ or subpart F incoll1c carned 
hy FS in grl'" incoll1e under ,ection 951(a)(I)(A). 
DP increases its section 959\c1(2) earnings and prof
Its in its ~arnings and profits account wllh resp~ct to 
its stoch in FS hy S70x pursuant to S 1.959-3(e)(2)(i). 
DP incre,,,e, its ha,is in FC from $'i()x to S 120\ pur
suant to ~ 1.961-1( h). FC increases ItS hasis in FS 
from $5(h to S 150x pUNlant to paragraph (b)( I ) of 
this section (but only for purposes of determining 
FC s subpart F income with re'peet to DP) becau,e 
if the $IO(h amount of ,ubpart F IllCOllle of FS that 
caused the $70\ increase to DP's preViously taxed 
earnings and prorih account with respect to its stock 
in FS had heen distrihuted to Fe. the entire $IOOx 
lIould he excluded from Fes gross income pursuant 
to ,cction 959(hl and ~ 1.959-2(a) for purposes of de
termining DP' s inclusion under section 951 (a)( I )(A). 
In year 2. when FC sells FS, for purposes uf determin
ing DP' s suhpart F inclusion, FC is treated as rel'og
nizing $() on the sale ($150x salc proceeds - $15()x 
hasis). Therefore, DP incluues $0 in incollle under 
section 951 t a)( I )( A I as a result of the sale. Although 
the sale does not generate gain for purposes of deter
mining DP's subpart F inclu,ion, it docs cause FCs 
nOn-rlfc\ inu,ly tawd earnings and profih to he in
L'I'Ca,ed by $1 OOx ($150x salc proceeds - $)()x hasis I. 

(c) TWlIs/ution rules. Rules similar 
to those provided in ~1.961-I(c)(3) and 
~1.96l-2(h)(3) shall apply for purposes 
of determining the exchange rates used to 
retlect any change to the basis of stock or 
other property under this section. 

Par. 9. Section 1.961-4 is added to read 
as follows: 

~ I. 961--+ Section 31U transactions. 

(a) Dalllcd rcc/elllptioll trelllcd as (/ dis
triIJllrioll-( I) Iii i!,C/lcml. In the case of 
a stock aC4uisition described in section 
304(a)( I) that is treated as a distribution 
of earnings and profits of a foreign acquir
ing corporation or a foreign issuing cor
poration or hoth, basis adjustments shall 
he made in accordance with the rules of 
**1.961-\, 1.961-2, and 1.961-3. 

(2) Erulllp/e.\'. Thc application of this 

section is illustrated hy the following ex

amples: 
FIUIJ/I,I,' I. ("(I.,.,·,hll/II "'I/"i,ilio" ,,(tir"I-/;cr 

eFe \i I r;I, f'. ])1'. a d,)ml"tic l'nrporatil)n. nllns all 
nl the st,)C~ 111 DS, ,l dnlllc,tic ((lrpnrcltioll. and Ft. 

a CFC ns "" n, ,iii "f the ,tnd, ill F~, a CFC DP, 
OS, FI and F~ all usc the calendar year as their tax· 
ahlc )ear and Fl ,md F2 lISC th~ U.S. dollar as their 
hlllL'tinn,i1 CUITl'lIc'1 ])'Inng year I, FI purchases all 
"I' the qnd; In 1"2 (n)nl DS for $SOx in a transaction 
descrihed in sel'tlon .10-+(a)( t). At the end nr year t. 
heforc tahin~ into aCL'nunt the purchase of F2's stork. 
DP has a prcy;,)u,ly ta\cd camings and prolits ar
count consi,ting of $2(1\ PI' scctiun 959(cj(2) eam
ings and prnrits with rcspect to its stlll'k in Ft. and FI 
has section 959(c)(2) earnings and profits of $20x and 
non-preyiously taxed carnings and profits llf$l()x. At 
tht' end of year I. hcforc tahing into account the pur· 
chase of F2's stoch, OS has a preliomly taxed eam
ings and prufib account consisting of $50x of section 
959(c)(2) earning, and profits with respcl't to its stock 
in F2 and F2 has section 959(c)(2) earnlllgs and prof
its of $50x and non-prCliously taxed earnings and 
profits of $0. Before taking into account the purchase 
of F2's stock, DP's basis in FI's stock is $30x and 
OS', basis in F2's stock is $6(h. 

(ii) Allahs;s. Under section JO-+(a)( I). OS is 
deemed to hale transklTed the F2 stoch to FI in ex
change for FI stock in a transaction to which section 
J'i I (a) applies. and F I is treated as haying redeemed, 
for $80x. thc FI stoch h),pnthetically issued to DS. 
The payment of $8(h is treated as a distribution to 
which section 30 I applies. Under section 304(b )(2). 
the determination of the amount vv hich is a dividend 
is made as if the distrihution were madc, first, by 
FI to the extent or its earnIllgs and protits ($30x), 
and then by F2 to the extent of ib earnings and prof
its ($50x). Before wking intn account the deemed 
distrihutions. OS had a previously taxed earnings 
and profits account of $50x with respect to its stock 
in F2, and DP had a previously taxed earnings and 
profits account of $20x with respect to its stock 
in FI Under ~1959-J(h)(4)(i), OS is deemed to 
hal'C a previously taxed earnings and profits account 
"ith respect to stock in F I Under * 1.959-3(g)(l), 
the section 959Ic)(2) earnings and profits in DP's 
previously taxed earnings and profits account with 
respect to F I stOck arc reduced from $20x to $0. As a 
result. DP's hasis in FI 's stock is reduced from $30x 
to 510x under ~1.961-2(a). The deemed distribution 
of earnings and profits hy F2 causes the section 
959(c)(2) earnings and profits in OS's previously 
taxed earnings and profits account with respect to 
F~ stock to he reduced from $5()x to $0. Under 
~1.961-2(a) and ~1961-3(a). FI's hasis in its newly 
aC4ulrcd F2's stOck is reduced from S60x to $IOx. 
Fl has a transferred basis of SIOx in F2's stock. 

Example 2. Cmss-chaill acquisitiO/l of lower-tier 

('Fe. (i) Facrl. DP. a domestic corporation, owns all 
or the stuck in two CFCs, FX and FY. FX owns all 
of the stock in FZ. a CFe. FX, FY and FZ use the 
U.S. dollar as their functional currency. During year 
I. FY purchases all of the stock in FZ from FX for 
S80x in a transaction described in section 304(a){l). 
On Deccmher 31 of year I, before taking into ac
collnt the purchase of FTs stock, FY has section 
959(c)(2) earnings and profits of $2()x and non-pre
viollsly taxed earning' and profits of $1 Ox, and FZ 



has sec lion 959(c)(2) earnings and profits of$50x and 
non-previously taxed earnings and profits of $0, Be
fore taking into account FX's purchase ofFZ', stock, 
DP's basis in FX's stock is $60x; DP', basis in FY's 
slock is $30x; and FX's basis in FZ's stock, for pur
poses of determining the amount includible in DP's 
gross income under section 95I(a), is $60x, 

(ii) Analysis. Under section 304(a)(I), FX is 
deemed to have transferred the FZ stock to FY in ex
change for FY stock in a transaction to which section 
351(a) applies, and FY is treated as having redeemed, 
for $80x, the FY stock hypothetically issued to FX. 
The payment of $80x is treated as <l distribution of 
property to which section 301 applies. Under section 
304(b)(2), the determination of the amount which is 
a dividend is made as if the distribution were made, 
first, by FY to the extent of its earnings and profits, 
$30x. and then by FX to the extent of its earnings and 
profits, $50x. Under § 1.959-2(b), FX is deemed to 
receive the distributions from FY and FZ through a 
chain of ownership described in section 958(a), and 
$70x is excluded from FX' s gross income under sec
tion 959(b) and §1.959-2(3). Under §1959-3(e)(3), 
the section 959(c)(2) earnings and profits in DP's 
previously taxed earnings and profits account for the 
stock in FY arc reduced from $20x to $0; the section 
959(c)(2) earnings and profits in DP's previously 
laxed earnings and profits account for the stock in 
PI are reduced from $50x to $0; and the section 
959(c)(2) earnings and profits in DP's previously 
taxed earnings and profits account for the stock in 
FX are increased from $0 to $70x (and such account 
is further increased to $80x due to the inclusion of 
$ lOx of subpart I' income in DP's gross income un
der section 951(a)). Under ~l.lJ6I-Z(a), DP's basis 
in the stock in FY is reduced from $30x to $lOx. 
DP's basis in the stock in FX is first reduced by $50, 
under § 1.961-2(a), and then increased by $80x under 
§1.961-1(bl, for a net increase of $30x, to $90x. 
Under §1.961-3(a), FY's basis in the stock in FZ, 
for purposes of detennining the amount includible in 
DP's gross income under section 951 (a), is reduced 
by $50x to $10x. 

Par. 10. Section 1,1502-12 as amended 
by adding paragraph (s) to read as follows: 

§U502-12 Separate taxable income. 

* * * * * 
(s) The exclusion from gross income of 

previously taxed earnings and profits shall 
be determined by the rules of § 1 ,959-3(g). 

Par, 11. In section 1.1502-32, add a 
sentence after the second sentence in para
graph (b)(3)(ii)(D), add a sentence after the 
fourth sentence in paragraph (b)(3)(iii)(B) 
and add Example 11 in paragraph (b )(5 )(ii) 
to read as follows: 

§1,1502-32 Investment adjustments. 

* * * * * 
(b) * * * 
(3) * * * 
(ii) * * * 

(D) * * * Further, an increase to a mem
ber's previously taxed earnings and prof
its account under ~ I ,959-3(g)( I )(i)(B) that 
pursuant to section 961 (a) and ~ 1.961-1 (h) 

results in an increase to a member's basis 
in the stock in a CFC shall be treated as the 
receipt of tax exempt income. * * * 

(iii) * * * 
(B) * * * Also included as a non

capital, nondeductihle expense is a de
crease to a member's previously taxed 
earnings and profits account under 
§ \.959-3(g)(1 )(i)(A) that results in a 
decrease to a member's basis m the stock 
in a CFC pursuant to section 961(b) and 
§1.961-2(a). * * * 

(3) * * * 
(ii)*** 
Example II (0) Fw'tS. P owns all of the stock of 

Sand SI. S, a United States shareholder. owns 50 per
~cnt of the stock in Fe. a CFC that u,es (he C.S. dollar 
as its functional currency S l, a United States share
holder own,s the remaining 50 percent of the stock in 
Fe Entering year 1, S has a prevlOlIsly taxed earn· 
ings and profits account with respect to its stock in 
FC consisting of $50x of section 959k)(Z) earnings 
and profits and S I has a previously taxed earnings and 
profits accollnt with respect to its stock in FC consist
ing of$200x of section 959(c)(2) earnings and profits. 
Entering year I, FC has section 959(c)(2) earnings 
and profits of $250x and non-previously taxed earn
ings and profits of $1 OOx. In year) , FC generates no 
earnings and profits and makes a $lOOx distribution 
of earnings and profits on FC stock held by S and a 
$IOOx distribution of earnings and profits on the FC 
stock held by S I, 

(b) AHalvsis, First. pursuant to ~ 1.959-
3(e)(2)(ii), the section 959(c)(2) earnings and profits 
in S' s prevtously taxed earnings and profits account 
with respecl to its Fe stock are decreased from $50x 
to $0 and the section 959(c)(2) earnings and profits 
in S I 's previously taxed earnings and profits account 
v.ith respect to its FC stock are decreased from $200x 
to $IOOx. Then. pur~uant to §L959-2(e)(2)(v) and 
(g)( I )(i)(A), the section 959(c)(2) earnings and prof
its in 51 's previously taxed earnings and profits ac
count with respect to its FC stock are decreased from 
$IOOx to $50x and, pursuant to §1959-3(e)(2)(ii)(RI 
<lnd (g)(1 )(i)(B), the section lJ59(c)(2) earnings and 
profits in S's previously taxed earnings and profits 
account with respect to iTS FC stock are increased 
from $0 to $50x and then decreased fro:n $50x to $0. 
Pursuant to § 1.959-I(c) of this section, the entire 
$IOOx distribution to Sand $IOOx distribution to 
SI are excluded from S's and S I '5 gross incomes. 
Pursuant to paragraph (bil3)(ii)(D) of this section, 
the 550x increase to the section 959(c)(2) earnings 
and profits in S's previously taxed earnings and 
profits account with respect to its Fe stock pur
suant to § 1.959-3(g)(l )(1)(B) tS treated as the receipt 
of S50x of tax-exempt income by S. Pursuant to 
paragraph (b)(2)(ii) of this section. p', hasis in S's 
stock is mcreased by $50x. Pursuant to paragraph 
(b)(3)liii)(B) of this section, the $50x decrease to the 

section 959(c)(2) carnings and profits in S I', previ
ously taxed earntngs and [lrofits accounl wI(h respect 
to its FC ,tock pur,uant 10 ~ 1.'159-3(g)( I )(i){A) is 
treated as a noncapital nondeductible expense 10 S I, 
PursuanL III paragraph (b 112)( I ii) of this section, p's 

hasis in S I 's stock is decreased by $50x. 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner 

for Services and Enforcement. 

(Filed by (he Onlee of the Federal Reg"ter on August 28, 
20116. H:45 a,m .. alld publ1shcd ill the issue ot (he Federal 
Register for August 29. 21106.71 FR, 51155) 

Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

User Fees for Processing 
Installment Agreements 

REG-148576-05 

AGENCY: Irtternal Revenue Service 
(IRS), Treasury, 

ACTION: Notice of proposed rulemaking 
and notice of public hearing. 

SUMMARY: This document contains pro
posed amendments to the regulations re
lating to user fees for installment agree
ments. The proposed amendment, affect 
taxpayers who wish to pay their liabilities 
through installment agreements. This doc
ument also contains a notice of public hear
ing on these proposed regulations. 

DATES: Written and electronic comments 
must be received by September 29, 2006. 
Outlines of topics to be discussed at the 
public hearing scheduled for Octo her 17, 
2006, mllst be received by September 25, 
2006. 

ADDRESSES; Send submissions to; 
CC:PA:LPD:PR (REG-148576-05), room 
5203, Internal Revenue Servicc, POB 
7604, Ben Franklin Station, Washington, 
DC 20044, Alternatively, taxpayers may 
send submissions electronically directly to 
the IRS Internet site at It'H'H·.irs.gov/regs, 

or VIa the Federal e-Rulemaking 
Portal at Int'H.reglllllliolls,gm (IRS 
REG-I 48576-05 ), The public hearing 
will be held in the auditorium of the New 
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Carrollton Federal Building, 5000 Ellin 
Road, Lanham, MD. 

FOR FURTHER INFORMATION 
CONTACT: Concerning submi~sions 

and/or to be placed on the building access 
list to attend the hearing, Kelly Banks, 
202-622-7180: concerning cost methou
ology, Eva Williams, 202--B5-55 1.+: 
concerning the 
William Hearu, 
toll-free numbers). 

proposed regulations, 
202-622-3620 (not 

SUPPLEMENTARY INFORMATION: 

BACKGROUND 

The Inuepenuent Offices Appropria
tions Act (lOAA), which is codified at 31 
U .S.c. 970 I, authorizes agencies to pre
scribe regulations that establish charges 
for services provided by the agency (user 
fees). The charges must be fair and must 
be based on the costs to the government, 
the value of the service to the recipient, 
the public policy or interest served, and 
other relevant facts. The IOAA provides 
that regulations implementing user fees 
are subject to policies prescribed by the 
President. Those policies are cun'ently set 
forth in OMB Circular A-25, 58 FR 381.+2 
(July 15. 1993) (the OMB Circular). 

The OMS Circular encourages user 
fees for government -provided services 
that confer benefits on identifiable re
cipients over and above those benefits 
received by the general public. Under 
the OMB Circular, an agency that seeks 
to impose a user fee for government-pro
vided services must calculate its full cost 
of providing those services, In general. 
the amount of a user fee shoulu recover 
the cost of providing the service. unless 
the Office of Management and Budget 
(OMB) grants an exception. 

Section 6159 authorizes the IRS to en
ter into an agreement with any taxpayer for 
the payment of tax in installments. Sec
tion 6331 (k) generally prohibits the IRS 
from levying to collect taxes while an in
stallment agreement in effect. A taxpayer 
that enters into an installment agreement 
therefore receives a special benefit of be
ing allowed to pay an outstanding tax obli
gation over time. Before entering into an 
installment agreement. the IRS must ex
amine the taxpayer's financial position to 
determine whether such an agreement is 
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appropriate. Once the agreement is in ef
fect, the IRS must process the payments 
and monitor compliance. 

Under sections 300.1 and 300.2, the 
I RS currently charges $43 for entering into 
an installment agreement and $24 for re
structuring an installment agreement or re
instating an installment agreement that is 
in default. The amount of the fees has not 
changed since the fees were first imple
mented in 1995. As required by the OMB 
Circular, the IRS recently completed a re
view of the installment agreement program 
and determined that the full cost of an in
stallment agreement is $105. The IRS also 
determined that the full cost of restructur
ing or reinstating an installment agreement 
is 545. The higher costs associated with in
stallment agreements result from increases 
in labor and other costs since 1995 and 
refinements in the costing model to bet
ter account for the full cost of an install
ment agreement. In accordance with the 
OMB Circular, these proposed regulations 
increase the fees to bring them in line with 
actual costs. 

These proposed regulations propose to 
charge less than full cost for entering into 
an installment agreement in cases where 
the taxpayer chooses to pay by way of a 
direct debit from the taxpayer's bank ac
count. The proposed fee for such an in
stallment agreement is $52. The reduced 
fee would only apply to new installment 
agreements: the charge would still be $45 
for restructuring or reinstating an install
ment agreement. regardless of the method 
of payment. While the OMB Circular re
quires agencies to charge full cost, OMB 
has granted an exception to the full cost re
quirement of the O\1B Circular for direct 
debit installment agreements. In addition, 
the IRS believes that charging less than full 
cost will encourage taxpayers to choose to 
pay by direct debit. The IRS has deter
mined that the default rate on direct debit 
installment agreements is much lower than 
that for other agreements. These agree
ments are therefore beneficial both to tax
payers and to tax collection. 

Proposed Effective Date 

These regulations are proposed to be ef
fective thirty days after the date of publi
cation in the Federal Register of the final 
regulation~. 

Special Analyses 

It has been determined that this notice 
of proposed ru\cmaking is not a significanl 
renulatorv action as uefined in Executive c _ 

Order 12866. Therefore. a regulatory as
sessment is not requireu. It is hereby cer
tified that these regulations will not have a 
significant economic impact on a substan
tial number of small entities. Accordingly, 
a regulatory tlexibility analysis is not re
quired. This certification is based on the 
information that follows. The economic 
impact of these regulations on any small 
entity would result from the entity being 
required to pay a fee prescribed by these 
regulations in order to obtain a particular 
service. The dollar amount of the fee is 
not. however, substantial enough to have 
a significant economic impact on any en
tity subject to the fee. Pursuant to section 
7805(0 of the Internal Revenue Code, this 
notice of proposed rulemaking will be sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consiueration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
The IRS and Treasury Department request 
comments on the clarity of the proposed 
regulations and how they may be made 
easier to understand. All comments will be 
available for public inspection and copy
ing. 

A public hearing has been scheduled for 
October 17, 2006, at 10:00 a.m. in the 
auditorium of the New Carrollton Federal 
Building, 5000 Ellin Rd., Lanham, MD. 
Due to building security procedures, visi
tors must enter at the main entrance. In ad
dition, all visitors must present photo iden
tification to enter the building. Because 
of access restrictions. visitors will not be 
admitted beyond the immediate entrance 
area more than 30 minutes before the hear
ing starts. For infonnation about having 
your name placed on the building access 
list to attend the hearing, see the "FOR 
FURTHER INFORMATION CONTACT" 
section of this preamble. 

The rules of 26 CFR 601.60I(a)(3) ap
ply to the hearing. Persons who wish to 



present oral comments at the hearing must 
submit electronic or written com men ts and 
an outline of the comments to be discussed 
and the time to be devoted to each topic 
(signed original and eight (8) copies) by 
Monday, September 25, 2006. A period of 
10 minutes will be allotted to each person 
for making comments. An agenda show
ing the scheduling of the speakers will be 
prepared after the deadline for receiving 
outlines has passed. Copies of the agenda 
will be available free of Charge at the hear
ing. 

Drafting Information 

The principal author of these regula
tions is William Beard, Office of Associate 
Chief Counsel (Procedure and Adminis
tration), Collection, Bankruptcy and Sum
monses Division. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 300 is pro
posed to be amended as follows: 

PART 300-USER FEES 

Paragraph I. The authority citation for 
part 300 continues to read as follows: 

Authority: 31 U.S.c. 9701. 
Par. 2. Section 300.l(b) is amended by 

adding a sentence to the end of the para
graph to read as follows: 

§300.1 Installment agreement fee. 

* * * * * 
(b) * * * Effective lanuary 1,2007, the 

fee for entering into an installment agree
ment is $105, except that the fee is $52 
when the taxpayer pays by way of a direct 
debit from the taxpayer's bank account. 

***** 
Par. 3. Section 300.2(b) is amended by 

adding a sentence to the end of the para
graph to read as follows: 

,9300.2 Restructuring or reinstatemellt of 
instaUmel!t agreement F:e. 

* * * * * 
(b) * * * Effective January 1,2007. the 

fee for restructuring or reinstating an in
stallment agreement is $45. 

* * * * * 

Mark E. Mutthews. 
Depllt.r Commissioner for 
Services and Enforcement. 

(filed by the Office of tk Feder"1 Rc~i,tcr on Augu,t ~Y. 
211IJ6. XAS am .. and publi,hed in the l\\Ue of the Federal 
Reg;'ter fur Augu,t 3D. 2006. 71 FR. 515.1~) 

Election of Alternative Funding 
Schedule 

Announcement 2006-70 

This announcement sets forth the pro
cedures for electing an alternative funding 
schedule for contributions as described in 
section 402( a)( I ) of the Pension Protection 
Act of 2006 (PPA). Pub. L. No. 109-280. 

I. Background 

Section 402( aJ( I ) of the PPA permits an 
eligible plan to elect an alternative fund
ing schedule to apply in lieu of the gener
ally applicable minimum funding require
ments. An eligible plan is a defined benefit 
plan (other than a multiemployer plan) that 
is sponsored by an employer that is a com
mercial passenger airline or whose princi
pal business is providing catering services 
to a commercial passenger airline. 

If an election for an alternative fund
ing schedule under section 402( a)( I ) of the 
PPA is made by an employer that sponsors 
an eligihle plan. the election should specify 
that it will first be effectivc in a plan year 
beginning in 2006 or a plan year beginning 
in 2007. Any such election applies to the 
plan year for which the election is made 
and subsequent plan years unless revoked 
with the consent of the Service. An elec-

tion that first applies the alternative fund
ing schedule for a plan year beginning in 
2006 must be made not later than Decem
her 11. 200fl. and an election that first ap
plies the alternative funding schedule for a 
plan year beginning in 2007 must be made 
not later than December 31, 2007. The 
plan sponsor is permitted to specify a new 
plan year as part of the alternative funding 
schedule election, and the change of plan 
year does not require the approval of the 
Service. 

If an election is made under section 
402( a)( I ) of the PPA to have an alterna
tive funding schedule apply to an eligihle 
plan for a plan year beginning before Jan
uary I, 2008. and if certain other require
ments of section 402 of the PPA are sat
isfied, then. in the case of any applica
ble plan year (i.e., a plan year for which 
the alternative funding schedule election 
is made or a subsequent plan year) be
ginning before January I, 2008, the plan 
will not have an accumulated funding de
ficiency for purposcs of section 302 of 
the Employee Retirement Income Secu
ri ty Act of 1974 (ERISA) and §§ 412 and 
4971 of the Internal Revenue Code (Code) 
if the contributions for the plan year are 
not less than the minimum required contri
bution determined under section 402(e) of 
the PPA. Similar relief from the minimum 
funding requirements applies to plan years 
beginning on or after January I. 2008, if 
an alternative funding schedule election is 
made, In general, under sectIOn 402(e) of 
the PPA, a plan's minimum required con
tribution is the amount necessary to amor
tize the plan's unfunded liability over 17 
plan years beginning with the first applica
ble plan year, determined using specified 
methods and assumptions. 

Section II of this announcement sets 
forth the information that must be con
tained in the eJection and the address to 
which the election must be sent. 

II. Election of Alternative Funding 
Schedule under Section 402(a)(1) of the 
Pension Protection Act of 2006 
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A, As an officer of the employer maintaining the plan. I hereby elect the alternative funding schedule under section 402(a)( I) of 
PPA and prmide the following information: 

I, The emplo) er is: 

__ (a) a cOlllmercial passenger airline. or 

__ (b) an entity whose principal business is providing catering services to a commercial passenger airline. 

2, The name and EIN of the employer: ______ _ 

), The name and plan number of the plan: ______ _ 

4, Specify the first plan year for which the alternative funding schedule provisions are to apply: ______ _ 

5, If the plan year is being changed. specify both the old and new plan years: 

Signature of employer ___________ _ Date __ 

The election must be signed by an officer of the employer maintaining the plan. An authorized representative of the 
employer. a plan administrator, or an enrolled actuary may not sign this election on behalf of the employer, 

B, This election must be filed at the following address: 

Internal Revenue Service 
CommIssioner, Tax Exempt and Government Entities Division 
Attention: SE:T:EP:RA:T 

Alternative Funding Schedule Election 
p. O. Box 27063 
fv1cPherson Station 
Wa,hington, D,C. 2(0)8 

Revisions to Regulations 
Relating to Repeal of Tax 
on Interest of Nonresident 
Alien Individuals and Foreign 
Corporations Received 
From Certain Portfolio 
Debt Investments; Hearing 
Cancellation 

Announcement 2006-71 

AGENCY: Internal Revenue Service 
(IRS). Treasury, 

ACTIOl\. Cancellation of notice of public 
hearing on proposed rulemaking. 

SUMMARY: This document cancels a 
public hearing on proposed regulations 
(REG-I 18775-06. 2006-28 I.R.B. n) 
under sections 871 and 881 of the Internal 
RCYl'nuc Codc relating to the exclusion 
from gros~ income of portfolio interest 
paiJ to a nonre,ident alien indiviJual or 
foreign corpllration, 
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DATES: The public hearing. originally 
scheduled for October 6.2006, at 10 a.m" 
is cancelled, 

FOR FURTHER INFORMATION 
CONTACT: Richard A. Hurst of the Pub
lications and Regulations Branch, Legal 
Processing Division, Associate Chief 
Counsel (Procedure and Administration), 
at RiclwrdA. Hllrsf@irsc{)ullsel.freas.gov. 

SUPPLEMENTARY INFORMATION: 

A notice of public hearing that appeared 
in the Federal Register on Wednes
day, August 9. 2006, (71 FR 45474), 
announced that a public hearing was 
scheduled for October 6. 2006. at 10 a.m" 
in the IRS Auditorium (New Carrollton 
Federal Building), 5000 Ellin Road, Lan
ham, MD 20706, The subject of the public 
hearing is under sections 871 and 881 of 
the Internal Revenue Code, 

The puhlic comment period for these 
regulations expired on August 24, 2006. 
The notice of proposed rule making and no
tice of public hearing instructed those in
terested in testifying at the public hearing 
to submit a request to speak and an out
line of the topics to be addressed. As of 

Thursday, August 31, 2006, no one has re
quested to speak, Therefore, the public 
hearing scheduled for October 6, 2006, is 
cancelled. 

Guy R. Traynor, 
Chief; Publications and 

Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

I Flied by the Omce of the Feacml Register on September 
12,2006, SA5 am" and published in the issue of the Federal 
Regi,tcr for September 13, 2006. 71 F.R. 54005) 

Employer Comparable 
Contributions to Health 
Savings Accounts Under 
Section 4980G; Correction 

Announcement 2006-72 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 



SUMMARY: This document contains a 
correction to final regulations (T.D. 9277, 
2006-33 I.R.B. 226) that were published 
in the Federal Register on Monday, 
July 31, 2006 (71 FR 43056) providing 
guidance regarding employer comparable 
contributions to Health Savings Accounts 
(HSAs) under section 4980G. 

DATES: These corrections are effective 
July 31,2006. 

FOR FURTHER INFORMATION 
CONTACT: Mireillc T. Khoury, (202) 
622-6080 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The correction notice that is the subject 
of this document is under section 4980G of 
the Internal Revenue Code. 

Need for Correction 

As published, the final regulations 
(T.D. 9277) contain errors that may prove 
to be misleading and are in need of clarifi
cation. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR part 54 is cor
rected by making the following correcting 
amendments: 

PART 54-PENSION EXCISE TAXES 

Paragraph 1. The authority citation 
for part 54 continues to read, in part, as 
follows: 

Authority: 26 U.s.c. 7805 * * * 

§54.4980G-O [corrected] 

Par. 2. Section 54.4980G-O IS 

amended by: 
I. Revising the entries for 54.4980G-4 

Q-5 and Q-ll. 

2. Revising the entries for S4.4980G-5 
Q-3. 

§54.49ROG-4 Calculating compurable 
contributions. 

* * * * * 
Q-5: Must an employer use the same 

contribution method as dcscnbed in 
Q & A-2 and Q & A-4 of this section 
for all employees for any month during 
the calendar year? 

* * * 
Q-II: T f an employer makes additional 

contributions to the HSAs of all compa
rable participating employees who are eli
gible to make the additional contributions 
(HSA catch-up contributions) under sec
tion 223(b)(3), do the contributions satisfy 
the comparability rules'? 

* * * * " 

§54.4980G-5 HSA comparabilltv rules 
and cafeteria plans and waiver of excise 
tax. 

* * * >,: * 
Q-3: If under the employer's cafete

ria plan, employees who are eligible indi
viduals and who participate in health as
sessments, disease management programs 
or wellness programs receive an employer 
contribution to an HSA and the employ
ees have the right to elect to make pre
tax salary reduction contributions to their 
HSAs, are the contributions subject to the 
comparability rules? 

* * * * * 
Par. 3. Section 54.4980G-4 is 

amended by: 
I. Revising A-2 paragraph (c) of Ex

ample 2. 
2. Revising A-2 paragraph (e) of Ex

ample 1. 

§54.4980G-4 Calculating comparable 

contributions. 

* * * * * 

A-2: * * * 
(c) * * * 
Emllll'l" 2. In a c'alenJar year. Employer J of

fer, its employee, an HDHP and contributes on a 
monthly pay-as-you-go basi, to the HS.'\s of employ
ees wh(l are eligible indivlduab "ith coverage Ull

der Employer j's IIDHP. In the calendar year. Em
ployer J contribute,; $50 per month to the HSA of each 
employee with self-only HDHP covcrage and $IO() 
per month to the HSA of each employee with family 
HDHP coverage. Fnlm January 1'1 thmugh March 
3 I ,I of the calendar year. Employee X is all elig.ible in
dividual with self-only HDHP coverage. From April 
1,1 through December 31 ,I of the calendar year. X i, 

an eligible individu.JI with family HDHP coverag.e. 
For the months of January. February and March of the 
calendar year, Employer J contributes $50 per month 
to X's HSA. For the remaining months of the calendar 
year. Employer J contn butes $1 DO per month to X' s 
HSA. Employer J', contrihution; til X's HSA satisfy 
the comparibility rules. 

(d) * * * 
(e) * * * 
Exulllpie I. I n a calendar year. Employer K 

offers its employees tin HDHP and contribute, Ull a 
look-back basis to the HSAs of employees who are 
eligible individuals with coverage under Employer 
K's HDHP. Employer K contrIbutes $600 ($50 per 
month) for the calendar year to the HSA of each 
employee with self-only HDHP coverage and $1.200 
($i 00 per month) for the calendar year to the liSA of 
each employee with family HDHP coverage. From 
January I" through June 30'h of the calendar year. 
Employee Y is an eligible individual with family 
HDHP coverage. From July I't Ihrough Decem
ber 31". Y is an eligible individual with self-only 
HDHP coverage. Employer K contrihutes $900 on 
a look-back baSIS for the calendar year 10 Y' s HSA 
($100) per month for the months of January through 
June and SSO per month for the months of July 
through December). Employer K's contributions to 
Y', HSA satisfy the comparahility rllle, 

* * * :;.: * 

Guy R. Traynor, 
Chief, Publications and 

Reglilatiol1s Branch, 
Legal Processil1g Division, 

Associate Chief Counsel 

(Procedure and Administration). 

lFiled by the Otllee nr the rederal Rcgl\ler ,," Septcmner 
I:>. 2001i. 8·45 am 'md puhlj,hed In Ihe j"ll" "f Ihe Feder;il 
Reg;'ler 1m Seplernher 1.1. 21l0c. 71 FR 'i.\YMJ 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

I he dd.lu,tL'd appIIL',lhk fedc-fal ,hort-tL'fm, mid

IL'rIll, clnei II'n~-IL'rll1 fdlt" ,lfL' ,L't l<lIth lor the ll1(lnth 

"I (klohn ~(1116 Sl'l'RL'\ Rul. ~()Of,-:i(L pd~L' 672. 

Low-income housing credit; satisfac
tor~' bond; "bond factor" amounts for 
the period January through December 
2()06. This ruling provides the monthly 
bond factor amounts to be used hy taxpay
crs \\ho dispose of qualified low-income 
hulldings or interests therein during the pe
riod January through December 2006, 

Rev. Rul. 2006-51 

In Rev, Rul. 90-60, 1990-2 C.B, 
3, the Internal Revenue Service provided 

guidance to taxpayers concerning the gen
eral methodology used by the Treasury 
Department in computing the bond factor 
amounts used in calculating the amount of 
bond considered satisfactory by the Secre
tary undcr ~ 42(j)(6) of the Internal Rev
enue Code, It further announced that the 
Secretary would publish in the Internal 
Revenue Bulletin a table of bond factor 
amounts for dispositions occurring during 
each calendar month, 

Rev. Proc. 99-11, 1999-1 C.B. 275, 
established a collateral program as an al
ternative to providing a surety bond for 
taxpayers to avoid or defer recapture of 
the low-income housing tax credits under 
~ 42(j)(6). Under this program, taxpayers 
may establish a Treasury Direct Account 
and pledge certain United States Treasury 

Table I 
Rev. Rul. 2006-51 

securities to the Internal Revenue Service 

as security. 
This revcnue ruling provides in Table 

I the bond factor amounts for calculat
ing the amount of bond considered satis
factory under ~ 42(j)( 6) or the amount of 
United States Treasury securities to pledge 
in a Treasury Direct Account under Rev. 
Proc. 99-11 for dispositions of qualified 
low-income buildings or interests therein 
during the period January through Decem
ber 2006. 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(f)( I) Election Was Made, 

the Succeeding Calendar Year 

Month of 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 
Disposition 

Jan '(}6 16.49 30,74 43.01 53,65 62,94 64.28 65.95 67.76 69.76 72.19 74.98 
Feb '06 16.49 3(},74 43,01 53.65 62.94 64.14 65.81 67.62 69.61 72.03 74.80 
Mar '06 16.49 30.74 43.01 53.65 62.94 64.00 65.67 67.47 69.46 71.89 74.63 
Apr '06 16.49 30.74 43.01 53.65 62.94 63.87 65.53 67.33 69.32 71.73 74.46 
May '06 16.49 30,74 43,01 53.65 62.94 63.73 65.40 67.20 69.18 71.58 74.30 
Jun '06 16.49 30.74 43,01 53.65 62.94 63.61 65.27 67.06 69.05 71.44 74.15 
Jul '06 17.40 32.42 45.37 56.59 66.39 67.61 70.07 72.72 75.62 79.01 82.82 
Aug '06 17,40 32.42 45.37 56.59 66.39 67.47 69.93 72.57 75.47 78.86 82.65 
Sep '06 17.40 32.42 45.37 56.59 66.39 67.34 69.79 72.43 75.33 78.71 82.49 
Oct '06 17.40 32.42 45.37 56.59 66.39 67.20 69.66 72.30 75.19 78.56 82.34 
Nuv '06 17.40 32.42 45.37 56.59 66.39 67.07 69.53 72.16 75.05 78.42 82.19 
Dec '06 17.40 32.42 45.37 56.59 66.39 66.95 69.40 72.03 74.92 78.28 82.04 

632 2006-2 C.B. 



Table I (cont'd) 
Rev. Rul. 2006-51 

Monthly Bond Factor Amounts for Dispositions Expressed 

Month of 2003 2004 2005 
Disposition 

Jan '06 78.01 81.02 83.60 
Feb '06 77.81 80.77 83.28 
Mar '06 77.61 80.53 83.00 
Apr '06 77.42 80.32 82.76 
May '06 77.25 80.12 82.54 
Jun '06 77.08 79.93 82.35 
luI '06 86.92 90.99 94.61 
Aug '06 86.74 90.79 94.41 

Sep '06 86.56 90.60 94.23 
Oct '06 86.39 90.42 94.07 
Nov '06 86.23 90.25 93.92 

Dec '06 86.08 90.09 93.78 

For a list of bond factor amounts ap
plicable to dispositions occurring during 
other calendar years, see: Rev. Rul. 98-3, 
1998-1 CB. 248; Rev. Rul. 2001-2. 
2001-1 C.B. 255; Rev. Rul. 2001-53. 
2001-2 CB. 488; Rev. Rul. 2002-72. 
2002-2 CB. 759; Rev. Rul. 2003-117. 
2003-2 CB. 1051; Rev. Rul. 2004-100, 
2004-2 CB. 718: and Rev. RuJ. 2005-67. 
2005-43 I.R.B. 771. 

DRAFTING INFORMATION 

The prinCipal author of this revenue 
ruling is David McDonnell of the Office 
of Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this revenue ruling. 
contact Mr. McDonnell at (202) 622-3040 
(not a toll-free call). 

As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(f)( I) Election Was Made, 

the Succeeding Calendar Year 

2006 

83.98 
83.98 
83.98 
83.98 
83.98 
83.98 
97.21 
97.21 
97.21 
97.21 
97.21 
97.21 

Section 168.-Accelerated 
Cost Recovery System 
2(j CFR 1.1M( JI( 1). AppJicuh/e com'ollio/lS-/w1j
.vear and mId-quarter cOfn'elllion. 

T.D.9283 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Special Depreciation 
Allowance 

AGENCY: Internal Revenue Service 
(IRS), Treasury 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains final 
regulations relating to the depreciation of 
property subject to section 168 of the In
ternal Revenue Code (MACRS property) 
and the depreciation of computer software 
subject to section 167. Specifically. these 
final regulations provide guidance regard
ing the additional first year depreciation al
lowance provided by sections 168( k) and 
1400L(b) for certain MACRS property and 
computer software. The regulations reflect 

changes to the law made by the Job Cre
ation and Worker Assistance Act of 2002, 
the Jobs and Growth Tax Relief Reconcil
iation Act of 2003, the Working Families 
Tax Relief Act of 2004, the American Jobs 
Creation Act of 2004, and the Gulf Oppor
tunity Zone Act of 2005. 

DATES: Effective Dates: These regula
tions are effective August 31, 2006. 

Applicability Dates: For dates of 
applicability, see ~§1.l67(a)-I4(e), 

1.1 68(d)-I (d), 1.I68(d)-IT(d), I.I68(k)
I(g), 1.169-3(g), and 1.l400L(b)-I(g). 

FOR FURTHER INFORMATION 
CONTACT: Douglas Kim, (202) 
622-3110 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
26 CFR part I. On September 8, 2003, the 
IRS and Treasury Department published 
temporary regulations (TD. 90<)1. 2003-2 
C.B. 939) in the Federal Register (68 FR 
52986) relating to the additional first year 
depreciation deduction provisions of sec
tions 168(k) and 1400L(b) of the Internal 
Revenue Code (Code). On the same date. 
the IRS published a notice of proposed 
rulemaking rREG-l 571 64-02, 2003-2 
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C.B. 100-1-) cro~~-referencing the tempo
rary regulatilln~ in the Federal Register 
(68 FR 530(8). On f\larch L 200-1. the 
temporary regulation~ (TD. l)091) were 
amended hy the temp(lrary regulation~ 

(TD. 9115. 2()()-I~1 CB. (18()) publi\hed 
by the IRS and Tre:NlI-Y Departillent in the 
Federal Register (69 FR (529) relating 
to the depreciation (If property acquired in 
a like-kind e\change or a\ a result of an 
il1\'oluntary conversion. and the notice of 
prop(l~ed rulelllak1l1g (REG~ 15716-1-(2) 
was amended by the notice of proposed 
rulemaking (REG -I 065l)()~()(). 200-l~ I 
C.R 70-1-, REG~ 1.l8-199~()2. 2003~2 C.B. 
5-11) published by the IRS in the Fed
eral Register (69 FR 95(0) cross-ref
erencing TD, 9115. No public hearing 
was reque~ted or held. Several com
ments responding to the notice of pro
posed ruiemaking (REG~15716-1~02) 

were recei ved. After con\ideration of all 
the commenh, the proposed regulations 
(REG~ IS716-1~(2) as amended by this 
Treasury deci~ion arc adopted as finaL and 
the corresponding temporary regulations 
(TD. 9(91) are removed. The revisions 
are discu\sed below. Additionally, minor 
changes are made to the temporary regula
tions (T. D. 9 115) to retlect the proper cites 
of the final regulations. 

Section I-IOON(d), which was added 
to the Code hy section 101(a) of the Gulf 
Opportunity 7.one Act of 2005, Public 
Law J()9~1.l5 (119 Stat. 2577), generally 
allows a 50-percent additional first year 
depreciation deduction (GO Zone addi
tional first year depreciation deduction) 
for qualified Gulf Opportunity Zone prop
erty. Notice 2006~67, 2006~33 I.R.B. 
2-1-8, provides guidance with respect to the 
GO Zone additional first year deprecia
tion deduction. Because Notice 2006-67 
contains citations to the temporary regu
lations under section 16X( k) (T.D. 9()9 I), 
the IRS intends to update Notice 2006-67 
to change these citations to this Treasury 
decision. 

Explanation of Provisions 

Section 167 allows as a depreciation de
duction a reasonable allowance for the ex
haustion, wear. and tear of property used 
in a trade or business or held for the pro
duction of income. The depreciation al
lowable for tangible, depreciable property 
placed in service after 19X6 generally is 
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determined under section 168 (MACRS 
proPerty). The depreciation allowable for 
l'Ol1lputer software that is placed in senice 
after August 10, 1993, and is not an amorti
lable section 197 intangihle is determined 
under section 167(fl( I). 

Section 168(k)( I) allows a .10-percent 
additional first year depreciation deduc
tion for qualified property acquired after 
September 10, 200 I, and, in most cases, 
placed in service before January I, 2005. 
Section 168( k)( -1-) allows a 50-percent ad
ditional first year depreciation deduction 
for 50-percent bonus depreciation prop
erty acquired after May 5, 2003, and, in 
most cases, placed in service before Jan
uary I, 2005. Section 1400L(b) allows 
a 30-percent additional first year depre
ciation deduction for qualified New York 
Liberty Zone property (Liberty Zone prop
erty) acquired after September 10, 200 I, 
and placed in service before January I, 
2007 (January I, 20 I 0, in the case of qual
ifying nonresidential real property and res
idential rental property). 

The final regulations provide the re
quirements that must be met for deprecia
ble property to qualify for the additional 
first year depreciation deduction provided 
by sections 168(k) and 1400L(b). Further, 
the final regulations instruct taxpayers 
how to determine the additional first year 
depreciation deduction and the amount 
of depreciation otherwise allowable for 
eligible depreciable property. Unless 
specifically stated, references to the tem
porary regulations are to TD. 9091. 

Propl:'rty Eligibll:' j(J!' the Additional First 
YeoI' Depreciatioll Deductioll 

The final regulations retain the rules 
contained in the temporary regulations 
providing that depreciable property must 
meet four requirements to be qualified 
property under section 168(k)(2) (prop
erty for which the 30-percent additional 
first year depreciation deduction is al
lowable) or 50-percent bonus depreciation 
property under section 168(k)( 4) (property 
for which the 50-percent additional first 
year depreciation deduction is allowable). 
These requirements are: (I) the depre
ciable property must be of a specified 
type: (2) the original use of the depre
ciable property must commence with the 
taxpayer after September 10, 2001, for 
qualified property or after May 5, 2003, 

for 50-percent bonus depreciation prop
erty: (-') the depreciable property must be 
acquired by the taxpayer within a speci
fied ti me period: and (-1-) the depreciable 
property 111llq be placed in service by a 
specified date. 

Sewral commentators questioned 
whether these requirements must be met in 
the year in which the depreciable property 
is placed in service by the taxpayer. The 
statute is clear that additional first year 
depreciation is allowed in the taxable year 
in which qualified property or 50 percent 
bonus depreciation property is placed in 
service by the taxpayer for use in its trade 
or business or for production of income. 
Therefore, only property that meets all of 
these requirements in the year in which 
placed in service by the taxpayer for use 
in its trade or business or for production 
of income is allowed additional first year 
depreciation in the year the property is 
placed in service by the taxpayer for use 
in its trade or business or for production 
of income. In response to this comment, 
the final regulations state more explicitly 
that all of the requirements must be met in 
the first taxable year in which the property 
is subject to depreciation by the taxpayer 
whether or not depreciation deductions are 
allowable. 

Property of a Specified Type 

The final regulations retain the rules 
contained in the temporary regulations 
providing that qualified property or 
50-percent bonus depreciation property 
must be one of the following: (I) MACRS 
property that has a recovery period of 20 
years or less: (2) com puter software as 
defined in, and depreciated under, section 
167(0(1); (3) water utility property as de
fined in section 168(e)(5) and depreciated 
under section 168; or (4) qualified lease
hold improvement property depreciated 
under section 168. 

The final regulations also retain the 
rules contained in the temporary regula
tions providing that qualified property or 
50-percent bonus depreciation property 
does not include: (I) property excluded 
from the application of section 168 as a 
result of section 168(0: (2) property that 
is required to be depreciated under the 
alternative depreciation system of section 
168(g) (ADS): (3) any class of property 
for which the taxpayer elects not to deduct 



the 30-percent or 50-percent additional 
first year depreciation: or (4) qualified 
New York Liberty Zone leasehold im
provement property as defined in section 
1400L(c). 

Property is required to be depreciated 
under the ADS if the property is described 
under section 16&(g)(1 )(A) through (D) 
or if other provisions of the Code re
quire depreciation for the property to 
be determined under the ADS (for ex
ample, section 263A(e)(2)(A) or section 
280F(b)(l ». A commentator questioned 
whether depreciable property held by tax
payers that made the election under section 
263A(d)(3) should be excluded from eli
gibility for the additional first year depre
ciation deduction. Section 263A(e)(2)(A) 
provides that if a taxpayer (or a related 
person) makes an election under section 
263A(d)(3) (relating to an election not to 
apply section 263A to any plant produced 
in any farming business carried on by the 
taxpayer), the ADS applies to all property 
of the taxpayer used predominantly in the 
farming business and placed in service in 
any taxable year during which any such 
election is in effect. Section 168(k) does 
not exclude property for which the sec
tion 263A(d)(3) election was made from 
the application of section 168(k)(2)(D)(i). 
which provides that property required 
to be depreciated under the ADS is not 
qualified property and 50-percent bonus 
depreciation property. For this reason, 
the final regulations do not adopt the sug
gestion that depreciable property held by 
taxpayers that made the election under 
section 263A(d)(3) is eligible for the ad
ditional first year depreciation deduction. 
Another commentator requested clarifica
tion as to whether the reference to "prop
erty described in section 263A(e)(2)(A)" 
in §1.168(k)-1T(b)(2)(ii)(A)(2) includes 
only property held by a taxpayer that 
has made an ele<:tion under section 
263A(d)(3). In response to this com
ment, the final regulations clarify that 
if the taxpayer (or a related person) 
has made the election under section 
263A(d)(3), the property described in 
section 263A(e)(2)(A) is not eligible for 
the additional first year depreciation de
duction. 

Original Use 

The final regulations clarify and make 
conforming changes to the original use 
rules in the temporary regulations in sev
eral respects. First, a commentator in
quired whether the rule proviuing that the 
cost of reconditioned or rebuilt property 
acquired by the taxpayer doe~ not satisfy 
the original use requirement also applies 
to self-constructed property. A few com
mentators inquired whether the 20-percent 
test for determIning whether property is re
conditioned or rebuilt applies to self-con
structed property. The IRS and Treasury 
Department intended that these rules ap
ply to the cost of any reconditioned or re
built property, whether the taxpayer orig
ina\1y acquired the property or self-con
structed the property. Accordingly, the fi
nal regulations clarify that the cost of re
conditioned or rebuilt property does not 
satisfy the original use requirement and 
that the 20-percent test applies to acquired 
or self-constructed property. 

Second, Example 2 of § 1.168(k)
IT(b)(3)(v) provides that property held 
primarily for sale to customers in the 
ordinary course of a person's business 
(inventory) does not constitute a use for 
purposes of the original use requirement. 
A commentator noted that this rule is not 
in the operative rules of the temporary 
regulations. In response to this comment. 
the final regulations make the rule explicit 
and provide that if a person initially ac
quires new property and holds the property 
as inventory and a taxpayer subsequently 
acquires the property from the person for 
usc primarily in the taxpayer's trade or 
business or primarily for the taxpayer's 
production of income, the taxpayer is con
sidered the original user of the property. 
The final regulations also provide that if 
a taxpayer initially acquires new property 
and holds the property as inventory and 
then subsequently withdraws the property 
from inventory and uses the property pri
maril y m the taxpayer's trade or business 
or primarily for the taxpayer's production 
of income, the taxpayer is considered the 
original user of the property. In both sit
uations, the final regulations provide that 
the original use of the property by the tax
payer commences on the date on which the 
taxpayer lIses the property primarily in the 
taxpayer's trade or business or primarily 
for the taxpayer's production of income. 

A commentator questioned whether Ex
ample 2 in § 1.1 68(k)- IT(b)(3)( v) is the 
appropriate place to resolve the issue of 
the tax treatment of demonstrator auto
mobiles for depreciation and other pur
poses when the i,slIe may have a poten
tial broader scope and significance that 
may continue to arise long after the addi
tional fir~t year depreciation under section 
168(k) has ceased to be available. The IRS 
and Treasury Department believe that this 
example illustrates only the concept that if 
property is held by a person as inventory 
and then sold to a taxpayer for u~e in the 
taxpayer's traue or business, the taxpayer 
is the original user of the property, and, 
therefore, that this example is in the appro
priate place. 

Third, the final regulations retain the 
special rules contained in the temporary 
regulations for certain sale-leaseback 
transactions and syndication transactions. 
A commentator ~uggesled that the title 
of § 1.168(k)-1 T(b)(3 )(iiil(B), "Syndica
tion transaction," should be changed in 
the final regu lations to reflect that this 
rule, by its terms, can apply to any sale 
of propeny within three months after the 
date on which it is placed in service, re
gardless of whether that sale constitutes a 
syndication. The final regulations adopt 
this suggestion and modify the titles of, 
and make conforming changes to, the ap
plicable paragraphs. Similar changes also 
are made to the paragraphs relating to the 
placed-in-service date requirement. 

Fourth. the final regulations modify 
the provision in the temporary regula
tions to implement section 403(a) of the 
Working Families Tax Relief Act of 2004, 
(Public Law 108-311, 118 Stat. 1166) 
(October 4, 2004) (WFTRA) and section 
337 of the American Jobs Creation Act 
of 2004 (Public Law 108-357, 118 Stat. 
1418) (October 22, 2004) (A1CA). Section 
403(a) of the WFTRA amended section 
168(k) by adding the provision in section 
168(k)(2)(E)(iii). Section 403(f) of the 
WFTRA provides that this amendment is 
effective as if included in the provisions 
of the lob Creation and Worker Assis
tance Act of 2002 (Public Law \07-147, 
116 Stat. 21) (March 9,2002) (JCWAA). 
Section 337(a) of the AJCA amended the 
syndication transaction provision in sec
lion 168(k)(2)(E){iii)(!I) by adding at the 
end the following: "(or. in the case of mul
tiple units of property subject to the same 
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lease. within 3 months after the date the 
final unit is placed In ~enice. so long as 
the period between the time the first unit 
i" placed in service and the time the last 
unit is placed 111 senlCe d(le~ not exceed 
12 months)." Section 337(h) of the AJCA 
provides that this amendment is effective 
for property sold after June .t. 20()4 

Fifth. If property placed in sen\ce hy 
a person is sold and leased back within 
three months. and a syndication transac
tion occurs within three months after the 
sale-lease hack. a commentator questioned 
whether the purchaser of the property 
111 the syndication transaction is consid
ered the original user of the property 
and whether the property is treated as 
having been placed in service by the pur
chaser in the syndication transaction. Pur
suant to ~~1.168(k)-IT(b)(3)(iii)(C) and 
(5)( ii)( C). the purchaser of the property in 
the syndication transaction is considered 
the original user of the property and the 
property is treated as having been placed 
in service by the purchaser in the syndi
cation transaction. The final regulations 
retain this rule and provide an cxample 
illustrating both the original use and the 
placed in service aspects of this situation. 

Finally, the final regulations retain the 
rule contained in the temporary regulations 
providing that if. in the ordinary course 
of its business. a taxpayer sells fractional 
interests in qualified property or 50-per
cent bonus depreciation property to un
related third parties. each first fractional 
owner of the property is considered as the 
original user of its proportionate share of 
the property. A commentator questioned 
whether the rule requiring the sale to be to 
unrelated third parties means that the pur
chasers must be unrelated to the seller, the 
purchasers must be unrelated to each other. 
or both. The IRS and Treasury Departmcnt 
intended that the purchasers be unrelated 
to the seller. Accordingly. the final regula
tions clarify this point. 

A commentator questioned whether 
there are circumstances when the 
placed-in-service year of property is 
before the taxable year of original use. 
Pursuant to * 1.46--3 ( d)( I )(ii). property is 
considered placed in service in the tax
able year in which the property i~ placed 
in a condition or state of readiness and 
availability for a specifically assigned 
function. whether in a trade or business. in 
the production of income. in a tax-exempt 
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acti\ity. or in a personal activity. Original 
use begins when new property is placed in 
service. Consequently. the placed-in-ser
vice year of new property cannot be before 
the taxable year in which original use of 
the property occurs. 

Acqllisition ot' Property 

The final regulations modify the ac
quisition dates in the temporary regula
tions to renect section 405 of the Gulf Op
portunity lone Act of 2005 (Public Law 
109- I35. 119 Stat. 2577) (December 21. 
2005) (GOlA). Section 405(a)( I) of the 
GOlA amended section 168(k)(4)(B)(ii) 
to provide that SO-percent bonus depreci
ation property is property (I) acquired by 
the taxpayer after May 5, 2003, and be
fore January I. 2005, but only if no writ
ten binding contract for the acquisition of 
the property was in effect before May 6. 
2003, or (II) acquired by the taxpayer pur
suant to a written binding contract which 
was entered into after May 5, 2003, and 
before January I, 2005. Section 405(b) 
provides that this amendment is effective 
as if included in section 20 I of the Jobs 
and Growth Tax Relief and Reconciliation 
Act of 2003 (Public Law 108-27, 117 Stat. 
752) (May 28,2003). 

BindinR Contracts 

The final regulations also modify in 
three respects the rules contained in the 
temporary regulations defining a binding 
contract. First. the temporary regulations 
provide that if a contract provides for a 
full refund of the purchase price in lieu of 
any damages allowable by law in the event 
of breach or cancellation by the seller, the 
contract is not considered binding. A com
mentator suggested that this rule should 
apply to a breach or cancellation by the 
buyer, not the seller. However. the IRS 
and Treasury Department believe that this 
rule relates to a breach or cancellation by 
either party. Accordingly, the final regu
lations provide that if a contract provides 
for a full refund of the purchase price in 
lieu of any damages allowahle by law in 
the event of breach or cancellation, the 
contract is not considered binding. 

Second. with respect to a contract sub
ject to a condition, the temporary regula
tions provide that a contract that imposes 
significant obligations on the taxpayer or 
a predecessor will be treated as binding 

notwithstanding the fact that insubstantial 
terms remain to be negotiated by the par
ties to the contract. A commentator ques
tioned whether this rule implies that a con
tract that imposes significant obligations 
will not be treated as binding if substan
tial terms remain to be negotiated. The 
IRS and Treasury Department believe that 
this implication was not intended. As a 
consequence. the final regulations clarify 
this rule by providing that a contract that 
imposes significant obligations on the tax
payer or a predecessor will be treated as 
binding notwithstanding the fact that cer
tain terms remain to be negotiated by the 
parties to the contract. 

Third, with respect to a supply agree
ment, a commentator suggested that the 
existence of agreed pricing terms should 
not be relevant in determining whether or 
not a supply agreement is a binding con
tract, except to the extent that their absence 
causes the contract not to be enforceable 
under local law. The commcntator further 
suggested that if the existcnce of pricing 
terms is considered relevant to the result 
in the example of the operative rule and 
in somc of the examples that illustrate the 
application of the rule, that requirement 
should be stated in the operative rule, and 
if not relevant, the references to pricing 
terms should be deleted. Pricing terms are 
not relevant in determining whether a sup
ply agreement is a binding contract for pur
poses of these regulations. Accordingly, 
the final regulations adopt the suggestion 
by eliminating the reference to agreed pric
ing terms in the example of the operative 
rule. While the examples that illustrate 
the application of the rule continue to con
tain the agreed price as a fact, the conclu
sions in these examples depend upon only 
whether or not the quantity and the de
sign specification of the property to be pur
chased are specified. 

Self-constructed property 

With respect to self-constructed prop
erty, the final regulations clarify the rules 
in the temporary regulations in several 
respects. First. with respect to property 
described in section 168(k)(2)(B) (longer 
production period property) or section 
168(k)(2)(C) (certain aircraft), the final 
regulations clarify that if a taxpayer en
ters into a written binding contract after 
September 10,2001, and beforc January I, 



2005, with another person to manufacture, 
constnIct, or produce such property and 
the manufacture, construction, or produc
tion begins after December 31, 2004, the 
taxpayer has acquired the property pur
suant to a wriltt:n binding contract entered 
into after September 10, 200 I. and before 
January 1, 2005 (for qualified property) or 
after May 5, 2003. and before January I, 
2005 (for 50-percent bonus depreciation 
property), 

Second, a commentator asked whether 
the rules in the temporary regulations pro
viding for when construction begins are in
tended also to apply to manufacture and 
production because self-constructed prop
erty can be manufactured. constructed, or 
produced for purposes of the additional 
first year depreciation deduction. The IRS 
and Treasury Department intended these 
rules to apply to manufacture. construc
tion, or production. Accordingly, the fmal 
regulations make this clarification. 

Third, the temporary regulations pro
vide that construction of property begins 
when physical work of a significant na
ture begins and the determination of when 
physical work of a significant nature 
begins depends on the facts and circum
stances. The temporary regulations also 
provide that physical work of a significant 
nature will not be considered to begin be
fore the taxpayer incurs or pays more than 
10 percent of the total cost of the property 
(excluding the cost of any land and prelim
inary activities). Several commentators 
questioned whether this IO-percent test is 
a safe harbor. The preamble to the tempo
rary regulations (68 FR 52987) states that 
the I O-percent test is a safe harbor. Conse
quently, the final regulations are clarified 
to provide that the IO-percent test is a safe 
harbor. Further, when another party manu
factures, constructs, or produces property 
for the taxpayer, the final regulations clar
ify that the safe harbor test must bc met 
by the taxpayer. Thus, under the final reg
ulations, a taxpayer can determine when 
manufacture, construction, or production 
of the property begins either (I) by using 
the 10 percent safe harbor or (2) by using 
its own facts and circumstances. 

Fourth, the final regulations retain the 
rules contained in the temporary regula
tions relating to components of self-con
structed property. One of these rules is 
that if the binding contract to acquire a 

component is entered into, Of the man
ufacture, construction, or prouuction of 
a component begins. after September 10. 
2001, for qualified property. or after May 
S. 200]' fur SO-percent bOI1l" deprecia
tion property. and before .I anuary 1. 2005, 

but the manufacture, construction. or pro
duction of the larger self-c()n~tructed prop
erty bcgi ns after December 31. 200·'\-' the 
component qualifies for the additional first 
year depreciation deduction t assuming all 
other requirements are met) but the larger 
self-constructed property does not. In the 
case of a self-constructed component that 
is to be incorporated into a larger self
constructed property, some commentators 
noted that the applicability of this rule is 
limited. Specifically. one commentator 
stated that if the 10 percent test mentioned 
in the preceding paragraph is not a safe 
harbor test, then the only case in which 
,elf-constructed components could qualify 
for the additional first year depreciation 
deduction is one in which the taxpayer's 
pre-J anuary I. 2005. costs are 10 percent 
or less of the total cost of the larger sdf
constructed property (but more than 10 
percent of the total cost of the component). 
Another commentator stated (hat a self
constructed component that is to be incor
porated into a larger self-constructed prop
erty may not be placed in service before 
the larger self-constructed property. The 
IRS and Treasury Department agree that 
the rule has limited applicability. The rule 
applies when the larger self-constructed 
property is property that is manufactured. 
constructed. or produced by the taxpayer 
for its own use and that is described in sec
tion 168(k)(2)(B) (longer production pe
riod property) or section 168(k)(2)(C) (cer
tain aircraft) and, therefore. the property is 
eligible for the extended placed-in-~ervice 
date of January I. 2006. 

Disqualified transactions 

The final regulations clarify the dis
qualified transaction rules in the tempo
rary regulations to reflect section 403( a) of 
the WFTRA. This section amended section 
168(k) by adding section 168(k)(2J(EJ( iv l. 
which provides limitations related to users 
and related parties (disqualified transac
tions). Section 168(k )(2)(E)(i v) provides 
that the term qualijied property does not 
Include any property if: (I) the user of 
such property (as of the date on which the 

property is originally placed in service) or 
a person that is relateu (within the mean
ing of scction 267(b) or 707(b)) to such 
user or to the taxpayer had a written bind
ing contract in effect for the acquisition 
of the property at an)' time on or hefore 
September 10. 200 I: or (11) in the case 
of property manufactured. constructed. or 
produced for ,Lie h user's or person' sown 
use, the manufacture. construction. or pro
duction of the property began at any time 
on or before September I (), 200 I. Section 
403(0 of the WFTRA provides that this 
amendment is effective as if included in the 
pl'llvisions of the JCWAA. 

Finally. the IRS and Treasury Depart
ment decided to add new examples to illus
trate the above rules. Further, in /:\ample 
10 of §1.168(k)-lT(b)(4)(v). a commen
tat(l[ inquired whether the taxpayer (S) 
is considered to be self-constructing the 
property. acquiring: the property. or both. 
The IRS and Treasury Department in
tended to have the taxpayer hoth self-con
structing and acquiring the property. The 
final regulations make this clarification. 

A commentator qucstioncd whether 
the result in Example 10 of § 1.168(k)
IT(h)(4)(v) also would apply if before 
September II. 200 I, a partnership began 
construction of a power plant for its own 
use, then after September 10, 200 I. and 
before completion of the plant there is a 
technical tcrmination of the partnership 
under ~ection 708(b)( I)(B), and then sub
sequelllly the new partnership incurred 
additional expenditures to complete the 
construction of the power plant and placed 
the power plant in service before January 
I, 2005. Assuming the terminated part
nership and the new partnership are not 
related parties, the new partnership is con
sidered to have acquired the uncompleted 
power plant and completed the construc
tion of the power plant and. thus, the result 
in Emlllf!le 10 of *1.16R(k)-IT(b)(4)(v) 
\Nill apply to the new partnership in this 
case. While the additional first year de
preciation deduction for Liberty Zone 
property requires the property to be ac
quired by purchase. the same result would 
apply because for purposes of that require
ment. § 1.1400L(b)-\T(c)(S)(ii) treats the 
new partnership as aCCjuiring the properly 
by purchase and the final regulations re
tain this rule. 
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PloU'iI-IIl-.ICITic(' DiIlI' 

The final resulation\ retain the rule con
tained in thc templlrdr> regulation~ pru\ id
ing, plll\Uant to ,ection 16S(kI1211;\)(i\) 
and section 16S(k)(-+)(B)liiiL thdt quali
fied pruperty or )O-pcrcent honu" depre
ciatiol1 prllpert) IS pnll1lTt) that I' placnJ 
111 ,cr\ il·e by thc la\p~I)Cr before Januar) 
I, 2{)lI). Thl' lL'mpllr~lr: regulati(ln~ abo 

prm Idc tlut prllperty de~crihcd In section 
I ()~I k)( 2)( B) (Ionscr prmJuction period 
propert) ) Illu\l he placed in ~enice before 
January I, 20(h Thc final regulations 
Illodify this C\tended placed-in-service 
date requirement in two respects. First the 
final regulations rdlcct that the extended 
placed-in-\enice date of before January 
I, 2006, al,o applies to property described 
in scction 16S(k)(2)(C) (certain aircraft), 
which was added to section 168(k) by 
,cction 336 of the AlCA. Second, the fi
nal regulations reflect that the extended 
placed-in-service date of before January 
1.2006. i, extended for one year to before 
January I. 2007, for property to which 
Announcement 2006-2L), 2006-19 I.R.B. 
S7L) applies. Announcement 2006-29 
applies to property described in section 
16X(k)(2)(B) or Ie) that is either placed in 
sen ice by the taxpayer or manufactured 
by a person in the Gulf Opportunity (GO) 
Zune, the Rita GO Zone. or the Wilma 
GO Zone, provided the taxpayer was 
unable tll llIeet the December 31, 2005, 
placed-in-service date deadline for such 
property as a result of Hurricane Katrina, 
Hurricane Rita. or Hurricane Wilma. 

Quolif/('d Lc(/\('/wld 1IIIIIfOremcllr 

Prllpcrr\' 

The final regulation, retain the rules 
cllntained in the temporary regulations re
lating to qualified leasehold improvement 
property. The tempnrary regulations pro
vide that qualified leasehold improvement 
property Illeans any impro\ ement. whIch 
is ,ection 12:'i() property. t(1 an interior por
tion of a huilding that is nonresidential real 
property if. among other things, the im
prm emenl j, llldlle under or pursuant to a 
Ie~l,e b) the Ie,see lor any sublessee) of the 
inllTlllr portion, llr by the lessor of that in
(CrIllr pllrtilln. :\ commentator questioned 
\\ hether this rule mean, an improwment 
that i, permitted or reqlnred b) a lease. 
The IRS and Tre~lsur) Department helie\e 
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that the improYement must be made un
der or pursuant to a lease, regardless of 
\\hether the improvement is permitted or 
required under the lease. 

COJIIlllifariol/ or Addiriol/al Firsr lew' 
/)t'I"('(illriol/ Deduction (lnd Olhcrll'ise 
: \/I mill hi (' D('1l rcciarion 

The final regulations retain the rules 
contained in the temporary regulations for 
determining the amollnt of the additional 
first year depreciation deduction and oth
erwise allowable depreciation deduction. 
In addition, the final regulations clarify 
that the additional first year depreciation 
deduction generally is allowable in the 
first taxable year in which the qualified 
property or 50-percent bonus depreciation 
property is placed in service by the tax
payer for use in its trade or business or for 
the production of income. 

Electioll Nor to Cluilll Additional Firsl 
Year Depreeialioll Deduelioll 

With respect to the election not to claim 
the additional first year depreciation de
duction, the final regulations retain the 
rules contained in the temporary regu
lations for making this election and for 
defining what is a class of property for 
purposes of the election. For any class 
of property that is qualified property, a 
taxpayer may elect out of the 30-per
cent additional first year depreciation 
deduction for any class of qualified prop
erty. For any class of property that is 
50-percent bonus depreciation property, 
a taxpayer may elect either to deduct the 
30-percent, instead of the 50-percent. ad
ditional first year depreciation or to deduct 
no additional first year depreciation. A 
commentator asked whether a taxpayer 
with )O-percent bonus depreciation prop
erty must make two elections to elect not 
to deduct any additional first year depre
ciation. The final regulations clarify that 
only one election is needed to elect not 
to deduct both the 30-percent and 50-per
cent additional first year depreciation for 
50-percent bonlls depreciation property. 

If a taxpayer elects not to deduct any ad
ditional first year depreciation for a class 
of property, another commentator asked 
whether the depreciation adjustments un
der section 56 apply to property included 
in such class for purposes of computing 

the taxpayer's alternative I111I1lmUm tax
able income. The non-applicability of the 
depreciation adjustments under section 56 
provided by section 168(k)(2)(G) applies 
only to qualified property or 50-percent 
bonus depreciation property. If a taxpayer 
elects not to deduct any additional tirst 
year depreciation for a class of property. 
the property included in such class is not 
qualified property or 50-percent bonus de
preciation property. Accordingly. the ti
nal regulations provide that if a taxpayer 
elects not to deduct any additional first 
year depreciation for a class of property. 
the depreciation adjustments under section 
56 apply to that property for purposes of 
computing the taxpayer's alternative min
imum taxable income, 

The final regulations also include the 
procedures provided by section 3,04 of 
Rev, Proc. 2002-33,2002-1 CR 963, for 
revoking an election not to deduct the ad
ditional tirst year depreciation for a class 
of property. These procedures provide 
that this election is revocable only with 
the prior written consent of the Commis
sioner of Internal Revenue and, to seek 
the Commissioner's consent, the taxpayer 
must submit a request for a letter ruling. 
However, the final regulations also pro
vide an automatic 6-month extension from 
the due date of the taxpayer's Federal 
tax return (excluding extensions) for the 
placed-in-service year to revoke the elec
tion, provided the taxpayer timely filed its 
Federal tax return for the placed-in-service 
year. 

Liberty Zone Property 

Generally, the requirements for deter
mining the eligibility of property for the 
additional first year depreciation deduc
tion for Liberty Zone property provided by 
section l400L(b) are similar to the require
ments for the 30-percent additional first 
year depreciation deduction for qualified 
property provided by section I 68(k)(l ) in 
the final regulations. The final regula
tions made several changes to the tempo
rary regulations with respect to the Liberty 
Zone property, which are discussed below. 

The final regulations retain the rule con
tained in the temporary regulations provid
ing that Liberty Zone property includes the 
same property that is described as qualified 
property or 50-percent bonus depreciation 
property for purposes of section 168(k). In 



addition, Liberty Zone property includes 
nonresidential real property or residential 
rental property to the extent such prop
erty rehabilitates real property damaged, 
or replaces real property destroyed or con
demned, as a result of the telTorist attacks 
of September II, 2001. Real property is 
considered to have been destroyed or con
demned only if an entire building or struc
ture was destroyed or condemned as a re
sult of the terrorist attacks of September 
11, 200 I. Property is treated as replac
ing destroyed or condemned property if, as 
part of an integrated plan, the property re
places real property that is included in a 
continuous area that includes real property 
destroyed or condemned. A commentator 
noted that the temporary regulations sim
ply reiterate the statute but do not define 
the word continuous. The IRS and Trea
sury Department believe that the common 
meaning of continuous applies. 

The temporary regulations define real 
property as a building or its structural 
components, or other tangible real prop
erty except: (I) property described in 
section 1245(a)(3)(8) (relating to depre
ciable property used as an integral part 
of a specified activity or as a specified 
facility); (2) property described in sec
tion 1245(a)(3)(D) (relating to a single 
purpose agricultural or horticultural struc
ture); and (3) property described in section 
I 245(a)(3 )(E) (relating to storage facility 
used in connection with the distribution 
of petroleum or any primary product of 
petroleum). A commentator suggested 
that these exclusions to the definition of 
real property should be deleted in the final 
regulations. As a result of this definition, 
noruesidential real property or residential 
rental property that rehabilitates or re
places any of the excluded properties that 
were damaged, destroyed, or condemned, 
is not eligible for the Liberty Zone addi
tional first year depreciation deduction. 
For this reason, the IRS and Treasury De
partment agree. Accordingly, the final 
regulations provide that real property is a 
building or its structural components, or 
other tangible real property. 

The temporary regulations provide that 
Liberty Zone property does not include 
property that is described as qualified 
property or 50-percent bonus depreci
ation property for purposes of section 
168(k), or property that is described in 
§1.l68(k)-IT(b)(2)(ii). The property de-

scribed in ~1.l68(k)-IT(b)(2)(ii) is prop
erty that is: (I) described in section 168(0: 
(2) required to be depreciated under the 
alternative depreciation system; (3) in
cluded in any class of property for which 
the taxpayer elects out of the additional 
first year depreciation deduction under 
section 168(k): or (4) qualified Liberty 
Zone leasehold improvement property. 
Instead of providing a cross-reference to 
*1.I68(k)-l(b)(2)(ii), the final regula
tions list the property that is described 
in *1.168(k)-1(b)(2)(ii) with one modifi
cation to the exclusion for property that 
is included in any class of property for 
which the taxpayer elech oul of the ad
ditional first year depreciation deduction 
under section 168(k). In this regard. a 
commentator stated that while section 
1400L(b)(2)(C)(iv) provides that the elec
tion out rules for purposes of section 
1400L(b) are to be similar to the election 
out rules under section 168(k). section 
1400L(b)(2)(C)(iv) does not mean that the 
same election must be made with respect 
to both sections 168(k) and 1400L(b). 
Accordingly, the commentator suggested 
that a taxpayer be permitted to elect not 
to apply section 16X(k) to its property of 
a particular class of property to the extent 
that such property is not located within 
the Liberty Zone, while still being entitled 
to the benefits of section 1400Ub) for its 
property of the same class that is located 
within the Liberty Zone. The IRS and 
Treasury Department agree with this sug
gestion. Accordingly, the final regulations 
make clear that Liberty Zone property 
is not property included in any class of 
property for which the taxpayer elects out 
of the additional first year depreciation 
deduction under section 1400Ub). 

The final regulations retain the rule con
tained in the temporary regulations provid
ing that Liberty Zone property is property 
that is acquired by the taxpayer by pur
chase after September 10, 200 l. but only 
if no written binding contract for the ac
quisition of the property was in effect be
fore September 10, 2001. The term hy 
purchase is defined in section 17Y(d) and 
§ I. ! 79-4(c). The final regulations also re
tain the rule contained in the temporary 
regulations providing that the new partner
ship resulting from a technical termination 
under section 708(b)( I )(8) or a transferee 
in section 168( i)(7 ) transactions is deemed 
to acquire the depreciable property by pur-

chase. A commentator suggested that the 
rule should apply only if the old transferor 
partnership had itself acquired the prop
erty by purchase, as the mere existence of 
a technical termination does not provide 
sufficient reason to deem the statutory pur
chase requirement to have been met. The 
final regulations do not adopt this sugges
tion. The rule is the result of the rules 
provided in the temporary regulations re
garding the additional first year deprecia
tion deduction under sections 168(k) and 
1400L(b) that allow the new partnership 
re~ulting from a technical termination to 
be entitled to the additional first year de
preciation deduction for eligible property 
that was placed in service by the terrni
nated partnership during the taxahle year 
of termination. As a result, the IRS and 
Treasury Department determined that the 
rule should not be changed. 

Thc final regulations also retain the 
rules contained in the temporary regula
tions for electing not to deduct the Liberty 
Zone additional first year depreciation 
deduction for a class of property. In addi
tion, the final regulations for this election 
include provisions similar to those previ
ously discussed relating to the alternative 
minimum tax and the revocation of the 
election with respect to the election not to 

deduct the additional first year deprecia
tion deduction under section 168(k). 

Special Rules 

Similar to the temporary regulations, 
the final regulations provide special rules 
for the foHowing situations: (I) qualified 
property, 50-percent bonus depreciation 
property, or Liberty Zone property placed 
in service and disposed of in the same tax
able year: (2) redetermination of basis of 
qualified property. 50-percent bonus de
preciation property, or Liberty Zone prop
erty; (3) recapture of additional first year 
dcpreciation for purposes of section 1245 
and section 1250; (4) a certified pollution 
control facility that is qualified property. 
50-percent bonus depreciation property, 
or Liberty Zone property: (5) like-kind 
exchanges and involuntary conversions 
of qualified property, 50-percent bon u~ 
depreciation property. or Liberty Zone 
property: (6) a change in use of qualified 
rropeny, 50-percent bonl!'> depreciation 
property. or Liherty Zone property: (7) 

the computation of earnings and profits: 
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(~) the inerea,e in the limitation PI' the 

~lm\llint of depreciation for pa"eng(T au
tllll1(]bile,: and (l)) the 'tep-up in ba~i, 

due to Cl ,ection 75-\- election. Fur ,ome 
of the,e ,itllCltiun,. the final regulation, 
modit\ ur clarifv the rule, conl,lined in - -
the tel11p(]r~II'~ regulatioll'. In additioll. the 
final reguialilln, prmilie rule, for t\\(lllC\\ 
,illl~lli()Il': the reh~lbilitation LTedit lIllder 
,el,tion -!-7 and the l'omputatillil Ill' depre
L'lalillil l'( 11 purpll,e, llf ,ect illn 51-\-( a)( 3 I, 

I'IOf!Cr!1 /I/({('('d ill Il'/Ticl' ulld di.I/){I.led 
(1/ ill (irl' .Ill/Ill' (u,whfe \'l'U r 

With re'pect tll qualified property. 
50-percent bOllll, depreciation property. 
or Lihert~ Zllne property placed in ser
,icc and displlsed of in the ,ame taxable 
year. the final regulations retain the rules 
l'ontaineli in the temporary regulations. In 
general. the regulations provide that the 
additional fiN year depreciation deduc
tion is not allowed, If qualified property 
or 50-percent honus depreciation property 
i, placed in ,er\'ice and disposed of by 
a taxpayer in the same taxable year and 
thelL III a subsequent taxable year. i, reac
qlllred and again placed in service by the 
taxpayer. a commentator inquired whether 
the additional first year depreciation de
duction i, allowable in the suhsequent 
taxable year. Because the property is used 
property in the suhsequent taxable year. 
the additillnal fiN year depreciation de
duction is nllt allowable for the property 
in the suhsequent taxable year. Accord
ingly. in this situation. the final regulations 
clarify that the additional first year depre
ciation deduction is not allowable for the 
property in the subsequent taxable year. 

The temporary regulations provide two 
t'Xl'l'ptiOlh to the general rule. First. the 
additional fir'>! year depreciation deduc
tion is alhmable for qualified property. 
50-perccnt honus depreciation property. or 
Libert\ Zone propCrly placed in service hy 
a terlllinaled partnership in the ,ame tax
able year in \\hich a technical termination 
()f the partller,hip occurs. In this ca,e. the 
ne\\ partllership. and not the terminated 
partnership. ciainb the additional first year 
depreciation deduction. Second. the ad
ditillnal first year depreciation deduction 
i, alllm ablc for qualified property. 50-per
l'ent bUllus depreciatiull property. or Lib
crt~ Zone prl1perty plal'ed in sen ice by 
CI tran ,tel'ur III the ,aJlle taxable year III 
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"hlch the property is transferred in a trans
action dcscribed in section 168(i)(7l. In 
this case. the additional first year depre
ci~ltion deduction for the transferor's tax
able ycar in which thc property is placed 
in service is allocated between the trans
feror and the transferee on a monthly basis. 
The allocation shall be made in accordance 
with the rub in ~1.16~(dH(b)(7)(ii) for 
allm'ating the depreciation deduction be
tween the transferor and the transferee, 
I f the transferee has a diffcrcnt taxable 
year than the transferor. a commentator 
questioned whether the allocation of the 
additional first year depreciation deduc
tion would be made between the transferor 
and the transferee in accordance with the 
above rules. Because the allocation rules 
in ~1.168(d)-l(b)(7)(ii) cover this situa
tion. the IRS and Treasury Department did 
not modify the rule in the final regulations. 

Redeterminatiol! of basis 

The final regulations also retain the 
rules contained in the temporary regula
tions with respect to a redetermination 
of basis of qualified property, 50-percent 
bonus depreciation property. or Liberty 
Zone property (for example. due to a con
tingent purchase price or a discharge of 
indehtedness), These rules apply to a recie
termination of the unadjusted depreciable 
basis of the property occurring before 
January I. 2005 (J anuary I. 2006. for the 
extended placed-in-service date property) 
for qualified property or 50-percent bonus 
depreciation property. or before January I. 
2007 (J anuary I. 20 I O. in the case of non
residential real property and residential 
rental property) for Liberty Zone property. 
A commentator suggested that the rules 
should be expanded to include redeter
minations of basis occurring on or after 
these dates, The commentator pointed 
out that the rule results in additional first 
year depreciation not being allowable for 
additional purchase price paid on or after 
January I. 20O:'i. with respect to qualified 
property or 50-percent bonus depreciation 
property acquired before 2005. The final 
regulaliuns do not adopt this suggestion. 
While the current rule may be unfavorable 
when. for example. a redetermination of 
basis results in an increase of basis on 
or after J anumy I. 2005. for qualified 
property or 50-percent bonus depreciation 
property acquired before 2005. the current 

rule mav be favorable when. tor exam
ple. a redctermination of basis results in 
a decn:ase of basis on or after January 1. 
2005. with respect to qualified property 
or 50-perccnt bonus depreciation property 
acquired before 2005. Further. the IRS 
and Treasury Department limited the rules 
to redeterminations occurring before the 
dates mentioned above to be consistent 
with the dates on \vhich property must 
be placed in service to be eligible for the 
additional first year depreciation deduc
tion. For this reason. the IRS and Treasury 
Department determined not to change the 
rule in the final regulations. 

In the case of a redetermination of 
basis that results in a decrease in basis, 
a commentator noted that the operative 
rule provides that the taxpayer includes 
in the taxpayer's income the excess ad
ditional first year depreciation deduction 
previously claimed for the qualified prop
erty, the 50-percent bonus depreciation 
property. or the Liberty Zone property but 
the example illustrating the application 
of this rule allows the taxpayer to reduce 
current year depreciation deductions by 
the amount of the excess additional first 
year depreciation deduction previously 
claimed for the qualified property, the 
50-percent bonus depreciation property, 
or Liberty Zone property. Because the 
IRS and Treasury Department recognize 
that the lump-sum inclusion in income 
approach provided in the operative rule of 
the temporary regulation may adversely 
affect real estate investment trusts and 
similar entities, the final regulations pro
vide that the excess additional first year 
depreciation deduction offscts the amount 
otherwisc allowable for depreciation for 
the taxable year. Even if the amount of 
the offset exceeds the amount otherwise 
allowable for depreciation for the taxable 
year. the taxpayer takes into account a 
negative depreciation deduction in com
puting taxable income. 

The final regulations retain the rule 
contained in the temporary regulations 
providing that, for purposes of the redeter
mination of basis rules: (I) an increase in 
basis occurs in the taxable year an amount 
is taken into account under section 461; 
and (2) a decrease in basis occurs in the 
taxable year an amount is taken into ac
count under section 451. A commentator 
questioned whether because the event in 
question is giving rise to a basis adjust-



ment, rather than to an item of income 
or deduction, it is appropriate for the rule 
to tie the timing of the adjustment to ac
counting method rules concerning the 
timing of income and deductions. The 
commentator also noted that one apparent 
effect of applying the accounting method 
rules is to override the basis reduction 
rule of section 1017(a) as illustrated in 
Example 2 of §I.l68(k)-IT(f)(2)(iv). The 
IRS and Treasury Department did not in
tend to change the section 1017(a) rules. 
While the IRS and Treasury Department 
continue to believe that the current rule 
is appropriate, the final regulations have 
been modified for cases in which the Code, 
the regulations under the Code, or other 
published guidance expressly provides 
an exception to such rule (for ex.ample, 
section 1017(a». Therefore, Example 2 of 
§ 1.168(k)-1(f)(2)(iv) in the final regula
tions reflects the basis adjustment rules of 
section 1017(a). 

Like-kind exchanges and involuntary 
conversions 

With respect to MACRS property or 
computer software acquired in a like-kind 
exchange under section 1031 or as a re
sult of an involuntary conversion under 
section 1033, the final regulations change 
the rules contained in the temporary reg
ulations (T.D. 9091 as amended by T.D. 
9115) in several respects. First, the final 
regulations modify the scope of this provi
sion to include property described in sec
tion 168(k)(2)(C) (certain aircraft), which 
was added to section 168(k) by section 336 
of the AJCA, and to include property to 
which Announcement 2006-29,2006-19 
I.R.B. 879, applies if the time of replace
ment is after September 10, 200 I, and be
fore January 1,2007. As previously noted, 
Announcement 2006-29 applies to prop
erty described in section 168(k)(2)(B) or 
(C) that is either placed in service by the 
taxpayer or manufactured by a person in 
the Gulf Opportunity (GO) Zone, the Rita 
GO Zone, or the Wilma GO Zone, pro
vided the taxpayer was unable to meet the 
December 31,2005, placed-in-service date 
deadline for such property as a result of 
Hurricane Katrina, Hurricane Rita, or Hur
ricane Wilma. Similar changes also are 
made to the paragraph relating to the com
putation of the additional first year depre
ciation deduction for MACRS property or 

computer software acquired in a like-kind 
exchange or as a result of an involuntary 
conversion. 

A commentator inquired whether the 
rules should be expanded to include ex
changed or involuntarily converted prop
erty that is subject to former section 168 
(the accelerated cost recovery system or 
ACRS) or that is pre-1981 depreciation 
property. The current rules apply only 
to exchanged or involuntarily converted 
property that is MACRS property in or
der to conform with § 1.168(i)-6T (relat
ing to depreciation of property acquired in 
like-kind exchanges or as a result of in
voluntary conversions). Accordingly, the 
IRS and Treasury Department believe that 
this issue is outside the scope of these reg
ulations and should be addressed when the 
temporary regulations under § 1.168(i)-6T 
are finalized. 

Second, the temporary regulations de
fine the time of replacement as the later 
of when the acquired MACRS property 
or acquired computer software is placed 
in service, or the time of disposition of 
the exchanged or involuntarily converted 
property. A commentator expressed con
cern that in the case of an involuntary 
conversion under section 1033. the final 
regulations may confer an unintended 
benefit in the case of taxpayers who ac
quired property pri or to September II, 
200 I. in order to replace property that was 
ultimately requisitioned or condemned 
after September 10,2001, but as to which 
the threat or imminence of condemna
tion existed prior to that date. The IRS 
and Treasury Department acknowledge 
that the rule confers a benefit under such 
circumstances, but continue to believe 
that the rule is appropriate. Addition
ally, the IRS and Treasury Department 
decided to provide rules in the final reg
ulations to address how the additional 
first year depreciation deduction is treated 
when § 1. 1 68(i)-6T(d)(4) applies. Section 
1.168(i)-6T(d)(4) applies when, in an in
voluntary conversion. a taxpayer acquires 
and places in service acquired MACRS 
property before the time of disposition 
of the involuntarily converted MACRS 
property. If the time of disposition of the 
involuntarily converted MACRS prop
erty is after December 31. 2004, or, in 
the case of property described in section 
168(k)(2)(B) or (C), after December 3l. 
2005 (or after December 31, 2006, in 

the case of property described in section 
168(k)(2)(B) or (C) to which Announce
ment 2006-29 applies), the final regula
tions provide that the time of replacement 
is when the acquired MACRS property is 
placed in service, provided the threat or 
imminence of requisition or condemnation 
of the converted property existed prior to 

January 1,2005, or, in the case of property 
described in section 168(k)(2)(B) or (C), 
existed before January 1, 2006 (or existed 
before January I, 2007, in the case of 
property described in section l68(k)(2)(B) 
or (C) to which Announcement 2006-29 
applies). In this case, the final regulations 
also modify the income inclusion rule 
in §1.l68(i)-6T(d)(4) to allow the addi
tional first year depreciation deduction on 
the remaining carryover basis of the ac
quired MACRS property that is yualified 
property, 50-percent bonus depreciation 
property, or Liberty Zone property. 

Third, the final regulations clarify the 
rules contained in the temporary regula
tions relating to the computation of the 
additional first year depreciation deduc
tion for property described in section 
168(k)(2)(B) (longer production period 
property) and for alternative minimum tax 
purposes. In both cases, the temporary 
regulations provide a cross-reference to 
§ 1.168(k)-1 T(d) (computation of depreci
ation deduction for qualified property or 
50-percent bonus depreciation property). 
A commentator suggested that the purpose 
of the reference to § 1.168(k)-1 T( d) should 
be clarified. The final regulations adopt 
this suggestion by deleting the cross-ref
erence and providing rules for computing 
the additional first year depreciation de
duction for property described in section 
16g(k)(2)(B) (longer production period 
property) and for alternative minimum tax 
purposes. 

Also, a commentator questioned 
whether the rule that the additional first 
year depreciation IS calculated separately 
with respect to the carryover basis and the 
excess basis is appropriate. and suggested 
that the rule should be simplified by elim
inating the requirement of separate calcu
lations. The IRS and Treasury Department 
believe that the rule is appropriate because 
it conforms with §1.l68(i)-6T, which 
requires separate calculations of deprecia
tion for the carryover basis and the excess 
basis. 
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Fourth, the final regulation, clarify 
the rule, contained 111 the teIl1porar~ reg
ulation, relat1l1g to exchanged or il1\ lll
untaril~ cOl1wrted t\IACRS pru~lert~ or 
exch~lI1ged or 111\ ()luntarIi~ L'On\ erted 
cOlllputer ,of!\\are that i, pLlced III ,eniL'e 
and di,po,ed of in an exchange or i1l\olun
tary Clln\er,Wn in the ,allle taxahle ~ ear. 
In thi, ca,e, the temporary regulation, 
prmide that the additional fir,t ) ear de
preciation deductioll I, not allo\vahle for 
the eXL'hanged or il1\ulllntarily clll1\erted 
rvlACRS property or the exchanged or in
\'l1lul1taril y conwrted computer q)ftware 
II the 1\1ACRS property or computer ,oft
ware i, placed in ,en'ice and disposed of 
in an exchange or involuntary cOlnersion 
III the "line taxable year. A commentator 
'>ugge,ted that the final regulations clarify 
that the reference in the above rule to the 
MACRS property or computer software 
that is placed in service and disposed of in 
the same taxable year is the exchanged or 
ill\oluntarily converted MACRS property 
or exchanged or involuntarily cOllVerted 
computer software. The final regulations 
adopt this suggestion. 

Finally, a new example is added and 
the facts in several of the examples are 
clarified to reflect that the acquired prop
erty must be new property in order to meet 
the original use requirement and, there
fore, qualify forthe additional first year de
preciation deduction. 

Chullge ill use 

The final regulations retain the rules 
contained in the temporary regulations 
prO\iding when the use of ljualified prop
erty. 50-percent bunus depreciation prop
erty. or Liberty Zune property changes 
in the hand, of the same tax payer during 
the placed-in-service year or a subse
quent taxable year. One of these rules 
prO\ide that if property is acquired by a 
taxpayer for personal use and, during a 
,ubsequent taxable year. is converted by 
the taxpayer fmm personal use to business 
or income-producing use. the additional 
first) ear depreciation deduction is allow
able for the property in the taxahle year 
the property is cOll\'t.'rted to busines\ or 
inC\)me-prlllluL'in~ LIse (assuming all the 
requirements for tile additional first year 
depreL'iation deduction ,Ire met). Alluther 
rule pnl\ idc, that if depreciahle property 
is not qualified property, 50-percent bonus 
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depreciation property, or Liberty Zone 
property in the placed-in-service year. the 
additional first year depreciation deduc
tion is not allowable for the property even 
if a change in the use of the property subse
quent to the placed-in-service year results 
in the property being ljualified property, 
50-percent bonus depreciation property, 
or Liberty Zone property in the taxable 
year of the change in use, A commentator 
questioned whether these two rules are 
inconsistent. The commentator further 
noted that under ~I.I67(a)-II(e)(I)(i), 

property that is ready for use in a per
sonal activity is considered to be placed 
in service, The IRS and Treasury De
partment do not believe that the two rules 
are inconsistent. Property is eligible for 
the additional first year depreciation de
duction if in the first year in which the 
property is subject to depreciation, the 
property meets all the requirements to 
qualify for the additional first year depre
ciation deduction. In the case of property 
that changes from personal use to a busi
ness or income-producing use, the first 
year such property is subject to deprecia
tion is the year of conversion to business or 
income-producing use. But in the case of 
property that changes from a depreciable 
use not eligible for the additional first year 
depreciation deduction to a depreciable 
use that is eligible for the additional first 
year depreciation deduction, such property 
did not meet the requirements to qualify 
for the additional first year depreciation 
deduction in the first year in which the 
property is subject to depreciation. 

EamillKs and profits 

The final regulations retain the rule con
tained in the temporary regulations pro
viding that the additional first year de
preciation deduction is not allowable for 
purposes of computing earnings and prof
its, A commentator suggested that because 
this provision interprets section 312(k), the 
regulations under section 312 should in
dude a cros~-reference to the regulations 
under section 168(k). The IRS and Trea
sury Department agree and, accordingly, 
the final regulations adopt this suggestion. 

280F({/)( 1) limitatiol/ 

The final rcgulations also retain the 
rules contained in the temporary regula-

tions pro\'iding the increase in the lim
itation under section 280F(a)(1) of the 
amount of depreciation for certain passen
ger automobiles that are qualified propel1y 
or 50-percem bonu!'> depreciation propel1y, 
A commentator had three inljuiries about 
this increase in the limitation under section 
280F(a)( I), First. the commentator asked 
whether the incn:a,e in the limitation can 
be taken as a section 179 expense. The 
increase in the limitation under section 
280F(a)( I) that is provided in the final 
regulations may be taken as a section 179 
expense. Second, the commentator asked 
whether the increase in the limitation of 
amount of depreciation for certain pas
senger automobiles needs to be prorated 
in a short taxable year. Because the ad
ditional first year depreciation deduction 
is not prorated for a short taxable year, 
the increase in the limitation under section 
280F(a)( I) that is provided in the final reg
ulations also is not prorated. Third, when 
calculating depreciation for an asset with 
less than 100 percent business use, the 
commentator asked whether the business 
use percentage is applied to the increase 
in the limitation of amount of depreciation 
for certain passenger automobiles. If a 
taxpayer's business use of the automobile 
is less than 100 percent, the business use 
percentage is applied to the automobile's 
depreciation deduction, including the ad
ditional first year depreciation deduction, 
for the taxable year. The IRS and Treasury 
Department believe that these issues are 
outside the scope of these regulations and, 
accordingly, the final regulations do not 
address these issues, 

Sectiol/ 754 election 

Finally, the final regulations retain the 
rules contained in thc temporary regula
tions relating to any increase in basis of 
qualified property, 50-percent bonus de
preciation property, or Liberty Zone prop
erty due to a section 754 election. Under 
these rules, such increase in basis gener
ally is not eligible for the additional first 
year depreciation deduction. However, if 
qualified property, 50-percent bonus de
preciation property, or Liberty Zone prop
erty is placed in service by a partnership 
in the taxable year the partnership termi
nates under scction 708(b)( I )(B), any in
crease of basis of the qualified property, 
50-percent bonus depreciation property, or 



Liberty Zone property due to a section 754 
election is eligible for the additional first 
year depreciation deduction. A commen
tator requested that we expand this termi
nating partnership rule to any increase in 
basis due to a section 754 election that 
arises before or during the placed-in-ser
vice ycar of the property. The IRS and 
Treasury Department decided not to do so. 
The rule for a termination of a partnership 
under section 708(b)( I )(B) was made to be 
consistent with the special rule allowing 
the new partnership, instead of the termi
nated partnership, to claim the additional 
first year depreciation deduction for prop
erty placed in service during the taxable 
year of termination and contributed by the 
terminated partnership to a new partner
ship. The IRS and Treasury Departmcnt 
believe that these rules should not be ex
panded to cover any other situations. 

A commentator also suggested that we 
clarify the regulation to provide that any 
increase in basis due to a section 754 elec
tion that arises before or during the year in 
which the qualified property, 50-percent 
bonus depreciation property. or Liberty 
Zone property is placed in service will 
be taken into account for the additional 
first year depreciation deduction. The IRS 
and Treasury Department did not adopt 
this suggestion in the final regulatiom. 
The additional first year depreciation de
duction rules provide for the accelerated 
recovery of a taxpayer's cost of qualified 
property, 50-percent bonus depreciation 
property, or Liberty Zone property. Many 
basis increases resulting from a section 
754 election bear no relation whatso
ever to the cost of qualified property. 
50-percent bonus depreciation property. 
or Liberty Zone property. For example, if 
a partnership with a section 754 election 
in effeet made a liquidating distribution 
of high-basis property to a partner with 
low basis in his partnership interest, the 
basis of the partnership'S undistributed 
property would be increased under section 
734(b) by an amount equal to the decrease 
in basis to the distributed property under 
section 732(b). The amount of the section 
734(b) basis increase allocahle to qualified 
property under section 755 would have no 
correlation to the taxpayer's cost of the 
property. The IRS and Treasury Depart
ment believe that the rules regarding any 
basis increase due to a section 754 election 

should remain limited to those provided in 
the temporary regulations. 

Rehabilitati()n credit 

Several commentators asked whethcr 
propcrty that is qualified property, 50-per
cent bonus depreciation property, or Lib
erty Zone property qualifies for the reha
hilitation credit under section 47. Section 
47 allows a rehabilitation credit for quali
fied rehabilitation expenditures for certain 
buildings. Section 47(c)(2) defines the 
term qualified reiwbiliwTion expendi
rure as meaning, in general. any amount 
properly chargeable to capital account 
for property for which depreciation is 
allowable under section 168 and that is 
nonresidential real property, residential 
rental property. real propel1y that has a 
class life of more than 12.5 years, or an 
addition or improvement thereof. How
ever, a qualified rehabilitation expenditure 
does not include any expenditure with re
spect to which the taxpayer does not use 
the straight line method over a recovery 
period determined under section I 68( c) or 
(g). Because the additional first year de
preciation deduction is not a straight line 
method, the IRS and Treasury Department 
have decided to provide in the final regu
lations that if qualified rehabilitation ex
penditures (as defined in section 47(c)(2) 
and §IAR-12(c) are qualified property, 
50-percent bonus depreciation property, or 
Liberty Zone property, the taxpayer may 
claim the additional first year depreciation 
deduction for the unadjusted depreciilble 
basis of the qualified rehabilitation expen
ditures and may claim the rehabilitation 
credit (provided the requirements of sec
tion 47 are met) for the remaining basis of 
the qualified rehabilitation expenditures 
(unadjusted depreciable basis less thc 
additional first yenr depreciatlon deduc
tion allowed or allowable, whichever is 
greater) provided the taxpayer depreciates 
the remaining adjusted depreciable basis 
of such expenditures using the straight line 
method over a recovery period determined 
under section 168(c) or (g). The taxpayer 
may also claim the rehabilitation credit 
for the portion of the basis of the qualified 
rehabilitated building that is attributable 
to the qualified rehabilitation expenditures 
if the taxpayer elects not to dcduct the 
additional first year depreciation for the 

class of property that includes the quali
fied rehabilitated expenditures. 

Depreciatioll under sectioll 5 J 4( (/)( 3) 

Finally, a few commentators questioned 
whether a tax-exempt parlner in a partner
ship that has debt-financed property may 
take advantage of the additional first year 
depreciation deduction. In computing 
under section 512 the unrelated business 
taxable income for any taxable ycar, sec
tion 514 provide~ lhe rules for determining 
the amount of unrelated business taxable 
income related to deht-financed property. 
Under section 514(a)(3), the deductions al
lowable with respect to each debt-financed 
property is the sum of the deductions un
der chapter I of the Code that are directly 
connected with the debt-financed property 
or the income therefrom, except that if 
the debt-financed property is depreciable 
property, the allowance must be computed 
only by use of the straight-line method. 
The final regulations provide that the ad
ditional first year depreciation deduction 
is not allowable Cor purposes of section 
514('1)(3). 

Changes in /I,Jelhod o/Accountillg 

The IRS and Treasury Department in
tend to issue administrative guidance pro
viding procedure~ for automatic consent 
for taxpayers that wish to seek a change in 
method of accounting to comply with these 
final regulations. 

Effel'til'f' Date 

In general, the final regulations apply 
to qualified property or Liberty Zone prop
erty acquired by a taxpayer after Septem
ber 10, 200 I. and for 50 percent bonus 
depreciation property acquired by a tax
payer after May 5, 2003. Modifications to 
~ 1.168(k)-1 (b)(3 Hiii)(B) and (5 )(ii)(B) re
lating to syndication and other lease trans
actions that provide a specinl rule for mul
tiple units of property subject to the same 
lease apply to property sold after June 4, 
2004. 

Special Analyses 

It has been determined that thIS Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory assessment 
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1~ n()t required. It abo has been deter
mined that ,ectiun 553( b) ur the Admin
i,tratiw Procedure Act (5 L'.S.C. chap
ter 5) doe, not apply to the,e regulation, 
and. hecau,e the,e regubtl<l11' do not im
po,e on ,mall entitie, a l'olkl"till11 of Infllr
mation requirement. the Regulatory FIe\
lhilit~ Act () LrS.C. chClpter 6) doe, not 
apply. Therefure, a Regulatur~ Fll'\ibil-
11) Analy,i, i, not required. Pursuant to 
,eLI ion no)( f) of the Code, the notice of 
pmposed ruiemal\ing \\«, pre\'iously sub
mitted to the Chief Coumel for Adyocacy 
of the Small Hu,ine" Admini,tration for 
COI1111lent on ih l11lpal'lon small business. 

Drafting Information 

The principal author of these regula
tion, is Douglas H. Kim. Office of As
sociate Chief Counsel (Passthroughs and 
Special Industries l. However. other per
,onnel from the IRS and Treasury Depart
ment participated in their development. 

* * * * %: 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority for part 
continues to read. in part. as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.-18-12 is amended by 

adding a new sentence at the end of para
graph (a)( 2)t i) and adding a new sentence 
at the end of paragraph (c)( 8)( i) to read as 
follows: 

.~ 1 . .J8-12 Q[(uiijied re/whilil(/(ed Imilding: 
n"jl{'/ldilllrcs inclIrred atfer Decelllher 31. 
1481. 

(a) " 

(2) ", ,!. 

(i )"'!' The last sentence of paragraph 
(l')I S)( i) of this section applies to qualified 
n:hahilitation ex.penditures that are qual
ified property LInder sel"tion 16811\)(2) or 
qualified New York Liberty Zone property 
under ,ection I-IO()Lth) acquired hy a tax
payer after Septemher In. 200 I. and to 
Llualified rehabilitation expenditures that 
arc :'iO pl'1"cent bonus depreciation property 
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Linder ,ectilln 168(1\)(4) acquired by a tax
payer after May 5. 2003. 

(c) " " ., 

(H) ,; * * 
( i) '" * * However. see 

~1.168(k)-I(f)(10) if the qualified 
rehahilitation ex.penditurcs are qualified 
property or 50-percent bonus depreciation 
property under section 168(k) and see 
~1.1-IOOl(b)-I(f)(9) if the qualified 
rehabilitation expenditures arc qualified 
New York Liberty Zone property under 
section 1400L(b). 

Par. 3. Section 1.167(a)-14isamended 
hy revising paragraphs (b)(I). (e )(2). and 
(e)(3) to read as follows: 

,9/.167(0)-14 Treatment qt"cerraill 
illlwlgible properry excluded from section 
197. 

* * * * ~ 
(b) * * * (I) In gelleral. The amount 

of the deduction for computer soft
ware described in section I 67(f)( 1) and 
~1.197-2(c)(4) is determined by amortiz
ing the cost or other basis of the computer 
software using the straight line method 
described in * 1.167(b )-1 (except that its 
salvage value is treated as zero) and an 
amortization period of 36 months begin
ning on the first day of the month that the 
computer software is placed in service. 
Before determining the amortization de
duction allowable under this paragraph 
(b). the cost or other basis of computer 
software that is section 179 property. as 
defined in section 179(d)(I)(A)(ii). must 
be reduced for any portion of the basis 
the taxpayer properly elects to treat as 
an expense under section 179. In addi
tion. the cost or other basis of computer 
software that is qualified property under 
section 168(k)(2) or ~1.168(k)-I. 50-per
cent bonus depreciation property under 
section 168(k)(4) or *1.168(kH. or qual
ified New York Liberty Zone property 
under section 1400Ltb) or ~1.1400l(b)-I. 
must be reduced by the amount of the 
additional first year depreciation deduc
tion allowed or allowable. whichever is 
greater. under section 168(k) or section 
I-IOOLtb) for the computer software. If 
costs for developing computer software 

that the taxpayer properly elects to defer 
under section 17-1(b) result in the develop
ment of property subject to the allowance 
for depreciation under section 167. the 
rules of this paragraph (b) will apply to the 
unrecovered costs. In addition. this para
graph (b) applies to the cost of separately 
acquired computer software if the cost to 
acquire the software is separately stated 
and the cost is required to be capitalized 
under section 263(a). 

* * * * * 
(e) * * * 
(2) Change 111 method (d accoll/lf

IIIg. See ~1.I97-2(i)(4) for rules relat
ing to changes in method of accounting 
for property to which §1.167(a)-14 ap
plies. However. see §1.168(k)-I(g)(4) or 
1.1400L(b)-1 (g)(4) for rules relating to 
changes in method of accounting for com
puter software to which the third sentence 
in §1.167(a)-14(b)(I) applies. 

(3) Qualified property, 50-percent 
bonus depreciation property, qualified 
New York Liberty Zone property, or section 
179 property. This section also applies to 
computer software that is qualified prop
erty under section 168(k)(2) or qualified 
New York Liberty Zone property under 
section 1400L(b) acquired by a taxpayer 
after September 10. 200 I. and to computer 
software that is 50-percent bonus depre
ciation property under section 168(k)( 4) 

acquired by a taxpayer after May 5, 2003. 
This section also applies to computer soft
ware that is section 179 property placed 
in service by a taxpayer in a taxable year 
beginning after 2002 and before 2010. 

§ 1.167(a)-14T [Removed] 

Par. 4. Section 1.I67(a)-14T is re
moved. 

Par. 5. SectionI.168(d)-1 is amended 
by revising paragraph (d)(2) to read as fol
lows: 

§J.168(d)-1 Applicable 
cOllventions-half-year and mid-quarter 
convention. 

* * * * * 
(d) * * * 
(2) Qualified property, 50-percent 

bonus depreciation property, or quali
fied New York Liberty Zone property. This 
section also applies to qualified property 



under section 168(k)(2) or qualified New 
York Liberty Zone property under section 
1400L(b) acquired by a taxpayer after 
September 10, 2001, and to 50-percent 
bonus depreciation property under section 
168(k)(4) acquired by a taxpayer after 
May 5, 2003. 

* * * * * 
Par. 6. In §1.l68(d)-IT, paragraphs 

(b)(3)(ii) and (rJ)(2) are amenrJed as fol

lows: 
I. The last sentence in paragraph 

(b)(3)(ii) is amended by removing the lan
guage "§ 1.168(k)-IT( f)(l)" and adding 
"§1.l68(k)-I(f)(l)" in its place. 

2. The last sentence in paragraph 
(b)(3)(ii) is amended by removing the lan
guage "§ 1.1400L(b)-IT(f)(l)" and adding 
"§1.1400L(b)-1(f)(l)" in its place. 

3. Paragraph (d)(2) is revised. 
The revision reads as follows: 

§1.168(d)-IT Applicable 
conventions-haif-year and mid-quarter 
conventions (temporary). 

* * * * * 
(d) * * * 
(2) Qualified property, 50-percent 

bonus depreciation property, or quali
fied New York Liberty Zone property. For 
further guidance, see §1.J68(d)-I(d)(2). 

* * * * * 
Par. 7. Section 1.1 68(i)-6T is amended 

by adding a new sentence at the end of 
paragraph (d)( 4) to read as follows: 

§J.168(i)-6T Like-kind exchanges and 
involuntary conversions (temporary). 

* * * * * 
(d) * * * 
(4) * * * However, see 

§ 1.168(k)-1 (f)(5)(v) for replacement 
MACRS property that is qualified prop
erty or 50-percent bonus depreciation 
property and § 1.1400L(b )-1(f)(5) for 
replacement MACRS property that is 
qualified New York Liberty Zone prop
erty. 

* * * * * 
Par. 8. Section J.l68(k)-OT is redes

ignated as § 1.168(k)-0 and newly desig
nated § 1.168(k)-0 is amended as follows: 

1. The word "temporary" is removed 
from the section heading. 

2. The introductory text and the table of 
contents heading are revised. 

3. The entries for §1.l68(k)-
I(b)(3)(ii)(A) and (B) are added. 

4. The entries for § 1.168(k)-
1(b)(3)(iii). (iii)(B), and (iii)(C) arc re
vised. 

5. The entry for § I.l68(k)-
l(b)(4)(iii)(B) is revised. 

6. The entries for § 1.168(k)-
1(b)(4)(iii)(B)(1) and (2) are added. 

7. The entries for § 1.1 68(kJ-1 (b)(5 )(ii), 
(ii)(B), and (ii)(C) are revised. 

8. The entry for § 1.168(k)-l(b )(5 lev) is 
added. 

9. The entries for §1.I68(k)-I(e)(6), 
(7), (7)(i), and (7)Oi) are added. 

10. The entries for § 1.168(k)-
1(f)(5)(iii)(e) and (D) are added. 

II. The entry for §1.168(k)-I(fJ(5)(v) 
is redesignated as § 1.168(k)-1(f)(5)(vi). 

12. The entries for § 1.168(k)-
1(f)(5)(v), (v)(A), and (v)(B) are added. 

13. The entries for §1.168(k)-I(f)(lO) 
and (II) are added. 

14. The entries for § 1.168(k)-I(g)(5) 
and (6) are added. 

The arlditions and revisions read as fol
lows: 

§I.168(k)-O Table nfrontents. 

This section lists the headings that ap
pear in § 1.168(k)-1. 

§1.168(k)-1 Additional first year 
depreciation deduction. 

* * * * * 
(b) * * * 
(3) * * * 
(ii) * * * 
(A) Personal use to business or income

producing use. 
(B) Inventory to business or income

producing use. 
(iii) Sale-leaseback, syndication, and 

certain other transactions. 

* * * * * 
(B) Syndication transaction and certain 

other transactions. 
(e) Sale-leaseback transaction fol

lowed by a syndication transaction and 
certain other transactions. 

* * * * * 
(4) * * * 
(iii) * *' * 
(B) When does manufacture, construc

tion, or production begin. 
(l) In general. 

(2) Safe harbor. 

* * * * * 
(5) * * * 
(ii) Sale-leaseback, syndication, and 

certain other transactions. * * * 
(B) Syndication transaction and certain 

other transactions. 
(e) Sale-leaseback transaction fol

lowed by a syndication transaction and 
certain other transactions. 

* * * * * 
(v) Example. 

* * * * * 
(e) * * * 
(6) Alternative minimum tax. 
(7) Revocation. 
0) In general. 
(ii) Automatic 6-month extension. 

* * * * * 
(f) * * * 
(5) * * * 
(iii) * * * 
(C) Property having a longer production 

period. 
(D) Alternative minimum tax. 

* * * * * 
(v) Acquired MAeRS property or ac

quired computer software that is acquired 
and placed in service before disposition of 
involuntarily converted MACRS property 
or involuntarily converted computer soft
ware. 

(A) Time of replacement. 
(B) Depreciation of acquired MAeRS 

property or acquired computer software. 

* * * * * 
( 10) Coordination with section 47. 
( II) Coordination with section 

514(a)(3). 

(g) * * * 
(5) Revisions to paragraphs 

(b)(3)(ii)(B) and (b)(5)(ii)(B). 
(6) Rehabilitation credit. 
Par. 9. Section 1.168(k )-1 T is redes

ignated as § 1.168(k)-1 and newly desig
nated § I.l68(k)-1 is amended as follows: 

1. The word "temporary" is removed 
from the section heading. 

2. Paragraph (a)(2)(lii) is revised. 
3. Paragraph (a)(2)(iv) is amended 

by removing the language "§ 1.1 68(k)
IT(a)(2)(iii)" and adding "§ 1.168(k)
l(a)(2)(iii)" in its place. 

4. Paragraph (b)( I) is revised. 
5. Paragraph (b)(2)(i)(A) is amended 

by removing the language "§ 1.168(k)-
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IT( a)( 2)( ii)" and adding "~1.16S( k)
l(a)(2)(ii)" in it> place. 

6. Para8raphs I h)(:2)( ii)( A )(.~ L 
Ib)(3)(i). and (h)(3)lii) arc rc\ised. 

7. Thc hcading of paragraph (h)(3)(iii) 
i, rcvi,ed 

S. Paragraph, (h)(3)liii)(BI and (Cl are 
revI,ed. 

9. Thc first and second sentences of 
paragraph I h)( 3)( iv) are revised. 

10. Paragraph (h I( 311 \ I is amended by 
rcvi,ing thc fourth sentcncc in Eru/l1p/£' .J
and hy adding ncw ExulI/ple 5. 

II. Paragraph (b)(.l)(i)IB) is revised. 
12. The last scntences of paragraphs 

(h)(.l)(ii)(A). (B). and (0) are revised. 
13 Paragraph (b)(4)(iii)IA) is amended 

hy adding a new sentcnce at the end. 
l.l. Paragraphs (b)(.l)(iii)(B) and 

(b)(.l)(iv)(A) are revised. 
IS. Paragraph (b)(.l)(v) is amended by 

rC\lsin8 the third sentence in t.).:alllp/e 10. 
hy adding a sentence at the end of Example 
I I. and by adding EWIIl!)les 12.13 and 14. 

16. Paragraph (b)(S)(i) is revised. 
17. The heading of paragraph (b)(S)(ii) 

is revised. 
1 S. Paragraphs (b)( S )(ii)( B) and (C) are 

revised. 
19. Paragraph (b)(S)(v) is added. 
20. Paragraph (d)( I )(i) is revised. 
21. Paragraph (d)(l)(ii) is amended 

by removing the language "§ I. 168(k)
IT(a)(2)(iii)" and adding "§ 1.168(k)
l(a)(2)(iii)" in its place. 

22. Paragraphs (d)( I )(iii) and 
(e)( I )(ii)(B) are revised. 

23. Paragraphs (e)( 6) and (e)( 7) are 
added. 

24. Paragraph (f)( I )(i) is amended by 
adding a new sentence at the end. 

2S. The introductory text of paragraph 
(f)(2) is revised. 

26. Paragraph (1)(2l(ii) and the intro
ductory tcxt of paragraph (I)( 2 J(iii) are re
vised. 

n. Paragraph (f)( 2)( i v) is amended bv 
re\'ising EX(/II/ple 2. -

28. Paragraph (f)(S)(i) is revised. 
29. Paragraphs (f)(S)(ii)(F) and 

(f)())(ii)(J)(2) are revised. 
30. Paragraphs (f)())(ii)(K) and (L) are 

added. 
31. Paragraph (f)( S)( iii I( A) is revised. 
.~2. The last sentence of paragraph 

(fllS)(iii)(B) is revised. 
.13. Paragraphs (f)(S)(iii)(C) and (0) 

arc added. 
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.~4. Paragraph (f)(S)(v) is redesignated 
as paragraph (f)(S)(vi) and newly ~desig
nated paragraph (f)(S)(vi) is amended hv 
reviSIng the facts in EWlI1ples 1.3.4. and 
5, and by adding ne\\' EWlIlple 6. 

3S. New paragraph (t)(S)(v) is added. 
36. Paragraphs (f)( 10) and (II) are 

added. 
37. Paragraph (g)( I) is revised, 
38. The last sentence in paragraph 

(g)(3)(ii) is removed, 
39. Paragraphs (g)(S) and (6) are added. 
The additions and revisions read as fol

lows: 

,9/./68(k)-1 Additional first year 
depreciation dedllction. 

(a) * * * 
(2) * * * 
(iii) Unadjusted depreciable basis is the 

hasis of property for purposes of section 
10 II without regard to any adjustments de
scribed in section 1016(a)(2) and (3). This 
basis reflects the reduction in basis for the 
percentage of the taxpayer's use of prop
erty for the taxable year other than in the 
taxpayer's trade or business (or for the pro
duction of income). for any portion of the 
basis the taxpayer properly elects to treat 
as an expense under section 179 or sec
tion 179C. and for any adjustments to ba
sis provided by other provisions of the In
ternal Revenuc Code and the regulations 
thereundcr (other than section 10 16(a)(2) 
and (3)) (for example, a reduction in basis 
by the amount of the disabled access credit 
pursuant to section 44( d)(7)). For property 
subject to a lease. see section 167(c)(2). 

* * * * * 
(b) Qualified property or 50-percent 

bon liS depreciation property-( I) In xell
era/. Qualified property or 50-percent 
bonus depreciation property is deprecia
ble property that meets all the following 
requirements in the first taxable year in 
which the property is subject to depre
ciation by the taxpayer whether or not 
depreciation deductions for the property 
are allowable: 

(i) The requirements in § \.I 68(k)
I (b)( 2) (description of property); 

(ii) The requirements 111 * 1.168(k)
l(b)(3 J (original use); 

(iii) The requirements in § 1.168(k)
\(b)(.l) (acquisition of property); and 

(iv) The requirements in §1.l68(k)
l(bH)) (placed-in-service date). 

(2) * '" '" 
(ii) * * * 
(A) "" '" 

(2) Required to be dcpreciated underthe 
alternative depreciation system of section 
168(g) pursuant to section 168(g)(l )(A) 
through (0) or other pro\'isions of the In
ternal Re\enue Code (for example, prop
erty described in section 263A(e)(2)(A) if 
the taxpayer (or any related person as de
fined in section 263A(e)(2)(B») has made 
an election under section 263A(d)(3). or 
property described in section 280F(b)(\ )). 

* * * * * 
(3) * * * 
(i) In general. For purposes of the 

30-percent additional first year deprecia
tion deduction, depreciable property will 
meet the requirements of this paragraph 
(b )(3) if the original use of the prop
erty commences with the taxpayer after 
September 10, 200 I. For purposes of the 
50-percent additional first year deprecia
tion deduction. depreciable property will 
meet the requirements of this paragraph 
(b)(3) if the origi nal use of the property 
commences with the taxpayer after May 
5. 2003. Except as provided in paragraphs 
(b)(3)(iii) and (iv) of this section. origi
nal use means the first use to which the 
property is put. whether or not that use 
corresponds to the use of the property 
by the taxpayer. Thus, additional capital 
expenditures incurred by a taxpayer to re
condition or rebuild property acquired or 
owned by the taxpayer satisfies the orig
inal use requirement. However, the cost 
of reconditioned or rebuilt property does 
not satisfy the original use requirement. 
The question of whether property is recon
ditioned or rebuilt property is a question 
of fact. For purposes of this paragraph 
(b )(3)( i). property that contains used parts 
will not be treated as reconditioned or 
rebuilt if the cost of the used parts is not 
more than 20 percent of the total cost of 
the property, whether acquired or self-con
structed. 

(ii) Conversion to business or income
producing lIse-(A) Persona/lise to busi
ness or income-pruducill[? use. If a tax
payer initially acquires new property for 
personal use and subsequently uses the 
property in the tax pa yer' s trade or busi
ness or for the taxpayer's production of in
come. the taxpayer is considered the orig
inal user of the property. If a person ini-



tiaJly acquires new property for personal 
use and a taxpayer subsequently acquires 
the property from the person for use in the 
taxpayer's trade or business or for the tax
payer's production of income, the taxpayer 
is not considered the original user of the 
property. 

(B) Inventory to business or income

producing use. If a taxpayer initially ac
quires new property and holds the property 
primarily for sale to customers in the ordi
nary course of the taxpayer's business and 
subsequently withdraws the property from 
inventory and uses the property primarily 
in the taxpayer's trade or business or pri
marily for the taxpayer's production of in
come, the taxpayer is considered the orig
inal user of the property. If a person ini
tially acquires new property and holds the 
property primarily for sale to customers in 
the ordinary course of the person's busi
ness and a taxpayer subsequently acquires 
the property from the person for use pri
marily in the taxpayer's trade or business 
or primarily for the taxpayer's production 
of income, the taxpayer is considered the 
original user of the property. For purposes 
of this paragraph (b)(3)(ii)(B), the origi
nal use of the property by the taxpayer 
commences on the date on which the tax
payer uses the property primarily in the 
taxpayer's trade or business or primarily 
for the taxpayer's production of income. 

(iii) Sale-leaseback, syndication, and 

certain other transactions. * * * 
(B) Syndication transaction and certain 

other transactions. If new property is orig
inally placed in service by a lessur (includ
ing by operation of paragraph (b )(5)(ii)(A) 
of this section) after September 10, 2001 
(for quaJified property), or after May 5, 
2003 (for 50-percent bonus depreciation 
property), and is sold by the lessor or any 
subsequent purchaser within three months 
after the date the property was originally 
placed in service by the lessor (or, in the 
case of multiple units of property subject 
to the same lease, within three months af
ter the date the final unit is placed in ser
vice, so long as the period between the 
time the first unit is placed in service and 
the time the last unit is placed in service 
does not exceed 12 months), and the user 
of the property after the last sale during 
the three-month period remains the same 
as when the property was originally placed 
in service by the lessor, the purchaser of 
the property in the last sale during the 

three-month period is considered the orig
inal user of the property. 

(C) Sale-leaseback transaction fol
lowed by a syndication transaction and 
certain other transactions. If a sale-lease
back transaction that satisfies the require
ments in paragraph (b)(3)(iii)(A) of this 
section is foIIowed by a transaction that 
satisfies the requirements in paragraph 
(b )(3 )(i ii)(B) of this section, the original 
user of the property is determined in ac
cordance with paragraph (b)(3 )(iii )(B) of 
this section. 

(iv) Fractional interests in property. If, 
in the ordinary course of its business, a tax
payer sells fractional interests in property 
to third parties unrelated to the taxpayer, 
each first fractional owner of the properly 
is considered as the original user of its pro
purtionate share of the property. Further
more, if the taxpayer uses the property be
fore all of the fractional interests of the 
property are sold but the property contin
ues to be held primarily for sale by the tax
payer, the original use of any fractional in
terest sold to a third party unrelated to the 
taxpayer subsequent to the taxpayer's use 
of the property begins with the first pur
chaser of that fractional interest. * * * 

(v) * * * 
Example 4. * * * On June 1. 2003. G sells to 

I, an unrelated party to G, the remaining unsold 3/8 

fractional interests in the aircraft * * * 
Example 5. On September 1.2001, JJ. an equip

ment dealer. buys new tractors that are held by J] pri
mari�y for sale to customers in the ordinary course of 
its business. On October 15, 2001. J] withdraws the 
tractors from inventory and begins to use the tractors 
primarily for producing rental income. The holding 
of the tractors by JJ as inventory does not constitute 
a "use" for purposes of the original use requirement 
and. therefore, the original use of the tractors com
mences with 11 on Octoher 15, 200 I, for purposes of 
paragraph (b)(3) of this section. However. the trac
tors are not eligible for the additional first year de
preciation deduction because JJ acquired the tractors 

before September II. 200 I. 

(4) * * * 
(i) * * * 
(B) 50-percent bonus depreciation 

property. For purposes of the 50-percent 
additional first year depreciation deduc
tion, depreciable property will meet the 
requirements of this paragraph (b)( 4) if 
the property is-

(1) Acquired by the taxpayer after May 
5, 2003, and before January I, 2005, but 
only if no written binding contract for the 
acquisition of the property was in etfect 
before May 6, 2003; or 

(2) Acquired by the taxpayer pursuant 
to a written binding contract that was en
tered into after May 5, 2003. and before 
January I, 2005. 

(ii) * * * 
(A) * * * If the contract provided for a 

full refund of the purchase price in lieu of 
any damages allowable by law in the event 
of breach or cancellation, the contract is 
not considered binding. 

(B) * * * A contract that imposes sig
nificant obligations on the tax.payer or 
a predecessor will be treated as binding 
notwithstanding the fact that certain terms 
remain to be negotiated by the parties to 
the contract. 

* * * * ¥ 

(D) * * * For example, if the provi
sions of a supply or similar agreement state 
the design specifications of the property to 
be purchased, a purchase order under the 
agreement for a specific number of assets 
is treated as a binding contract. 

* * * * * 
(iii) * * * 
(A) * * * If a taxpayer enters into a 

written binding contract (as defined in 
paragraph (b)( 4 )(ii) of this section) after 
September 10, 200 I, and before January I, 
2005, with another person to manufacture, 
construct, or produce property described 
in section 168(k)(2)(B) (longer production 
period property) or section 168(k)(2)(C) 
(certain aircraft) and the manufacture, con
struction, or production of this property 
begins after December 31, 2004, the ac
quisition rule in paragraph (b)(4)(i)(A)(2) 
or (B)(4)(i)(B)(2) of this section is met. 

(B) When does manufacture. construc
tion, or production begin-(l) in general. 
For purposes of paragraph (b)(4)(iii) of 
this section, manufacture, construction, 
or production of property begins when 
physical work of a significant nature be
gillS. Physical work does not include 
preliminary activities such as planning 
or designing, securing financing, explor
ing, or researching. The determination 
of when physical work of a significant 
nature begins depends on the facts and 
circumstances. For example, if a retail 
motor fuels outlet or other facility is to be 
constructed on-site, construction begins 
when physical work of a significant nature 
commences at the site; that is. when work 
begins on the excavation for footings, 
pouring the pads for the outlet, or the dnv-
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ing of foundation piling~ into the ground. 
Preliminary work. ~uch a~ cleanng a site. 
test drilling to detenmne sllIl condition. 
or excavation to l'hange the CllI1tour of 
the land (a, di,tinguI,hed from e\ca\a
tion for footing~) doe., not constitute the 
beginning of construction. HoweWL if a 
retail motor fuels outlet or other facility 
is to be assembled on-site from modular 
units manufactured off-site and delivered 
to the site \\her,' the outlet will he used. 
manufacturing begins when physical work 
of a ,ignilicant nature commences at the 
off-site location. 

(:!) Slife harhor. For purposes of para
graph (h)(4)(iii)(B)(/) of thiS section. a 
taxpayer may choose to determine when 
physical work of a significant nature be
gins in accordance with this paragraph 
(b)(4)(iii)(B)(.2). Physical work of a sig
nificant nature will not be considered to 
begin hefore the taxpayer incurs (in the 
case of an accrual basis taxpayer) or pays 
(in the case of a cash basis taxpayer) 
more them 10 percent of the total cost of 
the property (excluding the cost of any 
land and preliminary activities such as 
planning or designing. securing financ
ing, exploring. or researching). When 
property is manufactured. constructed, 
or produced for the taxpayer by another 
person, this safe harbor test must be sat
isfied by the taxpayer. For example. if a 
retail motor fuels outlet or other facility 
is to be constructed for an accrual basis 
taxpayer hy another person for the total 
cost of $200.000 (excluding the cost of 
any land and preliminary activities such as 
planning or designing, securing financing, 
exploring. or researching), construction 
is deemed to begin for purposes of this 
paragraph (b)(4)(iii)(B)(2) when the tax
payer has incurred more than 10 percent 
(more than $20,000) of the total cost of 
the property. A taxpayer chooses to apply 
this paragraph (b)(-t)(iii)(B)(2) by filing 
an income tax return for the placed-in-ser
\'ice year of the property that determines 
when physical work of a significant na
ture begin~ consistent with this paragraph 
(b)(4)(iii)(13)(2J. 

(i \) Disqllalified tralls(lctioIlS-( A) 111 
gCllcral. Property does not satisfy the re
II L1 i rements of this paragraph (b)( 4) if the 
user of the property as of the date on which 
the property was originally placed in ser-
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vice (including by operation of paragraphs 
(b)())(ii). (iii). and (iv) of this section). or 
a related party to the user or to the tax
pa)ef. acquired. or had a written binding 
contract (as defined in paragraph (b)(4)(ii) 
of this section) in effect for the acquisi
tion of the property at any time before 
September II. 200 I (for qualified prop
erty). or before May 6. 2003 (for 50-per
cent bonus depreciation property). In addi
tion. property manufactured. constructed, 
or produced for the use by the user of the 
property or by a related party to the user 
or to the taxpayer does not satisfy the re
quirements of this paragraph (b)( 4) if the 
manufacture. construction, or production 
of the property for the user or the related 
party began at any time before September 
11,2001 (for qualified property), or before 
May 6, 2003 (for 50-percent bonus depre
ciation property). 

* * * * * 
(v) * * * 
Example 10. "* * Between May 6. 2003. and 

June 30. 2003. S. a calendar-year taxpayer. began 
construction. and incurred another $1.200.000 to 
complete the construction. of the power plant and. on 
August 1.200). S placed the power plant in service. 
* x ::-: 

Exalllple I I. *' " In addilion. the sale-leaseback 
rub in paragraphs (b)(3)(iii)(A) and (b)15)(il)(A) of 

this section do not apply because the equipment was 
originally placed in sClVlce by T before September 
II. 2(]01. 

Exallll'le 1:2. On JUly t. 2001. KK began con
structing property il,r its own usc. KK placed this 
property in service on September 15, 20D I On Oc
tober 15.200 I. KK sells the property to LL. an unre
bted party. and leases the property back from LL in 
a sale-lease hack transaction. Pursuant to paragraph 
(h)14)(iv) e,f this ,eclion. the property does not qual
ify fm Ihe additional first year depreciation deduction 
hecause Ihe property was constructed for KK. the mer 
of the property. and that construction began prior to 
September II. 2()O I. 

E\illl/p/e 13. On June I. 2004. MM decided to 
construct property described in section 16X(kJ(2){B) 
for ib ow n usc. However. one of the component parts 
of the property had to he manufactured by another 
person for MM. On August IS, 2()04. MM entered 
inlo a \Hillen binding contract with NN to acquire 
thIS component part of the property for $100.000. 
The manufacture of the componenl part commenced 
on September I. 2004. and MM received the com
pleted component part on February I. 2005. The 
cost of this component part is 9 percent of the totat 
cost of the property to be constructed by MM. MM 
began constructing the property described in sec
tion 168(k)(2)(BI on January IS. 2D05. and placed 
thIS property (including all component parts) in ser
\ ice on November I. 2005. Pursuant to paragraph 
Ibll4)(iil )(C)(21 of this section. the self-constructed 
component part of S I OU.UOU manufactured by N:'-I for 
M1\l is digible for the additional first year deprecia-

tion deJtll'tHlil (a"ullllllg alt nther reqUIrements are 
met) because Ihe manufacturing nf the c'omponent 

part hegan after Sepleillber 10. 2tlO I. and hcfnreJan
ll;lr~ I. 2()()), and the propert\ descrlhed in section 

16R(k)( 2)( B). the larger sdr'c'onstruct~d propeny. 

was placed in service h) 1\11\1 before January I. 2006. 
Howevcr. pUI'SlIClIlt to paragraph (b)(4)(iii)(A) of this 

section. the C'Os{ of Ihe prnrl'l"t~ descrihed 10 sccllon 
168(kl(2)(B) (l'\dudlllg the Cllst of Ih~ self-L'on

strucled COll1pOnl'nt pari llf S IO(}.(}OO manufactured 
hy NN for MM) is not L'ligihlc for Ihc additIOnal tiN 
year depr~ciation deduction bt'C<\Usc c'onslrllclion llf 
Ihe property hegan afIer Decem her J I. 2004. 

t.\l/II/IJI(' 1-1. On Decemher 1.2004.00 cnlcred 
into a written binding contract las defined in para, 

graph (h)(4)(iIJ of this section) wilh PP to manufac
ture an aircraft dL'scrihed in section 168(k)(2)(C) for 

lise in 00's trade or husiness. PP hegins to manu

facture the aircraft on February I. 2005. 00 places 
the aircraft in service on August I. 2005. Pursu,ml 

to paragraph (b)(4)(iii)(A) of this section. the aircrafl 
meets the requirements of paragraph (b)(4)(iHB)(2) 
of this section hecause the aircraft was acquired by 
00 pursuant to a written hinding contract entered inlo 
after May S. 2003. and before January I. 2005. 

(5) Placed-in-service date-(i) III gen

eral. Depreciable property will meet the 
requirements of this paragraph (b )(5) if 
the property is placed in service by the 
taxpayer for use in its trade or business 
or for production of income before Jan
uary 1. 2005, or, in the case of property 
described in section 168(k)(2)(B) or (el, 
is placed in service by the taxpayer for 
use in its trade or business or for pro
duction of income before January I, 2006 
(or placed in service hy the taxpayer for 
use in its trade or business or for produc
tion of income before January 1,2007. in 
the case of property described in section 
168(k)(2)(B) or (e) to which section 105 
of the Gulf Opportunity Zone Act of 2005 
(Public Law 109-135, 119 Stat. 2577) ap
plies (for further guidance, see Announce
ment 2006-29, 2006-19 I.R.B. 879, and 
§60 1.60 I (d )(2 )(ii)(b) of this chapter). 

(ii) Sale-leaseback, syndication, and 

certain other transactions. * * * 
(B) Syndication transaction and cer

tain other transactions. If qualified prop
erty is originally placed in service after 
September 10, 200 I, or 50-percent bonus 
depreciation property is originally placed 
in service after May 5. 2003. by a lessor 
(including by operation of paragraph 
(bJ(5)(ii)(A) of this section) and is sold 
by the lessor Or any subsequent purchaser 
within three months after the date the prop
erty was originally placed in service by the 
lessor (or, in the case of multiple units of 
property subject to the same lease, within 
three months after the date the final unit 



is placed in service, so long as the period 
between the time the first unit is placed in 
service and the time the last unit is placed 
in service does not exceed 12 months), and 
the user of the property after the last sale 
during this three-month period remains 
the same as when the property was orig
inally placed in service by the lessor, the 
property is treated as originally placed in 
service by the purchaser of the property in 
the last sale during the three-month period 
but not earlier than the date of the last sale. 

(C) Sale-leaseback transaction fol
lowed by a syndication transaction and 
certain other transactions. If a sale-lease
back transaction that satisfies the re
quirements in paragraph (b)(S)(ii)(A) of 
this section is followed by a transaction 
that satisfies the requirements in para
graph (b )(5)(ii)(B) of this section, the 
placed-in-service date of the property is 
determined in accordance with paragraph 
(b)(S)(ii)(B) of this section. 

* * * * * 
(v) Example. The application of this 

paragraph (b )(5) is illustrated by the fol
lowing example: 

Example. On September 15. 2004. QQ acquired 
and placed in service new equipment. ThIS equip
ment IS not described in section 16S(ki(2)(B) or IC). 
On December 1.2004. QQ sells the equipment to RR 
and leases the equipment back from RR in a sale
leaseback transaction. On February 15. 2005. RR 
sells the equipment to IT subject to the lease with 
QQ. As of February 15. 2005. QQ is sull the user 
of the equipment. The sale-leaseback transaction of 
December 1. 2004, between QQ 20d RR satisfies the 
requirements of paragraph (b)(5)(ii)(A) of this sec
tion. The sale transaction of February tS. 2005. be
tween RR and TT satisfies the requirements of para
graph (b)(S)(ii)(B) of thi, section. Consequently. pur
suant to paragraph (b)(S)(iij(C) of lhis section, the 
equipment is treated as originally placed in service by 
IT on February 15,2005. Further, pursuant to para
graph (b)(3)(iii)(C) of this section. TT is considered 
the original user of [he equipment. Accordingly. the 
equipment is not eligible for the additional firsl year 
depreciation deduction 

* * * * * 
(d) * * * 
(1) * * * (i) In general. Except as 

provided in paragraph (f) of this section, 
the additional first year depreciation de
duction is allowable in the first taxable 
year in which the qualified property or 
50-percent bonus depreciation property is 
placed in service by the taxpayer for use in 
its trade or business or for the production 
of income, Except as provided in para
graph (f)(5) of this section, the allowable 

additional first year depreciatIon deduc
tion for qualified property is determined 
by multiplying the unadjusted depreciable 
basis (as defined in ~ 1.16R(k)-I(a)(2)(iii)) 
of the qualified property by 30 percent. 
Except as provided in paragraph (0(5) of 
this section, the allowable additional first 
year depreciation deduction for 50-percent 
bonus depreciation property is determined 
by mUltiplying the unadjusted depreciable 
basis (as defined in § 1.168(k)-1 (a)(2)(iii») 
of the SO-percent bonus depreciation prop
erty by 50 percent. Except as provided in 
paragraph (f)( I) of this sectIon, the 3D-per
cent or 50-percent additional first year de
preciation deduction is not affected by a 
taxable year of less than 12 months. See 
paragraph (f)( I) of this section for quali
fied property or 50-percent bonus depreci
ation property placed in service and dis
posed of in the same taxable year. See 
paragraph (f)(5) of this section for quali
fied property or 50-percent bonus depreci
ation property acquired in a like-kind ex
change or as a result of an involuntary con
verSlOn. 

* * * * * 
(iii) Alternative minimum tax. The 

30-percent or 50-percent additional first 
year depreciation deduction is allowed 
for alternative minimum tax purposes for 
the taxable year in which the qualified 
property or the 50-pcrcent bonus depreci
ation property is placed in service by the 
taxpayer. In general. the 30-percent or 
50-percent additional first year depreci
atJOn deduction for alternative minimum 
tax purposes is based on the unadjusted 
depreciable basis of the property for alter
native minimum tax purposes. However, 
see paragraph (f)(5)(iii)(D) of this sec
tion for qualified property or 50-percent 
bonus depreciation property acquired in 
a like-kind exchange or as a result of an 
involuntary conversion. 

*" * * * * 
(e) * * * 
(1) * * * 
(ii)*** 
(B) Not to deduct both the 30-percent 

and the 50-percent additional first year de
preciation. If this election is made. no ad
ditional first year depreciation deduction is 
allowable for the class of property. 

* * * * * 
(6) Allernative minimum tax. If a tax

payer makes an election specified in para-

graph (e)( I) of this section (or a L'lass or 
property, the depreciation adjustments un
der ~ection 56 and the regulations under 
section S6 apply to the property to which 
that election applies for purposes of com
puting the taxpayer's alternati ve 11111limull1 
taxable income. 

(7) Re\'()('afiol1 of elcctiol/-( i) 111 gen

eral. Except as provided in paragraph 
(e)(7 )(ii) of this section. an election spec
ified in paragraph (eHl) of this section. 
once made, may be revoked only with the 
'Written consent of the Commissioner of 
Internal Revenue. To seek the Commis
sioner's consent, the taxpayer must submit 
a request for a letter ruling. 

(ii) Automatic 6-mollth eXlell.~i(Jll. If 
a taxpayer made an election specified in 
paragraph (e)( I) of this section for a class 
of property, an automatic extension of 6 
months from the due date of the taxpayer's 
Federal tax return (excluding extensions) 
for the placed-in-service year of the class 
of property is granted to revoke that elec
tion. provided the taxpayer timely filed 
the taxpayer's Federal tax return for the 
placed-in-service year of the class of prop
erty and, within thIS 6-month extension pe
riod, the taxpayer (and all taxpayers whose 
tax liability would be affccted by the elec
tion) files an amended Federal tax return 
for the placed-in-service year of the class 
of property in a manner that i~ consistent 
with the revocation of the election. 

(0 * * * 
(I) * * * 
(i) *' * * Also if qualified property or 

50-percent bonus depreciation property is 
placed in service and disposed of during 
the same taxahle year and then reacquired 
and again placed in service in a ~ubsequent 
taxable year, the additional first year de
preciation deduction is not allowable for 
the property in the subsequent taxable year. 

* *" * * * 
(2) Redeterminatioll of hasis. ;,;, * If 

the unadjusted depreciable basis (as de
fined in §1.l68(k)-I(a)(2)(iii)) of quali
fied property or 50-percent bonus depre
ciation property is redetermined (for cx
ample, due to contingent purchase pricc 
or discharge of indebtedness) before Jan
uary 1. 2005. or, in the case of property 
descrihed in section l68(k)(2)(B) or IC). 
is redetermined before January I. 2006 lor 
redetermined before January I, 2007. in 
the case of property describcd in \ection 
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16g(k)(2)(B) or IC) to \\hich,cction I()~ 

of the Gulf Opportunit: Zone Al't of 200:'1 
(Puhlic LI\\ IOl)-U:'I, Ill) Stat. 2:'177) ap
plie, I for furthcr guidancc, ,ee AI1IlllUIlCC
ment 2006-2l), 2006-1l) LR.B. 1\7l), alld 
~60 1.60 II d)1 2)( ii II /J) oj thi, dl~tpter) \, the 
additional fir,t : L'ar depreciatillil deduL'
tion alhm ahle for tlk' quail fied pmpert) 
or the 50-percellt hOIlLI, Jeprcciatillil prop
ert) i, redetermined a, jollll\\,: 

Iii) f)l'CI'I'(/le in hU.lil. For the taxable 
ycar in which a dccre,he ill ba,i, of qual
ified property l1r :'iO-percent bOIlU, depre
ciation property llL'Cur\, the taxpayer shall 
rcduce the total amount lltherwise allow
able <1.\ a depreciation deduction fur all 
of the taxpayer's depreciable property by 
the excess additional first year deprecia
tion deduction pre\iously claimed for the 
qualified prupel1y or the :'IO-percent bonus 
depreciation property. If. for such taxable 
year. the excess additional first year depre
ciation deduction exceeds the total amount 
otherwise allowable as a depreciation de
duction for all of the taxpayer's deprecia
ble property, the taxpayer shall take into 
account a negative depreciation deduction 
in computing taxahle income. The excess 
additional first year depreciation deduc
tion for qualified property is determined 
by multiplying the amount of the decrease 
in basis for this property by 30 percent. 
The excess additional first year depreci
ation deduction for :'iO-percent bonus de
preciation property is determined by mul
tiplying the amount of the decrease in ba
sis for this property by :'i0 percent. For 
purpose, of this paragraph (f)(2)(ii), the 
30-percent additional first year deprecia
tion deduction applies 10 the decrease in 
ha,is if the underlying property is quali
fied property and the 50-percent additional 
first year depreciation deduction applies 
to the decrease in basis if the underly
ing property is 50-percent bonus depreci
ation property. Also. if the taxpayer es
tablishes by adeljuate records or other suf
ficient evidence that the taxpayer claimed 
less than the additional first year deprecia
tion dedul'tion allowable for the qualified 
property or the 50-percent bonus depreci
ation property before the de\.Tea~e in ba~i~ 
or if the taxpayer claimed more than the 
additlllnal first )ear depreciation deduc
tion alIO\\ able for the qualified property 
(lr the 50-percent bonus deprecIation prop-
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crt) befure the decrease in basis, the ex
ees, additional first year depreciation de
duction is determined by multiplying the 
amount of the decrease in basis by the 
additional first year depreciation deduc
tIOn percentage actually claimed by the 
taxpayer for the qualified property or the 
50-percent honus depreciation property. as 
applicable, before the decrease in basis. To 
determine the amount to reduce the total 
amount otherwise allowable as a deprecia
tion deduction for all of the taxpayer's de
preciable property for the excess deprecia
tion pre\'iously claimed (other than the ad
ditional first year depreciation deduction) 
resulting from the decrease in basis of the 
ljualified property or the :'iO-percent bonus 
depreciation property, the amount of the 
decrease in basis of the qualified property 
or the SO-percent bonus depreciation prop
erty must be adjusted by the excess addi
tional first year depreciation deduction that 
reduced the total amount otherwise allow
able as a depreciation deduction (as deter
mined under this paragraph) and the re
maining decrease in basis of-

(A) Qualified property or 50-percent 
bonus depreciation property (except for 
computer software described in paragraph 
(b)(2)(i)(B) of this section) reduces the 
amount otherwise allowable as a depreci
ation deduction over the recovery period 
of the qualified property or the 50-percent 
bonus depreciation property, as applica
ble. remaining as of the beginning of the 
taxable year in which the decrease in basis 
occur~. and using the same depreciation 
method and convention of the qualified 
property or 50-percent bonus depreciation 
property, as applicable, that applies in the 
taxable year in which the decrease in basis 
occurs. If. for any taxable year, the reduc
tion to the amount otherwise allowable as 
a depreciation deduction (as determined 
under this paragraph (f)(2)(ii)(A)) exceeds 
the total amount otherwise allowable as a 
depreciation deduction for all of the tax
payer's depreciable property, the taxpayer 
shall take into account a negative depre
ciation deduction in computing taxable 
income: and 

(B) Computer software (as defined 
in paragraph (b){2)(i)(B) of this section) 
that is qualified property or SO-percent 
bonus depreciation property reduces the 
amount otherwise allowable as a depre
ciation deductiun oyer the remainder 
of the 36-month period (the useful life 

under section 16701( I)) a~ of the be
ginning of the first day of the month in 
which the decrease in basis occurs. If, 
for any tax.able year. the reduction to the 
amount otherwise allowable as a depreci
ation deduction (as determined under this 
paragraph (fl(2)(ii)(B)) ex.ceeds the total 
amount otherwise allowable as a depreci
ation deduction for all of the taxpayer's 
depreciable property, the taxpayer shall 
take into account a negati\'e depreciation 
deduction in computing taxable income. 

(iii) De(illiriollS. * * * Except as oth
erwise expressly provided by the Inter
nal Revenue Code (for example, section 
10 17(a)), the regulations under the Inter
nal Revenue Code, or other guidance pub
lished in the Internal Revenue Bulletin (see 
~601.601(d)(2)(ii)(b) of this chapter), for 
purposes of this paragraph (f)(2): 

* * * * * 
(iv) * * * 
Ellill/I'le 2. (i) On May 15. 2002. DO. a calen· 

Jar-year taxpayer. purchased and placed in servicr 
qualified properly that is 5-year property al a ((hi of 

$·H)O.OOO. To purchase the property. DO borrowed 
$250.000 from Bank2. On May 15. 20ll3. Bank2 for· 
gives $50,000 of the indebtedne". DO makes the 
electIon provideJ in sectiDn 108(b)(5) to apply any 
portion of the reduction under section 1017 to the ba· 
sis of the depreciable property of Ihe taxpayer. DO 
(kprec'iales Ihl' 5-year property placed in service in 
2002 using Ihl' optillnal depreciation table that cor· 
responds with Ihe general depreciation system. the 
200-percent Jeclining balance l11ethlld. a 5-year re· 
cO\'cry period. and the half-year convention. 

(ii) For 2002. DO is allowed a 30-percent addi· 
tional first year depreciation deducJion of $120.000 
(the unadjusted depreciable basis of $400.000 mul· 
tiplied by 3D). In addition. 00\ depreciation 
deduction allowahle for 2001 for the remaining ad· 
Justed depreciable basis of S280.000 (the unadjusted 
depreciable basis of MOO,OOO reduced by the addi· 
tional first year depreciation deduction of $120,(00) 
is $)6.0(JO (the remaining adjusled depreciable basis 
of $2XO.()()() multiplied by the annual depreciation 

rate of .20 for recovery year I). 
(iii) For 2003. DD's deduction for thc re

maining adjusted depreciable basis of $280.000 is 
$Xl).60() (the remaining adjusted depreciable basis of 
52HO.OOO multiplied by the annual depreciation rate 
.32 for recO\ery year 2i. Although Bank2 forgave 
the indebtedness in 2003. the basis of the property 
is reduced on January I. 2004, pursuant to sections 
1O~(b)15) and IOI7Ia) under which basis is reduced 
at the heginning of the taxable year following the 
taxable year in which the discharge of indebledness 
occur ..... 

(i,) For 20()4. DD's deduction for the reo 

maining adJmted depreciable hasis of $280.000 
is $53.760 (the rcmalning adjusted depreciable basis 
of S2X().(J(J(J multlplied hy Ihe annllal depreciation 
rate .1':12 for recovery year 3). However. pursuant to 
paragraph (fJ(2)(ii) of this ,ection. DO must reduce 



the amount otherwise 3110wable as a depreciation 
deduction for 20()4 by the excess depreciation pre
viously claimed fur the $50,000 decrease In basis 
of the qualified property. Con.,cqucntly, DO must 
reduce the amount of depreciation otherwise allow
able for 2004 by the excess additional first year 
depreciatIon of $1 ).000 (the decrease in basIs of 
$50,000 multiplied by .30), Also, DO must reduce 
the amollnt of depreciation otherwise allowable for 
2004 by the excess depreciation attributable to the 
remaining decrease in basis of $35,000 (the decrease 
in 'oasis of $50,000 reduced by the excess additional 
first year deprecIation of $15,(00) The reduction 
in the amount of depreciation otherwise allowable 
for 2004 [OJ the remaining decrea~e in basis of 
$35,000 is $19,999 (the remaining decrease in basis 
of $35,000 multiplied by .5714, \~hich is equal to 
l/remaining recovery period of 3.5 years at Janu3ry 
L 2004, multiplied by 2). Accordingly, assuming the 
qualified property is the oilly depreciable properly 
owned by DO, for 2004, OD's total depreciation 
deduction allowable for the qualified property is 
$18,761 ($53,760 minus $15,000 minus $19,999). 

* * * * * 
(5) * * * (i) Scope, The rules of 

this paragraph (f)(5) apply to acquired 
MACRS property or acquired computer 
software that is qualified property or 
50-perc~nt bonus depreciation property 
at the time of replacement provided the 
lime of replacement is after September 
10, 2001, and before January I, 2005, 
or, in the case of acquired MACRS prop
erty or acquired computer software that 
is qualified property, or 50-percent bonus 
depreciation property, described in section 
168(k)(2)(B) or (Cl, the time of replace
ment is after September 10, 2001, and 
before January 1, 2006 (or the time of 
replacement is after September 10, 200 I, 
and before January 1, 2007, in the case of 
property described in section 168(k)(2)(B) 
or (C) to which section 105 of the Gulf 
Opportunity Zone Act of 2005 (Public 
Law 109-135, 119 Stat. 2577) applies 
(for further guidance, see Announce
ment 2006-29, 2006-19 IKE. 879, and 
§601.601(d)(2)(ii)(b) of this chapter», 

(ii) * * * 
(F) Except as provided in paragraph 

(f)(5)(v) of this section, the time of re
placement is the later of-

(1) When the acquired MACRS prop
erty or acquired computer software is 
placed in service; or 

(2) The time of disposition of the ex
changed or involuntarily converted prop
erty, 

* * * * * 
(1) * * * 

(2) Any portIOn of the basis the taxpayer 
properly elects to treat as an expense under 
section 179 or section 179C; 

* * * * * 
(K) Yew of disposition is the taxable 

year that includes the time of di,position, 
(L) Year of replacement is the taxable 

year that includes the time of replacement. 
(iii) * * * (A) In general. Assuming all 

other requirements of section 168(k) and 
this section are met, the remaining car
ryover basis for the year of replacement 
and the remaining excess basis, if any, for 
the year of replacement for the acquired 
MACRS property or the acquired com
puter software, as applicable, are eli aible 
for the allditional first year depreci~tion 
deduction. The 30-percent additional first 
year depreciation deduction applies to the 
remaining carryover basis and the remain
ing excess basis, if any, of the acquired 
MACRS property or the aCLjuired com
puter software if the time of replacement is 
after September 10, 200 I, and before May 
6, 2003, or if the taxpayer made the elec
tion provided in paragraph (e)( I )(ii)(A) 
of this section, The 50-percent additional 
first year depreciation deduction applies 
to the remaining carryover basis and the 
remaining excess basis, if any, of the ac
quired MAeRS property or the acquired 
computer software if the time of replace
ment is after May 5, 2003, and before 
January L 2005, or, in the case of acquired 
MACRS propel1y or acquired computer 
software that is 50-percent bonus de
preciation property described in section 
168(k)(2)(B) or (C), the time of replace
ment is after May 5, 2003, and before 
January I, 2006 (or the time of replace
ment is after May 5. 2003, and before 
January 1,2007, in the case of 50-percent 
bonus depreciation property described in 
section 168(k)(2)(B) or (C) to which sec
tion 105 of the Gulf Opportunity Zone 
Act of 2005 (Public Law 109-135, 119 
Stat. 2577) applies (for further guidance, 
see Announcement 2006-29, 200()-19 
LR.B, 879, and §60 160 I (d)(2)(ii)(b) of 
this chapter», The additional first year 
depreciation deduction is computed sep
arately for the remaining carryover basis 
and the remaining excess basis. 

(B) * * * However, the additional 
first year depreciation deduction is not 
allowable for the exchanged or invol
untarily converted MACRS property or 

the exchanged or involuntarily converted 
computer software if the exch,moed or 

involuntarily converted MAeRS p;operty 
or the exchanged or involuntarily con
verted computer software, as applicable, 
is placed in service and disposed of in an 
exchange or involuntary conversion in the 
same taxable year. 

(e) Property hal'ing (/ lilnger produc
tion period. For purposes of paragraph 
(f)(5)(iii)(A) of this section, the total of the 
remaining carryover basis and the remain
ing excess basis, if any, of the acquired 
MACRS property that is qualified property 
or 50-percent bonus depreciation property 
described in section 168( k)(2)( B) is lim
ited to the total of the property's remain
ing carryover basis and remaining excess 
basis, if any, attributable to the property's 
manufacture, construction, or production 
after September 10, 200 I (for qualified 
property), or May 5, 2003 (for 50-percent 
bonus depreciation property), and before 
January I, 2005, 

(D) AlTernatil'e minimum tax, The 
30-percent or 50-percent additional first 
year depreciation deduction is allowed for 
alternative minimum tax purposes for the 
year of replaccment of acquired MACRS 
property or acquired computer software 
that is qualified property or 50-percent 
bonus depreciation property, The 30-per
cent or 50-percent additional first year 
depreciation deduction for alternative 
minimum tax purposes is based on the 
remaining carryover basis and the remain
ing excess basis, if any, of the acquired 
MACRS property or the acquired com

puter software for alternative minimum 
tax purposes, 

* '* * * * 
(v) Acquired MACRS property or ac

quired romputf'T soft>wlre that is acquired 
and placed in service bej()re disposition 
of involuntaril\' cOllverted MACRS prop
erty or inl'Oluntarifr com'erled computer 
50jnmre, If. in an involuntary conver
sion, a taxpayer acquires and places in 
service the acquired MACRS property or 
the acquired computer software before 
the time of disposition of the involun
tarily converted MACRS property or the 
involuntarily converted computer ~oft

ware and the time of disposition of the 
involuntarily converted MACRS property 
or the involuntarily converted comput;r 
software is after December :3 L 2004, or, 
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in the case of property described in sec
tion 168(k)(2)(B) or (eL after December 
31, 2005 (or after December 31, 2006, 
in the case of property described in sec
tion 168(k)(2)(B) or (e) to which section 
105 of the Gulf Opportunity Zone Act 
of 2005 (Public Law 109-\35, 119 Stat. 
2577) applies (for further guidance, see 
Announcement 2006-29, 2006-19 I.R.B. 
X7l), and ~601.601(d)(2)(ii)(h) of this 
chapter)), then-

(A) l,me (If' replacement. The time 
of replacement for purposes of this para
graph (0(5) is when the acquired MAeRS 
property or acquired computer software is 
placed in service by the taxpayer. provided 
the threat or imminence of requisition or 
condemnation of the involuntarily con
verted MACRS property or involuntarily 
converted computer software existed be
fore January I, 2005, or, in the case of 
property described in section 168(k)(2)(B) 
or (C), existed before January I, 2006 
(or existed before January 1, 2007, in 
the case of property described in section 
168(k)(2)(B) or (C) to which section 105 
of the Gulf Opportunity Zone Act of 2005 
(Public Law 109-135, 119 Stat. 2577) ap
plies (for further guidance, see Announce
ment 2006-29, 2006-19 I.R.B. 879, and 
~601.601(d)(2)(ii)(b) of this chapter)); and 

(B) Depreciation of acquired MACRS 
property or acquired computer software. 
The taxpayer depreciates the acquired 
MAeRS property or acquired computer 
software in accordance with paragraph (d) 
of this section. However, at the time of 
disposition of the involuntarily converted 
MACRS property, the taxpayer deter
mines the exchanged basis (as defined in 
* 1.168(i)-6T(b)(7») and the excess basis 
(as defined in SI.16S(i)-6T(b)(S» of the 
acquired MACRS property and begins to 
depreciate the depreciable exchanged ba
sis (as defined in §1.168(i)-6T(b)(9» 
of the acquired MACRS property in 
accordance with §1.168(i)-6T(c). The 
depreciable excess basis (as defined 
in * 1.16X(i)-6T(b)( I 0») of the acquired 
MACRS property continues to be depreci
ated by the taxpayer in accordance with the 
first sentence of this paragraph. Further, 
in the year of disposition of the invol
untarily converted MACRS property, the 
taxpayer must include in taxable income 
the excess of the depreciation deductions 
allowable, including the additional first 
year depreciation deduction allowable, on 
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the unadjusted depreciable basis of the 
acquired MACRS property over the ad
ditional first year depreciation deduction 
that would have been allowable to the tax
payer on the remaining carryover basis of 
the acquired MACRS property at the time 
of replacement (as defined in paragraph 
(f)(5)(v)(A) of this section) plus the depre
ciation deductions that would have been 
allowable, including the additional first 
year depreciation deduction allowable, to 
the taxpayer on the depreciable excess 
basis of the acquired MACRS property 
from the date the acquired MACRS prop
erty was placed in service by the taxpayer 
(taking into account the applicable con
vention) to the time of disposition of the 
involuntarily converted MACRS property. 
Similar rules apply to acquired computer 
software. 

(vi) Examples. The application of this 
paragraph (f)(5) is illustrated by the fol
lowing examples: 

Example I. (i) In December 2002. EE. a calendar
year corporation, acquired for $200,000 and placed 
in service Canopy V I, a gas station canopy. Canopy 
V I is qualified property under section 168(k)(l) and 
is 5-year property under section 168(e). EE depreci
ated Canopy V I under the general depreciation sys
tem of section 168(a) by using the 200-percent declin
ing balance method of depreciation, a S-year recov
ery period. and the half-year convention. EE elected 
to use the optional depreciation tables to compute the 
depreciation allowance for Canopy V I. On January 
I, 20m. Canopy V I was destroyed in a fire and was 
no longer usable in EE's business. On June I, 2003, 
in an involuntary conversion, EE acquired and placed 
in service new Canopy WI with all of the $160,000 
of insurance proceeds EE received due to the loss of 
Canopy V I. Canopy W I is 50-percent bonus depre
ciation property under section 168(k)(4) and is 5·year 
property under section 168(e). Pursuant to paragraph 
(g)!3)( ii) of this section and § 116R(i)-6T(k)(2)(i), 
EE decided to apply §1.168(i)-6T to the involuntary 
conversion of Canopy V I with the replacement of 
Canopy WI, the acquired MACR5 property. 

* * * * * 
Ewmple 3. (i) In December 200 I. FF. a cal

endar-year corporation, acquired for $10,000 and 
placed in service Computer X2. Computer X2 is 
qualified property under section 168(k)(i) and is 
5-year property under section 168(e). FF depreciated 
Computer X2 under the general depreciation system 
of section 168(a) by using the 200-percent declining 
balance method of depreciation. a 5-year recovery 
period, and the half·year convention. FF elected 
to use the optional depreciation tables to compute 
the depreCIatIon allowance for Computer X2. On 
January I, 2002, FF acquired new Computer Y2 
hy exchanging Computer X2 and $1,000 cash in a 
like-kind exchange. Computer Y2 is qualified prop
erty under section 168(k)( I) and is 5-year property 
under section 168(e). Pursuant to paragraph (g)(3)(ii) 
of this section and § 1.168(i)-6T(k)l2)(i), FF decided 

to apply * 1.16S( i)--6T to the nchange of Computer 
X2 for Computer Y 2. the acquired MACRS property. 

* * * * *' 
£.\(/1111'11' -I. (I) In September 2002, GG, a June 

30 year-end corporation. acquin:d for $20,000 and 
placed in scnicc Equipment X3. EqUIpment X3 is 
qualIfied property under section I Ml(k)( \) and is 
5-year property under section 168(e). GG depreci
ated Equipment XJ under the general depreciation 
system of section 168(a) by using the ZOO-percent 
declining balance method of depreciation, a 5-year 
recovery period. and the half-year convention. GG 
elected to use the optional depreciation tables to 
compute the depreciation allowance for Equipment 
X3. In Deccmhcr 2002, GG acquired new Equip. 
ment Y3 hy exchanging Equipment X3 and $5,000 
cash in a like-kind exchange. Equipment Y3 is qual· 
ified property under section I 68(k)(l ) and is 5·year 
property under section 168(e). Pursuant to paragraph 
(g)(3)(ii) of this section and * 1.1 68(i)-6T(k)(2)(i), 
GG decided to apply § I. I 68(i)-6T to the exchange 
of Equipment X3 for Equipment Y3, the acquired 
MACRS property. 

* * * * * 
Example 5. (i) Same facts as in Example 4. GG 

depreciated Equipment Y3 under the general depre. 
ciation system of section 168(a) by using the 200-
percent declining balance method of depreciation. a 
5-year recovery period. and the half-year convention. 
GG elected to use the optional depreciation tables to 
compute the depreciation allowance for Equipment 
Y3. On July I. 2003, GG acquired new Equipment 
Z I by exchanging Equipment Y3 in a like-kind ex
change. Equipment Z I is 50-percent bonus depreci
ation property under section 168(k)(4) and is 5·year 
property under section 168(e). Pursuant to paragraph 
(g)(3 )(ii) of this section and § 1.l68(i)-6T(k)(2)(i), 
GG decided to apply §1.l68(i)-6T to the exchange 
of Equipment Y3 for Equipment Z3, the acquired 
MACR5 property. 

* * * * * 
Example (j. (i) In April 2004. S5, a calendar 

year-end corporation, acquired and placed in service 
Equipment K89. Equipment K89 is 50-percent bonus 
depreciation property under section I 68(k)(4). In 
November 2004, 5S acquired and placed in service 
used Equipment N78 by exchanging Equipment K89 
in a like-kind exchange. 

(ii) Pursuant to paragraph (f)(5)(iii)(B) of this 
section, no additional first year deduction is al
lowable for Equipment K89 and, pursuant to 
§ 1.168(d)-1 T(b)(3 )(ii), no regular depreciation 
deduction is allowable for Equipment K89, for the 
taxable year ended December 31, 2004. 

(iii) Equipment N78 is not qualified property un
der section 168(k)( I) or 50-percent bonus depreci
ation property under section 168(k)(4) because the 
original use reqUIrement of paragraph (b)(3) of this 
section is not met. Accordingly, no additional first 
year depreciation deduction is allowable for Equip
ment N78. 

* * * * * 
(10) Coordination with section 47-(i) 

In general. If qualified rehabilitation ex
penditures (as defined in section 47(c)(2) 
and § 1 AS-l2(c») incurred by a taxpayer 



with respect to a qualified rehabilitated 
building (as defined in section 47(c)(I) 
and § 1.48-l2(b» are qualified property 
or 50-percent bonus deprcciation property, 
the taxpayer may claim the rehabilitation 
credit provided by section 47(a) (provided 
the requirements of section 47 are met)-

(A) With respect to the portion of the 
basis of the qualified rehabilitated build
ing that is attributable to the qualified re
habilitation expenditures if the taxpayer 
makes the applicable election under para
graph (e)(l)(i) or (e)(\ )(ii)(B) of this sec
tion not to deduct any additional first year 
depreciation for the c lass of property that 
includes the qualified rehabilitation expen
ditures; or 

(B) With respect to the portion of the re
maining rehabilitated basis of the qualified 
rehabilitated building that is attributable 
to the qualified rehabilitation expenditures 
if the taxpayer claims the additional first 
year depreciation dcduction on the un
adjusted depreciable basis (as defined in 
paragraph (a)(2)(iii) of this section but be
fore the reduction in basis for the amount 
of the rehabilitation credit) of the qualified 
rehabilitation expenditures and the tax
payer depreciates the remaining adjusted 
depreciable basis (as defined in paragraph 
(d)(2)(i) of this section) of such expen
ditures using straight line cost recovery 
in accordance with section 47(c)(2)(B)(i) 
and §1.48-12(c)(7)(j). For purposes of 
this paragraph (D( 1 O)(i )(B), the remaining 
rehabilitated basis is equal to the unad
justed depreciable basis (as defined in 
paragraph (a)(2)(iii) of this section but be
fore the reduction in basis for the amount 
of the rehabilitation credit) of the qual
ified rehabilitation expenditures that are 
qualified property or 50-percent bonus 
depreciation property reduced by the ad
ditional first year depreciation allowed or 
allowable, whichever is greater. 

(ii) Example. The application of this 
paragraph (000) is illustrated by the fol
lowing example. 

Example. (i) Between February ~. 2()04. and 
June 4,2004, UU, a calendar-year taxpayer. incurred 
qualified rehabilitation expenditures of $200,000 
with respect to a qualified rehabilitated building 
that is nonresidential real property under section 
168(e). These qualified rehabilitation expenditure, 
are 50-percent bonus depreciation property and 
qualify for the 10-percent rehabilitalion credit un
der section 47(a)( I). UU's basis in the qualified 
rehabilitated building is zero before incurring the 
qualified rehabilitation expenditures dnd UU placed 
the qualified rehabilitated building in service in July 

2004. UU depreciates its nonresidential real property 
placed in serVice in 200-1 under the general depreci
ation ,ystem of secllon 16~(J1 by using the straight 
line method of depreciation, " 3'J-)Cal rccovery pe

riod, and the mid-month conventiun. L1L: elected tll 
lise the optional depreciation tahlcs 1<' compute the 
depreciation allowance for its Jcprcuable property 
plac.od in servICe in 20()4. Further. f<ll' 2()04. UU did 

not make any election under paragrarh (e) of this 
sectIOn. 

t Ii) Because UU Jid not make any elcctinn under 
paragraph lei of this section.lH: is allmved a 50-per
cent additional firq year depreciation deductioll of 
1> I 00,000 for the (juaIJt"ied rehabi litation expendi
tures for 2004 (the unadjusted depreciable basis 01 

$2()O,OOO (hefore reduction in basis for the rchabili
tatilln credit) multiplied by 50). For 2004. UU abo 
is allowed 10 claim;) rehahilitation credit of $10.000 
for the remaining rehabilitated oasl' of S I 00.000 
({he unadjusted d~preciahle baSIS (hdore reduction 
in basi, for the rehabilitatioll credit) of $~()O.()()() less 
the additional first year depreciation dcduclioll of 
$1fIO.OllO) Further. Llll's dcpre,:iatioll declul·tion for 

2004 for the remaining adJuqed deprl'ciable b,l,i, 
of S90.000 (the unadjuqed deprcciable hasi, tbetme 
reduction in ba,is f"r the rehabilitation credit) of 
$200.000 less the additional first year depreciation 
deduction of $ I ()OJ)()() less the rehabilitation crcdit 
()f $IO.()OO) is SI.O,\YJII Ithe rcmammg adjusted 
depreciable basis of $YO.O()() multiplied by the de
preciation nlle of .01177 lor rewvcI y year I. placed 
in service in monlh 7). 

( II) Coordillatio/l with sectioll 
514((1)(3). The additional first year de
preciation deduction is not allowable for 
purposes of section 5 l4( a)( 3). 

(g) * * * 
(I) In general. Except as provided in 

paragraphs (g)(2). (3). and (5) of this sec
tion, this section applies to qualified prop
erty under section 168(k)(2) acquired by 
a taxpayer after September 10, 2001. and 
to 50-percent bonu, depreciation property 
under section 168(k)(4) acquired by a tax
payer after May 5, 2003. 

* * * * * 
(5) Rel'isioll to paragraphs 

(b)(3)(iii)(B) (!1!d (b)(5)(ii)(B) of this 

secrioll. The addition of "( or. in the case 
of multiple units of property <,ubject to 
the same lease, within three months after 
the date the final unit is placed in service, 
so long as the period between the time 
the first unit is placed in service and the 
time the last unit is placed in service does 
not exceed 12 months)" to paragraphs 
(b)(3)(iii)(B) and (b)(5)(ii)(l3) of this 
section applies to property sold after June 
4,2004. 

(6) Re/wbiliwriull credit. If a tax-
payer did not claim on a Federal tax 
return for any taxable year ending on or 

before September l, 2006, the rehabil
itation credit provided by :-,ectioll 47(a) 
with respect to the portion of the basis 
of a qualified rehabilitated huilding that 
is attributable to qualified rehahilitation 
expenditures and the yualified rehabilita
tion expenditures are qualified property 
or 50-percent bonus depreciation prop
erty, and the taxpayer did not make the 
applicable election specified in paragraph 
(ej(l)(i) or (e)(l)(iij(B) of this section 
for the class of property that includes 
the qualified rehabilitation expenditures, 
the taxpayer may cluim the rehabilitation 
credit for the remaining rehabilitated basis 
(as defined in paragraph (f)(lO)(i)(B) of 
this section) of the qualified rehabilitated 
building that is attributable to the qualified 
rehabilitation expenditures (assuming all 
the requirements of section 47 are met) in 
acconiance with paragraph (fi( 10)( i)( B) of 
this section by filing an amended Federal 
tax return for the taxable year for which 
the rehabilitation credit i~ to be claimed. 
The amended Federal tax return must in
clude the Cldjustmcllt to the tax liability for 
the rehabilitation credit and any collateral 
adjustments to taxahle income or to the 
tax liability (for example. the amollnt of 
depreciation allowed or allowable in that 
taxable year for the qualified rehabilitated 
building). Such adjustments must also be 
made on amended Federal tax returns for 
any affected succeeding taxable years. 

Par. 10. Section 1.1 t19-3 is amended 
by revising paragraphs (a), Ib)(2), and (g) 
to read as follows: 

.~ j. 169-3 Amorti;ahle IHI.I·is. 

(a) In gelleml. The amortizable basis of 
a certified pollution control facility for the 
purpose of computing the amortization de
duction under section 169 is the adjusted 
basis of tbe facility for purposes of deter
mining gain (see part II (section lOll and 
following), subchapter 0, chapter 1 of the 
Internal Kevenue Code). in conjunction 
with paragraphs (b). (c), and (d) of this 
section. The adjusted basis for purposes 
of determining gain (computed without 
regard to paragraphs I b), (C), and {d) of 
this section) of a facility that performs a 
function in addition to pollution controL 
or that is used in connection w}th more 
than one plant or other property, or both. 
is determined under ~ 1.169-2(;1)(3). For 
rules as to additions and improvements til 
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~uch a facilit>. \ee paragraph (fl of thi~ 
~cction. Before computll1g the amorti
lation deduction allm\ able under section 
161.). the adju\ted ba\is for purposes of de
termining gain for a facility that is placed 
in ,enice hy a taxpayer after September 
10. 2()O I. and that i, qualified property 
under ,ection 16S(k)(2) or ~1.16S(kl-1. 
50-percent bOl1lh depreciation property 
under ,ection 16S(k)(-I1 or ~ 1.16S(kl-l. or 
qualified New York Liherty Zone property 
under \ection I-IOOl(h) or ~ 1.I-IOOl(bl-1 
muq he reduced by the amount of the 
additional first year depreciation deduc
tion allO\\cd or allowable. whiche\er is 
greater. under section 168(k) or section 
I-IOOl( b). as applicable. for the faci Iity. 

(h) •. 

(2 I If the taxpayer elects to begin the 
60-lllonth amortization period with the 
first lllonth of the taxable year succeeding 
the taxahle year 111 which the facility is 
completed or acqUlred and a deprecia
tion lkduction is allowable under section 
167 (including an additional first-year 
depreciation allowance under fanner sec
tion 17Y: for a facility that is acquired 
by the taxpayer after September 10.2001. 
and that is qualified property under section 
168(k)(21 or ~ 1.168(k)-l or qualified New 
York Liberty Zone property under section 
I-IOOl(b) or * I.I-IOOL(b)-l. the additional 
first year depreciation deduction under 
section 168(k)( I) or 1400l(b). as applica
ble: and for a facility that is acquired by 
the taxpayer after May 5. 2003. and that 
is 50-percent bonus depreciation property 
under section 16S(k)(-I) or *1.16S(k)-1. 
the additional first year depreciation de
duction under section 168(k)(4)) with 
respect to the facility for the taxable year 
in which it is completed or acquired. 
the amount determined under paragraph 
(b)1 II of this section shall be reduced by 
an amount equal to the amount of the de
preciation deduction allowed or allowable. 
\\hiche\er is greater. multiplied by a frac
tion the numerator of which is the amount 
determined under paragraph (b)( I ) of this 
section. and the denominator of which is 
the facility's total cost. The additional 
fiN-year allowance for depreciation un
der fmmer section 171.) will be allowable 
only for the taxable year in which the fa
cility is completed or acquired and only 
if the taxpayer elech to begin the amorti
l<ltion deduction under section 16Y with 
the t,\xable \ear succeeding the taxable 
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year in which such facility is completed 
or acquired. For a facility that is acquired 
hy a tax payer after September 10. 200 I. 
and that is qualified property under sec
tion l68( k)(2 I or ~ II t)R(k )-1 or qualified 
New York Liherty Zone propeny under 
section 1'+00L(b) or ~ I.I"+OOL(bH. see 
~ 1.16R(kl-l(tJ(-I) or ~ I. I-IOOL(bl-l(tJ(4). 
as applicable. with respect to when the 
additional first year depreciation deduc
tion under section l68(k)( I) or I-IOOL(b) 
is allowable. For a facility that is acquired 
by a taxpayer after May S. 2003. and that 
is SO-percent bonus depreciation property 
under section 168(k)( -I) or ~ 1.168(k)-1. 
see ~1.168(k)-\(tJ(4) with respect to 
when the additional first year deprecia
tion deduction under section 168(k)( 4) is 
allowable. 

* * * * * 
(g) Effectire date fin qualified prop

erty, 50-percent bOllus depreeiofioll prop
erlr. und qualified Nell' York Liherty ZOlle 
property. This section applies to a certi
fied pollution control facility. This section 
also applies to a certified pollution control 
facility that is qualified property under sec
tion 168(kl(2) or qualified New York Lib
erty Zone property under section 1400L(b) 
acquired by a taxpayer after September 10. 
200 I. and to a certified pollution control 
facility that is 50-percent bonus deprecia
tion property under section 168(k)(41 ac
quired by a taxpayer after May 5, 2003. 

§ 1.l69-3T [Removed] 

Par. II. Section 1.169-3T is removed. 
Par. 12. Section 1.312-15 is amended 

by adding a new sentence at the end of 
paragraph (a)( I ) to read as follows: 

~ 1.312 15 Effect of depreciatioll 011 

earnings alld profits. 

(a)*" * (I) *., * See ~1.168(k)-I(tJ(7) 
with respect to the treatment of the addi
tional first year depreciation deduction al
lowable under section 168(k) for qualified 
property or 50-percent bonus depreciation 
property. and ~ 1.1400L( b)-I (0(7) with re
spect to the treatment of the additional first 
year depreciation deduction allowable un
der section 1400L(b) for qualified New 
York Liberty Zone property. for purposes 
of computing the earnings and profits of a 
corporation. 

Par. 13. Section I.I-IOOL(b)-IT is re
designated as ~ I.l400L( b)-I and newly 
designated * I . I-IOOl( b )-1 is amended as 
follows: 

I. The word "( temporary r is removed 
from the section heading. 

2. Paragraph (b) is amended by remov
ing the language "~1.168(k)-1 T(a)(2)" 
and adding "§ 1.168(k)-1 (a)(2)" in its 
place. 

3. Paragraph (b)(4) is revised. 
-I. Paragraph (c)(\) is revised. 
5. Paragraph (c)(2)(i)(A) is amended 

by removing the language "§ 1.168(k)
IT(b)(2)(i)" and adding "§1.l68(k)
l(b)(2)(i)" in its place. 

6. Paragraph (c)(2)(ii) is revised. 
7. Paragraph (c)( 4) is amended by 

removing the language "§ 1.168(k)
I T(b )(3)" and adding "§ 1.168(k)-1 (b)(3)" 
in its place. 

8. Paragraph (c)(5)(i) is amended 
by removing the language "§ 1.1 68(k)
IT(b)(4)(ii)" and adding "§1.l68(k)
I (b)( 4 )(ii) in its place, removing the 
language "§ 1.168(k)-1 T(b)( 4)(iii)" 
and adding "§1.I68(k)-I(b)(4)(iii) in 
its place, and removing the language 
"§1.168(k)-IT(b)(4)(iv)" and adding 
"§1.168(k)-I(b)(4)(iv)" in its place. 

9. Paragraph (c)(s)(ii) is amended 
by removing the language "§ 1.1 68(k)
IT(f)(I)(ii)" and adding "§1.l68(k)
I(O(I)(ii)" in its place, and removing 
the language "§ 1.1 68(k)- IT( 0(1 )(iii)" 
and adding "§ 1.\ 68(k)-1 (0(\ )(iii)" in its 
place. 

10. Paragraph (c)(6) is amended 
by removing the language "§ 1.168(k)
IT(b)(5)(ii)" and adding "§1.168(k)
l(b)(5)(ii)" in its place, removing the 
language "§ 1.168(k)-J T(b )(5)(iii)" 
and adding "§ 1.\68(k)-J(b)(5)(iii)" in 
its place, and removing the language 
'·~1.168(k)-IT(b)(5)(iv)" and adding 
"§I.J68(k)-I(b)(5)(iv)" in its place. 

II. Paragraph (d) is amended by 
removing the language "§ 1.168(k)
IT(d)(I)(ij" and adding "§LI68(k)
I (d)(l )(i)" in its place. 

12. Paragraphs (e)(6) and (e)(7) are 
added. 

13. Paragraph (0(1) is amended 
by removing the language "§ 1. I 68(k)
I T(O(\ )" and adding "§ 1.168(k)-1 (f)(l)" 
in its place. 

14. Paragraph (0(2) is amended 
by removing the language "§ J.168(k)-



IT(a)(2)(iii)'' and adding "§ 1.1 68(k)

l(a)(2)(iii)" in its place, and removing 
the language "§ 1.1 68(k)- !T(f)(2)" and 
adding H§ 1.1 68(k)-1 (f)(2)" in its place. 

15. Paragraph (f)(3) is amended 
by removing the language "§ 1.168(k)
IT(f)(3)" and adding "§1.l68(k)-I(f)(3)" 

in its place. 
16. Paragraph (f)( 4) is amended 

by removing the language "§ 1.168(k)
IT(f)(4),, and adding "§1.l68(k)-1(f)(4)" 

in its place. 
17. Paragraph (f)( 5) is amended 

by removing the language "§ 1.1 68(k)-
1 T(f)(5)(ii)(A)" and adding "§ \.l68(k)-
1(f)(s)(ii)(A)" in its place, removing the 
language "§ 1.168(k)- I T(f)(5)(ii)(C)" 
and adding "§ 1.168(k)-I(f)(5)(ii)(C)" 

in its place, and removing the lan
guage "§1.l68(k)-IT(f)(5)" and adding 
"§1.l68(k)-I(f)(5)" in its place. 

18. Paragraph (f)( 6) is amended 
by removing the language "§ I. I 68(k)
IT(f)(6)'' and adding "§ 1.168(k)-I(f)(6)" 

in its place. 
19. Paragraph (f)(7) is amended 

by removing the language "§ 1.168(k)
IT(f)(7)" and adding "§1.l68(k)-l(f)(7)" 
in its place. 

20. Paragraph (f)(8) is amended 
by removing the language "§ 1.168(k)
IT(f)(9)'' and adding "§1.l68(k)-I(f)(9)" 
in its place. 

21. Paragraphs (f)(9) and (10) are 

added. 
22. Paragraph (g)( I) is revised. 
23. Paragraphs (g)(4)(iii), (g)(5), and 

(g)(6) are added. 

The additions and revisions read as fol
lows: 

§1.1400L(b )-1 Additional first year 
depreciation deduction for qualified New 

York Liberty Zone property. 

* * * * * 
(b) * * * 
(4) Real property is a building or its 

structural components, or other tangible 
real property. 

(c) Qualified New York Liberty Zone 
property~( I) In general. Qualified New 

York Liberty Zone property is deprecia
ble property that meets all the following 
requirements in the first taxable year in 

which the property is subject to deprecia
tion by the taxpayer whether or not depre-

ciation deductions for the property are al
lowable-

(i) The requirements in ~1.1400L(b)-
1 (c )(2) (description of property); 

(ii) The requirements in § 1.1400L(b)-
1 (c)(3) (substantial use); 

(iii) The requirements in ~ 1.1400L(b)
l(c)(4) (original use); 

(iv) The requirements in § l.J400L(b)
l(c)(5) (acquisition of property by pur
chase); and 

(v) The requirements in ~ 1.l400L(b)
I(c)(6) (placed-in-service date). 

(2) * * * 
(ii) Property not eligible for additional 

first vear depreciation deduction. Depre
ciable property will not meet the require
ments of this paragraph (c)(2) if-

(A) Section 168(k) or § 1.168(k)-1 ap
plies to the property; 

(B) The property is described in section 
168(f); 

(C) The property is required to be de
preciated under the alternative deprecia
tion system of section 168(g) pursuant to 
section I 68(g)(l )(A) through (D) or other 
provisions of the Internal Revenue Code 
(for example, property described in section 
263A(e)(2)(A) if the taxpayer (or any re

lated person) has made an election under 
section 263A(d)(3), or property described 
in section 280F(b)(I); 

CD) The property is included in any 
class of property for which the taxpayer 
elects not to deduct the additional first year 
depreciation under paragraph (e) of this 

section; or 
(E) The property is qualified New 

York Liberty Zone leasehold improve
ment property as descri bed in section 
1400L(c)(2). 

* * * * * 
(e) * * * 
(6) Alternative minimum tax. If a tax

payer makes an election under this para
graph (e) for a class of property, the depre
ciation adjustments under section 56 and 
the regulations under section 56 apply to 
the property to which the election applies 
for purposes of computing the taxpayer's 
alternative minimum taxable income. 

(7) Revocation of election-(i) In gen

eral. Except as provided in paragraph 
(e)(7)(ii) of this section, an election un

der this paragraph (e), once made, may be 
revoked only with the written consent of 
the Commissioner of Internal Revenue. To 

seek the Commissioner'" consent, the tax
payer must submit a request for a letter rul

mg. 
(ii) Automatic 6-mo/lth extensioll. If 

a taxpayer made an election under thIS 
paragraph (e) for a class of property. an 
automatic extension of 6 months from 

the due date of the taxpayer's Federal 
tax return (excluding extensions) for the 
placed-in-service year of the class of 
property is granted to revoke that elec
tion, provided the taxpayer timely filed 
the taxpayer's Federal tax return for the 
placed-in-service year of the class of prop
erty and, within this 6-month extension 
period, the taxpayer (and all taxpayers 
whose tax liability would be affected by 
the election) files an amended Federal tax 
return for the placed-in-service year of the 
class of property in a manner that is con
sistent with the revocation of the election. 

* * '" * * 
(f) * * * 
(9) Coordination with section 47. 

Rules similar to those provided in 
§ 1.168(kJ-1 (1)( 10) apply for purposes 
of this paragraph (f)(9). 

(10) Coordination with section 
514(a)(3). Rules similar to those provided 
in § 1.168(k)-1 (f)(J I) apply for purposes 
of this paragraph (f)(lO), 

(g) * * * 
(I) In general. Except as provided in 

paragraphs (g)(2), (3), and (5) of this sec
tion, this section applies to qualified New 
York Liberty Zone property acquired by a 
taxpayer after Septem ber 10, 2001. 

* * * * * 
(4) * * x 

(iii) Revisions made in paragraphs 
(b)(4) and (c)(2)(ii) of tlus section. If 
a taxpayer did not claim on a Federal 
tax return for a taxable year ending on 
or after September 11, 200 I, and on 
or before September I, 2006, any ad
ditional first year depreciation deduc
tion for qualified New York Liberty 
Zone property because of the applica
tion of § 1.1400L(b )-1 T(b)( 4) or because 

the taxpayer made an election under 
§1.168(k)-lT(e)(i) for a class of prop

erty that included such qualified New 
York Liberty Zone property, the taxpayer 
may claim the additional first year depre

ciation deduction for such qualified New 
York Liberty Zone property under this 

section in accordance with the applicable 
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admini\trati\t~ procedure~ i~\ued under 
91.4-1-6-lleJI3l1ii) for ohtaining the COI11-
mi,\ioner"\ con,ent to a change in method 
of accounting. Section -\~ Ila) applie~ to 
a reque,t to ci<lim thL' additillnal fiN year 
dqHeL'latlon deduction tor ,uch qualified 
New York Liberty lone property under 
thi ... paragrarh (gl(-\llilil. 

(5) RCl'il/OIl To 1}(/,.(/~ml'h\ (iJ)(-J) ([lid 

(Ii)( (i). The addItion of .. ( or. in the case 
DI Illultiple unih ot rrorerty subject to 
t he same lea~e. WI th i n three months 
alter the date the final unit is placed 
in senlce. so long as the period he
tween the time the first unit i, placed 
in \enil'e and the time the last unit is 
plal'ed in sen ice does not exceed 12 
month\j" to ~ 1.16~(k)-l(bJ(3)(iii)(B) and 
~1.16~(k)-I(b)(5)(ii)(BJ applies to prop
erty ~()Id after June -1-. 200-1-. for purpo~es 
of paragraph, (b)(4) and (b)(6) of this sec
tion. 

16) Rc/zu/Jili/UTioll crediT. If a tax-
payer did not claim on a Federal tax 
return for a taxable year ending on or 
before September I. 2006. thc rehabil
itation credit provided by scetion 47(a) 
with respect to the portion of the basi~ of 
a qualified rehabilitated building that is 
attributable to qualified rehabilitation ex
penditures and the qualified rehabilitation 
expenditure\ are qualified New York Lib
erty Zone property, and the taxpayer did 
not make the election specified in para
graph lell I) of this section for the class of 
property that includes the qualified reha
bilitation expenditures. the taxpayer may 
claim the rehabilitation credit for the re
maining rehabilitated basi, (as defined in 
~1.16~lkl-\(f)( IO)li)(B)) of the qualified 
rehabilitated building that is attributable 
to the qualified rehabilitation expcnditure\ 
(assuming all the requirements of section 
-1-7 are met) in accordance with paragraph 
(1')( l)) of thi~ section hy filing an amended 
Federal tax return for the taxable year for 
which the rehabilitation credit is to be 
claimed. The amended Federal tax return 
must include the adjustment to the tax lia
bility for the rehabilitation credit and any 
collateral adjustments to taxable income 
or to the tax liability (for example. the 
amount or depreciation allowed or allow
able in that taxable year fm the qualified 
rehabilitated building). Such adjustments 
must abo be made on amended Federal 
tax return, for any affected succeeding 
taxable Years. 
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Steven T. Miller. 
ACTing Deputy COli/missioner 
f{n Sen'ices ([lid Ellt()f'Cemenl. 

Approved August 25. 2006. 

Erie Solomon. 
Acting Deputy Assistallt Secretary 

or fire Treasury (un Polin,). 

(hkJ h) th~' ()tfil.:C 01 thl..' rt.?~kr~ll Rq!I\It'r nn Augu ... t 1K, 
2l10{1, -I- ~x p.Ill .. dlH.I puhlJ,hL-d in the i ...... u(' (If the Federal 
Rq!i\ll'r for AlI~L1 ... t ,\\. 2 ()O(l. 71 FR. :"1727) 

Section 280G.-Golden 
Parachute Payments 

Federal ,hOft-term. mid-term. and long-term rates 

arc ,et forth tor the month of October 2006. See Rev. 

Rul. 20(l()-)O. pilge 672. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

,et forth tor the month of October 200(). See Rev. 

Rul. 2006-51J. page ()72. 

Section 412.-Minimum 
Funding Standards 

The adju"cd ilpplil'able ICderal ,hon-term. mid
IeI'm. and long-term rate, are set forth for the month 

of Oct{lher 2006. See Rev. Rul. 2006-50. page 672. 

Section 448.-Limitation 
on Use of Cash Method 
of Accounting 
?6 CFR 1.·N8-:>.· NOIlI/{ITIIII/ ,,{('('nail! Ii/IIOUIII.I hv 

\('/Tlce IJI-ol'it/en. 

T.D.9285 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Nonaccrual-Experience 
Method of Accounting Under 
Section 448(d){5) 

AGENCY: Internal Revenue Service 
I IRS l. Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulations rdating to the use of a nonac
crual-experience method of accounting by 
taxpayers using an accrual method of ac
counting and performing services. The fi
nal regulations reflect amendments under 
the Job Creation and Worker Assistance 
Act of 2002. The final regulations affect 
qualifying taxpayers that want to adopt. 
change to. or change a nonaccrual-experi
ence method of accounting under section 
448(d)(5) of the Internal Revenue Code 
(Code). 

DATES: Effectil'e Date: These regulations 
are effective September 6, 2006. 

Applicability Date: These regulations 
are applicable for taxable years ending on 
or after August 31, 2006. 

Comment Date: Written comments 
must be received by January 4, 2007. 
These regulations require that a tax
payer's nonaccrual-experience method 
must be self-tested against the taxpayer's 
actual experience to determine whether 
the nonaccrual-experience method clearly 
reflects the taxpayer's experience. The 
determination of actual experience is re
served in these regulations. Comments are 
requested concerning how to determine 
actual experience for purposes of timely 
performing self-testing. Send submissions 
to: CC:PA:LPD:PR (REG-141402-02), 
Internal Revenue Service. POB 7604, Ben 
Franklin Station, Washington, DC 20044. 
Taxpayers also may submit comments 
electronically to the IRS internet site at 
www.irs.govlregs. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the regulations, 
W. Thomas McElroy, Jr., (202) 622-4970; 
concerning submission of comments, 
Kelly Banks, (202) 622-0392 (not toll-free 
numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507(d)) under control number 
1545-1855. 



The collection of information in these 
final regulations is in §1.448-2(d)(8) and 
(e)(5). This infonnation is required to en
able the IRS to verify that a taxpayer is 
reporting the correct amount of income 
or gain or claiming the correct amount of 
losses, deductions, or credits from the tax
payer's use of the nonaccrual-experience 
method of accounting. The collection of 
information is required to obtain a benefit. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collectIOn of infonnation unless the 
collection of information displays a valid 
control number. 

The estimated annual burden per re
spondent is 3 hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224, and to the Office of Manage
ment and Budget, Attn: Desk Officer for 
the Department of the Treasury, Office 
of Information and Regulatory Affairs. 
Washington, DC 20503. 

Books and records relating to a collec
tion of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and tax 
return infonnation are confidential, as re
quired by 26 U.S.C. 6103. 

Background 

This document contains amendments 
to the Income Tax Regulations (26 CFR 
part 1) under section 448( d)(5). Section 
448(d)(5) was enacted by section 801 of 
the Tax Reform Act of 1986 (Public Law 
99-514,100 Stat. 2085) and was amended 
by section 403 of the Job Creation and 
Worker Assistance Act of 2002 (Public 
Law 107-147, 116 Stat. 21) (JCWA) , 
effective for taxable years ending after 
March 9,2002. On September 4, 2003, the 
IRS and Treasury Department published 
in the Federal Register (68 FR 52543) 
proposed amendments to the regulations 
under section 448(d) by cross-reference to 
temporary regulations (REG-14l402-02, 
2003-2 C.B. 932) and temporary regula
tions (68 FR 52496) (T.D. 9090, 2003-2 
C.B. 891) (COllectively, the 2003 regula
tions) relating to the limitation on the use 

of the nonaccrual-experience method of 
accounting under section 448(d)(5). A 
public hearing was held on December 10, 
2003. Written and electronic comments 
responding to the proposed regulations 
were received. After consideration of all 
of the comments, the proposed regulations 
are adopted as revised by this Treasury de
cision, and the corresponding temporary 
regulations are removed. The revisions 
are discussed below. 

Explanation of Provisions and Revisions 

and Summary of Comments 

1. Overview 

These final regulations generally follow 
the rules in the 2003 regulations. The fi
nal regulations include the four safe harbor 
nonaccrual-experience methods provided 
in the 2003 regulations, but those methods 
have been modified to provide more Oexi
bility. Unlike the 2003 regulations. the fi
nal regulations do not require as a general 
rule that a taxpayer's nonaccrual-experi
ence method be tested against one of the 
safe harbor nonaccrual-experience meth
ods. Instead, the final regulations adopt, 
with modifications, the general rule from 
the 2003 regulations as a fifth safe harbor. 
The final regulations also adopt a new gen
eral rule that requires a taxpayer's nonac
cmal-experience method be tested against 
actual experience unless the taxpayer has 
adopted one of the five safe harbor meth
ods. These final regulations apply to tax
able years ending on or after August 31, 
2006. 

Certain portions of the 2003 regula
tions have been removed or incorporated 
into other paragraphs of the final regu
lations. Section 1.448-2T(d) regarding 
certain receivables for which the nonac
crual-experience method is not allowed 
has been combined with § 1.448-2( c) 
in the final regulations. Special rules 
in various parts of the 2003 regulations 
such as § 1.448-2T(e)(2)(ii) and (iii), 
1.448-2T(e)(3 )(iii), 1.448-2T(eJ( 4)(ii) 
and (iii), and 1.448-2T(e)(5)(ii) and (iii), 
have been combined with the special 
rules in § 1.448-2T( e )(7) and are now in 
§ 1.448-2(b), (c), and Cd) of the final regu
lations. Most of § 1.448-2T(g), (h), and (j) 
of the 2003 regulations relating to methods 
of accounting and audit protection have 
been removed. The IRS and Treasury 

Department intend to i~sue admlIlimative 
guidance that will contain procedures for 

certain change~ in a nonaccrual-experi
ence method of accounting. The general 
rule that a nonaccrual-experience method 
is a method of accounting to which sec
tions 446 and 4~ I apply has been moved 
to ~ 1.448-2(b). 

Other portions of the 2003 regulations 
have been rnoved to a new definitions and 
special rules paragraph in ~ 1.448-1(c) of 
the final regulations. Section 1.448-2T(d) 
regarding account~ receivable is included 
in a definition of accounts receivable in 
§ 1.448-2( c)(\) of the final regulations. 
Other terms in the definitions paragraph 
include applicable period, bad debts, 
charge-offs, determination date, recover
ies, and uncollectible amount. The final 
regulations incorporate these definitions. 
as appropriate, throughout. For exam
ple, in the 2003 regulations the four safe 
harbor methods include bad debts in the 
numerator: however, safe harbor 2 did not 
refer to bad debts, but instead described 
them as "accounts receivable actually de
termined to be uncollectible and charged 
off...." These descriptions should not be 
interpreted differently. Therefore, the final 
regulations use the defined term bud debts 
in each numerator. Finally, the examples 
are changed to conform to other changes 
within the final regulations, 

2. Self-Testing Requirement 

The 2003 regulations provide that a 
taxpayer may use any nonaccrual-expe
rience method of accounting, provided 
the taxpayer's method meets the self-test 
requirements. The self-testing in the 2003 
regulations requires a taxpayer to com
pare its proposed nonaccrual-experience 
method with one of the four safe harbor 
methods to determine whether the tax
payer's proposed method clearly reflects 
experience. Self-testing is required in the 
first taxable year to determine whether 
the proposed method is allowed (first-year 
self-testing requirement) and. if allowed. 
self-testing is required every three taxable 
years thereafter (three-year self-te~ting 

requirement). The final regulations pro
vide, as a general rule, that a taxpayer may 
use any nonaccrual-experience method 
of accounting that clearly reflects the 
taxpayer's experience. The final regula
tions provide that taxpayers must ~elf-test 
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against the taxpayer' \ actual experience 
to determine whether a method clearly 
retlecb the taxpayer', experience llnk~\ 
the taxpayer has adopted nne of the fi\e 
\afe harhor methods. The final regulations 
resene on the definition of actual experi

ence. 

a. AI)prolll"/urclI(,l\ ol.ll'lHClrillg 

rc (I II irclI Il'II I 

I\lany commentator\ suggested that 
taxpayer\ \hould not he required to incur 
additional exrenses to de\elor a separate 
system for performing the self-test. noting 
that it would he burdensome and impracti
cal for the majority of taxpayers using an 
alternative nonaccrual-experience method 
to conduct the self-teq due to the limita
tions of their existing automated record 
keeping systems. One commentator sug
gested that the self-test was oUhide the 
scope of the JCWA and legislative intent. 
These commentators all recommended 
that the final regulations omit the self-test
ing requirement. 

The JCWA provides that "Ia] taxpayer 
may adopt. or ... change to, a computa
tion or formula that clearly reflects the 
taxpayer's experience," and that "Ia] re
quest Ito change] shall he approved if 
such computation or formula clearly re
flects the taxpayer" s experience." Puhlic 
Law 107-147, section 403(a). Taxrayers 
and the IRS must he ahle to determine 
whether a nonaccrual-experience method 
clearly ret1ects the taxpayer's experience. 
The Secretary has hroad authority to de
termine whether a method of accounting 
clearly reflects the taxpayer's income. 
A self-testing requirement is consistent 
with the statute, hecause it is the manner 
hy which taxpayers and the [RS deter
mine whether a nonaccrual-experience 
method clearly retlects the taxpayer', 
experience, and thus, clearly reflects the 
taxpayer's income. Taxpayers must be 
ahle to show that a nonaccrual-experience 
method clearly retlects experience prior 
to adopting or changing to the method. 
The requirement to self-test provides an 
objective standard for making the deter
mination. Therefore, the final regulations 
do not adopt the recommendation to omit 
a self-testing requirement and retain the 
rule that a taxpayer must maintain books 
and record, sufficient to prO\e that the 
ta.\pay er' s non accrual-experience method 
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clearly reflects its experience for the tax
able) ear of the exclusion. 

h. Slul/dun/jiJl' collllwrisoll 

C1ll11mentators stated that the self-test
ing requirements do not allow taxpayers 
the opportunity to demonstrate that a pro
posed method clearly retlects their experi
ence, because under the 20(}3 regulations 
all methods must be compared to one of 
the safe harbors. The commentators Slated 
that none of the safe harbors retlect ac
tual experience, because all of the safe har
bors are moving averages rather than a 
comparison of the estimated uncollectible 
amount for a taxable year under the tax
rayer's nonaccrual-experience method to 
the actual collection experience of that tax
able year's accounts receivable. Thus, the 
commentators stated, the safe harbors may 
or may not retlect actual experience as well 
as the proposed method. 

The final regulations modify the 
self-testing requirements in response to 
these comments and eliminate the re
quirement in the 2003 regulations that a 
taxpayer's nonaccrual-experience method 
must be tested against one of the four safe 
harbor methods. The final regulations 
require that the taxpayer's nonaccrual-ex
perience method must be tested against the 
taxpayer's actual experience, unless the 
taxpayer is using one of the safe harbor 
nonaccruaI-experience method~. which 
are deemed to clearly retlect experience. 

For taxpayers and the IRS to imple
ment and administer the nonaccrual-ex
perience method, the determination of 
actual experience is necessary. Although 
commentators stated that taxpayers should 
be allowed to use hindsight and that ac
tual experience would require the use of 
data re!lecting the portion of the subject 
accounts receivable that remain uncol
lectible, the commentators did not elabo
rate regarding what "remain uncollectible" 
means, nor did the commentators set the 
date at which accounts receivable "re
main uncollectible." The determination 
and proof of actual experience generally is 
a simple matter for taxpayers whose col
lection process with respect to the subject 
receivables is complete by the time the 
Federal income tax return is filed. The 
collection cycle for some taxpayers, how
ever. may routinely span several taxable 
years. The commentators did not elaborate 

how such a factual determination could be 
made prior tll filing the Federal income 
tax return for the applicable taxable year 
(or alternati\e!y, prim to filing the method 
change r~quest for the applicahle tax
able year) in cases in which a taxpayer's 
collection cycle for the receivables goes 
heyond the date for the filing of the return 
(or method change). For taxpayers with a 
longer collection process, the deterrnina
tion of the final actual experience is not 
possible hy the time the Federal income 
tax return is filed, and may continue to be 
incomplete upon examination by the [RS, 
if the tax.payer's collection process with 
respect to receivables is still in process. 
Additionally, it is possible that accounts 
receivable written off in one taxable year 
may be recovered several taxable years 
later, even for taxpayers whose average 
collection cycle is short. Therefore, the 
final regulations reserve the determination 
of actual experience. 

The IRS and Treasury Department an
tici pate providing future guidance that 
may change or restrict the rules for 
self-testing and may address the deter
mination of actual experience. In the 
meantime, taxpayers may request advance 
consent to use a method other than a safe 
harbor method, but in the request taxpay
ers must establish to the satisfaction of the 
Commissioner how the determination of 
actual experience is made. Comments are 
requested concerning how to determine 
actual experience, Specifically, the IRS 
and Treasury Department seek comments 
on how the use of hindsight data can be 
made administrable, For example, how 
will the IRS National Office have the nec
essary data furnished with the application 
for change in method of accounting, and 
how will the taxpayer be able to timely per
form the self-testing? [n particular, should 
one, fixed determination date be used as 
a cut-off for all information included in 
the determination of actual experience? 
What facts and circumstances, known by 
the filing deadline for a change in method 
of accounting and the filing deadline for 
an original Federal income tax return, can 
a taxpayer and the IRS rely on to deter
mine the taxpayer's actual experience for 
purposes of the first-year self-testing re
quirements for the application for change 
in method of accounting and for purposes 
of the three-year self-testing requirements 
for the filing of the Federal income tax 



return? For a taxpayer that is applying 
to adopt or change to a nonaccrual-ex
perience method of accounting, should 
the taxpayer be allowed to rely on the 
results under the proposed method for the 
current taxable year compared to actual 
experience for old taxable years rather 
than a comparison of the results under the 
proposed method for the current taxable 
year compared to actual experience for the 
current taxable year at the time of filing, 
provided the taxpayer can demonstrate 
that there is not a change in the type of 
a substantial portion of the outstanding 
accounts receivable such that the risk of 
loss is substantially decreased? What 
standards should apply to a taxpayer who 
has had a change in the type of a substan
tial portion of the outstanding accounts 
receivable? If a taxpayer's business has 
changed in a manner that impacts a sub
stantial portion of its outstanding accounts 
receivable, the taxpayer's historical data 
for its receivables could lose much of their 
relevance in determining the taxpayer's 
current nonaccrual experience. 

c. Safe harbor comparison method 

The final regulations retain a modified 
version of the self-test from the 2003 reg
ulations, which required the comparison 
of a taxpayer's method against one of 
the safe harbors. The safe harbor com
parison method in the final regulations 
is used in conjunction with the fifth safe 
harbor nonaccrual-experience method, 
which allows a taxpayer to use any nonac
erual-experience method provided the 
method meets the safe harbor comparison 
method of self-testing. The safe harbor 
comparison method provided in the final 
regulations allows a taxpayer to com
pare the taxpayer's method against any of 
the safe harbors 1 through 4 during any 
self-testing period, rather than requiring 
the safe harbor chosen for comparison 
to be treated as a method of accounting. 
Because any of the safe harbors I through 
4 are deemed to clearly reflect experience, 
a taxpayer should be able to compare 
its method against any of the safe har
bors I through 4 to determine whether its 
method clearly reflects experience. The 
IRS and Treasury Department anticipate 
that the procedures for changes in method 
of accounting to use the new safe har
bor nonaccrual-experience method will 

be provided in administrative guidance, 
and that these changes will be made with 
automatic consent. 

d. Methods that do 110t clearly reflect 
experience 

The 2003 regulations provide, as part 
of the three-year self-test requirement, 
that if the taxpayer's cumulative alterna
tive nonaccrual-experience amount ex
cluded from income during the test period 
exceeds the taxpayer's cumulative safe 
harbor nonaccrual-experience amount, the 
taxpayer must recapture the excess into 
income in the third taxable year of the 
three-year self-test. The IRS and Trea
sury Department intended this recapture 
provision to allow minor variances or 
fluctuations produced by the taxpayer's 
nonaccrual-cxpcricnce method without 
prohibiting continued use of the method. 
However, when the taxpayer's nonac
crual-experience method produces results 
that are more than minor variations or 
fluctuations from the three-year self-test 
amounts, the method docs not clearly 
reflect the taxpayer's experience. The 
recapture provision addresses situations 
in which the taxpayer's nonaccrual-expe
rience method generally clearly reflects 
experience, but the taxpayer has an anoma
lous taxable year in which the method does 
not clearly reflect experience. However, 
methods may consistently provide large 
distortions from the taxpayer's actual ex
perience in future taxable years despite 
meeting the requirements of the first-year 
self-test. Consequently, the final regu
lations include a limit in the three-year 
self-testing provisions that, if exceeded, 
deems the taxpayer's nonaccrual-experi
ence method to not clearly ref1ect the tax
payer's experience. Because the taxpayer 
must recapture the difference between the 
uncollectible amount under the taxpayer's 
nonaccrual-experience method and the 
taxpayer's actual experience, a change 
from the taxpayer's nonaccrual-experi
ence method to a permissible method in 
the subsequent taxable year docs not re
quire a section 481 (a) adjustment and is 
made on a cut-off basis. 

Additionally, to provide transparency, 
the IRS and Treasury Department intend 
to provide in future guidance descriptions 
of methods and characteristics of methods 
combined with specific taxpayer circum-

stances that do not clearly reflect experi
ence. 

e. Other 

Commentators suggested that the 
self-test was not administrable in the con
text of consolidated groups. The IRS and 
Treasury Department believe that the final 
regulations do not impose more burden 
than any other method of accounting in 
the context of a consolidated group. Gen
erally, methods of accounting, induding 
the nonaccrual-experience method with its 
self-testing requirement. are adopted and 
applied separately by each entity within 
the consolidated group (or to separate 
trades or businesses within an entity), not 
at the consolidated group level. 

3. Safe Harbor Methods 

The 2003 regulations have four safe 
harbors: safe harbor 1 (the six-year mov
ing average method), safe harbor 2 (the 
actual experience method), safe harbor 3 
(the modified Black Motor method), and 
safe harbor 4 (the modified moving aver
age method). Comments were received re
garding safe harbors 1, 2, and 4. No com
ments were received regarding safe harbor 
3. 

a. General issues 

Commentators questioned the need to 
impose different time periods for different 
safe harbor methods. For example, in the 
2003 regulations, safe harbors I, 3 and 4 
are based on a six-year period (the current 
taxable year and the five immediately pre
ceding taxable years), whereas safe har
bor 2 is based on a three year period (the 
current taxable year and the two imme
diately preceding taxable years). These 
commentators recommended that. for con
sistency, the safe harbor methods should 
permit taxpayers to compute the uncol
lectible amounts using a period consisting 
of the current taxable year and no fewer 
than the two immediately preceding tax
able years and no more than the five im
mediately preceding taxable years. 

Providing options among the safe har
bors, including those with different time 
periods, is consistent with legislative in
tent to provide taxpayers "with alterna
tive computations or formulas that taxpay
ers may rely upon." Different taxpayers 
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ma) chl)(hL' dilk'ren[ IllL'[!1\ld., II Il!1 dllkr
ent [ll11e [,erl\)(.I, h~I,"'e1 lll1 [Ikl!" ll1e111 ld
lI~d cirClIlll,LII1Cl" Jnd l'\Pl'I'll'lll'l', Thl' (i
n~d reguL![l\lI1' all\1\\ t,I\PJ\ l'h t'l,'\ihilit) 
to ch()(he ~I pef\\ld ul' ~It Ie-,I\[ thl'l'l' LI\
ah iL' \ l'~lr', hut nol nlL H'L' than, 1\ 1,1 \,Ih it' 
)ear\ lapplicahle- pel'l\ld 1,1'\11 purpll"'\ \1\ 
the (llIllPll[,I[ion, 111 "<l,'h \11' thL' ',Ik h,lr
hor\, The LI\~lhle- \ ,'ar, II1ClllLkd In the 
applicable- p,'riL\d 111U,1 hI' the llHl,t rcccnt 
I II hich 1ll~1\ \lr 1ll,1\ 11Ll[ Includ,' till' cur-. . 

rent t<l\,lbk ) l'~Ir. ~I' '1J11111"~lhk I and 111U,t 
be cunse,'uti\ l', 

Additioll~IIl\, (lll11mcnLIlllr\ ,Iatl'd 
that II1L'iuLiing Ihl' L'lIITl'l1t LI\ahk )l'clr In 
C\llllput~ltlun, can L'aUSl' difticlllti,', II h,'n 
pr,'paring C()lllpUI~l1l\lI1' f\lr L'\limall'd 
ta\e,. Thl'reforl', the final I'cgulatilln, 
all\l\\ ta\p~lyels tll'\ibtlity II ith legard 
to \1 hether the current tenable year i, 
included in the applicable pcriod, The 
choice (If which t,nable yea!"; and ho\\ 
many arc includcd in the applicable pe
riod i, part of the tax payer' \ method of 
dCL'llunting under a safe harbor. and can 
he changed only \1 ith the con,ent of the 
COlllll1i"ionl'r, Tc\\payers m'lking such 
a change may I]()t h,ne all the historical 
dcttct necessary to compute ,I section -lK I (a) 
adjustment. Therefore, the final regula
tions prmide that the change is done on 
a cut-off basis rctther than with a sectiLln 
4K II a) adju stment. 

Fi nally, some (Olllmen tators rei teratt'd 
their earlier sugge,tion that thc Black 
Motor fmmula should be pl'rmitted ,1\ <In 
addilional ,afe harbor mL'tlwd, The IRS 
and Trea\ury Department continue to con
clude that the Black Motor formula ,hould 
not be provided as an additional safe har
bor method bccau~e the formula ()\ er,tate, 
the uncollectible aillount in 1ll<Ill\ circulll
stances, The final regulations add a fifth 
~afe harbor. which, a~ di~cw,~cd abll\c, 
allows taxpayer, to u\e any alternativc 
nonaccrual-experience Illethod pro\ ided 
the method meets the rcquir,'menh (If 

the safe harbor cOlllparison method under 
the self-tcsting requirelllcnts, Thl' IRS 
~\Ild Treasur) Department \11 a) prll\ ide 
additional safe harhors thruugh future 
publi,hed guidance, In addltiLln, if a ta\
P~I\ er' dlle, not wi,\h tll rt'1\ \1n one of thc 
~afe harbor" the fin,1i ['eguiatiol1S prll
\ Ide that .I LI\pa) er m;!) use .In) \)ther 
,llkrnati\ c nlln~ICLTual-c\pl'nence method 
pnl\ idcd the lllethnJ ckarl) rdlcl'h ih 
e\pl'l'i"IlCe and the ta\pa: er reLJu6!'> ,ll1d 
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rl'l'l'i\ c\ l'onsent from the Commissiont'r 
[\ 1 usc ,uch method 

Clllllll1l'nUllll'\ rl'llUeqed that the regu
Lltrlllh ,pcl'lfil'~tlly IIlclude a stalL'll1l'rlt that 
lInlntl'ntlon<!1 or immaterIal \anances Will 
IlLlt C~IU'l' a ta\pay er to he changed to the 
,pecItic l'hargt'-lltl I11t'thod, A, discussed 
in the preamhle to the ~()m regulations, the 
IRS and Trea\UI') Dt'partI11ent do not COIl-

1L'lllpLttt' th~lt a taxpayer be changed to the 
\]ll.?L1 til' charge-off method due to uninten
lillilal or ill1matt'nal \ariances, especially 
If a t,l\p<l)l'r i, di,ad\antaged by the \'ari
~111L'eS, Such a rule is unnecessar). partic
ularly \lith the tlexihility added to each of 

the safe harbor" 

b, 5;ufl' hu r/)or 1 - rCl't'lllle-hllse(/ /I/O\'ing 

(/\'('/'(/ge merhod 

Safe harbor I III the 2003 regulations 
Iva, referred to as the six-year moving 
a \ erage method, It is renamed the rev
enue-based Illo\ing average method in the 
final regulations to retlect the flexibility to 
choose between three to six taxable years 
for the appl icable period, The final regula
tion, provide that the revcnuc-based mov
ing average percentage of safe harbor I 
(the ratio of net writc-offs for the applica
ble period over accounh receivable earned 
mer the same applicable period) is multi
plied by a taxpayer's accounts receivable 
balance at the end of the taxable year to de
termine the taxpayer's nonaccrual-experi
ence amount. 

A commentator suggested that a safe 
harbor method should be added that would 
modify safe harbor I to mUltiply the rev
enue-based I11ll\'ing average percentage by 
d taxpayer's total billings (accounts receiv
able earned during the taxable year in lieu 
nf its a(cllunh receivable balance at the 
end of the taxable year), The commen
tator ~uggc~tcd that this new safe harbor 
would pnl\ide symmetry between the de
lH1minator of the revenue-based moving 
a\'erage percentage and the amount against 
\\ hich the re\enue-ba,ed moving average 
percentage i, multiplied, 

The final regulations do not adopt this 
recommt'ndation, The IRS and Treasury 
Department pre\ iously analyzed the ef
IeL't\ 01' mUltiplying the revenue-based 
Illll\ ing a\erage percentage by the to
tal billing, during the taxable year and 
ddermint'd that this computation over
,tate, that portion of the taxpayer's 

war-end ;Iccounts recei\able balance 
;hat \\ill not he collected, The existing 
formula is the method provided in for
mer ~ 1,44~-2T(e)(~). as contained in TD, 
~ ILJ-l, 53 FR 125 I3 (1l)~8), Although 
the denomlllator and multiplicand are not 
symmetricaL the method accurately re
tlects the year-end receivables that will 
not he collected for taxpayers with a short 
collection cycle, 

c. Sat'e Ill/rhor 2 - actllll/l'Xpl'ril'llcl' 

II/crhod 

Under safe harbor 2 of the 2003 reg
ulations, the taxpayer's adjusted nonac
crual-experience amount is detennined 
by tracking the receivahles in the tax
payer's accounts receivable balance at the 
beginning of the current taxable year to 
determine the dollar amount of the ac
counts receivable actually determined to 
be uncollectible and charged off and not 
recovered or determined to be collectible 
by the determination datc, The detcnni
nation date is the date selected by the 
taxpayer for the taxable year for purposes 
of safe harbor 2. and may not be later than 
the earlier of the due date. including ex
tensions, for filing the taxpayer's Federal 
income tax return for that taxable year or 
the date on which the taxpayer timely files 
the return for that taxable year. Under Op
tion A of safe harbor 2. the computation 
is repeated for the taxpayer's accounts re
ceivable balance at the beginning of each 
of the two immediately preceding taxable 
years, Under Option B of safe harbor 2, 
taxpayers that do not have the information 
necessary to compute a three-year moving 
average in the first taxable year the method 
is used are allowed to transition into the 
method year-by-year. The total of the 
amounts detennined to be uncollectible is 
divided by the total beginning accounts 
receivable balance for those taxable years 
used in the computation to determine the 
taxpayer's three-year (Option A), or up 
to three-year (Option B), moving average 
percentage, This percentage is then mul
tiplied by the taxpayer's current year-end 
accounts receivable balance to arrive at 
the taxpayer's actual nonaccrual-expe
rience amount. The taxpayer's actual 
nonaccrual-experience amount is then 
multiplied by 1,05 to determine the tax
payer's adjusted nonaccrual-experience 
amount. 



As discu~sed above, the final regula
tions altow flexibility in the applicable pe
riod used in safe harbor 2. Additionally, 
because the final regulations provide defi
nitions of terms used throughout the regu
lations for consistency, the terms used to 
describe the safe harbor 2 formula were 
changed to conform to the definitions in 
the final regulations. Although the de
scription of the method may look as though 
it has changed substantially, the safe har
bor 2 method is not intended to operate 
differently than the 2003 regulations, other 
than the flexibility in the applicable period 
and, as discussed below, the tlexibility in 
the detennination dates and in tracing re
covenes. 

Some commentators requested clarifi
cation as to whether safe harbor 2 is based 
on a computation that takes into account 
all known information arismg both before 
and after the determination date. The com
mentators suggested that the 2003 regula
tions may be mterpreted as taking into ac
count only all known information arising 
on or before determination dates for previ
ous taxable years involved in the compu
tation. 

The computation in safe harbor 2. Op
tion A, in the final regulations, contem
plates consideration of all known infOlma
tion arising on or before the determina
tion date for the current taxable year, in
cluding beginning accounts receivable bal
ances, charge-otls and recoveries, with re
spect to all taxable years included in the 
computation. For example, if an account 
receivable of a calendar year taxpayer ex
ists on January 1, 2006, and is charged off 
as a bad debt on December 15, 2007, the 
bad debt should be included in the com
putation in the taxable year it is charged 
off and every subsequent taxable year for 
as long as the 2006 beginning of the year 
accounts receivable balance is part of the 
computation under this method. Conse
quently, the final regulations clarify that all 
known information arising on or before the 
determination date for the current taxable 
year, with respect to the taxable years in
cluded in the computation, should be con
sidered. 

In the 2003 regulations, Option B al
lows a taxpayer to transition into the ac
tual experience safe harbor method. The 
final regulations allow a new taxpayer wi th 
no beginning accounts receivable to transi
tion under either Option A or Option B (see 

§ 1.448-2(d)(4) of the fmal regulations). 
Option B in the final regulations differs 
from Option A in that it allow, a taxpayer 
to use multiple determination date, (one 
for each taxable year of the applicahle pe
riod) instead of one determination uate. 
Therefore, under Option B in the final reg
ulations, a taxpayer has a choice of the ap
plicable period, three to six taxable year~, 
and the taxpayer u~es ~eparate uetermina
tioll dates for each taxable year in the ap
plicable period. That is, a taxpayer must 
me bad debts sustained by the separate de
termination date of each taxable year dur
ing the applicable periou rather than bad 
debts sustained by the determination dale 
of the current taxable year. The uetermina
tion date used for each taxable year must 
be the determination date originally used 
for each taxable year at the time the uncol
lectible amount for that taxable year was 
computed. For example, if an account re
ceivable of a calendar year taxpayer ex
ists on January 1,2006, and is charged off 
as a bad debt on December 15. 2007, and 
the determination date for the 2006 tax
able year is September I, 2007. the bad 
debt would never be included in the com
putation because it is charged off after the 
2006 taxable year determination date. This 
method was requested by commentators 
to reduce the burden of having to update 
the total bad debts for a particular taxable 
year with every future computation that in
cluded that taxable year. 

Other commentators reque~ted clarifi
cation as to whether the determination date 
used in safe harbor 2 may shift from year to 
year. These commentators recommended 
that the final regulations confirm that a tax
payer may use a different determination 
date each taxable year, and that a change 
of determination date is not a change in 
method of accounting. Safe harbor 2 con
templates that a taxpayer may file its Fed
eral income tax return at different times 
from year to year, and that the choice of 
a determination date used in the computa
tion is not a method of accounting. How
ever, once a determination date is selected 
and used for a particular taxable year, it 
may not be changed for that taxable year. 
Therefore, the final regulations clarify that 
the determination date may be different 
from year to year, and that a change in 
the determination date is not a change in 
method of accounting. 

Under Option B of safe harbor 2, the 
2003 regulations provide that a newly 
formed taxpayer that chooses Option B 
and doe~ not have any accounb receivable 
upon formation will not be able to exclude 
any portion of its year-end accounts re
ceivable from income for its first taxable 
year because the taxpayer does not have 
any accounts receivable on the first day 
of the taxable year that can be tracked. 
Some commentators recommended that 
the final regulations either permit newly 
formed taxpayers using OptIOn B to ex
clude a portion of their year-end accounts 
receIvable balancc, or in the alternative, 
clarify the rules for adopting (his safe 
harbor m the taxpayer's first taxable year 
in order to eliminate the administrative 
burden of filing Form 3115, "Applica
tion for Change in Accoulltillg Method," 

in the succeeding taxable year. The fi
nill regulations retam this special rule in 
§\'44X-(d)(4) for both safe harbor 2 and 
safe harbor 4, because the methods require 
a beginmng accounts receivable balance 
to compute the uncollectible amount. Use 
of another method in the first taxable year 
may not clearly reneet experience. The 
final regulations clarify lllat the tax.payer 
must begin creating its moving average 
in its second taxable year by tracking the 
accounts receIvable as of the first day of 
its second taxable year. The u~c of one 
of the safe harbor nonaccrual-experience 
methods of accounting described in para
graph (0(2), (f}(4). or (fJ(5), if applicable, 
of the final regulations in a taxpayer's 
second taxable year in this situation is 
not a change in method of accounting. 
Although the taxpayer must maintain the 
books and records necessary to perform 
the computations under the adopted safe 
harbor nonaccrual-experience method, the 
taxpayer is not required to affirmatively 
elect the method on its Federal income tax 
return for its first taxable year. 

Commentators requested that safe har
bor 2 be modified to permit taxpayers to 
use any reasonable method to determine 
recoveries. In response to commentators' 
concerns about whether taxpayers could 
u~e assumptions regarding recoveries 
rather than specifically trace, the preamble 
to the 2003 regulations stated that the IRS 
and Treasury Department do not intend 
that a taxpayer be changed to the specific 
charge off method due to unintentional 
and/or immaterial variances, especially 
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if the taxpayer i~ disacl\antaged by sllch 
vanances. Some commentators believe 
that despite the preamhle. the 20m regula
tions may require taxpayers to specifically 
trace IOO'Ic of recoveries. The IRS and 
Treasury Department did not intend to pre
vent taxpayers from using a method that 
allocates I ()()0( of recmeries to current 
taxable vear bad debts. Commentators 
also ha\e stated that although some recov
eries may be traceable. some recoveries 
may not be traceable due to lump sum 
recO\erie~ from third parties. 

The final regulations provide that a tax
payer ~pecifically should trace recoveries 
if the taxpayer is able to do so without 
undue burden. However. the IRS and 
Treasury Department believe if the tax
payer is unable specifically to trace all 
recoveries without undue burden. the tax
payer should be able to use any reasonable 
method in determining the amount of re
cm'eries to be traced to each taxable year's 
bad debts. Therefore, the final regulations 
allow taxpayers to use a reasonable alloca
tion method. A method will be considered 
reasonable if there is a cause and effect 
relationship between the allocation base 
or ratio and the recoveries. The final reg
ulations also provide that a taxpayer may 
trace only recoveries that are traceable 
and allocate the remaining, untraceable, 
recoveries to charge-offs of amounts in 
the relevant beginning accounts receiv
ahle halances. Methods that include. for 
example, receivables for which the nonac
crual-experience method is not allowed to 
be used (see ~ 1.448-2(c)( I )(ii)) generally 
will not be considered reasonable. 

d. Sure harhor 3 - modified Black Motor 
method 

Safe harbor 3 is a variation of the for
mula addressed in Black Motor Co. 1'. 

Commissioner. 41 B.T.A. 300 (1940), 
a/I'd, 125 F.2d 977 (6th Cir. 1942). No 
comments were received regarding safe 
harbor 3. The final regulations adopt the 
method in the 2003 regulations. with mi
nor revi,ions made to the terms used in 
the formulas to conform the terms used 
throughout the regulations. 

e, Sa/I' //(/riJor.J. - modified lI1ol'illg 
i/I'l'mgc lI1ethod 

The 2003 regulations provide that. for 
purposes of safe harbor 4, a taxpayer may 
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determine the uncollectible amount by 
multiplying its accounts receivable bal
ance at the end of the current taxable year 
by the ratio of total bad debts charged off 
for the current taxable year and the five 
preceding taxable years other than the 
credit charges (accounts receivable) that 
were charged off in the same taxable year 
they were generated. adjusted for recov
eries of charge-offs during that period. to 
the sum of accounts receivable at the end 
of the current taxable year and the five 
preceding taxable years. 

Some commentators argued that. by 
eliminating credit charges that were writ
ten off in the same taxable year they were 
generated, the effect of this computation 
for a taxpayer's first taxable year is to 
eliminate the intended benefit of section 
448(d)(5). These commentators recom
mended that the final regulations permit 
newly formed taxpayers using safe harbor 
4 to exclude a portion of their year-end 
accounts receivable balance. or in the al
ternative, clarify the rules on adopting 
this safe harbor method in the taxpayer's 
first taxable year in order to eliminate the 
administrati ve burden of filing Form 3115 
in the succeeding taxable year. 

This safe harbor method, like safe har
bor l is a variation of the formula ad
dressed in Black Motor Co. 1'. Com
II1ISSlOner. Safe harbor 4, by eliminat
ing credit charges that were written off 
in the same taxable year they were gen
erated, and thereby reducing the amount 
computed under the traditional Black Mo
tor formula, remedies known shortcom
ings generally associated with the Black 
Motor formula, and as such, more accu
rately reflects a taxpayer's nonaccrual-ex
perience. Therefore, the final regulations 
retain this rule. 

Another commentator pointed out that 
there is a mismatching in the compari
son of write-offs to accounts receivable 
in the formula used in safe harbor 4 be
cause it compares the total accounts writ
ten off in a taxable year after the year of 
sale to the ending balances in accounts re
ceivable for the six-year period. For exam
ple, the sum of the write-oth in each tax
able year for the preceding taxable years' 
charges for services in year 7 is for ser
vices rendered in years I through 6, but the 
ending balances in accounts receivable are 
from years 2 through 7. This commenta
tor opined that. if charges for services and 

accounts receivable are increasing, the ra
tio of write-offs from prior balances rel
ative to current receivables would be un
derstated and therefore the uncollectible 
amount would be understated. The com
mentator suggested that the sum of the 
write-offs in each taxable year for the pre
ceding taxable years' charges for services 
should be divided by the sum of the be
ginning accounts receivable for the current 
and fi ve preceding taxable years. The fi
nal regulations adopt this recommendation 
and, for purposes of safe harbor 4, the de
nominator is changed to retlect the begin
ning of the taxable year accounts receiv
able balances in lieu of accounts receivable 
balances at the end of the taxable year. 

4. Special Rules 

a. Acquisitions and dispositions 

A commentator recommended that 
the final regulations clarify that newly 
fanned or acquired taxpayers in a section 
351(a) or 721(a) nontaxable transaction 
are allowed to use predecessor data to 
compute their uncollectible amount under 
the nonaccrual-experience method. The 
final regulations adopt this comment and 
provide special rules for acquisitions and 
dispositions. Taxpayers that acquire a 
major portion of a trade or business or a 
unit of a trade or business (for example, a 
hospital) should include the data from the 
predecessor in the computations to avoid 
potentially skewing the computations for 
the remainder of the applicable period. 
Additionally, taxpayers that dispose of 
a major portion of a trade or business 
or a unit of a trade or business should 
not use the data related to the disposed 
trade or business in the computations. For 
purposes of the nonaccrual-experience 
methods of accounting, a new, qualified 
taxpayer that acquires property in any 
transaction to which section 381 (a) does 
not apply must adopt a nonaccrual-ex
perience method on the basis of its own 
experience. However, to the extent pre
decessor information is available, the data 
must be used in the newly-adopted nonac
crual-experience method. 

b. Reportable transactions 

Some commentators recommended 
that the book-tax difference that may 



result from the use of the nonaccrual-ex
perience method not be taken into account 
in determining whether a transaction is a 
reportable transaction for purposes of the 
disclosure rules under §1.60ll-4(b)(6). 
As a result of Notice 2006-6. 2006-5 
I.R.B. 385. book-tax differences no 
longer create reportable transactions un
der §l.6011-4(b)(6). Therefore, it is not 
necessary to adopt this recommendation. 

c. Short taxable years 

As discussed. the 2003 regulations gen
erally provide procedures for taxpayers 
that have fewcr than the requisite num
ber of taxable years to adopt or change 
to a safe harbor nonaccrual-experience 
method. Some commentators requested 
rules on how taxpayers may compute their 
nonaccrual-experience amount in the case 
of a short taxable year. Commentators 
opined that for certain safe harbors, such 
as safe harbors 2. 3 and 4. inaccurate in
come exclusion can arise because a short 
taxable year will have a disproportionate 
effect on the numerator and denominator 
of the computations. For example, a tax
payer that has a relatively stahle balance 
of accounts receivable but a short period, 
such as three months, may generate only 
one-fourth of the normal write-offs. These 
commentators recommended that the fi
nal regulations provide that, if a taxpayer 
experiences a short taxable year, the net 
write-offs for the short period should be 
annualized in order to prevent distortion 
of the safe harbor computation. Alterna
tively, these commentators suggested that 
taxpayers should be allowed to include 
data from the previous twelve months in 
the safe harbor computation. For example, 
for a calendar year taxpayer who experi
ences a short period ending March 31 st. the 
taxpayer would use data from the twelve 
months prior to the period ending on 
March 31 st to compute its nonaccrual-ex
perience amount. 

The final regulations provide that tax
payers must make appropriate adjustments 
for short taxable years for nonaccrual-ex
perience methods that are based on a com
parison of accounts receivable balance to 
total bad debts. The IRS and Treasury 
Department intend to issue administrative 
guidance on appropriate adjustments. 

d. Periodic systems 

A~ with the 2003 regulations. the fi
nal regulation:) provide. in ~ 1.44R-2(d)(2), 
that a taxpayer applies 11, nonaccrual-ex
perience method with re~pect to each spe
cific account receivable eligible for the 
method. The preamble to the 2003 regu
lations states that a taxpayer may continue 
to use the periodic system described in No
tice 88-51. \988-\ C.B. 535, in conjunc
tion with any permissible nonaccrual-ex
perience method used by the taxpayer. The 
use of a periodic method remains permis
sible under § 1.448-2(d)(2) of the final reg
ulations. 

5. EjJecrive date 

These final regulations are applicable to 
taxable years ending on or after August 31. 
2006. A commentator recommended that 
the final regulations be applied retroac
tively to allow taxpayers to settle any open 
taxable year in which the nonaccrual-ex
perience method is an issue under consid
eration in examination. in Appeals. or be
fore the U.s. Tax Court by u'iing one of 
the safe harbor methods. and thus. avoid 
continued disagreements between the gov
ernment and taxpayers. The final regula
tions do not adopt this recommendation. 
However. the Commissioner may settle an 
earlier taxable year on the basis of a safe 
harbor method that clearly reflects the tax
payer's experience. 

6. Procedures for Ad()pti()n or Change in 
Method of Accounting 

The 2003 regulation!'. include specific 
rules for filing an application to change to a 
nonaccrual-experience method of account
ing. The final regulations omit these rules. 
which will be provided in administrative 
guidance. The guidance will include auto
matic consent procedures for filing an ap
plication to change to one of the safe har
bor nonaccrual-experience methods of ac
counting. 

To adopt or change to a method other 
than one of the safe harbor nonaccrual
experience methods of accounting. a tax
payer must request advance consent under 
the current procedures for obtaining the 
consent of the Commissioner of Internal 
Revenue to change a method of accoul1t
mg for Federal income tax purposes (see. 
for example, Rev. Proc. 97-27, 1997-1 

C.B. 680 (a~ modified and amplified by 
Rev. Proc. 2002-19. 2002-1 CB. 696. 
as amplified and clarifIed by Rev. Proc. 
2002-54, 2002-2 C.B. 432). In the in
terest of sound tax administration, a new 
taxpayer must request advance COll~ent tn 

adort a method other than one of the safe 
harbor nonaccrual-experience methods to 
ensure that the method clearly renects in
come and experience. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory a~sessment 
i~ not required. It also has been determined 
that section 553(b) and (d) of the Admin
istrative Procedure Act (5 U.s.c. chapter 
5) does not apply to these regulations. It is 
hereby certified that the collection of infor
mation contained in these regulations will 
not have a significant regulatory impact on 
a substantial number of small entities. This 
certification is hased upon the fact that the 
estimated hurden associated with the in
formation collection averages three hours 
per respondent. Moreover, for taxpayers 
that are eligible to use these regulations 
and thal foHow these regUlations. any bur
den due to the colleuion of information 
in these regulations will he outweighed by 
the benefit recei ved by accruing less in
come than would otherwise be required. 
Accordingly. a regulatory flexibility anal
ysis is not required. Pursuant to section 
7805(0 of the Internal Revenue Code. the 
proposed regulations preceding these reg
ulations were submitted to the Chief Coun
sel for Advocacy of the Small Business 
Administration for comment on their im
pact on small business. 

Drafting Information 

The principal author of the~e regula
liOns is W. Thomas McElroy, Jr. of the Of
fice of Associate Chief Counsel (Income 
Tax and Accounting). However, other per
sonnel from the IRS and Treasury Depart
ment participated in their development. 

* * ;{: :.;.: * 

Adoption of Amendments to the 

Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 
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PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continue, to read, in part, a~ 1'0110\\ ,< 

Authoritv: 20 USc. n05 " " , 
Par. 2. Section 1.-I-IX-2 i~ added to read 

a~ f(lllo\\~: 

.~ I . ..t..ttl-2 NOI1(/(c/'I/(/f ot cC/'laill IIIIIOllllTS 

/J\' .Il'rl'icI' I)/'(!l'ii/en. 

(a) III gell('mf. Thi~ ~ection applie~ 

to taxpa~er~ qualified to u~e a nonac
LTual-nperience method of accounting 
pnl\ided for in ~ection -I-IX(d)()) with 
re~pect to amounts to he receiwd for the 
performance of sen ices. A taxpayer that 
~ati~fie~ the requirements of this section 
i~ nut required to accrue any portion of 
,1I11(lUnt~ to he received from the perfor
mance of ~cn'ices that. on the basis of the 
taxpayer's experience, and to the extent 
determined under the computation or for
mula used by the taxpayer and allowed 
under this section. will not be collected. 
Except as otherwise provided in this sec
tion, a taxpayer is qualified to use a nonac
cru,d-experience method of accounting if 
the taxpayer uses an accrual method of 
accounting with respect to amounts to be 
recei ved for the performance of services 
by the taxpayer and either-

( I ) The services are in fields referred 
to in section -I-IX(d)(2)(A) and described in 
~ 1.4-1X-1 T(e)( 4) (health, law, engineering, 
architecture, accounting. actuarial science. 
performing arts, or con~ulting): or 

(::2) The taxpayer meets the $S million 
annual gross recei pis test of section 44g( c) 
and ~ 1.4-1X-!T( 1')(::2) for all prior taxable 
vear~. 

(b) Apl)/i('([tioll ollllc,hod ([lid 'rca'

IIII'll' ([.\ IIIclhoi/ ot' UC('Ollll,illg. The rules 
of section -I4X( d)( S) and the regulations 
are applied separately to each taxpayer. 
For purposes of section 44X(d)(S). the 
term tll.\]lII\'er has the same meaning 
as the term person defined in section 
770 I (a)( I ) (rather than the meaning of the 
term defined in section 7701 (al( 1-1)). The 
lI()IlacLTual of amounh to be received for 
the performance of seniees is a method 
of <lcl'l1unting (a nonacLTual-experience 
method I. A change to a nonaccrual-expc
rienL'c method, from one nonaccrual-expe
riCIlL'l' method to another nonaccrual-ex
penel1l'e method, or to a periodic system 
I for example. see Notice X8-51. 1988-1 
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C.B. S:15. and ~oOI.601(d)(::2)(ii)(h) of 
this chapter), i~ a change in method of 
accounting to which the provisions of 

sections -1-16 and 481 and the regulations 
apply. See also paragraphs (c)(2)(il. (cl(:;). 
(d)(4). and (e)(:i)(i) of this section. Except 

as provided in other published guidance, a 
taxpayer \vho wishes to adopt or change to 
any non accrual-experience method other 
than one of the safe harbor methods de
scribed in paragraph (0 of this section 
must request and receive advance consent 
from the Commissioner in accordance 
with the applicable administrative proce
dures issued under ~ 1,446-I(e)(3)(ii) for 
ubtaining the Commissioner's consent. 

(c) Definitions IIlId speciaf mfes-( I) 

Accollnts recci\'ub/e-( i) In Reneraf. Ac
counts receivable include only amounts 
that are earned by a taxpayer and other
wise recognized in income through the 
performance of services by the taxpayer. 
For purposes of determining a taxpayer's 
nonaccrual-experience under any method 
provided in this section, amounts de
scribed in paragraph (c)(I)(ii) of this 
section are not taken into account. Except 
as otherwise provided, for purposes of 
this section, accounts receivable do not 
include amounts that are not billed (such 
as for charitable or pro bono services) 
or amounts contractually not collectible 
(such as amounts in excess of a fee sched
ule agreed to by contract). See paragraph 
(g) EWlllpfcs I and 2 of this section for 
examples of this rule. 

(ii) Method l10t available for cerrain 
rcceil'llbfes-( A) Amounts nor earned 
(/ild /'ccogl1i::.ed throuKh the perjeml11l11Ce 
ot' sen'iccs. A nonaecrual-experience 
method of accounting may not be used 
with respect to amounts that are not earned 
by a taxpayer and otherwise recognized 
in income through the performance of 
services by the taxpayer. For example, a 
nonaccrual-experience method may not be 
used with respect to amounts owed to the 
taxpayer by reason of the taxpayer's activ
ities with respect to lending money, selling 
goods. or acquiring accounts receivable 
or other rights to receive payment from 
other persons (including persons related 
to the taxpayer) regardless of whether 
those persons earned the amounts through 
the provision of services. However, see 
paragraph (d)(3) of this section for special 
rules regarding acquisitions of a trade or 
business or a unit of a trade or business. 

(8) It' intereST or pel/lIlty charged on 

(/IIlO1l11tS dill'. A nonaccrual-experience 
method of accounting may not be used 
with respect to amounts due for which in
terest is required to be paid or for which 
there is any penalty for failure to timely 
pay any amounts due. For this purpose, 
a taxpayer will be treated as charging in
terest or penalties for late payment if the 
contract or agreement expressly provides 
for the charging of interest or penalties for 
late payment. regardless of the practice of 
the parties. If the contract or agreement 
does not expressly provide for the charg
ing of interest or penaltie-, for late pay
ment, the determination of whetherthe tax
payer charges interest or penalties for late 
payment will be made based on all of the 
facts and circumstances of the transaction, 
and not merely on the characterization by 
the parties or the treatment of the transac
tion under state or local law. However, the 
offering of a discount for early payment 
of an amount due will not be regarded as 
the charging of interest or penalties for late 
payment under this section, if-

(1) The full amount due is otherwise 
accrued as gross income by the taxpayer at 
the time the services are provided; and 

(2) The discount for early payment is 
treated as an adjustment to gross income in 
the year of payment. if payment is received 
within the time required for allowance of 
the discount. See paragraph (g) Example 3 
of this section for an example of this rule. 

(2) Appfic({bfe period-(i) III general. 
The applicable period is the number of tax
able years on which the taxpayer bases its 
nonaccrual-experience method. A change 
in the number of taxable years included in 
the applicable period is a change in method 
of accounting to which the procedures of 
section 446 apply. A change in the in
clusion or exclusion of the current taxable 
year in the applicable period is a change 
in method of accounting to which the pro
cedures of section 446 apply. A change in 
the number of taxable years included in the 
applicahle period or the inclusion or exclu
sion of the current taxable year in the ap
plicable period is made on a cut-off basis. 

(ii) Applicable period for safe harbors. 
For purposes of the safe harbors under 
paragraph (f) of this section the applica
ble period may comist of at least three but 
not more than six of the immediately pre
ceding consecutive taxable years. Alter
natively, the applicable period may con-



sist of the current taxable year and at least 
two but not more than five of the immedi
ately preceding consecutive taxable years. 
A period shorter than six taxable years is 
pennissible only if the period contains the 
most recent preceding taxable years and all 
of the taxable years in the applicable pe
riod are consecutive. 

(3) Bad debts. Bad debts are accounts 
receivable determmed to be uncollectible 
and charged off. 

(4) Charge-aft's. Amounts charged off 
include only those amounts that would oth
erwise be allowable under section 166(a). 

(5) Determination date. The determi
nation date in safe harbor 2 provided in 
paragraph (f)(2) of this section is used as 
a cut-otl date for determining all known 
data to be taken into account in the com
putation of the taxable year's uncollectible 
amount. The determination date may not 
be later than the earlier of the due date, 
including extensions, for filing the tax
payer's Federal income tax return for that 
taxable year or the date on which the tax
payer timely files the return for that taxable 
year. The determination date may be dif
ferent in each taxable year. However, once 
a determination date is selected and used 
for a particular taxable year, it may not be 
changed for that taxable year. The choice 
of a determination date is not a method of 
accounting. 

(6) Recoveries. Recoveries are amounts 
previously excluded from income under a 
nonaccrual-experience method or charged 
off that the taxpayer recovers. 

(7) Uncollectible amount. The un-
collectible amount is the portion of any 
account receivable amount due that, un
der the taxpayer's nonaccrual-experience 
method, will be not collected. 

(d) Use of experience to estimate un

collectible amounts-( I) In general. In 
determining the portion of any amount 
due that, on the basis of experience, will 
not be collected, a taxpayer may use any 
nonaccrual-experience method that clearly 
reflects the taxpayer's nonaccrual-expe
ric nee. The determination of whether 
a nonacerual-experience method clearly 
reflects the taxpayer's nonacerual-experi
enee is made in accordance with the rules 
under paragraph (e) of this section. Alter
natively, the taxpayer may use anyone of 
the five safe harbor nonaccrual-experience 
methods of accounting provided in para
graphs (f)(l) through (D(S) of this section, 

which are presumed to clearly retleet a 
taxpayer's nonaccrual-ex perience. 

(2) Applicatioll to speCific aCCollllt.1 

receivable. The nonacerual-experience 
method is applied with re~pect tll each 
account receivable of the taxp,lyer that j, 

eligible for this method. With re,pect to a 
particular Jccount receivahle_ the taxpayer 
determines, in the manner prescrihcd in 
paragraphs (dJ( I) or (1')( I I through (n( 5) 
of this section (whichever applie,), the un
collectible amount. The determination is 
required to be made only once with respect 
to each account receivable, regardless of 
the term of the receivable. The uncol
lectible amount is not recognized a~ groS\ 
income. Thus, the amount recognized as 
gross income is the amount that would 
otherwise be recognized as gross income 
with respect to the account receivable, less 
the uncollectible amount. A taxpayer that 
exclude~ an amount from income during a 
taxable year a~ a result of the taxpayer'~ 
use of a nonaccrual-experience method 
may not deduct in any subsequent taxable 
year the amount excluded from income. 
Thus, the taxpayer may not deduct the 
excluded amount in a subsequent taxable 
year in which the taxpayer actually de
termines that the amount is uncollectihle 
and charges it off. If a taxpayer using a 
nonaccrual-experience method determine, 
that an amount that was not excluded from 
income is uncollectible and should be 
charged off (for example, a calendar-year 
taxpayer determines on November I 'l that 
an account receivable that was originated 
on May I't of the same taxable year is un
collectible and should be charged off). the 
taxpayer may deduct the amount charged 
off when it is charged off, but must include 
any subsequent recoveries in income. The 
reasonableness of a taxpayer's determi
nation that amounts are uncollectible and 
should be charged off may be considered 
on examination. See paragraph (g) EW/JI

pIe 12 of this section for an example of 
this rule. 

(3) Acquisitions and dil}Jo.\·itiolll-li) 

Acquisitions_ If a taxpayer acquires the 
major portion of a trade or business of 
another person (predecessor) or the major 
portion of a separate unit of a trade or busi
ness of a predecessor. then, for purpo,e, of 
applying this section for any taxable year 
ending on or after !he acquisition. the ex
perience from preceding taxable years of 
the predecessor attributable to the portion 

oj the trade or hU~!De" acquired. if avail
able. muq he u,ed 111 Jetermining the tax
payer', experIence. 

Iii) Di.I]illsilWI/.I. If a taxpayer di,poses 
of a major portion of a trade or business 
()r the major portIOn of a ,tparate unit 
of a trade or bu,i[1ess. and the taxpayer 
furni,hed the acquiring person the infor
mation neces\ary tor the computations rc
ljUired by this section, then, for purposes of 
applying this \ection for any taxable year 
ending on or after the disposition, the expe
rience from preceding taxable years attrib
utable to the portion of the trade or busi
ness dispm,cd Illay not be u,ed in determin
I ng the taxpayer'" experience. 

(iiil M('{lilillg lit {crllls. For the mean
ing of the terms ([('ill/isitio/1, seporate unit, 

and /lll/jo}' (IO/'tioll, see paragraph (b) of 
~ 1.52-2. The term (1cqlll.l'itioll includes an 
incorporation or u liquidation. 

(4) N('\\ (Wf'(IY('r.I. The rules of this 
paragraph (d)(4) apply to any newly 
formeel taxpayer to which the rules of 
paragraph (d)Ll)(i) of this section do not 
apply. Any neVvly formed taxpayer that 
""Jnts to U'ie a safe harbor nonaccrual-ex
perience method of accounting described 
in paragraph (1')( I), if)(2), (fl13), (f)(4), 

or (f)(5) of this section applies the meth
uel, by using the experience of the actual 
number of taxable years available in the 
applicable period. A newly formed tax
payer that wants to use one of the safe 
hilrbor nonaccrual-expcrience methods of 
accouJlting de\cribed in paragraph (f)(2), 

(O( 4 I. or (f)( 5) of this section III its first 
taxable year and doe, not have any ac
count, receivable upon formation may 
not exclude ilny portion of its year-end 
accounts receivable from income for its 
fir,t taxable year. The taxpayer must 
begin creating its moving average in its 
,econd taxahle year hy trJcking the ac
counts receivable as of the firq day of its 
second taxable year. The use of one of the 
'>afe harbor nonaccrual-expencnce meth
oJ, of accounting described in paragraph 
(f)(2), (fl(4)_ or (f)(5) of this section in 
a taxpayer's second taxahle ye:u in this 
\ituation is not d change III method of 
accounting. Although the taxpayer must 
maintain the hooks and records necessary 
to perform the computations under the 
adopted safe harbor nonaccrual-experi
cnce method. the taxpayer is not required 
to affirmatively elect the method on its 
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Federal income tax return for it~ fir~t tax

able year. 
(5) R£'("(}\'('ric.I. Regardk~~ of the 

non accrual-experience method of ac
counting u~ed hy a taxpayer under thi~ 

~ecllon. the taxpayer mu~t take recmeries 
into account. If. III a ~uh~equent taxable 
year, a taxpa:-er renner, an alllount pre
\Iously excluded fmm income under a 
llonacLrual-expenence method or charged 
oil. the t~lxpa:-l'r Illust include the recov
ered amount in Income in that suhsequent 
taxahle year See paragraph (g) EIlI/lllllc 

13 of this sel·tion for an example of this 
rule. 

(0) RnlUC.II to nelude fil.w/Jle \'eurs 

Fum ulllilim/Ji/' period. A period shorter 
than the applicable period generally is per
missible only if the period consists of con
seniti ve taxable years and there is a change 
in the type of a substantial portion of the 
()ut~tanding accounts receivable such that 
the risk of loss is substantially increased. 
A decline in the general economic condi
tions in the area, which substantially in
creases the risk of loss, is a relevant fac
tor in determining whether a shorter pe
riod is appropriate. However. approval to 
use a shorter period will not be granted 
unless the taxpayer supplies evidence that 
the accounts receivable outstanding at the 
close of the taxable years for the shorter 
period requeqed are more comparahle in 
nature and risk tll accounts receivable out
standing at the close of the current taxahle 
year. A substantial increase in a taxpayer's 
bad deht experience is not. by itself. suffi
cient to justify the use of a shorter period. 
I f approval is granted to use a ~horter pe
riod, the experience for the excluded tax
able years may not be used for any subse
quent taxable year. A request for approval 
to exc lude the experience of a prior taxable 
year must be made in accordance with the 
applicahle procedures for requesting a let
ter ruling and must include a statement of 
the reasons the experience should be ex
cluded. A request will not be considered 
unless it is sent to the C()mmis~ioner at 
least 30 days before the close of the first 
taxable year for which the approval is re
quested. 

(71 Short tll.whle ICUrI. A taxpayer 
with a shurt taxable year that uses a nonac
LTual-experience method that compares 
accounh recei\able balance to total bad 
debts during the taxahle year should make 
appropriate adjustmenb. 
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(t{) Record keeping reqlliremenls-( i) 
A taxpayer using a nonaccrual-experience 
method of accounting must keep sufficient 
books and records to establish the alllount 
of any exclusion from gross income un
der section .f.f8(d)(S) for the taxahle year. 
including books and records demonstrat-
mg-

(A) The nature of the taxpayer's nonac
crual-experience method: 

(B) Whether, for any particular tax
ahle year. the taxpayer qualifies to use its 
l1onaccrual-experience method (including 
the self-testing requirements of paragraph 
(e) of this section (if applicable)): 

(C) The taxpayer's determination that 
amounts are uncollectible: 

(0) The proper amount that is exclud
able under the taxpayer's nonaccrual-ex
perience method: and 

(E) The taxpayer's determination date 
under paragraph (c)(5) of this section (if 
applicable ). 

(ii) If a taxpayer does not maintain 
records of the data that are sufficient to es
tablish the amount of any exclusion from 
gross income under section 448(d)(5) 
for the taxable year, the Internal Rev
enue Service may change the taxpayer's 
method of accounting on examination. 
See ~ 1.600 I-I for rules regarding records. 

(e) Requirements for 1l0IJ{/ccrual 

method to clearly reflect experiellce-( I) 

III general. A nonaccrual-experience 
method clearly retleets the taxpayer's ex
perience if the taxpayer's nonaccrual-ex
perience method meets the self-test re
quirements described in this paragraph 
(e). If a taxpayer is using one of the safe 
harbor nonaccrual-experience methods 
described in paragraphs (0(1) through 
(f)(4) of this section, its method is deemed 
to clearly retlect its experience and is not 
subject to the self-testing requirements in 
paragraphs (e)(2) and (e)(3) of this section. 

(2) Requirement 10 self-rest-til In 
general. A taxpayer using, or desiring 
to use, a nonaccrual-experience method 
must self-test its nonaccrual-experience 
method for its fir~t taxahle year for which 
the taxpayer uses, or desires to use, that 
nonaccrual-experience method (first-year 
self-lest) and every three taxable years 
thereafter (three-year self-test). Each 
self-test must be peliormed by comparing 
the uncollectible amount (under the tax
payer's nonaccrual-experience method) 
with the taxpayer's actual experience. A 

taxpayer using the safe harbor under para
graph (f)(')) of this section must self-test 
lIsing the safe harhor comparison method 
in paragraph (e)(3) of this section. 

(ii) Firs!-\'('l/r sclrrl's!. The firsl-year 
~elf-test must be performed by compar
ing the uncollectihle amount with the tax
payer's actual experience for its first tax
able year for which the taxpayer Uses. or 
desires to use, that nonaccrual-experience 
method. If the uncollectible amount forthe 
first-year self-test is less than or equal 10 

the tax payer's actual ex perience for its first 
taxable year for which the taxpayer uses, or 
desires to use, that non accrual-experience 
method, the taxpayer's nonaccrual-experi
ence method is treated as clearly reneet
ing its experience for the first taxable year. 
If, as a result of the first-year self-test, the 
uncollectible amount for the test period is 
greater than the taxpayer's actual experi
ence, then-

(A) The taxpayer's nonaccrual-experi
ence method is treated as not clearly re
neeting its experience: 

(B) The taxpayer is not permitted to use 
that nonaccrual-experience method in that 
taxable year; and 

(C) The taxpayer must change to (or 
adopt) for that taxable year either-

(/) Another nonaeerual-experience 
method that clearly renects experience, 
that is, a nonaccrual-experience method 
that meets the first-year self-test require
ment; or 

(2) A safe harbor nonaccrual-experi
ence method described in paragraphs (f)( I) 
through (0(5) of this section. 

(iii) Three-year self-test-(A) In gen

eral. The three-year self-test must be per
formed by comparing the sum of the un
collectible amounts for the current taxable 
year and prior two taxable years (cumu
lative uncollectible amount) with the sum 
of the taxpayer's actual experience for the 
current taxable year and prior two tax
able years (cumulative actual experience 
amount). 

(B) Recapture. If the cumulative un
collectible amount for the test period is 
greater than the cumulative actual ex
perience amount for the test period, the 
taxpayer's uncollectible amount is lim
ited to the cumulative actual experience 
amount for the test period. Any excess 
of the taxpayer's cumulative uncollectible 
amount over the taxpayer's cumulative 
actual nonaccrual-experience amount ex-



eluded from income during the test period 
must be recaptured into income in the third 
taxable year of the three-year ~elf-test pe
riod. 

(C) Determination oj whether method 
is permissible or impermissible. If the 
cumulative uncollectible amount is less 
than 110 percent of the cumulative ac
tual experience amount, the taxpayer's 
nonaccrual-experience method i~ treated 
as a permissible method and the tax
payer may continue to use its alternative 
nonaccrual-experience method, subject 
to the three-year self-test requirement 
of this paragraph (e)(2)(iii). If the cu
mulative uncollectible amount is greater 
than or equal to 110 percent of the cu
mulative actual experience amount the 
taxpayer's nonaccrual-experience method 
is treated as impermissible in the taxable 
year subsequent to the three-year self-test 
year and does not clearly reflect its ex
perience. The taxpayer must change to 
another nonaccrual-experience method 
that clearly reflects experience, includ
ing. for example. one of the 5afe harbor 
nonaccrual-experience methods described 
in paragraphs (0(1) through (f)(5) of 
this section, for the subsequent taxable 
year. A change in method of accounting 
from an impermissible method under this 
paragraph (e)(2)(iii)(C) to a permissible 
method in the taxable year subsequent to 
the three-year self-test year is made on a 
cut-off basis. 

(i v ) Determination oj !{lxpayer 's actual 
experience. Reserved. 

(3) Safe harbor 
method-(i) In general. 

compa riso/l 
A taxpayer 

using, or desiring to use, a nonaccrual-ex
perience method under the safe harbor 
in paragraph (f)(5) of this section must 
self-test its nonaccrual-experience method 
for its first taxable year for which the 
taxpayer uses, or desires to use, that 
nonaccrual-experience method (first-year 
self-test) and every three taxable years 
thereafter (three-year self-test). A nonac
crual-experience method under the safe 
harbor in paragraph (f)(5) of this section 
is deemed to clearly reflect experience 
provided all the requirements of the 
safe harbor comparison method of this 
paragraph (e)(3) are met. Each self-test 
must be performed by comparing the un
collectible amount (under the taxpayer's 
nonaccrual-experiem.:e method) with the 
uncollectible amount that would have 

resulted from use of one of the safe harbor 
methods described in paragraph (I)( I ), 
(0(2). (0(3), or (fJ(4) of this section. 
A change from a nonaccrual-experi
ence method that uses the safe harbor 
comparison method for self-te~ting to 
a nonaccrual-experience method that 
does not use the safe harbor compari,on 
method for self-te,ting, and vice versa. 
is a change in method of accounting to 
which the provisions of sections 446 
and 481 and the regulations apply. A 
change solely to use or discontinue use 
of the safe harbor comparison method 
for purposes of determining whether the 
nonaccrual-experience method clearly 
reflects experience must be made on a 
cut-off basis and without audit protection. 

(ii) Requirements to use sare //ar
bor comparison method-fA) First-ycar 
selFtest. The first-year self-test must be 
performed by comparing the uncollectible 
amount with the uncollectible amount 
determined under any of the ~afe harbor 
methods described in paragraph (n( 1), 
(f)<2), (0(3), or (0(4) of this section (safe 
harbor uncollectible amount) for its first 
taxable year for which the taxpayer uses, or 
desires to use, that nonaccrual-experience 
method. If the uncollectible amount for 
the first-year selt~test is less than or equal 
to the safe harbor uncollectible amount, 
then the taxpaycr's nonaccrual-experience 
method is treated as clearly reflecting its 
experience for the first Iaxablc year. If, 
as a result of the first-year self-test, the 
uncollectible amount for the test period is 
greater than the safe harbor uncollectible 
amount. then--

(}) The taxpayer's nonaccrual-cxperi
ence method is treated as not clearly re
tlecting its experience; 

(2) The taxpayer is not permitted to use 
that nonaccrual-experience method in that 
taxable year; and 

(3) The taxpayer must change to (or 
adopt) for that taxable year either-

U) Another nonaccrual-experience 
method that clearly retlects experience. 
that is, a nonaccrual-experience method 
that meets thc first-year self-test require
ment; or 

(ii) A safe harbor nonaccrual-experi
ence method described in paragraphs (fJ( I) 
through (f)(S) of this section. 

(8) Three-year self-test. The three-year 
self-test must be performed by compar
ing the sum of the uncollectible amounts 

for the current taxable year and prior two 
taxable year~ (cumulative uncollectible 
amount) with the sum of the uncollectible 
amount determined under any of the safe 
harbor methods described in paragraph 
(f)( I), If)(2). (flnl. or (f)(4) of this ,ec
tion for the current taxable year and prior 
two taxable years (cumulative safe harbor 
uncollectible amounts). If the cumulative 
uncollectible amount for the three-year 
self-test is le~s than or equal to the cu
mulative safe harbor uncollectible amount 
for the te,t period, then the taxpayer's 
nonaccrual-experience method is treated 
as clearl y reflecting its experience for the 
le,t period and the taxpllyer may continue 
to use that nonaccrual-experience method, 
subject to a requirement to self-test again 
after three taxable years. If the cumulative 
uncollectible amount for the test period is 
greater than the cumulati ve safe harbor un
collectible amount for the test period, the 
taxpayer's uncollectible amount is limited 
to the cumulative safe harbor uncollectible 
amount for the test period. Any excess 
of the taxpayer's cumulative uncollectible 
amount over the taxpayer's cumulative 
safe harbor uncollectible amount excluded 
from illcome during the test period must 
be recaptured into income in the third tax
able year of the three-year ,elf-test period. 
If the cumulative uncollectible amount 
is less than 110 percent of the cumula
tive safe harbor uncollectible amount, the 
taxpayer's nonaccrual-experience method 
is treated as a permissible method and 
the taxpayer may continue to use its al
ternative nonaccruaJ-experience method, 
subject to the three-year self-test require
ment of this paragraph (e)(3 )(ii)(B). If the 
cumulative uncollectible amount is greater 
than or equal to J 10 percent of the cumula
tive safe harbor uncollectible amount, the 
taxpayer's nonaccrual-ex perience method 
is treated as impermissible in the taxable 
year subsequent to the three-year self-test 
year and docs not clearly reflect its ex
perience. The taxpayer must change to 

another nonaccrual-experience method 
that clearly reflects experience. includ
ing, for example, olle of the safe harbor 
nonaccrual-experience method" described 
in paragraphs (fHI) through (0(5) of 
this section, for the sub,e4uent taxable 
year. A change in method of accounting 
from an impermissible method under this 
paragraph (e)(3)(ii)(B) to a permissible 
method in the taxable year subsequent to 
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the three-year self-te\t year is made on a 
cut-off ha~i,. 

(.+) Meriloi/I Ihlll dn nol clclIrl\ ref7ccr 

l't{!eril'l/cc. IResened.J 
(:\) ConrelllpOral/COIiS i/oclIlIlcllfilrion. 

fur purposes of thi\ paragraph (e). includ
IIlg the sate harhor comparison method of 
paragraph (e)( 3) of this sectllll1. a taxpayer 
must document III Ih ho()b and records. in 
the taxahle year any first-year llr three-year 
se\l-test h performed. lhe method used to 
conduct the self-test. including appro
priate documentation and computations 

that resulted in the determination that the 
taxpayer's nonaccrual-experience method 
clearly retlected the taxpayer's nonac
crual-experience for the applicable test 
period. 

(f) Sure i1arbors-( I) Safe harbor f: 
rerel/lle-hased mOl'illR m'eraRe method. 

A taxpayer may use a nonaccrual-expe
rience method under which the taxpayer 
determines the uncollectible amount by 
multiplying its accounts receivable bal
ance at the end of the current taxable year 
by a percentage (revenue-based moving 

average percentage). The revenue-based 
moving average percentage is computed 
by dividing the total bad debts sustained. 
adjusted by recoveries received. through
out the applicable period by the total 
revenue resulting in accounts receivable 
earned throughout the applicable period. 
See paragraph (g) Example 4 of this sec
tion for an example of this method. Thus. 
the uncollectible amount under the rev
enue-based moving average method is 
computed: 

Bad dehts sustained. adjusted by rccoveries received. during the 
applicable period 

x Accounts receivable at end of current taxable year 
Total revenue resulting in accounts receivable during the 
applicable period 

I~) Sati' Ililriwr 2: (le{[((ll experience 

lIlethod-(i) Optiol/ A: sil/gle derermina

lioll dute. A taxpayer may use a nonac
L'fual-experience method under which 
the taxpayer determines the uncollectible 
amount by multiplying its accounts re
cei vable balance at the end of the current 
taxable year by a percentage (moving av
erage nonaccrual-experience percentage) 
and then increasing the resulting amount 

by S percent. See paragraph (g) Example 

5 of this section for an example of safe 
harbor 2 in general. and paragraph (g) 

Example 6 of this section for an example 
of the single determination date option 
of safe harbor 2. The taxpayer's moving 
average non accrual-experience percent
age is computed by dividing the total bad 
debts sustained. adjusted by recoveries 
that are allocable to the bad debts, by the 

determination date of the current taxable 
year related to the taxpayer' s accounts re
ceivable balance at the beginning of each 
taxable year during the applicable period 
by the sum of the accounts receivable at 
the beginning of the each taxable year 
during the applicable period. Thus, the 
uncollectible amount under Option A of 
the actual experience method is computed: 

Bad debts sustained, adjusted by recoveries received 
that are allocable to the bad debts. by the determination 
date of the current taxable year related to the taxpayer's 
accounts receivable balance at the beginning of each 
taxable year dUring the applicable period 

x 
Accounts receivable at end 

of current taxable year 
x LOS 

Sum of account~ receivable at the beginning of each 
taxable year during the applicable period 

(ii) Optioll B: IIII1/ti{l/e determinatioll 
dutc.I. Alternatively, in computing its bad 
debts related to the taxpayer" s accounts re
ceivable balance at the beginning of each 
taxable year during the applicable period, 
a taxpayer Illay use the original determina
tion date for each taxable year during the 

applicable period. That is, the taxpayer 
may use bad debts sustained, adjusted by 
recoveries received that are allocable to 

the bad debts. by the determination date of 
each taxable year during the applicable pe
riod rather than the determination date of 
the current taxable year. See paragraph (g) 

Sum of. for each taxable year during the applicahle 
period. bad debts sustained. adjusted by recoveries 
n:L'I:i\ed that are allocable to the bad debts. by that 

Example 7 of this section for an example 
of the multiple determination date option 
of safe harbor 2. Thus. the uncollectible 
amount under Option B of the actual expe
rience method is computed: 

la xab Ie year's determi nation date and related to the 
taxpa)L'f', accounh recei\ahle balance at the beginning 
of the taxable) ear 

x 
Accounts receivable at end 

of current taxable year 
x LOS 

Sum of accoullb recei\able at the beginning of each 
ta xahle ) ear during the applicable period 
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(iii) Tracing of recoveries-(A) In gen
eral. Bad debts related to the taxpayer's 
accounts receivable balance at the begin
ning of each taxable year during the appli
cable period must be adjusted by the por
tion, if any, of recoveries received that are 
properly allocable to the bad debts. 

(B)Specifictracing. If a taxpayer, with
out undue burden, can trace al\ recoverie~ 
to their corresponding charge-offs, the tax
payer must specifically trace all recover

ies. 
(e) Recoveries cannot be traced with

out undue burden. If a taxpayer has any 
recoveries that cannot, without undue bur
den, be traced to corresponding charge
offs, the taxpayer may allocate those or all 
recoveries between charge-offs of amounts 
in the relevant beginning accounts receiv
able balances and other charge-otTs using 
an allocation method that is reasonable un
der all of the facts and circumstances. 

Bad debts sustained, adjusted by 
recoveries received, during the 
applicable period 

Sum of accounts receivable at the 
end of each taxable year during the 
applicable period 

(4) Safe harbor 4: modified moving 
average method. A taxpayer may use 
a nonaecrual-experience method under 
which the taxpayer determines the un
collectible amount by multiplying its 
accounts receivable balance at the end of 
the current taxable year by a percentage 

x 

(/) Reasonable allocutiolls. A n allo
cation method is reasonable if there is a 
cause and effect relationship between the 
allocation base or rQtio and the recoveries. 
A taxpayer may elect to trace recoverie\ 
that are traceable and allocate all untrace
able recoverie~ to charge-()ff~ of amounts 
in the relevant beginning accounts receiv
able balances. Such an allocation method 
will be deemed to be reawnable under all 
the facts and circumstances. 

(2) A//()('Qfi()tls fhat (Ire 111i1 reasol1ohle. 
Allocation methods thm generally will not 
be considered reasonable include. for ex
ample, methods in which there i~ not a 
cause and effect relationship between the 
allocation base or ratio and methods in 
which receivables for which the nonac
crual-experience method is not allowed to 
be used are included in the allocation. See 
paragraph (c)( I )(ii) of this section for ex
amples ofreceivabIes for which the nOllac
crual-experience method i, not allowed. 

Accounts receivable at end of 
current taxable year 

(modified moving average percentage). 
The modified moving average percentage 
is computed by dividing the total bad debts 
sustained, adjusted by recoverie~ received. 
during the applicable period other than bad 
debts that were written off in the same tax
able year the related accounts receivable 

(3) SarI' Iwr!wr J. lIIodified Bluck Mo

lor lIIethod. A taxpayer may u"e a nonac
crual-experience method under which 
the taxpayer determines the uncollectible 
amounr by muhiplying iI., accounts re
celvahle halance at the end of the current 
taxable year by a percentage (modified 
Black Motor moving average percentage) 
and then reducing the re,u\ling amount 
by the bad debt, written olT Juring the 
current laxable year relating 10 aCL'l)unt~ 

receivable generated during the current 
taxable year. The modified Black Motor 
moving average percentage is computed 
by dividing the total bad debh suo;tained. 
adju~ted by recoveries received. during the 
applicable period by the slim of accounts 
receivable at the end of each taxable year 
during the applicable period. See para
graph (g) ExWllp/r' 8 of thi .... section for an 
example of this method. Thus. the uncol
lectible amount under the modified Black 
Motor method is computed: 

Bad debts written off during the 
current taxable year relating to 

accounh receivable generated during 
the current taxable year 

were generated by the sum of alcount~ 
receivable at the beginning of each taxable 
year during the ilpplicable period. See 
paragraph (g) Exalllple 9 of this section 
for an example of this method. Thus, the 
uncollectible amount under the modified 
moving average method is computed: 

(Bad debts sustained, adjusted by recoveries received, during 
the applicable period - Bad debts written off in same taxable 
year accounts receivable generated) x Accounts receivable at end of current taxable year 

Sum of accounts receivable at the beginning of each taxable 
year during the applicable period 

(5) Safe harbor 5: alternaTive nonac
crual-experience method. A taxpayer may 
use an alternative nonaccrual-experience 
method that clearly reflects the taxpayer's 
actual nonaccrual-experience, provided 
the taxpayer's alternative nonaccrual-ex
perience method meets the self-test re
quirements described in paragraph (elO) 
of this section. 

(g) Examples. The following examples 
illustrate the provisions of this ~ection. In 
each example, the taxpayer uses a calendar 
year for Federal income tax purposes and 
an accrual method of accounting, does not 
require the payment of interest or penalties 
with respect to past due accounb receiv
ahle (except in the case of Example 3) and, 
in the case of Examples 5 through 7, selects 

an appropriate determinatIon date for each 
taxable year. The eXQll1ple~ are as follows: 

EWlllple I. C0/1ImOl/o! a!Ir,,1'(IIICe iiI' adjll.\1-

mellt. B. ~ healthcare prllvider. perform, a medic~1 
procedure on individuJI C. whll ha, health IDsur~nce 
coverage with Ie. an in .. urance company. R hill .. IC 
and C rur :b5.0()1J. S', ,tanuarJ char!ic for thi' med

Ical procedure. Howner. B hal a contract with IC 
that obligate .. B to JCCCpl "3.50{) a, full payment for 
the medical procedure If the procedure i, provided 

to a patient in..ured by Ie. Under the contract. only 
'S3_5()() of the 5>5.()()() hilled hy R i, legally collectihle 
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froIll Ie allu C The reIllall1in~ S 1.5()0 represent> 

a contr<lctu,li allo\\ Jnl'C or L'()ntr Jetual adjmtmenl. 

l' nder raragrarh I c)l III i Illf this section. the relllain

Ing S 1.51l11 Is nol .1 ((l[III<letuall: collectihle amount 

f,lr rurr,)se, of Ihl' sCl'lion and B rna: nl)1 use a 

non,lccrual-e\pertl'nl'l' mel hod \\ Ith resreet to this 

portion III Ihe rceCI\ .lhiL'. 
r. wlI/l,le:! C/wrt/a!>I,' (II' 1'1'(1 !>OIlO \t'/Ticl'.\. D. 

.1 1,1\\ firtll. agrcl'S 10 rqlresenl indi\ idu:t1 F in a Ie
g,t\Il1:ltlL'l' ,1l1d III pfll\ ide scn Il'CS III tc lln ,I pro honn 
hasls. [) nprlll,t\I: charges ,,5()() Il)r Ihese sef\ Ice.S. 

BL'l'duse [) prm Ieles lis sen ices 10 E rm hllnn. D', 

Wf\ icc'S are Ile\ cr hllkd or inlended to re,1I11 in rev· 

Cllue. Thu,. ulllkr paragr,qlh IC'III )(11 of this seClJ(lIl. 

Ta \~lh1e 

~ 

2001 

20()2 

20m 

20114 

20()5 

2006 

Total 

Iii IF, re\ cnuc-nased moving average percent
a~e is 19 h7", 1j,64.900IS.1.10.0(0). If $49.300 of 
<ll'counts rel'ei\ able remains outstandlllg as of the 
c1o,c of that taxahle year 12[)Ofl). F', uncollectihle 

,tlnOlInt using the revenue-ba\ed III 0\ ing average safe 
harbllf method is computed hy multiplying $49,300 
ny the revenue-ba\ed moving average percentage 

Taxahle 

~ 

2006 

2007 

200R 

Tutal 

(ii) G', ending AIR Balance on Decemhel 31. 
20()X. is "XXO.OOO. In 200H. G computes its unwl
leL'tihk amuunt by using a Ihree-year movlIlg average 
under paragraph I fi12) of this section. G' s moving av
erage 1l0Ilaccrual-c\pcriellL'e percentage is -I.7'k. de
tennined h: Ji\ iding thc SUIll ufthe <lll1ounlllfG', ac
l'punls recei\ahlc outstanLling on January I of 2()Ofl. 
20()7. and 200X. that II ere dctcrmlOed to he bad deht, 
ladlu,ted I'or reul\nic, ,illocable to the had dehts) 
on or hdorc' thc c'orrcspl1Jlding determination date( s I. 
hv Ihc ,um of thc amount llf G's accounls receivahle 
llllht.lI1lhng Oil January I elf 20()6. 20()7. anLl 200R 
1"'175.00()!~.\7\:i.OO() or 47',( I. (j's uncolleclihle 
amount fllr 2()11~ i, delermined by multiplying thi, 
percenlagl' h) the nalanl'c of G's accounts receivahle 
llil DecClllbcl J I. 20()X I St-:Xll.O()O x -I.7c, = $4 UflO I. 
.1 nd 1 nClc'<lslllg Ih i, aillount h: 105' { ($41.360 x I05'7( 
= ,)·H.42S I G Illay c\l'lude "'43.42~ 110m gro,s in
(\)IllL' fur 2{)()K. 

/-. \[/II/!'/t' 0 SuI< h"rhor:!. Sillgle deferlllillOfioll 

d,lft' r 0{'/l01I A I. H l' cll~ihle III Usc a nonaccrual-ex
pL'IlL'nCe ll\l'lhnd and 1\ i,hl" tn adopt the actual e'pe
ncnec lllc'lhlld "I' p,lragraph Ifl121,,1 thiS section. H 
L'lcd, III Ihe ,I 'l\-\e,11 applicable pcriod consiqing 
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the S500 is not a collectihle alllount for purposes of 

this "~l·tion and D may not use a nonaccru<ll-npert

enee method with resrect to this portion of the receiv
Jhle. 

E'<l1II1'11' 3. Chargillg imerl'sr illlti/or f'{,lIalril's. 

Z has 1\\ 0 hilling methods for the amounts to he re
l',il'ed from Z's provision of services descrihed in 

paragraph (al( I) of this section. Under one method. 

for amounh that are more than 90 d,l}'s past due. Z 

charges interesl at a market rate until the amounts 
(together with interest) are paid. Under the other 

hilling method. Z charges no mterest for amounts past 
due. Under paragraph (c)( I )(ii) of Ihis section. A may 
not use a nonaccrual-experience method of account-

Total accounts receivahle 

earned during the taxable year 

$40,000 

40.000 

40.000 

60.000 

70.000 

80.000 

$330,000 

of 19.fl7'7r. or $9.697. Thus, F may exclude $9.fl97 

from gross income for 2006. 
Example 5. Safe harbor 2: Acrual experience 

metfwd. (i I G IS eligihle to use a nonaccrual-expe

rienee method and wi,hes to adopt the actllal expe
rience method of paragraph (f)(2) of this section. G 
elects to use a three-year applicable period consisting 

Total AIR halance 
at beginning of taxable year 

$1.000.000 

760.000 

1.975.000 

$3.735.000 

of the current and five immediately preceding taxable 
years. H also elects to use a single determination date 
III accmdance With paragraph (f)(2)(i) of this section. 
H selects December 31. its taxable year-end, as its 
determination date. Since H is w,ing a single deter
mination date from the current taxable year. its deter
mination date for the 200 1-200fl applicable period is 
Decemher 31. 2006. H has a $800 charge-off in 2003 
of an account receivable in the 200J beginning ac
cOllnls receivable balance. In 2005. H has a recovery 
of S I 00 which is traceable. without undue burden, to 
the S800 charge-off in 2003. Since thc $100 recovery 
occurred prim to H' s Decemher 31. 20()fl. determina
tion date. il reduce, the amount of H's bad debts in the 
numerator of the formula for purposes of determining 
H's moving average nonaccrual-experience percent· 
age. In addition. H must include the $100 recovery in 
income in 200S (see paragraph (d)(S) of this section 
regarding recoveries). 

Exumple 7. Safe harbor 2: MlIlrif'le tietermina

rioll dares (Oprioll B). The facts are the same as in 
Exampl" 6. except H elecb to use multiple determi
nation date\ in accordance with paragraph (f)(2)(ii) of 
thi, section. Consequently. H', determination date is 

ing with respect to any of the amounts billed under 
the method that charges II\terest on amounts that are 
more than 90 day s past due. Z may. however, use 

the nonaccrual-experience method with respect (0 the 
amounts hilkd under the method that does not charge 

interest for amounts past due. 
EWlllpit· 4. Sa/i' Iwri)()r I: Rl'I'/'lIlle-nllJl'd mo\,· 

illg il\'cmgc ",,'rl/Od. (i) F uses the revenue-based 

nUlI'ing a\cr,lge method described in paragraph (t)( I) 
Df this section with an applicable period of six tax
able years. F's total accounts receivahle and bad debt 

experience for the 2006 taxable year and the five im

mediately preceding consecutive taxable years are as 

follows: 

Bad debts 
(adjusted for recoveriesl 

$5,700 

7.200 

11.000 

10.200 

14,000 

16,800 

$64.900 

of the current and two immediately preceding consec
utive taxable years. G determines that its actual ac· 
counts recei vable collection experience is as follows: 

Bad debts. adjusted for recoveries. 
related to AIR balance at beginning 

of taxable vear 

$35.000 

75,000 

fl5.000 

$175,000 

December 31, 200 I, for its calculations of the portion 
of the numerator relating to the 200 I taxable year, De
cember 31. 2002, for its calculations of the portion of 
the numerator relating to the 2002 taxable year, and 
so on through the final taxable year (2006), which has 
a determination date of December 31, 2006. Since 
the $100 recovery did not occur until after Decem
ber 31.2003 (the determination date for the 2003 tax
able year), it does not reduce the amount of H's bad 
debts in the numerator of the formula for purposes 
of determining H's moving average nonaecrual-e~
perience percentage. However, H still must include 
the $100 recovery in income in 2005 (see paragraph 
(d)(5) of this section regarding recoveries). 

Example 8. Safe harbor 3: Modified Black Motor 
merhod. (i) J uses the modified Black Motor method 
described in paragraph (f)(3) of this section and a six· 
year applicable period. J's total accounts receivable 
and bad debt experience for the 2006 taxable year and 
the five immediately preceding consecutive taxable 
years are as follows: 



Taxahle 

~ 

2001 

2002 

2003 

2004 

2005 

2006 

Total 

(ii) J's modified Black Motor moving average 

percentage is 822)l'7, ($7S700/S920.()()O) If the 

accounts receivable generated and written off during 
the current taxable year are $3,600, )"s uncollectible 
amount is $11,210, ccmputed by multiplying J"s ac
counts receivable on December 31, 2()06 ($180.000) 
by the modified Black Motor moving average per
centage of 8.228o/c and reducing the resulting amount 

Taxable 

~ 

2001 

2002 
2003 
2004 
2005 

2006 
Total 

(ii) J's modified muving average percentage 
IS 5.486% «(S75,700 $25,233)i$920'()[)0). J\ 
uncollectible amount is $9,875. computed by mul
tiplying J's accounts receivable on December 31. 
2006 ($180,000) by the modified moving average 
percentage of 5.486%. J may exclude $<),S75 from 
gross income for 2006. 

Example 10. Fir.l"l-year seif-resl Beginning in 

2006, K is eligIble to use a nonaccruaI-experience 
method and wants 10 adopt an alternative non accrual
experience method under paragraph (r)( 5) of thi, sec
tion, and consequently is subject to the safe harbor 
comparison method of self-testing under paragraph 
(e)(3) of this section. K elects to self-lest against safe 
harbor I for purposes of conducting it\ first-year seif
test. K's uncollectible amount for 2006 i, $22.000. 
K's safe harbor uncollectible amount under ,afe har
bor 1 is $21,000. Because K' 5 uncollectible amount 

for 2006 ($22,000) is greater than the safe harbor un

collectible amount ($21,000). K's alternative nonac
crual-experience method is treated as not clearly re
flecting its nonaccrual experience for 2006. Accord
ingly, K must adopt either another noneccrual-exrcri
ence method that clearly reflects experience (subject 

to the self-testmg requirements of paragraph (e)i2)i ii) 
of this section, or a safe harbor nonaccrual-ex pcnence 
method described in paragraph (fI( I) (revenue-based 
moving average), (1)(2) (actual experience method). 
(0(3) (modified Black Motor method), 0)(4) (modi

fied moving average method) of this section, or an

other alterrative nonaccrual-experience method un
der paragraph (f)(5J of this section that meets the 
self-testing requirements of paragraph (e)i3) of thi~ 
section. 

Total ac(ounh receivable 

earned durinu the taxable year 

~13().OO() 

14[J.OU() 

14(J.()()() 

160J)[J(J 

170.0()0 
I X(J.()()() 
---
~<)2(J.()()O 

by $3.6()0 (1's accounts receivahle generated and 
written orf during the ]01J6 taxable year I. J may 
exclude $11.21 () from gro" income for 2001l. 

Example 9. Sure Il(lrbor 4.' Modifinl nwl"ing ill
emge IlIflllOt!. (i) The fact, are the lame a, in E.I

(ImrIe Il. except that the balance, repr"ent account, 
receivable at the beginning of the taxable year. and J 
u,e, the mudified moving average method ue,cribed 

Account; receivable written off 
in same ta.\abJe year a\ generated 

(adjustcd for recoveries) 

$3.033 
2,333 

4.fifi7 

4.ROO 

6.Ron 

3,600 

$25.233 

Example II. Thrce-I'ear self-Ie IT. The facts are 
the same al in EXill11ple 10, excepl LhaL K' s safe 
harbor uncollectible amount under ,afe harbor I 
for 2006 IS al,o $22.000. Con,equently. K meeh 

the tiN-year self-test requirement and may u,e It, 

alternative nonaccrual-experience method. Sub,e
quenLly. K's cumulative uncollectible amount for 
2007 through 200<) is $300.000. K', ,<lie harbor 

uncollectihle amount for 2007 through 20f)9 under 
its chosen .,ale harbor method for self-testing (safe 

harbor I) is $295.000. Because K's cumulative 
uncollectible amount fur the three-year test period 
(taxable years 2007 through 2(09) is greater than It> 
safe harbor uncollectible amount for the three-year 
test period (S295.()OOI. under paragraph (e)(3)( ii)(B) 

of this section. the $5,000 excess of K's cumulative 
uncollectible amount over K', safe harbor uncol
lectible amount for the three-year te,t period mu,t be 

recaptured into income JIl 2009 in accordance with 
paragraph (e)( 3)( II)IB) of this ,cclion. Slilce K' '> 

cumulative uncollectible amount for the three-year 
lest period ($30(),000) h Ie;" than 11 U'7r of ih ,>afe 

harbor uncollectible amount ($295,f)00 x 11070 = 
$324.5(0). under paragraph le)(31(li)(B) uf thi, 

section, K may continue to use it, alternative nonaL"

crual-expenence method, subJcct to the three-year 

,elf-Ie,t requircment. 
Example 12. Suh.le'lUfIIl ,wrlh!n.llle.IS of .Itur

ellt! receil'uhle. The facts are the ,ame as in Exam

ple 4. except that one of the account, rceelvahle out

;,tandlllg at the end of 21)02 wa'> for $K.OIJO. and In 

20rn, under section 166. the entire amount of thi, rc
ceivable beeoIlles wholly worthies;. Becau,e F doe, 
not accrue as income $/.573 of this account reeciv-

Bad debt-
(adlmted for rtCO\ c-nc~) 

1,l).11J1J 
7.0()() 

14.001J 

14.40() 

:OAf)f) 

lO.H()() 
---

S7).700 

in paragraph (f)(4) of Ihi, section and a ,ix-year ap
plll'ab/e period. Furthermore. the accounts recci\ able 
that were wrinen off in the ,ame ta.\abic year they 
were generated. adjusted for rceoverie, of bad debts 
during the period are as ftJlI()ws: 

able I $S,()O(J x .19(7) under the nonaccrual-experi
ence method in 2002. under paragraph (dj(2) uf thi, 
section F may nol deduct this portion of the account 
receivable as a had deht deduction under ,cclion 166 
in 2{)Ol F may deduct the remaining balance of the 
receivable in 2003 as a bad debt deductlun under sec
tion 166 ($8,000 - $1.574 = 56.426). 

Example J 3. SlIb.lf'lUeIlI collectiol/ uf rear-ellt! 

reail·uhle. The fact, are the same a, In Example 4. 
In 2007. F coilect, in full an account recelvahle (If 

$1. 7()O that was outstanding at the end of 2006. Under 
paragraph (d)(5) of this section. F must recognize ad
ditional grms income in 2007 equal to the portion of 
thi, receivahle that F excluded from grn" income in 
the rrior taxable year (SI.7()() x 1lJ67 = ,)3~4) That 

amount ($334) is a recovery under paragraph (U)(S) 

()f this section. 

(h) Effectil'f dale. This section is appli
cable for taxable years ending on or after 
August 31, 2006. 

§1.448-2T [Removed] 

Par. 3. Section 1.448-2T is removed, 

PART 602-0MB CONTROL 
NUYlBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 

Authority: 26 u.sc. nos. 
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Par. S. In ~602.IOL paragraph (b) is .~602.lO1 OMB COl/lrollllllllhers. 
amended by adding an entry in numerical 
order to the table to read as follo\\ s: "' * * * * 

eFR part or ~ection \\ here 
identified and de,cribed 

IA-lX-2 

Steven T. M i 11er, 
AClillg Depllty CO/lllllissioner 
jill' Sen'iccs (/nd Enfill'('('lIIcnt. 

Appro\(:d August 30. 2006. 

Eric Solomon. 
"\cling Deputy AssislOnt Secretary 

of Ihe Treasury (Tax Policy). 

(hk'd h~ thl' ()jfi!,.'1.' nl thi.' FI".'JL'r<JI Rq!l ... ter on AlIgu,>! ~ I, 
~I H Ih, I ::;;"1 pill clnJ ruhli ... heJ In tht.: \.., ... ue ot the- Feueral 
i{l'~"ll't lor Sl'l'iclllhcr n. clilin, 7 I FR. )c·l.\()) 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The ,Idju'ted applicdhk federal short·term. mid

krln. and long·term ratcs are ,et forth for the month 

of October 2()1)6. Sec Re\', RlIl. 2006·50. page 672. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adju'ted applicdblc !cderal short·term. mid

term, dnd long-term ratc' arc ,et forth for the lllonth 

of (klobcr 2()06 See Re\,. Rul. 2006·:;0. page 672. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term. mid

term, and long-term rates are set forth for the month 

of October 2006. See Rev. RlIl. 2006-50. page 672, 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal 'hOft-term. mid-term. and long-term rates 

are ,et forth for the month of October 2006. See Rev, 

Rul. 2006-50. page 672. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of Octoher 2006. See Rev, Rul. 2006-50. page 672. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adju,ted applicable federal short-term. mid

term. and long-term rate, are set forth for the month 

of October 2006. See Rev. Rul. 2006-50. page 672, 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Sectio/ls 42, 2ROC, 3R2, 412, 467, 468, 482, 

f'(dcral ,hnft·tCfm, mid·term. and long-term rate, 4113.642, IW7, 1146. 121111, 7520, 71172.) 

Rul. ~()()o·5t). rage n7~. Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 

(b) * * * 

Current OMB 
control No. 

IS'+5-18SS 

long-term exempt rate. For purposes of 
sections 382, 642, 1274, 12!HI, and other 
sections of the Code, tables set forth the 
rates for October 2006. 

Rev. Rul. 2006-50 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for October 2006 (the current 
month), Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-term, and long-term 
adjusted applicable federal rates (adjusted 
APR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b )(2) for buildings placed in 
service during the current month, Finally, 
Table 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520, 



Short-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Mid-term 

AFR 
110% AFR 
120% AFR 
130% AFR 
150% AFR 
175% AFR 

Long-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Short-term adjusted 
AFR 

Annual 

5.00% 
5.50% 
6.02% 
6.52% 

4.82% 
5.31% 
5.79% 
6.29% 
7.27% 
8.50% 

5.02% 
5.53% 
6.04% 
6.55% 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

REV. RUL. 2006-50 TABLE 1 

Applicable Federal Rates (AFR) for October 2006 

Annual 

3.50% 

3.69% 

4.22% 

Period for Compounding 

Semiannual Quarterly 

4.94% 4.91% 
5.43% 5.39% 
5.93% 5.89% 
6.42% 6.37% 

4.76% 4.73% 
5.24% 5.21% 
5.71% 5.67% 
6.19% 6.14% 
7.14% 7.08% 
8.33% 8.25% 

4.96% 4.93% 
5.46% 5.42% 
5.95% 5.91% 
6.45% 6.40% 

REV. RUL. 2006-50 TABLE 2 

Adjusted AFR for October 2006 

Period for Compounding 

Semiannual Quarterly 

3.46% 3.47% 

3.66% 

4.18% 

REV. RUL. 2006-50 TABLE 3 

3.64% 

4.16% 

Rates Under Section 382 for October 2006 

Monthly 

4.89% 
5.37% 
5.86% 
6.34% 

4.71% 
5.18% 
5.64% 
6.11% 
7.04% 
8.19% 

4.91% 
5.40% 
5.88% 
6.36% 

Monthly 

3.45% 

3.63% 

4.14% 

Adjusted federal long-term rate for the current month 4.22% 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federallong-terrn rates for the current month and the prior two months.) 4.52% 

REV. RUL. 2006-50 TABLE 4 

Appropriate Percentages Under Section 42(b )(2) for October 2006 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

8.15% 

3.49% 
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REV. RUL. 2006-50 TABLE 5 

Rate Under Section 7520 for October 2006 

Applicable kueral rate for uetermining the present value of an annuity, an interest for life or a term of years. 
or a remainuer ur re\er~ionary intere~t 5.X'+ 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

rhe adlusted appiIcabk federal short-Ierm. mld

ICrin. and lon~-Icnn ralCs arc sci fllrth for the 11llmlh 

llf Oll\IDl'f ~006. Sec Re\'. Rul. ]006-,'iO. paf!c 672. 

674 2006-2 C.B. 

Section 7520.-Valuation 
Tables 

Thc adjusted applicable federal short-term. mid

terIn. and long-term rales are set forth for the month 

of October ::!006. See Re\. Rul. 2006-50. page 67::!. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal shllt1-term, mid. 

term, and long-term rates are set forth for the month 

of October 2006. See Rev. Rul. 200h-SO, pag.: h n 



Part III. Administrative, Procedural, and Miscellaneous 
Phase-Out of Credit for 
New Qualified Hybrid Motor 
Vehicles and New Advanced 
Lean Burn Technology Motor 
Vehicles 

Notice 2006-78 

SECTION 1. PURPOSE 

This notice announces the credit phase
out schedule for advanced lean burn tech
nology motor vehicles and hybrid passen
ger automobiles and light trucks manufac
tured by Toyota Motor Corporation. 

SECTION 2. BACKGROUND 

Section 30B(a)(2) of the Internal Rev
enue Code provides for a credit determined 
under § 30B(c) for certain new advanced 
lean bum technology motor vehicles. Sec
tion 30B(a)(3) provides for a credit de
termined under § 30B(d) for cel1ain new 
qualified hybrid motor vehicles. Both the 
new advanced lean bum technology motor 
vehicle credit and the new qualified hybrid 
motor vehicle credit begin to phase out for 
a manufacturer's passenger automobiles 
and light trucks in the second calendar 
quarter after the calendar quarter in which 
at least 60,000 of the manufacturer's pas
senger automobiles and light trucks that 
qualify for either credit have been sold for 
use or lease in the United States (deter
mined on a cumulati ve basis for sales after 
December 31, 2005). Taxpayers purchas
ing the manufacturer's vehicles during the 
first two calendar quarters of the phase-out 
period may claim only 50 percent of the 
otherwise allowable credit. Taxpayers pur
chasing the manufacturer's vehicles dur
ing the third and fourth quarters of the 
phase-out period may claim only 25 per
cent of the otherwise allowable credit. No 
credit is available for vehicles purchased 
after the last day of the fourth quarter of 
the phase-out period. 

Notice 2006-9, 2006-6 I.RB. 413, pro
vides procedures for a vehicle manufac
turer (or, in the case of a foreign vehi
cle manufacturer, its domestic distributor) 
to certify to the Internal Revenue Service 
(Service) both (1) that a particular make, 
model, and model year of vehicle quali
fies for either the new advanced lean burn 
technology motor vehicle credit or the new 
qualified hybrid motor vehicle credit and 
(2) the amount of the credit allowable with 
respect to that vehicle. 

Section 5.05 of Notice 2006-9 requires 
a manufacturer (or, in the case of a foreign 
vehicle manufacturer, its domestic distrib
utor) that has received from the Service an 
acknowledgement of its certification for a 
particular make, model, and model year of 
vehicle to submit to the Service a report 
of the number of qualified vehicles sold 
by the manufacturer (or, in the case of a 
foreign vehicle manufacturer, its domestic 
distributor) to retail dealers during the cal
endar quarter, A qualified vehicle is de
fined for this purpose as any passenger au
tomobile or light truck that is a new ad
vanced lean burn technology motor vehi
cle or a new qualified hybrid motor vehi
cle. 

In accordance with the section 5.05 
of Notice 2006-9, Toyota Motor Sales, 
U.S.A., Inc. has submitted quarterly re
ports that indicate that its cumulative 
sales of qualified vehicles to retail dealers 
reached the 60,OOO-vehicle limit dur
ing the calendar quarter ending June 30, 
2006. Accordingly, the credit for all new 
advanced lean burn technology motor ve
hicles or new qualified hybrid passenger 
automobiles or light trucks manufactured 
by Toyota Motor Corporation will begin 
to phase out on October I, 2006. 

SECTION 3. SCOPE OF NOTICE 

This notice applies to any make, model. 
or model year of new advanced lean burn 
technology molar vehicle or new qualified 

hybrid passenger automobile or light tmck 
that is-

(I) manufactured by Toyota Motor Cor
poration; and 

(2) purchased for use or lease in the 
United States on or after October L 2006. 

SECTION 4. Credit Amount 

.0 I In gelleral. If a new advanced lean 
burn technology motor vehicle or new 
qualified hybrid passenger automobile or 
light truck manufactured by Toyota Motor 
Corporation is purchased for use or lease 
after September 30, 2006, the allowable 
credit is as follows: 

(I) For vehicles purchased for use or 
lease on or after October I, 2006, and on or 
before March 31,2007, the credit is 50 per
cent of the otherwise allowable amount de
termined under § 30B(c) or (d) (whichever 
is applicable); 

(2) For vehiclcs purchased for use or 
lease on or after April 1. 2007, and on 
or before September 30, 2007, the credit 
is 25 percent of the otherwise allowable 
amount determined under § 30B(c) or (d) 
(whichever is applicable): and 

(3) For vehicles purchased for use or 
lease on or after October 1,2007, no credit 
is allowable. 

.02 Certified Vehicles. The following 
tables set forth the credit available on or af
ter October 1,2006, for hybrid motor vehi
cles for which Toyota Motor Sales, U.S.A., 
Inc. received an acknowledgement of its 
certification from the Service on or before 
September 19, 2006: 
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Table 1 

October 1, 2006 - March 31, 2007 

I\lodel Year Model 

~()()5 Prim 

~()O6 Prius 

~O()6 Highl:.mder -'+WO Hybrid 

2006 Highlander 2WO Hybrid 

20()h Lexus RX400h 2WO 

~()O6 Lexus RX400h 4WO 

~()O7 Camry Hybrid 

~()07 Lexus GS 450h 

Table 2 

April 1, 2007 - September 30, 2007 

Model Year Model 

2005 Prius 

~OO6 Prius 

2()O6 Highlander 4WO Hybrid 

20()h Highlander 2WD Hybrid 

~()()h Lexus RX400h 2WD 

~()()6 Lexus RX400h 4WD 

~O()7 Camry Hybrid 

~OO7 Lexus GS 450h 

Table 3 

On or after October 1, 2007 

Model Year Model 

~()()5 Prius 

~()()6 Prius 

~()()h Highlander 4WD Hybrid 

~()()o Highlander 2WD Hybrid 

20()6 Lexus RX400h 2WD 

~()()6 Lexus RX400h 4WD 

2()()7 Calmy Hybrid 

~()()7 Lexus GS -.+50h 

Thl' rrin"irai Cluthllf of thi, notice and Special Industries). For further in
I' \i"(li~ R. Cimino of thc OffiCe l1f formation regarding this notice, contact 
'-\"l\LI~lte Chid Coull'ci (Pa"through, 
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Credit Amount 

$1.575 

$1,S75 

$IJOO 

$1.300 

$1,100 

$1,100 

$1.300 

$775 

Credit Amount 

$787.50 

$787.50 

S650 

$650 

$550 

$550 

$650 

$387.50 

Credit Amount 

$0.00 

$0.00 

$0.00 

$0.00 

$0.00 

$0.00 

$0.00 

$0.00 

Ms, Cimino at (202) 622-3120 (not a 
toll-free call). 



Guidance on the Application of 
Section 911 to U.S. Individuals 
Working at Guantanamo Bay 

Notice 2006-84 

This notice provides guidance regard
ing the application of section gIl of the In
ternal Revenue Code to U.S. citizens and 
residents earning income from performing 
services at the U.S. Naval Base at Guan
tanamo Bay. 

Section 911 (a) of the Code allows a 
qualified individual to elect to exclude 
from gross income his or her foreign 
earned income (as defined in section 
911(b)) and housing cost amount. Section 
911 (d)! I) generally defines a "qualified 
individual" as a U.S. citizen or resident 
whose tax home is in a foreign country 
and who meets certain requirements of 
residence or presence in a foreign coun
try. Section 1.911-3(a) of the Income 
Tax Regulations defines foreign earned 
income as earned income from sources 
within a foreign country (as defined in 
section 1.911-2(h) of the regulations) 
that is earned during a period for which 
the individual qualifies under section 
\.911-2(a) to make an election. Earned 
income is from ~ources within a foreign 
country if it is attributable to services 
performed by an individual in a foreign 
country or countries. Section 1.911-2(h) 
provides, in part, that the term "foreign 
country" when used in a geographical 
sense includes any territory under the sov
ereignty of a government other than that 
of the United States. Section 91 I(b)(\ )(B) 
excludes from the definition of foreign 
earned income certain amounts, includ
ing amounts paid by the United States or 
an agency thereof to an employee of the 
United States or an agency thereof. 

Section 911(d)(8)(A) of the Code pro
vides, generally, that if travel (or any 
transaction in connection with \uch travel) 
with respect to any foreign country is pro
scribed by certain regulations during any 
period, then: (1) foreign earned income 
does not include income from sources 
within that country attributable to services 
performed during that period; (2) hou~ing 
expenses do not include any expenses al
locable to such period for housing in that 
country, or for housing of the taxpayer's 
Spouse or dependents in another country 
while the taxpayer is present in that coun-

try; and (3) an individual is not treated as 
a bona fide resident of, or as present in, a 
foreign country for any day during which 
the individual was present in that country 
during that period. The regulations iden
tified in section 911(d)(8)(A) are tho<;e 
promulgated pursuant to the Trading With 
the Enemy Act ("TWEA"), 50 U.S.c. 
App. 1 et seq., or the International Emer
gency Economic Powers Act, 50 U.S.c. 
170 I et seq., that include provisions gener
ally prohibiting U.S. citizens and residents 
from engaging in transactions related to 
travel to, from, or within certain foreign 
countries. Section 911(d)(8)(B). Section 
91I(d)(8)(C), however, provides that the 
limitations of section 911(d)(8)(A) do not 
apply to any individual during any period 
in which such individual's activities are 
not in violation of these regulations. 

In 1963, the Department of the Trea
sury's Office of Foreign Assets Control 
COFAC") issued the Cuban Assets Con
trol Regulations (the "CACR"), 31 C.F.R. 
part 5 I 5. The CACR were issued pursuant 
to TWEA. Section 515.201(b)(l) of the 
CACR prohibits persons subject to United 
States jurisdiction from all dealings in 
any property in which Cuba or a Cuban 
national has or has had an interest since 
July 8, 1963. unless authorized by OFAC. 
OFAC interprets this prohibition to include 
a prohibition on all transactions related to 
travel to, from, and within Cuba. See, e.g., 
~ 515.560 of the CACR, which authorizes 
certain transactions related to travel to, 
from, and within Cuba for participation in 
certai n activities. 

Section 91]( d)(g) of the Code was en
acted as part of the Tax Reform Act of 1986 
(Pub. L.No. 99-514, 1986-3C.B.I,481). 
The Report of the Senate Committee on Fi
nance (S. Rep. No. 99-313, 99th Cong., 
2d Sess. 389 (1986) listed Cuba as one 
of the countries for which Treasury reg
ulations proscribed transactions related to 
travel of U.S. citizens and residents. Sec
tion 911(d)(S) continues to apply to Cuba. 
See, Rev. Rul. 2005-3,2005-1 C.B. 334. 

After consultations with OFAC, the IRS 
and Treasury have determined that for pur
poses of section 91 I (d)(8) of the Code, the 
CACR do not proscribe transactions re
lated to travel. to, from, or within the U.S. 
Naval Base at Guantanamo Bay. For pur
poses of determining whether an individ
ual's earned income is from sources within 
a foreign country for the purpose of sec-

tion 91 lib) and section 1.911-3(a) of the 
regulations. however, the individual who 
is performing services at the U.S. Naval 
Base at Guantanamo Bay is performing 
services within a foreign country. See sec
tion 1.9l1-2(hJ. 

Accordingly, under section 911( d) 
(S)(C) of the Code, the limitations of sec
tion 911(d)(g)(A) do not apply to qualified 
individuals who are performing service, at 
the U.S. Naval Base at Guantanamo Bay. 
Therefore, such individuals are eligible for 
the exclusion under section 911 provided 
that they meet the other requirements of 
that section. 

The principal author of this notice is 
Kate Y. Hwa of the Office of Associate 
Chief Counsel (International). For further 
information regarding this notice, contact 
Kate Y. Hwa at (202) 622-3840 (not a toll
free call). 

Treatment Under Section 
367(b) of Property Used 
to Purchase Parent Stock 
in Certain Triangular 
Reorganizations 

Notice 2006-85 

SECTION I. OVERVIEW 

This notice announces that the Internal 
Revenue Service (IRS) and the Treasury 
Department (Treasury) will issue regula
tions under section 367(b) of the Internal 
Revenue Code that address certain triangu
lar reorganizations under section 308(a) in
volving one or more foreign corporation~. 
This notice is issued in response to com
ments and specific requests for guidance 
regarding certain transactions that are de
signed to avoid U.S. income tax, indud
ing tax on the repatriation of a suhsidiary' s 
earnings. The transactions generally in
volve a subsidiary purchasmg its parent's 
stock for property and then transferring the 
stock in exchange for the stock or assets 
of a corporation in a triangular reorganiza
tion under section 36S(a). In general. and 
as described below. the regulations issued 
pursuant to this notice will apply to trans
aCli ons occurri ng on or after September 22, 
2006. 

The IRS and Treasury recently finalized 
~ 1.367(b)-4(b)( 1 )(ii), which may apply to 
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certain (but not all) of the triangular reor
ganization~ described in thi~ notice. That 
final regulation under section 367(b) ap
propriately addressed the treatment of the 
majority of relevant triangular reorganizJ
tions. While the IRS and Treasury were 
aware of the trama~tioI1" ~u\'ered by this 
notice at that time, the decision was made 
to address these transactions comprehen
sively in separate guidance. 

The following definitions apply for pur~ 
poses of this notice. A "triangular reorga
nization" is a forward triangular merger. 
a triangular C reorganization, a reverse 
triangular merger. or a triangular B re
organization, as those terms are defined 
in * U58-6(b)(2)(i) through (iv), respec
tively, or a reorganization described in sec
tion 368(a)( I )(G) and (a)(2)(D). In addi
tion. p, S. and T are corporations described 
in *U58-6(b)(l)(i) through (iii), respec
tively. Finally, the term "propeI1y" means 
money, securities. and any other property, 
except that the tenn does not include stock 
in S. 

SECTION 2. TRANSACTIONS AT 
ISSUE 

The IRS and Treasury are aware that 
certain taxpayers are engaging in triangu
lar reorganizations involving foreign cor
porations that result in a tax-advantaged 
transfer of property from S to P. The trans~ 
a~tion is often structured as a triangular 
B reorganization, but could also be struc
tured as a triangular C reorganization or 
another type of triangular reorganization. 
For example. assume P. a domestic corpo
ration, owns 100 percent of S, a foreign 
corporation, and S I. a domestic corpora
tion. S I owns 100 percent of T, a foreign 
corporation. S purchases P stock for either 
cash or a note. and provides the P stock to 
S 1 in exchange for all the T stock in a tri
angular B reorganization. 

Taxpayers take the position that (i) 
when P sells its stock to S ror cash or 
a note. P recognizes no gain or loss on 
the sale under section 1m2, (ii) Stakes 
a cost basis in the P shares under section 
1012. and (iii) S recognizes no gain under 
~ 1.) 032 2{ c) upon the tran~fer of the P 
shares immediately thereafter because the 
oasis and fair markd \'alue of the shares 
are equal. Thus. taxpayers take the po
,irion th~lt the ca,h or note used by S to 
acquire the P stock does not result in a 
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distribution under section 30 I. Further
more, taxpayers do not include in income 
amounts under section 951(a)(I)(B) be
cause S acquires and disposes of the P 
stock before the close of a quarter of 
the taxable year, which is the time at 
which to measure p's share of the average 
amount of United States property held 
by S. See ~ection 956(a)( II(A). Finally. 
under §U67(b)-4(b)(I)(ii), Sl does not 
include in income as a deemed dividend 
the section 1248 amount attributable to the 
T stock that S 1 exchanges. 

The IRS and Treasury believe that the 
taxpayers' characterization of these trans
actions raises significant policy concerns. 
particularly when either P or S (or both) 
is a foreign corporation (regardless of 
whether T is related to P and S before 
the transaction). For example, when P is 
domestic and S is foreign, as in the exam
ple described above, the transaction could 
have the effect of repatriating foreign 
earnings of S to P without a corresponding 
dividend to P that would be subject to U.S. 
income tax. Similarly, where P is foreign 
and S is domestic, the transaction could 
have the effect of repatriating S's U.S. 
earnings to its foreign parent in a manner 
that is not subject to U.S. withholding 
tax. This variation of the transaction also 
raises U.S. earnings stripping issues where 
S uses a note to purchase all or a portion 
of the P stock. Moreover, where both P 
and S are foreign, the transactions may 
have the effect of avoiding income in
clusions to certain U.S. shareholders of 
P that would be subject to U.S. income 
tax under the subpart F provisions, absent 
the application of an exception, such as 
under section 954(c)(6). In addition, for
eign-to-foreign transactions of this type 
can be used to facilitate the subsequent 
repatriation of foreign earnings to U.S. 
shareholders without U.S. income tax. 

SECTION 3. BACKGROUND 

.01 Triallglliar reorgalJi;atiolls 

Section 368 defines the tenn "re
organization." Sections 368(a)( I )(B), 
368(a)(l)(C), 368(a)(I )(G), 368(a)(2)(D), 
and 368(a)(2)(E) describe certain reorga
nizations in which P stock may be used by 
S as the consideration issued in exchange 
for l' 5 stock or assets, as applicable. 

Section ) 032 provides that no gain or 
loss will be recognized to a corporation 
on the receipt of money or other propeny 
in exchange for stock of such corporation. 
Section I.I032-2(b) provides that in the 
case of a forward triangular merger. a trian
gular C reorganization, or a triangular B re
organization. P stock provided by P to S, or 
directly to TorT's shareholders on behalf 
of S, pursuant to the plan of reorganization 
is treated as a disposition by P of shares 
of its own stock. However, ~ 1.1 032-2(c) 
provides that S must recognize gain or loss 
in the above transactions on its exchange 
of P stock for T stock or assets if S did not 
receive the P stock from P pursuant to the 
plan of reorganization. Section 361 pro
vides that S does not recognize gain or loss 
on the P stock that it exchanges for T stock 
in a reverse triangular merger. 

Section 361 (a) provides that no gain 
or loss shall be recognized by T if it ex
changes property in pursuance of the plan 
of reorganization solely for stock or secu
ri ties in P. Section 361 (c) provides that no 
gain or loss shall be recognized to T on the 
distribution to its shareholders of P stock 
received from P in pursuance of the plan 
of reorganization. 

Section 354 provides that no gain or 
loss shall be recognized by T sharehold
ers if stock or securities in T are, in pur
suance of the plan of reorganization, ex~ 
changed solely for stock or securities of P. 
Section 356 applies to T shareholders in 
cases where they receive other property in 
addition to the property permitted to be re
ceived under section 354. 

Section 358 provides rules for deter
mining the T shareholders' bases in their P 
stock following triangular reorganizations. 
Sections 1.358-6 and l.367(b)-13 provide 
rules for detellTlining P's basis in its SorT 
stock, as applicable. If P files a consoli~ 
dated return with S or T, other basis rules 
apply. See Treas. Reg. § 1.1502-30 or 
1.l502-3/. 

.02 SeCTion 367 

Section 367(a)( I) provides that if, in 
connection with any exchange described 
in section 332, 351, 354, 356, or 361, a 
United States person transfers property to 
a foreign corporation, such foreign corpo
ration shall not, for purposes of determin
ing the extent to which gain shall be recog
nized on such transfer, be considered to be 



a corporation. The Secretary has broad au
thorityundersection 367(a)(2), (3), and (6) 

to provide that section 367(a)(I) will not 
apply to certain transfers described therein. 

In the case of any exchange described 
in section 332, 351, 354, 355, 356, or 
361 in connection with which there is no 
transfer of propeny described in section 
367(a)(1), section 367(b)(l) provides that 
a foreign corporation shall be considered 
to be a corporation except to the extent pro
vided in regulations prescribed by the Sec
retary which are necessary or appropriate 
to prevent the avoidance of Federal income 
taxes. 

Section 367(b)(2) provides that the 
regulations prescribed pursuant to ~ection 
367(b)(l) shall include (but shall not be 
limited to) regulations dealing with the 
sale or exchange of stock or securities in 
a foreign corporation by a United States 
person, including regulations providing, 
among other things, the circumstances 
under which gain is recognized. amounts 
are included in gross income as a divi
dend, adjustments are made to earnings 
and profits. or adjustments are made to 
basis of stock or securities. 

.03 Distributions of property 

Section 30 I (c)(I) provides that a distri
bution of property by a corporation to its 
shareholder with respect to its stock is in
cluded in the shareholder's gross income 
to the extent the distribution constitute, a 
dividend under section 316. Section 316 
defines a dividend as a distribution out of 
a corporation's current and accumulated 
earnings and profits. To the extent the dis
tribution is not a dividend, the shareholder 
reduces basis in the distributing corpora
tion's stock, and any amount of the distri
bution in excess of the shareholder's ba
sis is treated as gain from the sale or ex
change of the corporation's stock. See sec
tion 301(c)(2) and (3). 

Certain transactions that are exchanges 
in form can be treated as distributions for 
tax purposes. Section 304 generally pro
vides that when a shareholder transfers 
stock of a controlled corporation to an
other controlled corporation in exchange 
for propeny, the two legs of the exchange 
are bifurcated and the receipt of the prop
erty by the shareholder is treated as a dis
tribution. Section 304, by its terms, does 
not apply to the transfer by a shareholder 

of its own stock to a controlled corpora
tion in exchange for property, even though 
the economic effect of that transaction is 
essentially identical. 

Other transaction~ may result in 
deemed distribution treatment In certain 
circumstances. For example. a share
holder that exchanges common stock of a 
corporation for common stock and prop
erty pursuant to a recapitalization will 
be treated as receiving a distrihution of 
property with respect to its stock under 
section 30 I if in substance the distribution 
is a separate transaction. See Treas. Reg. 
§1.301-I!I); see a/so, Bader v. Comm'r, 
331 U.S. 737 (1947), 

.04 Distributions involvinfi foreiRn 
corporations orforeiRYI shareholders 

The treatment of a distribution varies 
depending upon whether the corporation 
or shareholder is domestic or foreign. A 
distribution from a foreign corporation to 
a shareholder that is a U.S. person result
ing in a dividend under sections 301 (c)( I) 
and 316, or gain from the sale or exchange 
of property under section 301(c)(3), gen
erally is subject to U.S. income tax, with 
potential offset by foreign (ax credits. 

A distribution from a domestic corpo
ration to a shareholder that is not a U.s. 
person resulting in a dividend is generally 
taxable under section 871 or 881 at a rate 
of 30 percent, subject to reduction under 
an applicable treaty, and the domestic cor
poration is responsible for withholding tax 
under section 1441 or 1442. To the ex
tent such a distribution results in gain from 
the sale or exchange of property to the for
eign shareholder under section 30](c)(3), 
such amounts are subject to U.S. income 
tax under section 897(a) if the distributing 
corporation had heen a United States real 
property holding corporation (as defined 
in section 897{c)(2») within the past five 
years. In such a case, the gain lS subject 
to U.S. income tax as income effectively 
connected with the conduct of a trade or 
business within the United States 

Finally, a distribution from a foreign 
corporation to a shareholder that is a con
trolled foreign corporation, within the 
meaning of section 957, resulting in a di v
idend or gain from the sale or exchange 
of property to the foreign shareholder un
der section 30 I (c )(3) may also be subject 
to U.S. income tax. For example, such 

amounts may constitute subpart F income 
and therefore result in an income inclusion 
under section 951(a)( II(A) to U.S. share
holders. within the meaning of section 
9Sl( b), of the controlled foreign corpo
ration, subject to certain exceptions. See, 

e.g .• scction 954(c)(6). 

SECTION 4. APPLICATION OF 
SECTION 367(b) 

Congress enacted section 367(b) to en
Sure that international tax considerations 
are adequately addressed when the sub
chapter C provisions apply to certain non
recognition exchanges involving foreign 
corporations. Thi~ provision was neces
sary because the subchapter C provisions 
were enacted largely to address transac
tions involving domcstic corporations and 
shareholders that are United States per
sons, As a result, the subchapter C pro
visions do not fully account for interna
tional tax concerns that arise when the pro
visions apply to transactions involving for
eign corporations or shareholders that are 
not U.S. persons. 

In enacting section 367(b), Congress 
noted that "it is essential to protect against 
tax avoidance in transfers to foreign cor
porations and upon the repatriation of 
previously untaxed foreign earnings .... " 
H.R. Rep. No. 658, 94th Cong., l't Sess. 
241 (1975). In addition, because determin
ing the proper interaction of the Code's 
international and subchapter C provi
sions is "necessarily highly technical," 
Congress granted the Secretary broad reg
ulatory authority to provide the "necessary 
or appropriate" rules to prevent the avoid
ance of Federal income taxes. rather than 
enacting a more comprehensive statutory 
regime. Id. This broad grant of authority 
has been exercised on numerous occasions 
to address a wide range of international 
policy concerns. See, e.g. Treas. Reg. 
§§1.367(b)-4(b)(I) (preserving section 
1248 arnounb), (b)!2) (addreSSing traf
ficking in foreign tax credits by use of 
preferred stock), -5(b)(J )(ii) (ensuring 
section 311 (b) gain is recognized by a 
domestic corporatIon when it di'itributes 
stock of a controlled foreign corporation 
to an individual di~tributee under section 
355 J. and -7 (addres,ing the can'yover 
of tax attributes in a foreign-to-foreign 
section 381 transaction). 
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In a triangular reorganization. the ex
change by the T ~hareholders of their T 
stock for P ~tock i~ described in section 
354 or 356. As a result. a triangular reorga
nization imohing a foreign corporation is 
described in section 367(h) and. therefore. 
may he subject to regulations issued un
der the hroad regulatory authority granted 
therein. It is on this hasis that regulations 
will he issued (0 address the triangular re
organizations covered by this notice. 

SECTION 5. REGULATIONS TO BE 
ISSUED UNDER SECTION 367(b) 

The IRS and Treasury will issue regula
tions under section 367(b) to address cer
(ain triangular reorganiLations involving 
foreign corporations. The regulations will 
apply to triangular reorganizations where 
P or S (or both) is foreign and. pursuant 
to the reorganization. S acquires from P. 
in exchange for property. all or a portion 
of the P stock that is used to acquire the 
stock or assets of T (T could be either re
lated or unrelated to P and S before the 
transaction). In such a case. the regula
tions under section 367 ( b) wi II make ad
justments with respect to P and S such that 
the property transferred from S to P in ex
change for P stock will have the effect of 
a distribution of property from S to P un
der section 301(c) that is treated as sepa
rate from the transfer by P of the P stock 
to S pursuant to the reorganiLation. The 
adjustments will be made notwithstanding 
the fact that section 1032 otherwise applies 
to the reorganization. Therefore. the regu
lations will require. as appropriate. an in
clusion in p's gross income as a dividend. 
a reduction in p's basis in its S or T stock. 
and the recognition of gain by P from the 
sale or exchange of property. The regula
tions wi II also provide for appropriate cor
responding adjustments to be made. such 
as a reduction of S' s earnings and profits as 
a result of the distribution (consistent with 
the principles of section 312). The regula
tions will also address similar transactions 
in which S acquires the P stock used in 
the reorganization from a related party that 
purchased the P stock in a related transac
tion. 

SECTION 6. EFFECTIVE DATE 

In general. the regulations to be issued 
under "ection 367(b) that are described in 
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section 5 of this notice will apply to trans
actions occun'ing on or after September 
22. 2006. The regulations described in 
this notice will not, however. apply to a 
transaction that was completed on or after 
September 22. 2006. provided the transac
tion was entered into pursuant to a written 
agreement which was (subject to custom
ary conditions) binding before September 
22. 2006 and all times thereafter. 

No inference is intended as to the treat
ment of transactions described herein 
under current law. and the IRS may. where 
appropriate. challenge such transactions 
under applicable provisions or judicial 
doctrines. 

SECTION 7. COMMENTS 

The IRS and Treasury request com
ments on the regulations to be issued 
under this notice. Specifically, comments 
are requested as to whether in certain cases 
it is appropriate to provide an exception 
from the treatment descrihed in this notice. 
In addition. comments are requested as to 
the source and timing of the adjustments 
to be made with respect to P and Sunder 
the regulations to be issued. 

The IRS and Treasury also request 
comments regarding transactions that are 
not described in section 5 of this notice. 
For example. comments are requested on 
transactions where S or P is foreign and S 
purchases P stock from a per~on unrelated 
to P (for example. from the public on the 
open market). or where S acquires the P 
stock in a transaction that is unrelated to 
the triangular reorganization. Finally. the 
IRS and Treasury request comments on 
the treatment of transactions similar to 
those described in this notice that do not 
qualify as reorganizations (for example, 
because S issues minimal consideration 
to T in a transaction that would other
wise qualify as a reorganization under 
section 368(a)(I)( B)). Any regulations 
issued to address transactions that are not 
described in section 5 of this notice will 
apply prospectively. 

SECTION 8. DRAFTING 
INFORMATION 

The principal authors of this notice 
are Daniel McCall of the Office of As
sociate Chief Counsel (International) and 
Sean McKeever of the Office of Associate 

Chief Counsel (Corporate). However. 
other personnel from the IRS and Trea
sury participated in its development. For 
further information regarding this notice. 
contact Mr. McCall at (202) 622-3860 
(not a toll-free call). For comments or 
questions regarding suhchapter C issues. 
contact Mr. McKeever at (202) 622-7750. 

"Tie-breaking" Rule for Two or 
More Taxpayers Claiming a 
Child as a Qualifying Child 

Notice 2006-86 

PURPOSE 

This notice provides interim guidance 
under § 152(c)( 4) of the Internal Revenue 
Code, the rule for determining which tax
payer may claim a qualifying child when 
two or more taxpayers claim the same 
child under any of the following provi
sions: (I) head of household filing status 
under § 2(b), (2) the child and dependent 
care credit under § 21, (3) the child tax 
credit under § 24. (4) the earned income 
credit under § 32, (5) the exclusion for 
dependent care assistance under § 129 
(which incorporates by reference the def
inition of qualifying child or other quali
fying individual under § 21). and (6) the 
dependency deduction under § lSI. This 
notice clarifies that, unless the special rule 
in § 152(e) applies. the tie-breaking rule in 
§ 152(c)( 4) applies to these provisions as a 
group. rather than on a section-by-section 
basis. 

Section 152 was amended by § 201 of 
the Working Families Tax Relief Act of 
2004 (WFTRA), Pub. L. No. 108-311, 
118 Stat. I 169, effective for taxable years 
beginning after December 31. 2004. The 
Internal Revenue Service and Treasury 
Department intend to issue regulations 
consistent with the guidance contained in 
this notice. The guidance in this notice ap
plies until those regulations are effective. 

BACKGROUND 

Definition of a qualifying child 

Section lSI allows a taxpayer a deduc
tion of the exemption amount for each in
dividual who is a dependent (as defined in 
§ 152) of the taxpayer for the taxable year. 



Under § 152(a), a dependent is a qualify
ing child or qualifying relative. 

Section 152( c)(1) defines a qualifying 
child as an individual who (A) bears a 
certain relationship to the taxpayer (child, 
brother, sister, stepbrother, stepsister or de
scendant of any of those relatives), (B) has 
the same principal place of abode as the 
taxpayer for more than one-half of the tax
able year, (C) meets certain age require
ments, and (D) does not provide over one
half of the child's own support for the cal
endar year in which the taxable year of the 
taxpayer begins. 

WFTRA establishes a uniform defini
tion of a qualifying child under § 152( c) 
for determining whether a taxpayer qual
ifies for head of household filing sta
tus, the child and dependent care credit, 
the child tax credit, the earned income 
credit, and the dependency deduction. 
See §§ 2(b)(1 )(A)(i), 2l(b)(l )(A), 24(c), 
32(c)(3), and 151, respectively, and 
H.R. Conf. Rep. No. 696, IOsth Cong., 
2d Sess. 55-6S (2004). The uniform defi
nition also applies in determining whether 
a taxpayer qualifies for the income ex
clusion under § 129, which defines de
pendent care assistance by reference to 
employment-related expenses (as defined 
in § 21(b)(2» for the care of a qualifying 
child or other qualifying indi vidual. 

"Tie-breaking" rule 

Section 152(c){4) provides a tie-break
ing rule for determining which taxpayer 
may claim a qualifying child as a quali
fying child when two or more taxpayers 
claim the same child for a taxable year be
ginning in the same calendar year. The 
general rule of § 152(c)(4)(A) applies if 
one or no taxpayer claiming the child is 
the child's parent. Under § 152(c)(4)(A), 
the child is treated as the qualifying child 
of (i) the taxpayer who is the child's par
ent, or (ii) if none of the taxpayers is the 
child's parent, the taxpayer with the high
est adjusted gross income for that taxable 
year. 

The rule of § IS2(c)(4)(B) applies if 
both taxpayers claiming the child as a 
qualifying child are the child's parents 
who do not file a joint return together. 
Under § IS2(c)(4)(B), the child is treated 
as the qualifying child of the parent with 
whom the child resides for the longer pe
riod of time during the taxable year. If 

the ehild resides with both parents for the 
same amount of time during the taxable 
year, the child is treated as the qualifying 
child of the parent with the higher adjusted 
gross income for that taxable year. 

SpeciaL rule for certain noncustodial 
parents 

Notwithstanding the rule of 
§ 152(c)(4)(B), a child may be treated as 
the qualifying child of the noncustodial 
parent, for certain purposes, under the 
special rule of § 152(e). The noncustodial 
parent may claim the child as a qualifying 
child under § 152(e), if: 

( I) the child is in the custody or one or 
both parents for more than one-half of the 
calendar year: 

(2) the child receives over one-half of 
the child's support during the calendar 
year from the child's parents; 

(3) the parents-
(a) are divorced or separated under a 

decree of divorce or separate maintenance, 
(b) are separated under a written sepa

ration agreement, or 
(c) live apart at all times during the last 

6 months of the calendar year; and 
(4) the custodial parent releases the 

claim to the exemption to the noncustodial 
parent in a written declaration that the 
noncustodial parent attaches to the non
custodial parent's tax return. 

Section 152(e)(4) defines "custodial 
parent" as the parent having custody of the 
child for the greater portion of the calen
dar year, and "noncustodial parent'· as the 
parent who is not the custodial parent. 

The special rule of § 152(e) allows a 
noncustodial parent to claim the child as 
a qualifying child only for purposes of the 
child tax credit under * 24 and the de
pendency deduction under § 151. Sec
tion IS2(e) does not apply to determina
tions under §§ 2(b), 21 (b) and 129 (see 
§ 21(e)(5)), and 32(c)(3). 

APPLICATION 

Except to the extent that § 152( e) ap
plies, under § 152(c)(4), when more than 
one taxpayer claims a child as a qualify
ing child, the child is treated as the quali
fying child of only one taxpayer for all the 
provisions that employ the uniform defini
tion of a qualifying child (head of house
hold filing status under § 2(b), the chi Id 
and dependent care credit under ~ 21, the 

child tax credit under ~ 24. the earned in
come credit under ~ 32. the exclusion for 
dependent care assistance under § 129, and 
the dependency deduction under * 151). 
This rule is applied to these provisions as a 
group, rather than on a section-by-section 
basis. 

If § 152(e) applies, a child may be 
treated as the qualifying child of two 
taxpayers. A noncustodial parent may 
claim the child as a qualifying child under 
§ 152(e) only for purposes of the child 
tax credit under ~ 24 and the dependency 
deduction under § 151. However, the non
custodial parent may not claim the child 
as a qualifying child under § 152( e) in 
determining head of household filing sta
tus under § 2(b), the earned income credit 
under § 32, the child and dependent care 
credit under § 21, or the exclusion from in
come for dependent care assistance under 
§ 129. Only the custodial parent (or other 
eligible taxpayer) may claim the child as a 
qualifying child for those purposes, 

EXAMPLES 

In the examples below, each individual 
is a citizen of the United States and llses 
a calendar taxable year, and the child is a 
qualifying child (a~ defined in § 152(c)) of 

each taxpayer. Unle~s otherwise indicated. 
these examples assume that each individ
ual meets the other requirements for claim
ing a benefit described in the example. 

EX(/fl/pl~ j I iJ A child. Hlother. imd grandnJother 
,hare the same princrpal place of abode. The l110ther 
is not maffled and i, not the qualifying child of the 
grandmother. and the grandmother r' not the mol her' s 

dependent. 
iri) The mother claims the child a' a ljualifying 

child for purpose, of the earned income credit under 
~ 32. 

ilii) The child is treated as the qualifying child of 

the mother for purpo,e, of the earned income crcdll. 

Because the mother claim' the chrlll as a yualifying 
chlid fur purposes of the earned income credit. ullllcr 
~ 152Ic)I-+)(A), the chrld may not he treated a' the 

qualifying child of the grandm()ther for any purp("" 
(in If. however. the mother does nut darnl the 

chrld as a yualifying chrld for all) purrc"e, the child 
may be treated a, the qualifying child of the grand
mother for purpme, of the earned income credit un
der ~ 32 a, well a, head Df household filmg status un
der § 2(h). the dependency deductron under S 151. the 
child tax credit under ~ 2-+. the child and dependent 
care credit under ~ 21. and the nclu,ion from income 
for dependent care assistance under ~ 129. if applica
hie, ;Jwrming that no other wxpayer claims the child 

a, a yualrfYlng child. 
f..\(Imf'l~ 2. (i) The 1·;I(t, Jre the same JS in E.\wll· 

pie I. except that the Illother and lather of the child 
arc dl \'()[ced. the father is the noncu,todial parent. the 
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mother ha.., reica,ed the claim wthe e\emptlon tll the 
father in a 'Millen declaratIon under ~ 1521('1, and the 
father attache' the II ritten declaral1lln tn hi, relurn 
,md claim, the child a, clqllalif) in~ child rnr purplhe, 
Dr the dependenc) deduCl10n and the L'hild lcl\ credit. 

Iii Il'nder ~ 152((' I, Ihe child i, treated a' the qual
Ifying child of Ihe father for purpo'c' of the lkpen
denl'l J,duclion and till' child ta\ eTL'dlt. The child 
I' treated <I' Ihe qllalll) Ing chIld 01 the lllother lor 
pllrplhc, of thl' eamed incllllle LTcdit and, If appli
cable, h"ld of hou,ch"ld filin~ ,talll" Ihe child and 
dependent L'are LTL'dit. and Ihe c\L'ill,illn frol11l1lcome 
fpr dependent care a"i,tallL'c. The child may not be 
tre,ltcd a, the qual it) in!! child 01' the grandmolher tlJr 

,111) purp"'e 
E \£/111['11' 3. III The falher and mOlher of a child 

ar, marncd to ea,h other. The father, mother. and 
L'hi Id ,hare the ,ame principal place of ahode for the 
fiN ~ month, of the year. for the last .+ mDnths of 
the )ear, the parenh li\e apan from each other, and 
the nlllther and chrld ,hare the same principal place 
of ahude. Th, parenh file ,eparate tax returns for 
the taxahlc year. Consequently, neither parent may 

the child tax credit. and the exclusion for depen
dent care assistance. Section 1521e) does not appl} 
hccause the Illolher and father are nO( dilorced or 
,cparated under a decree of ,eparme maintenance or 
II ritten ,eparalilln agreement at the end of the taxable 
le,lr and did not li\e apart for the last 0 months of 
the calendar) ear. Therefore, the child may not he 
treated a, the qualil\ ing child of the father for an} 
PUrplhC, 

li\ I II', hlme\cr, the mother does not claim the 
child ~l' ,I qllalif~ ing child for any purpose, the child 
is treated a, the qualifying child of the father for 
purposes of the dependency deduction under ~ 151 
and Ihe exclusion for dependent care assistance un

der * 129. 
[x<llI/plc.J. (I) The facts are the lame as in E\'{III/

pit' 3, except that the mother and father are separated 
under a written separation agreement at the end of the 
taxahle year, the mother is the custodial parent and 
has released the claim to the exemption to the father 
in a \\ ritten declaration under ~ 152(e), and the father 
attaches the Form 8332 to his return and claims the 
child as a quallfymg child for purposes of the depen-

dall11 head of household filmg stmu" an earned in- dency deduction, the child tax credit. and the exc\u-
(,(line credit. or a child and dependent care credit. he
c'au,,, in general ~ 2(hl applies only to unmarried in
dl\lduals, while ** .'I2(d) and 21(e)(2), respeuilely, 
require married individuals to file a joint return, 

Iii) The father claims the chIld as a qualifying 
child for purposes nf Ihe depeJldency deduction under 
~ l:i I and the e\clu,ion for dependent care assistance 
under ~ 129. The mother claim, the child as a quali
f) in!! child for purposes olthe depcndency deduction 
under ~ 151, the child tax credit under ~ 2'+, and the 
e\clusion for dependent care assi,tance under ~ 129, 

I iii I Under the tie-breaking rule of ~ 152(c)('+)( B I, 
the child is treated as the qualifying child of the 
mother became the child resided with the mother 

,ion for dependent care assistance under § 129, 
(il) Because § 152(e) applies, the child is treated 

as the qualifying child of the father fDr purposes of the 
dependency deduction and the child tax credit. The 
child is not lreated as the qualifying child of the father 
for purposes of the exclusion for dependent care as
sistance because the father is the noncustodial parent 
and, under 9 2\(e)(5), only the custodial parent may 
claim the child as a qualifying child for purposes of 
the exclusion for dependent care assistance, There
fore, the tie-breaking rule of * 152(c)('+I(B) applies, 
and the child is treated as the qualifying child of the 
mother for purposes of the exclusion for dependent 
care assistance. 

for the longer period of time during Ihe taxable year. EWlIlple 5. (II The father and mother of two chil-
Therefore, the child I, the qualifying child of the dren are married to each other. The father, mother, 
Illother for purplhes of the dependency deductiDn, and both children share the same principal place of 
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abode for the entire year. The father and mother 
file separale ta" returns fur the taxahle year, Conse
queml), neithe'r pare'nt ma) claim head of household 
filing statu" an earned inL'lH1\e credit, or a child and 
dependent care L'redit. bl'L'aus, in general * 2(b) ap
plies only to unmarried individuals, while *§ 32(d) 
and 2 \(el(~), respecti\e!y, require married individu
als to file a joint return, 

(ii I The falher claim, the older child as a qualify
In~ child for purposes of the L'hild tax credit. depen
dency deduction, and exclusion for dependent care 
assistance, The mother claims the ),l1unger child as 
a qualifying child for purposes of the child tax credit, 
dependency deduction, and exdusiLlIl for dependent 
care assistance. 

(iii) The older child is treated as the qualifying 
child of the father and the younger child is treated as 
the qualifying child of the mother, The tie-breaking 
rule of § 152(c)(4)(8) does not apply because no two 
taxpayers are claiming the same child as a qualifying 
child for any of the benefits, 

EFFECTIVE DATE 

This notice applies to taxable years be
ginning after December 31, 2004, 

DRAFTING INFORMATION 

The principal author of this notice is 
Victoria Driscoll of the Office of Associate 
Chief Counsel (Income Tax & Account
ing), For further infonnation regarding 
this notice, contact Ms, Driscoll at (202) 
622-4920, 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Section 1221(a)(4) Capital 
Asset Exclusion for Accounts 
and Notes Receivable 

REG-I09367-06 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
and notice of public hearing. 

SUMMARY: This document contains pro
posed regulations that clarify the circum
stances in which accounts or notes receiv
able are "acquired. . . for services 
rendered" within the meaning of section 
1221(a)(4) of the Internal Revenue Code. 
This document also provides a notice of 
public hearing on these proposed regula
tions. 

DATES: Written or electronic comments 
must be received by November 6, 2006. 
Outlines of topics to be discussed at the 
public hearing scheduled for November 7, 
2006, must be received by October 17, 
2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I09367-06), room 
5203, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. Submissions may be hand 
delivered Monday through Friday, be
tween the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-I09367-06), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Avenue, NW, 
Washington. DC Alternatively, tax
payers may submit comments elec
tronically via the IRS Internet site at 
www.irs.govlregs or via the Federal eRule
making Portal at www.regulations.govl 
(IRS-REG-I09367-06). The public hear
ing will be held in the New Carrollton 
Auditorium, 5000 Ellin Road, Lanham, 
Maryland. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, K. Scott Brown (202) 622-3920 

(not a toll-free number); concerning 
submissions of comments, the hearing, 
and/or to be placed on the building ac
cess list to attend the hearing. email: 
Kelly. D.Banks@irscounsel.treas.gov. 

SUPPLEMENTAL INFORMATION: 

Background and Explanation of 
Provisions 

1. Section 1221(a)(4) Language, 
Legislative History, and Re!(ulations 

Section 1221 defines a capital asset 
as all property held by a taxpayer unless 
specifically excepted. Section 1221 (a)( 4) 
treats accounts or notes receivable ac
quired in the ordinary course of trade or 
business for secvices rendered oc from 
the sale of property described in section 
1221(a)(I) as ordinary assets. 

Congress enacted section 1 221(a)( 4) in 
1954 to correct a character mismatch prob
lem. Before its enactment, the value of 
accounts or notes receivable acquired for 
rendering services or selling inventory was 
taken into account by a taxpayer as ordi
nary income, but gain or loss on a later dis
position of the receivables was given capi
tal treatment. Section I 221 (a)(4) corrected 
this mismatch by treating the accounts or 
notes receivable as ordinary assets. 

The legislati ve history confions this 
limited focus by referring explicitly to 
accounts and notes receivable acquired 
"in payment for" inventory or services 
rendered by the holder. The specific prob
lem being addressed by the enactment of 
section 1221(a)(4) was described in the 
House Report: 

Paragraph (4) is a new provision 
which excepts from the definition of 
capital assets accounts or notes receiv
able acquired in the ordinary course of 
traue or business for services rendered 
or from the sale of property described 
in paragraph (I), that is, stock in trade 
or inventory or property held for sale 
to customers in the ordinary course of 
trade or business. This will change 
present law treatment, for example, as 
follows: If a taxpayer acquires a note or 
account receivable in payment for in
ventory or services rendered. reports it 
as income and sells it at a discount, then 

this amendment will provide ordinary 
loss treatment. Under present law such 
loss treatment is on Iy allowed if the tax
payer is also, in effect. a dealer in such 
accounts or notes. Alternatively, the 
taxpayer may sell the account or note 
for something more than the discounted 
value that was originally reported. Un
der present law this difference would 
be capital gain unless the taxpayer is 
such a dealer. The amendment will 
cause such gain to be ordinary income. 

H. R. Rep. No. 1337. 83d Cong., 2d Sess., 
A273-74 (1954). 

The longstanding regulation interpret
ing section 1221(a)(4) also confirms this 
limited focus. Section 1.1221-1 (a) of the 
Income Tax Regulations states that the 
term capital assets includes all classes 
of property not specifically excluded by 
section 1221. Section 11221-]( d), which 
addresses the section 1221(a)(4) exclu
sion, repeats the statutory language of 
section 1221 (a)( 4) and then interprets it to 
apply as follows: 

Thus, if a taxpayer acquires a note re
ceivable for services rendered, reports 
the fair market value of the note as in
come, and later sells the note for less 
than the amount previously reported, 
the loss is an ordinary loss. On the other 
hand, if the taxpayer later sells the note 
for more than the amount originally re
ported, the excess is treated as ordinary 
income. 

II. Expansion of Section 1221(a)(4) 

Notwithstanding the above, section 
1221(a)(4) ha~ been applied more expan
sively. The initial expansion occurred with 
respect to notes ohtained in loan origina
tions. In Burbank Liquidating Corp. v. 
Commissioner, 39 T.C 999 (1963), acq. 
sub nom. United Assocs., Inc., 1965-\ 
CB. 3, aff'd. in part and rev ·d. ill parr 
on other grounds, 335 F.2d 125 (9th Cir. 
1964), the Tax Court held that mortgage 
loans originated by a savings and loan as
sociation in the ordinary course of its bu~i
ness were. in the hands of that association. 
ordinary assets under section 1221(a)(4) 
because they were notes receivable ac
quired for the serVIce of making loans. In 
addition to acquiescing to the decision, the 
Service relied upon Burbank LiquidatillR 
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in a series of revenue rulings treating loans 
made by commercial lenders (including 
banks and REITs) as ordinary assets under 
section 1221(a)(-+) when held by the origi
nal lender. See Rev. Rul. 72-238. 1972-1 
e.B. 65: Rev. Rul. 73-558, 1973-2 e.B. 
298; Rev. Rul. 80-56. 1980-1 e.B. 15·t 
Rev. Rul. 80-57. 1980-1 e.B. 157. See 
*601.601(d)(2) of this chapter. 

Historically. a lending transaction was 
sometimes thought of as rendering a ser
vice to the borrower. See Rev. Rul. 
70-5.t0, 1970-2 e.B. 101; Rev. Rul. 
69-188. 1969-1 e.B. 54: Rev. Rul. 68-6. 
1968-1 e.B. 325. That characterization. 
howcver. does not justify treating notes 
acquired by an originator in a lending 
transaction as ordinary assets under sec
tion 1221 (a)( 4). That treatment strains 
the language of the statute because the 
notes are not issued by borrowers solely or 
even predominantly for services rendered. 
Rather. the notes are, for the most part, 
issued by the borrower to the lender in 
exchange for money. 

Subsequently, the Tax Court fur
ther extended the application of section 
1221 (a)( 4) in Federal National Mortgage 
Association v. Commissioner, 100 T.e. 
541 (1993) (FNMA), by applying that 
provision to notes that were purchased 
in transactions that the court considered 
closely associated with the process of 
onglllation. Although FNMA was not 
an originator, the court used the Burbank 
Liquidating analysis to extend section 
1221 (a)( 4) treatment to mortgages pur
chased by FNMA. The court justified 
this result by pointing out that FNMA's 
purchasing activity was undertaken in 
accordance with its statutorily defined 
purpose "to provide supplementary assis
tance to the secondary market for home 
mortgages by providing a degree of liq
uidity for mortgage investments." FNMA, 
100 I.e. at 545 (quoting the Housing Act 
of 1954, ch. 649. title II, section 201. 12 
U.S.e. 1716(a)). Because of this purpose, 
the court concluded that the purchases 
were "a service to the mortgage lending 
business and the members thereof." Id. at 
578. 

The expansion of section 1221(a)(4) 
cannot he reconciled with Congress' 
staled purpose for enacting the statute. 
Acquisition of notes or mortgages using 
consideration other than services or sec
tion 1221 (a)( I) property generally does 
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not trigger current ordinary income and so 
does not create a potential for the character 
mismatch that concerned Congress when 
it enacted section 1221(a)(4). 

The proposed regulation reflects a 
conclusion by the Treasury Department 
and the IRS that the extension of sec
tion 1221(a)(4) to notes acquired by a 
creditor in a lending transaction or to 
notes purchased in the secondary mar
ket is inconsistent with Congressional 
intent and is unsound as a matter of tax 
policy. In addition, the interpretation of 
section 1221 (a)( 4) set forth in Burbank 
Liquidating and FNMA impedes effective 
administration of the tax laws by caus
ing the status of the notes to hinge on 
judgments as to whether the lending trans
action or a subsequent secondary market 
purchase of the notes provides a service 
to the borrower or the mortgage lending 
industry. Reliance on judgments such as 
this fosters uncertainty and disputes. 

Accordingly, the proposed regulation 
clarifies that an account or note receiv
able is not described in section 1221(a)(4) 
if, in exchange for the account or note 
receivable, the taxpayer provides more 
than de minimis consideration other than 
services or property described in section 
1221 (a)( I), or if the account or note receiv
able is not issued by the party acquiring 
the services or property described in sec
tion 1221(a)(1). In particular, a note is not 
acquired for services within the meaning 
of section 1221(a)(4) on the grounds that 
the taxpayer's act of acquiring (including 
originating) the account or note receivable 
constitutes, or includes, the provision of 
a service or services to the issuer of the 
account or note receivable, to the sec
ondary market in which accounts or notes 
receivable of this sort may trade, or to the 
participants in that market. 

Effect on Other Documents 

Rev. Rul. 72-238 and Rev. Rul. 
73-558 are not determinative with respect 
to future transactions because these rul
ings apply to taxable years beginning be
fore July 12, 1969, and were superseded 
by section 582(c) of the Internal Revenue 
Code of 1986. Accordingly, simultane
ously with the publication of these pro
posed regulations, those rulings are be
ing declared obsolete. When final regu
lations are published, the IRS will deter-

mine whether Rev. Rul. 80-56 and 80-57 
should similarly be declared obsolete. 

Proposed Effective Date 

These regulations are proposed to apply 
to accounts or notes receivable acquired 
after the date the final regulations are pub
lished in the Federal Register. 

Special Analyses 

It has been determined that this notice 
of proposed rule making is not a signifi
cant regulatory action as defined in Exec
uti ve Order 12866. Therefore, a regula
tory assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these regu
lations, and because the regulation does 
not impose a collection of information on 
small entitles, the Regulatory Flexibility 
Act (5 U.s.e. chapter 6) does not apply. 
Pursuant to section 7805(f) of the Code, 
this notice of proposed rulemaking will be 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submit
ted timely to the IRS. The Treasury De
partment and IRS invite comments on the 
proposed effective date, on the impact of 
the proposed regulation on hedging prac
tices of lending institutions or other tax
payers to which section 582(c) does not ap
ply, and on appropriate measures to deal 
with that impact. Comments are specifi
cally requested from taxpayers in the ac
ceptance finance, debt collection, factor
ing and personal finance industries on any 
impact that the proposed regulation may 
have. The Treasury Department and the 
IRS also specifically request comments on 
the clarity of the proposed rules and how 
they can be made easier to understand. All 
comments will be available for public in
spection and copying. 

A public hearing has been scheduled for 
November 7, 2006, beginning at 10 a.m. 
in the New Carrollton Auditorium, 5000 



Ellin Road, Lanham, Maryland. All vis
itors must present photo identification to 
enter the building. Because of access re
strictions, visitors will not be admitted be
yond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing, see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
preamble. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit written or electronic comments and 
an outline of the topics to be discussed 
and the time to be devoted to each tOpIC 
(a signed original and eight (8) copies) by 
October 17, 2006. A period of 10 minutes 
will be allotted to each person for making 
comments. An agenda showing the sched
uling of the speakers will be prepared af
ter the deadline for receiving outlines has 
passed. Copies of the agenda will be avail
able free of charge at the hearing. 

Drafting Information 

The principal author of these proposed 
regulations is K. Scott Brown, Office 
of the Associate Chief Counsel (Finan
cial Institutions and Products), However, 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 
Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I IS proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 U.S.C. 7805 " * * 
Par. 2. Section 1.1221-1 is amended as 

follows: 
l. Paragraph (e) is redesignated as (f). 

2. A new paragraph (e) is added. 
The addition reads as follows: 

§1.1221-1 Meaning afterms. 

* * * * * 
(e)(I) An account or note receivable is 

not descrihed in section 1221(a)(4) if-
(i) In acquiring the account or note 

receivable, the taxpayer provides more 
than de minimis consideration other than 
services or property described in section 
1221(a)(I); or 

(ii) The obligor under the account or 
note receivable is a person other than the 
person acquiring the services or property 
described in section 1221 (a)( I J. 

(2) In particular, an account or note 
receivable is not described in section 
1221(a)(4\ on the grounds that the tax-

payer's act of acquiring (including orig
inating) the account or note receivable 
constitutes. or includes, the provision of 
a service or services to the issuer of the 
account or note receivable, to the sec
ondary market in which accounts or note1. 
receivable of this sort may trade, or to the 
participants in that market. If a lender, 
however. separately invoiced reasonable 
fees for services that the lender rendered 
to the borrower in connection with a lend
ing transaction and if the lender received 
as evidence of the obligation (0 make 
payment of those fees an account or note 
receivable that is separate from the debt 
instrument that was originated in the lend
ing transaction. then this paragraph (e)(2) 
does not prevent the separate account or 
note receivable from being described in 
section 122I(a)(4). 

(3) This paragraph (el applies to ac
counts or notes receivable acquired after 
the date the final regulations are published 
in the Federal Register. 

* * * * * 
Mark E. Matthews, 

Deputy Commissioner for 
Sen'ices Gnd Enforcement. 

I Filed by the Office 01 the Feueral Regiqer on Augu>: 4. 

200n. X·45 3.m .. and published in the i"ue of ihe Feuer.>1 
Regi'ter for August I. 2006. 71 FR. 446()O, 
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Part III. Administrative, Procedural, and Miscellaneous 
Electricity Produced From 
Open-loop-Biomass 

Notice 2006-88 

SECTION I. PL'RPOSE 

Thi\ notice sets forth interim guidance. 
pending tht' issuance of regulations. re
garding the tax credit under ~ .+5 of the 
Internal Revenue Code for electricity pro
duced from open-loop biomass. 

SECTION 2. BACKGROUND 

01 III General. Section 710 of the 
American Jobs Creation Act of 2004 (P.L 
I 08-J57) amended ~ .+5 to add open-loop 
biomass to the definition of qualified 
energy resources and to add open-loop 
biomass facilities to the definition of qual
ified facilities. Section 1301 of the Energy 
Tax Incentives Act of 2005 (P.L 109-58) 
added "any nonhaLardous lignin waste 
material" to the definition of open-loop 
billma,s and extended the deadline for 
placing open-loop biomass facilities in 
s('nice to December 31. 2007. Section 
'+02(b) of the Gulf Opportunity Zone Act 
of 2005 (P.L 109-135) amended the def
inition of open-loop biomass to include 
"any lignin material." As a result of these 
recent amendments, the Internal Revenue 
Service has received requests for guidance 
on the ~ .+5 tax credit for electricity pro
duced from open-loop biomass. 

Section 38(a) provides for a general 
hu,iness tax credit that includes the 
amount of the current year business credit. 
Section 38( b)( 8) provides that the amount 
of the current year business credit includes 
the renewable electricity production credit 
under ~ '+5(a). 

Section '+5(a) provides that the renew
ahle electricity production credit for a tax
able year is 1.5 cenb (adjusted for infla
tion) for each kilowatt hour of electricity 
that the taxpayer ( I ) produces from qual
i fied energy resources at a qualified facil
it) during the IO-year period beginning on 
the date the facility was originally placed 
ill ,('['\ ice. and (2) sells to an unrelated per
,UIl during the taxable year. 

.02 Oj1cl1-Luop BiolllilS.I. (I) 111 GCII

ClUI. Section -J.)IC)( I )IC) pro\ldes that the 
term ljualitied energy resources include, 
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open-loop biomass. Section -J.5(c)(3)(A) 
defines the term "open-loop biomass" to 
mean: 

(a) any agricultural livestock (includ
ing b(wine. swine, poultry, and sheep) ma
nure and litter. including wood shavings, 
straw. rice hulls. and other bedding mate
rial for the disposition of manure (agricul
tural livestock waste nutrients): or 

(b) any solid, nonhazardous, cellu
losic waste material or any lignin material 
which is segregated from other waste ma
terials and which is derived from-

(i) any of the following forest-related 
resources: mill and harvesting residues, 
precommercial thinnings, slash, and brush; 

(ii) solid wood waste materials, includ
ing waste pallets, crates. dunnage, man
ufacturing and construction wood wastes, 
and landscape or right-of-way tree trim
mlllgs; or 

(iii) agricultural sources. including 
orchard tree crops, vineyards, grain, 
legumes, sugar, and other crop by-prod
ucts or residues. 

(2) Exclusions. The term "open-loop 
biomass" does not include the folIowing: 

(a) manufacturing or construction wood 
waste that has been pressure treated, chem
ically treated, or painted; 

(b) municipal solid waste as defined in 
§ 45(c)(6): 

(c) gas derived from the biodegradation 
of solid waste: 

(d) paper products that are commonly 
recycled (for example, office paper, news
paper. paperboard, and cardboard); 

(e) closed-loop biomass as defined in 
§ 45(e)(2): or 

(0 biomass cofired with fossil fuel in 
excess of the minimum amount of fossil 
fuel necessary for startup and flame stabi
lization. 

.03 Qualified Open-Loop Biomass 
Facilities. Section 45(d)(3)(A) pro
vides, in the case of a facility using 
open-loop hiomas~ to produce electric
ity (an open-loop biomass facility), that 
a qualified facility (a qualified open-loop 
biomass facility) is any facility that is 
owned by the taxpayer and that-

(i) in the case of a facility using agri
cultural livestock waste nutrients, is orig
inally placed in service after October 22, 
200'+, and before January 1. 2008, and has 

a nameplate capacity rating of not less than 
150 kilowatts. or 

(ii) in the case of other facility, is orig
inally placed in service before January I, 
2008 . 

. 04 Crcdir Rate. Section 45(b)(4)(A) 
provides that the credit rate for electricity 
produced at a qualified open-loop biomass 
facility is one-half the amount in effect 
under § 45(a)( I) for the calendar year in 
which the electricity is sold. 

.05 Credit Period. (I) Facilities placed 
in service after August 8, 2005. For 
qualified open-loop biomass facilities 
placed in service after August 8, 2005, 
§ 45(b)( 4 )(B )(iii) provides that the 10-year 
credit period in § 45(a)(2)(A)(ii) applies. 

(2) Facilities placed in service after 
October 21, 2004, and on or hefore Au
gust 8, 2005. For qualified open-loop 
biomass facilities placed in service after 
October 21, 2004, and on or before Au
gust 8. 2005. § 45(b)(4)(B)(i) provides 
that the § 45 credit is determined by sub
stituting the 5-year period beginning on 
the date the facility was originally placed 
in service for the 10-year credit period in 
§ 45(a)(2)(A)(ii). 

(3) Facilities placed in service be
fore October 22, 2004. For facilities 
placed in service before October 22, 2004, 
§ 45(b)(4)(B)(ii) provides that the § 45 
credit is determined by substituting the 
5-year period beginning on January I, 
2005, for the 10-year credit period in 
§ 45(a)(2)(A)(ii). 

.06 Credit Eligibility. If the owner 
of a qualified open-loop biomass facil
ity is not the producer of the electricity, 
§ 45(d)(3)(B) provides that the person eli
gible for the credit allowable under § 45(a) 
is the lessee or the operator of such facility. 

SECTION 3. RULES RELATING TO 
OPEN-LOOP BIOMASS 

.01 Components of Facility. (I) In gen
eral. For purposes of § 45(d)(3), an open
loop biomass facility is a power plant con
sisting of all components necessary for 
the production of electricity from open
loop biomass (and, if applicable, other en
ergy sources). Thus, a qualified open
loop biomass facility includes all burners 
and boilers (whether or not burning open
loop biomass), any handling and delivery 



equipment that supplies fuel directly to and 
is integrated with such burners and boilers. 
steam headers, turbines. generators, and all 
other depreciable property necessary to the 
production of electricity. The facility does 
not include (i) property used for the collec
tion, processing, or storage of open-loop 
biomass before its use in the production of 
electricity, (ii) transformers or other prop
erty used in the transmission of electricity 
after its production, or (iii) ancillary site 
improvements, such as roadways and fenc
ing, that are not necessary to the produc
tion of electricity. Each power plant that 
is operated as a scparate integrated unit is 
treated as a separate facility for purposes 
of § 45(d)(3). 

(2) Cogeneration. A facility using 
open-loop biomass to produce both elec
tric energy and useful thermal energy, such 
as heat or steam, through the sequential 
use of energy (cogeneration) may be a 
qualified open-loop biomass facility. 

(3) Addition or improvement to an 
existing facility. An open-loop biomass 
facility will not be treated as originally 
placed in service after October 22, 2004, 
if more than 20 percent of the facility's 
total value (the cost of the new property 
plus the value of the used property) is 
attributable to property placed in service 
on or before October 22, 2004. Similarly, 
an open-loop biomass facility will not be 
treated as originally placed in service after 
August 8, 2005, if more than 20 percent 
of the facility's total value (the cost of the 
new property plus the value of the used 
property) is attributable to property placed 
in service on or before August 8, 2005. 

(4) Example. The following example 
illustrates the application of section 3.0 I of 
this notice: 

Example. A power plant using fossil fuel was 
originally placed in service before October 22. 2004. 
The power plant consists of a burner. a boiler. a steam 
header. a turbine, and a generator. After October 
22. 2004. one new burner and boiler using open
loop biomass are added to the power plant. The new 
burner and boiler are connected to the exi,ting ,tealll 
header, turbine. and generator in the power plant. 
Under section 3.0 I (1) of thiS notice. the open-loop 
biomass facility conslns of the entire power plant that 
is operated as a separate integrated unit and includes 
both the existing power plant and the new burner and 
boiler. The fair market value of the existing power 
plant on the date the new burner and boiler are placed 
in service exceeds 20 percent of the facility' s total 
value (the cost of the new burner and boiler plus the 
value of the used property). Under section 3.01(3) 
of this notice. the falility will not be treated as orig
inally placed in service after October 22. 2004. Ac-

cordingly. ~ 45(h)(4)(B)(ili apphe, and the credit pe
nod tor the faCIlity IS the 5-year period beginnmg on 
January I. 2005. 

.02 Co/iring. (1) In geneml. Electric
ity produced from open-loop bioma~s that 
is cofired with rueh other than fo<.,sil fuels 
may qualify for the ~ 45 credit. Electric
ity produced from the other fuel may <.,epa
rately qualify for the § 4S credit If the other 
fuel meets the definition of a qualified en
ergy resource under ~ 45( c) and the facility 
is placed in service during the period spec
ified in § 45(d) for that qualified energy re
source. 

(2) Co firing with agricuitllro/ livestock 
waste nutrients. If open-loop bioma~s 

other than agricultural livestock waste 
nutrients is cofired with agricultural live
stock waste nutrients at a facility placed 
In service on or before October 22, 2004, 
electricity produced from the open-loop 
hioma,s other than agricultural livestock 
waste nutrients may qualify for the § 45 
credit because the facility is placed in ser
vice before January l. 2008 (the generally 
applicable placed-in-service deadline for 
purposes of determining whether elec
tricity produced from open-loop biomass 
qualifies for the § 45 credit). The elec
tricity produced from agricultural live
stock waste nutrients does not qualify 
for the § 45 credit because the facility is 
not placed in service after October 22, 
2004, and before January I, 2008 (the 
placed-in-service period for purposes of 
determining whether electricity produced 
from agricultural livestock waste nutrients 
qualifies for the § 45 credit). 

(3) Cofirillf!, with fossil fllelfor star/Up 

and flame stabifi::.atiol1. Electricity pro
duced from open-loop btomass that is 
coEred with fossil fuel may qualify for 
the § 45 credit, but biomass will qualify 
as open-loop biomass only if the amount 
of fossil fuel used is the minimum nec
essary for startup and flame .~tabilization. 

See § 45(c)(3)(A) and section 2.02(2)(f) 
of this notice. If open-loop biomass is 
cofired with the minimum amount of fos
sil fuel necessary for startup and flame 
stabilization, only the electricity produced 
from the open-loop biomass can qualify 
for the credit. The electricity produced 
from the fossil fuel used for startup and 
flame stabilization does not qualify for the 
credit. In addition, if biomass fother than 
closed-loop biomass) is cofired with fossil 
fuel in excess of the minimum amount of 

fossil fuel nece"ar: for c,lartup and flame 
~tabilizati()n. the bioma" i, not open-loop 
bioma~s and the electricity proouced from 
the biornas, lioes not qualify tor the ~ -1-5 
credit. 

.03 RlIle.1 Re/ulillg To Sules. (I) Si

lIlultaneous suII' ulld {)[{rc/wse or electric
ity. If electricity produced from open-loop 
biomas~ at any location is sold by a tax
payer to an unrelated person and either 
the taxpayer or a related person stmulta
neously purcha,es electricity from an un
related person for usc at the same location. 
the sale of the electricity will be treated as 
a sale to an unrelated per,>on only to the ex
tent the amount of electricity sold exceeds 
the amount of electricity purcha'ied 

(2) Sales of commingled electricitv. If 
a taxpayer produces electricity from both 
open-loop biomass and other rueh and 
sells part or all of the electricity produced 
to i1n unrelated party. (lnly the applicable 
percentage of the electricity sold to the 
unrelated party is treated as electricity 
produced from open-loop biomass. The 
applicable percentage for this purpose is 
the percentage of the thermal content of all 
fuels used to produce the electricity that is 
thermal content from open-loop biomas<.,. 
Electricity is treated as produced from 
both open-loop biomass and other fuel;. to 
the extent (i) open-loop biomass and other 
fucls arc commingled during combustion. 
(ii) steam produced from the combus
tion of open-loop biomass aml frum the 
combustion of other fuels is commingled 
before or dunng the production of the 
electricity. and (iii) electricity produced 
from open-loop biomas, and from other 
fuels is commingled before tran'illlission 
[0 the purchaser. 

(3) Examples. The following examples 
illustrate the application of section J.()3 of 
this notice: 

EX(/lIlpk I. A qualifieu iJcility at" paper mill 
produce, I ()() kllowall hour, of electricilY rer Llay. At 
dillimc," ~5 percent of Ihe thermal COl1telll oj the fu
eh u,cd in the facility j, from open-loop bIOIlW" and 

the remainder i, from other fuck The fac'ility u,c' 
,cpurate hoilc" jor the combuqJ(ln of the ilpen-Ioofl 
bioma" and Ihe cOll1huQion oj other fuck hut the 

'tcam from both hoiicl' i, coilllllingkd durllliC the 
prouuc·tion of electriCity Th~ ~ntirc (!cetTic output of 
the facility i, ,old 10 a flllhh, ullllt\ Each Jay. ,imul
taneou,l y \\ith the ,;lie, hli ~il(}\\all hOlll' of elec" 

lricllY are PLllCh",cu hOI1l a puhllc Ulility I!I "rerate 
the facility JnJ the P''iWi·llllll. Onll -10 kil()\\ all h(lur, 

of e!ectncity rer da> I ]1)1) kilowatt hOll" ,,,IJ milllh 
60 hllo",att hour, flurcha,eu) \\111 he lJeated a, ",IJ 

111 all unrelated palt) in JuJilllln. (111) il) k11"lAall 
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hour, (25 pac~llt ,,1-lO l i lOll all hllllr, I pc'r da) (lilhe 

e\cclrlcit) 'ClILl tll the unrd.lteJ part I II ill he IiCdled 

d' ckelrlull pr\llJlleed In>!l) "pc'Il-llllll' hIOlll,I" 

EI<lIIII'/':: A l[u"Erled f"c'dll) ;(1 ,I p"rc'r mdl 

pmoucc, 1011 liltl\1 atl hour, oi c'leellxlll 1'L'f J;II, 

Delay in the Effective Date 
of New User Fee Charges for 
Processing Form 8802 

The cntlre eketllc outl'lll 01 the I'aedlll I' ",IJ III Notice 2006-90 
d ruhlI, ulIIIll, Lld, d,lI. '"1Hdlalh'Ou,l) II Ilh Ihe 

',IIc" 121llillll\all hOUh III eic'eulclll drC' pllrdla\l'J 

11ll!11 d puhlic utilitl III "I'ndl" IIIC Llcilll) dlld Ihe 

paper mill. BC'CdU'C' 11lL' "IllOUllt (11 c'le-Ciriclt) ",id 

I' k" th,lll Ihc' :11l11l1l11l ,'(c'kCinCIlI '"l1ull,IIl,'(lll,l\ 
pllrch;l,ed. IlpllC lIllhe c'kc'lrie'ill \\ ill re If,',lled Ci' 

'010 I,' all 1IIHelatc'J part) 

.O-l H(!od Hur/.: And Lignin. Open-loop 
hiomass includes wood hark and lIgnin 
material reco\'ered from spent pulping 
liquors. 

. 05 NI! Rille Arei/. The Service will 
nut issue private letter rulings regarding 
* -lS as it rebtes to open-loop biomass. In 
addition, the Service will not rule on any 
issues under Subchapter K for partnerships 
claiming the credit under * -+5. 

SECTION 4, EFFECTIVE DATE 

The Internal Revenue Service and Trea
sury Department are developing regula
tions regarding the tax credit under * 4S of 
the Internal Revenue Code for electricity 
produced from open-Ioup biomass. This 
nut ice provide~ interim guidance on which 
taxpayers may rely unti I the regulations are 
issued, The Service and Treasury Depart
ment expect that the regulatiolls will incor
porate the rule~ set forth in this notice and 
will be effective for electricity produced 
after the date of publication of this notice 
in the Internal Revenue Bulletin. 

SECTIO!\! 5. DRAFTING 
INFORMATION 

The principal authors llf this notice 
are David Selig and David McDonnell 
of the Office of Associate Chief Coun
sel (Pas~throughs and Special Industries). 
However. other personnel from the IRS 
and Treasury participated in its devel
opment. For further information regard
ing this notice. contact Mr. Selig or 
rvlr. McDonnell at (202) 622-30'+0 (not a 
toll-fI'ee call). 
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SECTION I. PURPOSE 

The purpose of this notice is to an
nOLlnce a delay in the effective date of new 
user fee charges for processing Form 8802, 
Appliclition lin United States Residfllcy 
C(:'rlificutioll. The new user fee will be 
charged ror all Forms 8802 reccived with 
a postmark date on or after November I, 
2006 . 

SECTION 2. BACKGROUND 

rorm 8802 is used to request Form 
6166, a letter that the applicant may use as 
proof of the applicant's status as a resident 
of the United States to claim benefits un
der an income tax treaty or an exemption 
from a value added tax (VAT) imposed by 
a foreign country. On September II, 2006, 
the Internal Revenue Service isslIed Rev
enue Procedure 2006-35. 2006-37 I.R.B. 
434, which provides that the Service will 
begin charging a new user fee for process
ing Form 8802. Section 4 of Rev. Proc. 
2006-35 provides that the user fee will be 
charged for all Forms 8802 received with a 
postmark date on or after October 2, 2006. 

SECTION 3. DISCUSSION 

This notice provides a delay in the ef
fective date of new user fee charges for 
proces,ing forms 8802. The uscr fcc will 
be charged for all Forms 8802 received 
with a postmark date on or after Novem
ber I. 2006. 

SECTION 4. EFFECT ON OTHER 
DOCUMENTS 

Section 4 (Effective Date) of Rev. Proc. 
2006-35 is modified accordingly. 

SECTlO\! 5. EFFECTIVE DATE 

This notice j, effective September 28. 
2006. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this notice is 
Quyen P. Huynh of the Office of Associate 

Chief Counsel (International). For further 
information regarclll1g this notice. contact 
Ms. Huynh at (202) 622-3880 (not a toll

free call). 

Extension of Replacement 
Period for Livestock Sold 
on Account of Drought in 
Specified Counties 

Notice 2006-91 

SECTION I. PURPOSE 

This notice provides guidance regard
ing an extension of the replacement pe
riod under * I033(e) of the Internal Rev
enue Code for livestock sold on account of 
drought in specified counties. 

SECTION 2, BACKGROUND 

.0\ Nonrecognition of Gaill on Invol
ulltary Conversion of Lil'estock. Section 
1033(a) gcnerally providcs for nonrecog· 
nition of gain when property is involun
tarily converted and replaced with prop
erty that is similar or related in service or 
use. Section I033(e)(l) provides that a 
sale or exchange of livestock (other than 
poultry) held by a taxpayer for draft, breed
ing, or dairy purposes in excess of the num
ber that would be sold following the tax
payer's usual business practices is treated 
as an involuntary conversion if the live
stock is sold or exchanged solely on ac
count of drought, flood, or other weather
related conditions. 

.02 Replacement Period. Section 
1033(a)(2)(A) generally provides that 
gain from an involuntary conversion is 
recognized only to the extent the amount 
realized on the conversion exceeds the 
cost of replacement property purchased 
during the replacement period, If a sale 
or exchange of livestock is treated as an 
involuntary conversion under § 1033(e)(l) 
and is solely on account of drought, flood, 
or other weather-related conditions that re
sult in the area being designated as eligible 
for assistance by the federal government, 
§ 1033(e)(2)(A) provides that the replace
ment period ends four years after the close 
of the first taxable year in which any part 
of the gain from the conversion is realized, 
Section I 033( e)(2)(B) provides that the 



Secretary may extend this replacement pe
riod on a regional basis for such additional 
time as the Secretary determines appro
priate if the weather-related conditions 
that resulted in the area being designated 
as eligible for assistance by the federal 
government continue for more than three 
years. Section 1033(e)(2) is effective for 
any taxable year with respect to which the 
due date (without regard to extensions) for 
a taxpayer's return is after December 31, 
2002. 

SECTlON 3. EXTENSION OF 
REPLACEMENT PERIOD UNDER 
SECTION I033(e)(2)(B). 

Notice 2006-82, 2006-39 I.R.B. 529, 
provides for extensions of the replace
ment period under § 1033(e)(2)(B). If a 
sale or exchange of livestock is treated 
as an involuntary conversion on ac
count of drought and the taxpayer's re
placement period is determined under 
§ 1033(e)(2)(A), the replacement period 
will be extended under § 1033(e)(2)(B) 
and Notice 2006-82 until the end of the 
taxpayer's first taxable year ending after 
the first drought-free year for the appli
cable region. For this purpose, the first 
drought-free year for the applicable region 
is the first l2-month period that (I) ends 
August 31; (2) ends in or after the last 
year of the taxpayer's 4-year replacement 

Alabama 

period determIned under § 1033(e)(2)(A); 
and (3) does not include any weekly pe
riod for which exceptional, extreme. or 
severe drought is reported for any location 
in the applicable region. The applicable 
region is the county that experienced the 
drought conditions on account of which 
the livestock was sold or exchanged and 
all counties that are contiguous to that 
county. 

A taxpayer may determine whether 
exceptional, extreme, or severe drought 
is reported for any location in the ap
plicable region by reference to U.S. 
Drought Monitor maps that are pro
duced on a weekly basis by the Na
tional Drought Mitigation Center. U.S. 
Drought Monitor maps are archived at 
www.drought.unl.edu/dm/archive.html. 

In addition, Notice 2006-82 provides 
that the Internal Revenue Service will 
publish in September of each year a list 
of <.:Ounties or parishes (hereinafter "coun
ties") for which exceptional. extreme. or 
severe drought was reported during the 
preceding 12 months. Taxpayers may use 
this list instead of U.S. Drought Monitor 
maps to determine whether exceptional, 
extreme, or severe drought has been re
ported for any location in the applicable 
region. 

The Appendix to this notice contains 
the list of counties for which exceptional, 
extreme, or severe drought was reported 

APPENDIX 

during the 12-month period ending Au
gust 31. 2006. Under Notice 2006-82. 
the l2-month period ending on August 31, 
2006, is not a urought-free year for an ap
plicable region that includes any county on 
this list. Accordingly, for a taxpayer who 
qualified for a four-year replacement pe
riod for livestock sold or exchanged on ac
counl uf drought and whose replacement 
period is scheduled to expire at the end of 
2006 (or, 10 the case of a fiscal year tax
payer, at the end of the taxable year that in
cludes August 31, 2006), the replacement 
period will be extended under § 1033(e)(2) 
and Notice 2006-82 if the applicable re
gion includes any county on this list. This 
extension will continue until the end of the 
taxpayer's first taxable year ending after a 
drought-free year for the applicable region. 

SECTlON 4. DRAFTING 
INFORMATlON 

The principal author of this notice is 
Jeffrey Marshall of the Office of Associate 
Chief Counsel (Income Tax and Account
ing). For further information regarding 
this notice, contact Mr. Marshall at (202) 
622-7287 (not a toll-free call). 

Counties of Autauga, Baldwin, Barbour, Bibb, Blount, Bullock. Butler, Calhoun, Chambers, Cherokee, Chilton, Choctaw, Clarke, 
Clay, Cleburne. Coffee, Colbert, Conecuh, Coosa, Covington, Crenshaw, Cullman. Dale, Dallas, DeKalb, Elmore, Escambia, 
Etowah, Fayette, Franklin, Geneva, Greene, Hale, Henry, Houston, Jefferson, Lamar, Lauderdale, Lawrence, Lee, Limestone, 
Lowndes, Macon, Madison, Marengo, Marion, Marshall, Mobile, Monrue, Muntgumery. Morgan, Perry, Pickens, Pike, Randolph. 
Russell, St. Clair, Shelby, Sumter, Talladega, Tallapoosa. Tuscaloosa, Walker, Washington. Wilcox, and Winston. 

Arkansas 

Counties of Arkansas, Ashley, Baxter, Benton, Boone, Bradley, Calhoun, Carroll. Chicot, Clark, Cleburne, Cleveland, Columbia, 
Conway, Craighead, Crawford, Crittenden, Cross, Dallas. Desha, Drew, Faulkner, Franklin, Fulton, Garland, Grant, Greene, 
Hempstead, Hot Spring, Howard, Independence, Izard, Jackson, Jefferson, Johnson, Lafayette, Lawrence, Lee. Lincoln. 
Little River, Logan, Lonoke, Madison, Marion, Miller, Mississippi, Monroe, Montgomery. Nevada, Newton, Ouachita. Perry, 
Phillips, Pike, Poinsett, Polk, Pope, Prairie, Pulaski, Randolph, St. Francis, Saline, Scott, Searcy, Sebastian, Sevier, Sharp. Stone, 
Union, Van Buren, Washington, White, Woodruff, and Yell. 

Arizona 

Counties of Apache, Cochise, Coconino, Gila, Graham, Greenlee, La Paz, Maricopa. Mohave, Navajo. Pima. Pinal. Santa Cruz. 
Yavapai, and Yuma. 
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CII/llrudo 

COllJ1tie~ of Ad~lm", ALIJ11lh~L Arapahlll', Archuleta, Baca, BenL Boulder. Broomfield, Chaffee, Cheyelllle, Clear Creek. Conejos. 
Co'>tilia, CIll\\ Ie), ClI,lL'L Dl'J1h'L Dollll'l'." DOllgla\, EI Paso, Elhert, Fremont, Gilpin, Grand, Gunnison. Hin.,dak. Huerfano. 
kfkr,on, Kim\ ~l. Kit Car,nn, La Plata, L~lrimer. La, Animas. Lincoln. Logan. Mineral. MoffaL MonteLUIllCl. Morgan. Otero. 
(Jura), Park, Phillip", PrO\\l'r" Pllehli), Rill Grande, Saguache. San Juan. San Miguel. Sedgwick. SummiL Teller. \Vashington. 
Weld. and Yuma, 

Floridil 

COllntic, of Ha\. ClilwUll. bcamhia, Franklin. G'ld,den. Gulf. Holmes. Jackson. Liberty. Okaloosa. Santa Rosa. Walton. and 
\\'a,hington, 

COlilltie, of Baker. Raldllin, Barrow. Bartow. Ben Hill. Bihh. Bleckley. Butts. Calhoun, CarrolL Chattahoochee. Cherokee. 
Clarl-.c, Clay, Clayton, Cobh, C(lweta, Crawford. Crisp. Dawson. Decatur. DeKalb. Dodge. Dooly, Dougherty. Douglas. Early. 
Emanuel. Fay L't lL'. Fll)yd, Forsyth. Fulton. Gilmer, Gla,cock. Gordon. Greene, Gwinnett. Hahersham. Hall, Hancock. Haralson. 
Harri,. I \t',lrd, Henry, Hou-;(on. Jacbon. Jasper. Jeff Davis. Jefferson. Johnson, Jones. Lamar, Laurens, Lee. Lumpkin, Macon. 
Madison, 1\1arion. Meriwether. Miller. Monroe. Montgomery. Morgan, Muscogee. Newton, Oconee, Oglethorpe, Paulding, Peach. 
Picken" Pike, Polk. Pula,ki, Putnam, Quitman, Rabun, Randolph. Rockdale. Schley. Seminole. Spalding. Stewart, Sumter. 
Tal\lot, Taliaferro. Taylor. Telfair. Terrell. Toomhs, Treutlen. Troup, Turner. Twiggs. Upson. Walton. Warren. Washington, 
\\ie\l,ter. Wheeler. Wilcox. Wilkin,on. and Worth. 

/0\\'/1 

Counties of Adair. Adam,. Appanoose. Audubon, Benton, Buena Vista. Calhoun. Carroll, Casso Cedar. Cherokee. Clarke. Clay, 
Clinton. Crawford. Dallas. Davis. Decatur, Delaware. Des Moines. Dickinson. Dubuque. Emmet. Fremont, Greene, Guthrie, 
Hancock.. Harrison. Henry. Humboldt. Ida. Iowa. Jackson. Jasper. Jefferson. Johnson, Jones. Keokuk, Kossuth. Lee, Linn. Louisa, 
Lucas. Lyon. Madison. Mahaska. Marion. Mills. Monona, Monroe, Montgomery. Muscatine, O'Brien, Osceola. Page, Palo Alto, 
Plymouth. P()cahonta~. Polk. Pottawattamie. Poweshiek. Ringgold. Sac. Scott. Shelby, Sioux. Taylor. Union, Van Buren. Wapello, 
Warren. W'l,hington. Wayne. Webster. Woodbury. and Wright. 

Idll ho 

Countie, of Bonner. Butte. Clark. Clearwater, Custer. Fremont. Idaho, Jefferson, Latah. Lemhi, Lewis, Madison. Nez Perce. 
Shoshone, Teton, and Valley. 

/lIiIlOj.1 

Counties of Adams, Boone. Brown. Bureau. Calhoun. Carroll, Cass, Champaign. Christian. Cook, De Witt. DeKalb, DuPage, 
ford. Fulton. Greene. Grundy, Hancock. Henderson. Henry. Iroquois, Jersey. Jo Daviess, Kane, Kankakee, Kendall, Knox, 
LaSalle. Lake. Lee. Li\ingston. Logan. Macon. Macoupin. Marshall. Mason, McDonough. McHenry. McLean. Menard, Mercer, 
1\lontgomery. Morgan. Moultrie, Ogle. Peoria. Piatt. Pike. Putnam. Rock Island. Sangamon. Schuyler, Scott, Shelby, Stark, 
Stephenson. Ta/ewell. Warren. Whiteside. Will. Winnebago. and Woodford. 

IlIdiuliU 

C(lunties of Ja.-.per. Lake. LaPorte. Newton. Porter. and St. Joseph. 

KUII.\u.\ 

Counties of Allen. Anderson. Atchison. Barber. Bourbon. Chautauqua, Cherokee. Cheyenne, Clark. Comanche, Cowley, 
Crawford, Decatur. Doniphan, Elk. Finney. Ford. Gove, Graham. Grant. Gray, Greeley, Greenwood. Hamilton. Harper, Haskell, 
Hodgeman. Jewell. Johnson. Kearny. Kingman. Kiowa, Labette. Lane. Leavenworth. Linn, Logan. Meade, Miami, Montgomery, 
l\lllrton. l\'eo,ho. Nt'S,. Norton. Phillips. Pratt, Rawlins. Scott. Seward. Sheridan, Sherman, Smith, Stanton, Stevens, Sumner, 
Thnl1la,. Wallace. Wichita. Wibon. Woudson. and Wyandotte. 

KCIITllcky 

Counlie, of Adair. Allen. Anderson. Barren. Bath. Bell. Bourbon. Boyd, Boyle. Breathitt, Butler. Carter, Casey, Clark, Clay, 
Clinton. Cumherland, Edmonson, Elliott. Estill. Fayette. Fleming, Floyd, Garrard, Grayson. Green, Greenup, Hardin, Harlan, 
Harri,on. Hart. Jad;,on, ]c'>Samine. Juhnson. Knott. Knox. Larue. Laurel. Lawrence, Lee, Leslie, Letcher, Lewis, Lincoln, 
lugan. 1\ bdi,on, l\ Iagoffin. Marion, M~u1in. Mason. McCreary. Menifee, Mercer, Metcalfe, Monroe, Montgomery, Morgan, 
'kl'll11. Nil'holas. O\\,le). Perry, Pike. Powell. Pulaski. Roberbon, Rockcastle, Rowan, Russell, Scott. Simpson, Taylor, Warren, 
\\,l,hlngtun, \\a) nt.', Whitle), VJolte, and Woodford. 
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Louisiana 

Parishes of Acadia, Allen, Ascension. Assumption, Avoyelle~, Beauregard, Bienville, B()~~ier. Caddo. Calca~ieu. Cameron. 
Catahoula, Claiborne, Concordia, DeSoto. East Baton Rouge. Ea~t Carroll, East Fcliciana. Evangeline. Grant. Iheria. Iberville, 
Jefferson Davis, Jefferson, LaSalle, Lafayette, Lafourche. Lincoln. Living~ton. Madison, Morehouse, Natchitoches, Orleans. 
Ouachita, Plaquemines. Pointe Coupee, Rapides. Red River. Richland. Sabine. St. Bernard. St. Charle,. St. Helena. SI James. 
SI. John the Baptist, 5t. Landry, St. Martin, 51. Mary, 51. Tammany, Tangipahoa, Terrebonne. Ul1lon, Vermilion, Vernon, 
Washington, Webster, West Baton Rouge, West CarrolL and West Feliciana. 

Michigan 

Counties of Alger. Allegan, Baraga, Barry, Berrien, Branch. Calhoun. Cas,>, Charlevoix. Cheboygan. Chippewa. Delta. Dickll1son. 
Emmet, Gogebic, Houghton. Ionia, Iron, Kalamazoo, Kent, Keweenaw, Luce. Mackinac, Marquette. Menominee, Mu~keg(ln. 
Newaygo. Onlonagon. Ottawa. Presque Isle, St. Joseph. Schoolcraft, and Van Buren. 

Minnesnta 

Counties of Aitkin, Anoka, Becker. Beltrami. Benton, Big Stone. Carlton. Carver. Cass, Chippewa. Chi,ago. Clay. Clearwater. 
Cook. Crow Wing. Douglas, Grant, Hennepin, Hubbard, Isanti, itasca, KmJabcc, KandIyohI. Kitbon, Koochiching, Lac qui Parle, 
Lake, Lake of the Woods, Mahnomen. Marshall, McLeod. Meeker, Mille Lac~, M()rri~on. Norman, OtteI' Tail. Pennington. 
Pine, Polk, Pope. Ramsey, Red Lake, Rock, Roseau, St. Louis, Sherburne. Stearns, Stevens, Swift. Todd. Traverse. Wadena. 
Washington, Wilkin. Wright. and Yellow Medicine. 

Missouri 

Counties of Adair, Andrew, Atchison, Audrain, Ban-y, Barton. Bates, Benton. Boone. Buchanan. Caldwell. Callaway. Camden. 
Carroll, Cass, Cedar, Chariton. Christian. Clark, Clay. Clinton, Cole, Cooper, Dade, Dalla~. Davies~, DeKalb. Douglas, Gentry, 
Greene, Grundy, Harrison. Henry, Hickory. Holt, Howard, Howell, Jackson, Ja~rer, Johnson, Knox, Laclede. Lafayette, 
Lawrence, Lewis, Lincoln, Maries, Marion, McDonald, Mercer, Miller, Moniteau, Monroe, Montgomery, Morgan. Newton, 
Nodaway, OSilge, Ozark, Pettis, Pike, Platte, Polk. Pulaski, Putnam, Ralls, Randolph. Ray, St. Clair, Saline, Schuyler, Scotland, 
Shelby, Stone, Taney, Vernon, Web~ler, Worth, and Wright. 

Mississippi 

Counties of Adams, Alcorn, Amite, Attala. Benton, Bolivar, Calhoun. Carroll, Chicka~aw. Choctaw, Claihorne. Clarke. Clay. 
Coahoma, Copiah, Covington, DeSoto. Forrest. Franklin. George. Greene. Grenada. Hancock, Harrison, Hinds, Holmes. 
Humphreys, Issaquena, Itawamba, Jacbon, Jasper, Jetferson, Jefferson Davis, Jone.,. Kemper. Lafayette. Lamar. Lauderdale. 
Lawrence, Leake, Lee, Leflore. Lincoln, Lowndes, Madison, Marion, Marshall. Monroe, Montgomery. Neshoba, Newton, 
Noxubee, Oktibbeha, Panola, Pearl River, Perry, Pike, Pontotoc, Prentiss, Quitman, Rankin, Scott, Sharkey. Simpson, Smith, 
Stone, Sunflower, Tallahatchie, Tate, Tippah, Tishomingo, Tunica, Union, Walthall, Warren. Washington, Wayne. Webster. 
Wilkinson, Winston, Yalobusha, and Yazoo. 

Montana 

Counties of Beaverhead, Big Horn. Blaine. Broadwater, Carbon, Carter. Cascade. Chouteau. Cu~ter. Daniell;' Dawson, Fallon. 
Flathead, Gallatin, Garfield. Glacier, Hill. Jefferson, Lewis ancl Clark, Liberty, Lincoln, McCone. Meagher. Mineral. Missoula, 
Musselshell, Park, Petroleum. Phillips. Ponclera, Powder River, Powell. Prairie. Ravalli. Richland, Roosevelt. Rosebud. Sanders, 
Sheridan, Stillwater. Sweet Grass, Teton, Toole. Treasure, Valley, Wibaux. and Yellowstone. 

Nebraska 

Counties of Adams, Antelope, Arthur, Banner, Blaine, Boone. Box Butte. Boyd. Brown. Buffalo, Burt, Butler. Ca~s, Cedar, Chase. 
Cherry, Cheyenne, Clay, Colfax, Cuming, Custer. Dakota. Dawes, Dawson, Deuel. Dixon. Dodge, Douglas. Dundy. FilliTIDre. 
Franklin, Frontier, Furnas, Gage, Garden, Garfield, Gasper. Grant. Greeley. Hall. Hamilton. Harlan, Hayes. Hitchcock, Holt. 
Hooker, Howard, Jefferson, Johnson, Kearney, Keith, Keya Paha, Kimball, Knox, Lanca.'>ter. Lincoln, Logan, Loup, Madison. 
McPherson, Merrick, Morrill, Nance, Nemaha, Nuckolls, Otoe. Pawnee. Perkins. Phelps. Pierce. Platte. Polk. Red Willow, 
Richardson, Rock, Saline, Sarpy, Saunders, Scotts Bluff, Seward, Sheridan. Sherman. Sioux. Stanton, Thayer. Thomas. Thurston. 
Valley, Washington, Wayne, Webster, Wheeler. and York. 

New Mexico 

Counties of Bernalillo. Catron, Chaves, Cibola. Colfax, Curry, De Baca. Dona Ana, Eddy. Grant. Guadalupe. Harding. Hidalgo. 
Lea, Lincoln, Los Alamos. Luna, McKinley, Mora, Otero, Quay. Rio Arriba. Roo~evelt. San Juan. San Miguel. Sandoval. 
Santa Fe, Sierra. Socorro, Taos. Torrance, Union, and ValencJa. 
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N{)rth ClIrolillU 

Counties of Alamance. Alexander. Alleghany. Anson. Ashe, Avery. Buncombe, Burke, Cabarrus. Caldwell. Caswell. Catawba. 

Chatham. Clay. Cleveland. Davidson. Davie. Durham. Forsyth, Franklin. Gaston. Granville. Guilford, Halifax. Harnett. Haywood. 

Henderson, Iredell, Jackson. Johnston. Lee. Lincoln. Macon. Madison, McDowell. Mecklenburg. Mitchell. Montgomery. Moore. 

Nash. Northampton. Orange. Person. Polk. Randolph. Richmond. Rockingham. Rowan. Rutherford. Stanly. Stokes. Surry. Swain, 

Transylvania. Union, Vance, Wake, Warren. Watauga. Wilkes. Yadkin. and Yancey. 

North Dakota 

Counties of Adams. Barnes, Benson. Billings. Bottineau, Bowman, Burke. Burleigh. Casso Cavalier. Dickey. Divide. Dunn. 

Eddy. Emmons, Foster. Golden Valley, Grand Forks, Grant. Griggs. Hettinger. Kidder, LaMoure, Logan. McHenry, McIntosh. 

McKenzie, McLean. Mercer, Morton. Mountrail. Nelson, Oliver, Pembina. Pierce. Ramsey, Ransom. Renville, Richland, Rolette. 
Sargent. Sheridan. Sioux, Slope, Stark, Steele, Stutsman. Towner, Traill, Walsh, Ward, Wells, and Williams. 

Ohio 

Counties of Adams. Gallia, Jackson. Lawrence. and Scioto. 

Ok/ahoma 

Countics of Adair, Alfalfa. Atoka, Beaver. Beckham. Blaine, Bryan, Caddo, Canadian, Carter, Cherokee, Choctaw, Cimarron, 
Cleveland. Coal, Comanche, Cotton, Craig. Creek, Custer. Delaware, Dewey, Ellis. Garfield, Garvin, Grady, Grant, Greer, 
Harmon, Harper. Haskell, Hughes. Jackson, Jefferson. Johnston. Kay. Kingfisher, Kiowa, Latimer, Leflore, Lincoln, Logan, 
Love. Major, Marshall. Mayes, McClain. McCurtain, Mclntosh. Murray, Muskogee, Noble, Nowata, Okfuskee, Oklahoma, 

Okmulgee. Osage, Ottawa, Pawnee, Payne, Pittsburg. Pontotoc, Pottawatomie, Pushmataha, Roger Mills, Rogers, Seminole, 
Sequoyah. Stephens, Texas. Tillman. Tulsa, Wagoner. Washington. Washita, Woods, and Woodward. 

Oreg(J/l 

Counties of Baker, Clackamas, Crook. Deschutes. Gilliam, Grant, Hood River, Jefferson, Klamath, Lake, Lane, Linn, Marion. 
Morrow. Sherman. Umatil1a, Union. Wal1owa, Wasco. and Wheeler. 

South Carolina 

Counties of Anderson, Cherokee. Chester, Chesterfield, Fairfield, Greenville, Kershaw, Lancaster, Laurens, Newberry, Oconee, 
Pickens, Richland. Spartanburg, Union, and York. 

SOli th Dakota 

Counties of Aurora, Beadle, Bennett. Bon Homme, Brookings, Brown, Brule, Buffalo. Butte, Campbell, Charles Mix, Clark, 
Clay. Codington, Corson, Custer, Davison, Day, Deuel, Dewey, Douglas, Edmunds. Fall River, Faulk, Grant, Gregory, Haakon, 
Hamlin, Hand, Hanson, Harding. Hughes. Hutchinson. Hyde, Jackson. Jerauld, Jones, Kingsbury, Lake, Lawrence, Lincoln, 
Lyman. Marshal1, McCook. McPherson, Meade, Mellette. Miner. Minnehaha, Pennington. Perkins, Potter, Roberts, Sanborn. 
Shannon. Spink. Stanley, Sully. Todd, Tripp. Turner. Union, Walworth. Yankton, and Ziebach. 

Telllles,'Iee 

Counties of Chester. Fayette, Hardeman. Hardin. Haywood, Lauderdale. Lawrence. Macon, McNairy, Shelby, Sumner, Tipton, 
and Wayne. 
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Texas 

Counties of Anderson, Andrews, Angelina, Aransas, Archer, Arm~trong, Atascosa, Austin, Bailey, Bandera, Ba~trop, Baylor, Bee, 
Bell, Bexar, Blanco, Borden, Bosque, Bowie, Brazoria, BraLO~, Brew\ter, Briscoe, Brooks, Brown, Burleson, Burnet. CaldwelL 
Calhoun, Callahan, Cameron, Camp, Carson, Cass, Castro, Chambers, Cherokee, Childress, Clay, Cochran, Coke, Coleman, 
Collin, Collingsworth, Colorado, Comal, Comanche, Concho, Cooke, Coryell, Cottle, Crane. Crockett. Crosby, Culberson, 
Dallam, Dallas, Dawson, Deaf Smith, Delta, Denton, DeWitt, Dickens, Dimmit, Donley, DuvaL Ea,tland, Ector, Edwards, EI Paso, 
Ellis, Erath, Falls, Fannin, Fayette, Fisher, Floyd, Foard, Fort Bend, Franklin, Freestone, Frio, Gaines, Galve~ton, Garza, Gillespie, 
Glasscock, Goliad, Gonzales, Gray, Grayson, Gregg, Grimes, Guadalupe, Hale, Hall, Hamilton, Hansford, Hardeman, Hardin, 
Harris, Harrison, Hartley, Haskell. Hays, Hemphill, Henderson, Hidalgo, HilL Hockley, Hood, Hopkins, Houston, Howard, 
Hudspeth, Hunt, Hutchinson, Irion, Jack, Jackson, Jasper, Jeff Davis, Jefferson, Jim Hogg, Jim Wells, Johnson, Jone~, Karnes, 
Kaufman, Kendall, Kenedy, Kent, Kerr, Kimble, King, Kinney, Kleberg, Knox, La Salle, Lamar, Lamb, Lampasas, Lavaca, Lee, 
Leon, Liberty, Limestone, Lipscomb, Live Oak, Llano, Loving, Lubbock, Lynn, Madi~on, Marion, Martin, Ma;,on, Matagorda, 
Maverick, McCulloch, McLennan, McMullen, Medina, Menard, Midland, Milam, Mills, Mitchell, Montague, Montgomery, 
Moore, Morris, Motley, Nacogdoches, Navarro, Newton, Nolan, Nueces, Ochiltree, Oldham, Orange, Palo Pinto, Panola, Parker, 
Parmer, Pecos, Polk, Potter, Presidio, Rains, Randall, Reagan, Real, Red River, Reeves, Refugio, Roberts, Robertson, Rockwall, 
Runnels, Rusk, San Augustine, San Jacinto, San Patricio, San Saba, Schleicher, Scurry, Shackelford, Shelby, Sherman, Smith, 
Somervell, Starr, Stephens, Sterling, Stonewall, Sutton, Swisher, Tarrant, Taylor, Terrell, Terry, Throckmorton, Titus, Tom Green, 
Travis, Trinity, Tyler, Upshur, Upton, Uvalde, Val Verde, Van Zandt, Victoria, Walker, Waller, Ward, Washington, Webb, Wharton, 
Wheeler, Wichita, Wilbarger, Willacy, Williamson, Wilson, Winkler, Wise, Wood, Yoakum, Young, Zapata, and Zavala. 

Utah 

County of San Juan. 

Virginia 

Counties of Appomattox, Brunswick. Campbell, Carroll, Charlotte, Dinwiddie. Greensville, Halifax, Lee, Lunenburg, 
Mecklenburg, Nottoway, Pittsylvania, Prince Edward, Scott, Sussex, and Wise 

Washington 

Counties of Adams, Asotin, Benton, Chelan, Columbia, Douglas, Ferry, Franklin, Garfield, Grant, King, Kittitas. Klickitat, Lewis, 
Lincoln, Okanogan, Pierce, Skagit, Skamania, Snohomish, Spokane, Walla Walla, Whatcom, Whitman, and Yakima. 

Wisconsin 

Counties of Ashland, Barron, Bayfield, Burnett, Calumet, Chippewa, Columbia, Dane, Dodge, Door, Douglas, Dunn, Florence, 
Fond du Lac, Forest, Grant, Green, Iowa, Iron, Jefferson, Kenosha, Lafayette, Langlade, Lincoln, Manitowoc, Marathon, 
Marinette, Milwaukee, Oconto, Oneida, Ozaukee, Polk, Price, Racine, Rock, Rusk, S1. Croix, Sawyer, Sheboygan, Taylor, 
Vilas, Walworth, Washburn, Washington, and Waukesha. 

Wes[ Virginia 

Counties of Cabell and Wayne. 

Wyoming 

Counties of Albany, Big Horn, Campbell. Carbon, Converse, Crook, Fremont, Goshen, Hot Springs, John~on, Laramie, Natrona, 
Niobrara, Park, Platte, Sheridan, Sublette, Sweetwater, Teton, Washakie, and Weston. 
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SECTION I. PURPOSE 

This n:n:nue procedure pro\'ides proce
dure, for an issuer llf tax-exempt honds to 
request an administrati\'e appeal to the Of
fice Df :\ppeal, (AppeabJ within the Inter
nal RC\enuc Sen'ice (Senice) from a pro
pllscd ad\ erse determination hy the Ser
\ lel", Office of Tax Exempt Bonds (TEB J 
llt theLlx Exempt & Gmernment Entities 
Dl\ \Slon I ruc; E I to the dTect that an issue 
ul' hnnds Lui, to Ljualify for the exclusion 
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of the interest on the honds from the gross 
income of the owners under section \ 03 of 
the Internal Revenue Code (the Code) and 
related provisions of the Income Tax Reg
ulations (the Regulations) (Proposed Ad
verse Determination). This revenue proce
dure also provides procedures for an issuer 
of tax-exempt bonds to request sueh an ad
ministrative appeal from a denial by TEE 
of a claim for recovery of an asserted over
payment of arbitrage rebate under section 

148 of the Code (Arbitrage Rebate Claim 
Denial). 

SECTION 2. BACKGROUND 

Prior to the enactment of the Inter
nal Revenue Service Restructuring and 
Reform Act of 1998, p.L. 105-206, 112 
Stat. 685 (\9<)lS IRS Restructuring Act), 
procedures did not exist for an issuer to 
appeal a Proposed Adverse Determination 
by the Service that the interest on an issue 



of bonds failed to qualify for the exclu
sion from the gross income of the owners 
of those bonds under section 103 of the 
Code. Section 3105 of RRA 98 directs the 
Service to modify its administrative pro
cedures to allow issuers an expeditious ap
peal of a proposed adverse determination 
by the Service to Appeals with respect to 
a bond issue before the Service proceeded 
to tax bondholders. As a result, Rev. Proc. 
99-35, 1999-2 C.B. 501, was puhlished to 
set forth procedures for issuers to appeal 
a proposed adverse determination by an 
Employee PlansfExempt Organizations 
Key District under the Service's prior 
organizational structure. Subsequently, 
the Service updated its organizational 
structure and created TEE as a separate 
examination division for tax-exempt bond 
matters within its updated organizational 
structure. This revenue procedure modi
fies and supersedes Rev. Proc. 99-35 (0 

take into account the Service's updated 
organizational structure and to apply the 
revised appeal procedures to a Proposed 
Adverse Determination or an Arbitrage 
Rebate Claim Denial. 

SECTION 3. SCOPE 

.01 In general. An appeal of a Pro
posed Adverse Determination by TEB is 
initiated by the issuer as described in sec
tion 4 of this revenue procedure. Any issue 
raised by TEB in a PropO$ed Adverse De
termination that would cause interest on a 
bond issue to fail to qualify for the exclu
sion from gross income under section 103 
of the Code or any Arbitrage Rebate Claim 
Denial that involves a denial by TEE of a 
claim for recovery of arbitrage rebate pay
ments under section 148 of the Code with 
respect to a bond issue is appropriate for 
consideration by Appeals. 

.02 Appeals procedures. Established 
appeals procedures, including those gov
erning submissions and taxpayer confer
ences, apply to appeals regarding bond is
sues. See section 601.106 et seq. of the 
Regulations. 

.03 Issuers as taxpayers. In order to 
expeditiously conduct an examination (in
cluding any related administrative appeal) 
of a tax-exempt bond issue, an issuer is 
generally treated as the taxpayer on behalf 
of any unidentified beneficial owners of 
the bonds comprising the issue under ex-

amination. See section 5.02 of this revenue 
procedure regarding other parties that may 
participate in an Appeals proceeding. 

.04 Bondholders as tax[lo\'ers. TEB 
must concurrently treat all identified own
ers of the bonds as taxpayers for all as
pects of an examination, including tax
payer communications and the assessment 
of tax on past interest paid on that bond is
sue. The appeal rights of a bondholder are 
independent and separate from the appeal 
rights of an issuer described under this rev
enue procedure. 

.05 Conduit borrowers as taxpayers. In 
appropriate circumstances, Appeal <; may 
consider issues relating to those raised in a 
Proposed Adverse Determination with re
spect to a bond issue which affect the tax li
ability (other than any potential penalties) 
of the borrower of bond proceeds of a con
duit financing isoue concurrently with the 
is~uer's appeal. Appeals will only con
sider an issue relating to the borrower's tax 
liability if the borrower is under e~amina
tion with respect to the issue. the resolution 
of that issue is affected by the determina
tion of whether the interest on an issue of 
bonds is excludable from gross income un
der section 103 (e.R., issues under sectiom 
I 50(b) or l68( g) of the Coue), anu the bor
rower agrees to resolve the issue concur
rently with the issuer's appeal under this 
revenue procedure. See section 5.02 of this 
revenue procedure for Appeals procedures 
governing the participation of parties other 
than the issuer. 

.06 Technical adl'ice. Revenue Proce
dure 2006-2, 2006-1 I.R.B. 89, explains, 
in part, when and how the Division Coun
sel/ Associate Chief Counsel (Tax Exempt 
& Government Entities) issues technical 
advice memoranda to TEB and Appeals. 
In accordance with section 7.02 of Rev. 
Proc. 2006-2, or subsequent revenue pro
cedure, an issuer may submIt a request 
to TEB or Appeals that a tax matter be 
referred for technical advice in accordance 
with the procedures contained therein 
while the bond issue is under the jurisdic
tion ofTEB or Appeals respectively. 

.07 Alternative dispute resolution pro

grams. TEB and Appeals offer certain 
alternative dispute resolution and fa~t 

track settlement programs pertaining to 

the examination of bond issues. These 
programs, described by revenue proce
dure, announcement or other published 

guidance, permit senior Appeab officers 
to mediate or otherwise a\sist in the resolu
tion of matters identified during the course 
of an examination prior to the Issuance of 
a Proposed Adverse Determination. See 
Revenue Procedure 99-28. 199LJ-2 C.B. 
109, and Announcement 2003-36, 2003-1 
C.B. 1093. 

SECTION 4. INITIATING THE 
APPEAL PROCESS 

.0 I III general. Sections 4.02 through 
4.06 of this revenue procedure describe 
the circumstances and procedures under 
which an issuer may appeal a Proposed 
Adverse Determination or an Arbitrage 
Rebate Claim Denial. 

.02 Al'IIilahilit,l' oj of/flea I request to is

.\'IIer. An issuer is eligible to request an ap
peal under thi~ revenue procedure upon the 
receipt from TEB of either a Proposed Ad
verse Determination or an Arbitrage Re
bate Claim Denial. Except as provided 
in section 3.07 of this revenue procedure, 
the appeJJ rights under this revenue proce
dure are not available to an issuer prior to 
the receipt of either such a Proposed Ad
verse Determination or an Arbitrage Re
bate Claim Denial. 

.03 Requesting w/ appeal. The issuer's 
appeal request must be submitted in writ
ing to TEB within 30 days of the date of 
TEB's Proposed Adverse Determination 
or Arbitrage Rebate Claim Denial. The 
appeal request must include the informa
tion listed in section 4.04 of this revenue 
procedure. TEB may extend the 30-day 
submission requirement following a \"Tit
ten request by the j~suerlustifying such ex
ten~jon. 

.04 Required infornwtio/l alld sifJlw

lure. The appeal request must include a 
detailed written response to TEB's Pro
posed Adverse Determination or Arbitrage 
Rebate Claim Denial. includiOg a full and 
complete explanation of the iswer's posi
tion regarding the issue(s) in dispute. The 
appeal request must include a declaration 
in the following form: "Under penalties 
of perjury, I declare that I have examined 
this request for an appeal. mcluding ac
companying c\ocumenh. and that. to the 
best of my knowledge and belief. the facts 
presented arc true. correct and complete." 
The issuer or the i"o\uer's authorized rep
resentative must sign an appeal relJuest. 
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An issuer may designate an authorized 
representative by suhmitting a duly exe
cuted Form 2R4R. POII'er 0( A tto I'll C\' IIlld 

Declaration (I{Represclltotil'c. when mak
ing an appeal request under this rewnue 
procedure. 

.05 Re.lf!oll.l'l' to Oil (lppc(ll reefllest. 

Upon receipt of an appeal request. TEB 
will review the request to determine 
whether it meets the requirements of this 
revenue procedure. If the request does not 
meet the requirements of this revenue pro
cedure. TEB will notify the issuer of the 
request's deficiencies. If the request meets 
the requirements of this revenue procedure 
and does not contain any new information 
or analysi~ of the taxpayer' s position. TEB 
will transfer the case file to Appeals in the 
manner described in section 4.07 of this 
revenue procedure. If the request meets 
the requirements of this revenue procedure 
hut the request contains new infonnation 
or analysis of the taxpayer's position, TEB 
will notify the issuer that the new informa
tion suhmitted in the request may change 
the case' s outcome and requires further 
discussions prior to transferring the case 
file to Appeals in the manner described in 
section 4.07 of this revenue procedure. 

'()6 Faillire to //lake (lppea/ request. If 
the issuer does not suhmit a written appeal 
request within the time period set forth in 
section 4.03 (including any filing exten
sion granted by TEB) and in the manner 
described in section 4.04 of this revenue 
procedure. TEB's Proposed Adverse De
termination or Arbitrage Rebate Claim De
nial shall become final. 

.07 Transfer of case file. Upon receipt 
of an appeal request, TEB Field Opera
tions (TEB FO) will send the case file to 
TEB Compliance & Program Management 
(TEB CPM) for review and transfer to Ap
peals. To facilitate the appeals process, 
TEB CPM will expeditiously review the 
case file to ensure that the factual and legal 
matters therein support the issues raised by 
TEB FO in the Proposed Adverse Determi
nation or Arbitrage Rebate Claim Denial. 
Once the review process is complete. TEB 
CPM will close the case at the examination 
level and transfer the case file to Appeals. 
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The file should include copies of the fol
lowing: 

I. the technical advice memorandum. if 
any: 

all information recei ved by TEB from 
the issuer regarding the bond issue: 

3. all work papers related to TEB' s ex
amination of the bond issue; 

4. TEB' s written Proposed Adverse 
Determination or Arbitrage Rebate 
Claim Denial: 

5. the issuer' s written protest; and 

o. TEB' s response to positions stated by 
the issuer in its protest. 

.08 Jurisdiction O\'CI' tax matters. Once 
TEB CPM sends the case file to Appeals, 
jurisdiction over the issues raised in the 
Proposed Adverse Determination or Ar
bitrage Rebate Claim Denial will transfer 
from TEB to Appeals. Except as provided 
in section 3.05 of this revenue procedure, 
TEB will retain jurisdiction over all tax 
matters related to the bond issue which 
are not specifically raised as an issue in 
the Proposed Adverse Determination (e.g., 
section 6700 penalties) or Arbitrage Re
bate Claim Denial. 

SECTION 5. RESOLVING AN APPEAL 
ISSUE(S) 

.0 I In general. In accordance with the 
directive in the 1998 IRS Restructuring 
Act. an appeal by an issuer under this rev
enue procedure will be assigned to a senior 
Appeals officer specializing in tax-exempt 
bonds. Appeals will consider the case a 
priority assignment and will resolve the 
case as expeditiously as possible. 

.02 Other participants in the appe(l/s 
process. The issuer may authorize any 
person (e.g .. a borrower) to inspect or re
ceive confidential information during the 
Appeals process by submitting a duly ex
ecuted Form 8821. Taxpayer Information 
Alithori;:ation. to the Appeals officer. 

.03 New information provided. If the 
issuer provides additional information not 
previously given to TEB, Appeals may for
ward such information to TEB CPM for 
comment or return jurisdiction over the 

case to TEB if it determines that the sig
nificance of any new information warrants 
further case development by TEB FO. 

.04 It' agreelllent is reached. If Appeals 
and the issuer agree that no action is nec
essary with respect to the issues raised in 
a Proposed Adverse Determination or an 
Arbitrage Rebate Claim Denial. Appeals 
will provide written notification to the 
issuer that the Proposed Adverse Determi
nation or Arbitrage Rebate Claim Denial 
has been withdrawn. If Appeals and the 
issuer reach an agreement with respect to 
the bond issue. Appeals will generally pre
pare a closing agreement using the model 
closing agreement provided in Exhibit 
4.81.1-9 of the Internal Revenue Manual. 
Under either scenario, Appeals will pro
vide TEB CPM with copies of the Appeals 
case memorandum and the executed clos
ing agreement (if any), close the case at 
the appeal level, and send the case file to 
the Ogden Submission Processing Center. 

.05 If agreement is 110t reached. If Ap
peals and the issuer cannot reach an agree
ment, Appeals will provide written notifi
cation to the issuer that TEB' s Proposed 
Adverse Determination or Arbitrage Re
bate Claim Denial has become final. Ap
peals will send the case file (including a 
copy of the Appeals case memorandum) to 
TEB CPM and close the case at the appeal 
level. 

SECTION 6. EFFECT OF FINAL 
ADVERSE DETERMINATION 

A Proposed Adverse Determination be
comes final if there is no timely appeal un
der section 4 or if Appeals and the issuer 
cannot reach agreement with respect to an 
appeal under section 5.05. Once a Pro
posed Adverse Determination becomes fi
nal with respect to a bond issue, the interest 
on those bonds will no longer be treated as 
excludable from gross income under sec
tion 103 of the Code and TEB may initi
ate procedures to impose tax on the bond
holders with respect to the interest on the 
bonds. Once a Proposed Adverse Determi
nation becomes final with respect to a bond 
issue, TEB generally will not re-open set
tlement negotiations with an issuer regard
ing matters identified in the examination of 
the bond issue. 



SECTION 7. NO USER FEE 

There is no user fee for either requesting 
an appeal or executing a closing agreement 
pursuant to this revenue procedure. 

SECTION 8. EFFECT ON OTHER 
DOCUMENTS 

Revenue Procedure 99-35, 1992-2 
C.B. 501, is modified and superseded. 

SECTION 9. EFFECTIVE DATE 

These procedures are generally effec
tive on September 27, 2006, the date this 
revenue procedure is released to the public, 
with respect to Proposed Adverse Deter
minations or Arbitrage Rebate Claim De-

nials for bond issues for which a closing 
agreement has not been executed. 

SECTION 10. REQUEST FOR 
COMMENTS 

The Service requests comments to be 
taken into consideration as the Service de
velops alternative dispute resolution pro
grams to expeditiously resolve tax mat
ters relating to tax-exempt bond issues dur
ing the examination and administrative ap
peal process. In particular, the Service is 
seeking comments on how TEB and Ap
peals may utilize mediation or other for
mal fast-track settlement programs. Com
ments should refer to Rev. Proc. 2006-40, 
and should be submitted to: 

Internal Revenue Service 
SE:T:GE:TEB 
1111 Constitution Ave., NW, PE-583 
Washington, DC 20224 

DRAFTING INFORMATION 

The principal authors of this revenue 
procedure are Steven A. Chamberlin of 
Tax Exempt Bonds. Compliance & Pro
gram Management (Tax Exempt & Gov
ernment Entities) and David E. White 
of the Office of Assistant Chief Coun
sel (Exempt Organizations/Employment 
Tax/Government Entities). For further 
information regarding this revenue pro
cedure, contact Mr. Chamberlin at (636) 
940-6466 (not a toll-free call). 
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Part IV. Items of General Interest 
Withdrawal of Notice of 
Proposed Rulemaking, Notice 
of Proposed Rulemaking and 
Notice of Public Hearing 

Income and Currency Gain 
or Loss With Respect to a 
Section 987 QBU 

REG-208270-86 

AGENCY: Intt?rnal Rcycnuc Service 
dRS). Tnw;ury. 

ACTION: Withdrawal of notice of pro
posed rulcmaki ng. notice () f proposed rule
making and notice of pllhlic hearing. 

SUMMARY: Thi, document contains pro
pn,ed regulatinns that provide gUIdance 
under section l)S7 of the Internal Revenue 
Code (Code) regarding the determination 
of the item, of income or loss of a tax
payer with re,pect to a section l)S7 LJual
ified hllsine" unit hection 9X7 QBU) as 
well a, the timing. amount. character and 
,uurce of any section l)S7 gain or loss. It 
withdraws proposed regulations under sec
tion 9S7 that were puhli,hed in the Fed
eral Registu on Septemher 25. 1991 (56 
FR 4X-t57). These regulations are nec
essary tn provide guidance under section 
9X7. Taxpayers affected hy these regula
tions are corporations and individuals with 
LJualified hlhiness unit,; suhject to section 
l)S7. 

DATES: Written or electronic COllllnents 
Illust he recei ved hy December 6. 2006. 
Outlines of topics to he discussed at the 
public hearing schcduled for :-.Jovembcr 
21. 2006. must be reccived by October 31. 
20()6. 

ADDRESSES: Send submissions to 
CC:PA:LPDPR (REG-2()S27()-X6). In
ternal Revenue Senice. PO Box 7604. 
Ben Fr,lIlklin Station. Washington. DC 
2()04-t. SubmissiOlh Illa) be sent clec
tlllnically. \·ia the IRS Internet site at 
\1.\\.\\. il.l.g(ll/regl Dr \ la the Federal eRule
maklllg Portal ,It \\·\\·\lJcgllllitiol/s.go\, 

(IRS RE(j-20X27()-Xhl 

FOR FlRTHER INFORMATION 
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regulatiolb. Shcila Ramaswamy at (202) 
622-3H70: concerning submissions of 
cOl11l11ents. Kelly Banks at (202) 622-7180 
(nut toll-free numbers). 

SllPPLEMENTARY INFORMATIO:-.J: 

Paperwork Reduction Act 

The collection of information contained 
in this notice of proposed rulemaking has 
heen submitted to the Office of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(-t4 U.s.c. 3507(d». Comments on the 
collection of information should be sent to 
the Office of Management and Budget. 
Attn: Desk Officer for the Department of 
Treasury. Office of Information and Reg
ulatory Affairs, Washington. DC 20503. 
with copics to the Internal Revenue Ser
vice. Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP. Washington. DC 
20224. Comments on the collection of in
formation should be received by Novem
bcr 6. 2006. Comments are requested 
specifically concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the Internal 
Revenue Service, including whether the 
information will have practical utility: 

The accuracy of the estimated burden 
associated with the proposed collection of 
information (see below): 

How the quality. utility. and clarity of 
the infofmation tll be collected Illay be en
hanced: 

How the burden of complying with the 
proposed collection of information may be 
minimized. including through the appli
cation or automated collection techniques 
or other forms of information technology; 
and 

Estimates of capital or start-up costs 
and costs of operation. maintenance. and 
purchase of service to provide information. 

The collection of information 
in these proposed regulations is in 
~~ 1.987-l(b)( I )(ii). 1.987-I(b)(2)(ii), 
1.987-](c)( I )(ii). 1.987-1 (f). 1.987-
3(b)( I), 1.987-9. 1.987-10 and 1.987-11. 
Section 1.987-l(b)( 1 )(ii) allows a partner 
to make an election not to take section 
l)87 gain Of loss into account. Section 
1.987-Hb)(2)(ii) allows a taxpayer to 

make an elcction to group certain QBUs 
with the samc functional currency as a sin
gle QBll. Sections 1.987-I(c)(I)(ii) and 
~ 3( h)( I) allow a taxpayer to make an elec
tion to use a convention for exchange rates. 
Section 1.987-11 (h) allows a taxpayer to 
clect to apply these regulations to taxable 
ycars beginning after the date of publica
tion of a Treasury decision adopting this 
rule as a final regulation in the Federal 
Register. The preceding elections are to 
be made pursuant to * 1.987-1 (f) by at
taching a statement to the taxpayer's tax 
return describing the election to be made. 
Section 1.987-9 contains recordkeeping 
rules to establish a qualified business 
unit's income and section 987 gain or loss. 
This collection of information is required 
to establish the qualified business unit's 
income, gain, deduction or loss and assets 
and liabilities as well as exchange rates 
used for foreign currency translation pur
poses. Section 1.987-10 provides rules 
for transitioning to the method provided 
under the new proposed regulations for 
determining section 987 gain or loss and 
provides certain corresponding report
ing rules. The collection of information 
contained in this regulation facilitates the 
identification of the prior method used by 
the taxpayer to determine section 987 gain 
or loss. The collections of information 
are mandatory. The likely respondents are 
taxpayers with foreign qualified business 
units. 

Estimated total annual reporting bur
den: 12,000. 

Estimated average annual burden hours 
per respondent: 12. 

Estimated number of respondents: 
1,000. 

Estimated annual frequency of re
sponses: annually. 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books and records relating to a collec
tion of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally. tax returns and tax 
return information are confidential. as re
quired by 26 U.s.c. 6103. 



Background 

A. Overview. 

As part of the Tax Reform Act of 1986, 
Public Law 99-514, 100 Stat. 2085 (Oc
tober22, 1(86),1986-3 C.B. Yol.l, I, see 
§601.601(d)(2), Congress enacted com
prehensive reforms to the tax treatment of 
foreign currency transactions by adding 
new subpart J. Those reforms included, 
among other things, the introduction of the 
functional currency concept, which gener
ally distinguishes taxpayers on the basis of 
the primary currency in which they keep 
their books and records and conduct their 
business. Reforms also included the addi
tion of the qualified business unit (QHU) 
concept, which generally provides a basis 
for allowing a taxpayer with a separate 
unit that conducts business and keeps 
books and records in a currency other than 
the functional currency of the taxpayer 
to account for the results of operation of 
the separate unit in the unit's own func
tional currency. Against that conceptual 
background, section 988 provides rules 
for the treatment of transactions in a cur
rency other than the taxpayer's functional 
currency. Section 986 generally provides 
rules for translating into U.S. dollars the 
earnings and profits and foreign taxes of a 
foreign corporation whose functional cur
rency is not the U.S. dollar (dollar). Sec
tion 987, in turn, generally provides rules 
for determining and translating income 
and currency gain and loss with respect to 
operations of a branch whose functional 
currency is other than the functional cur
rency of the taxpayer. As discussed below, 
an already complex area of law was made 
even more complicated when the entity 
classification rules under §301.7701-1 
through 301.7701-3 (the "check the box" 
regulations) were promulgated in 1997. 

On September 25, 1991, the IRS and 
the Treasury Department issued proposed 
regulations under section 987 (the 1991 
proposed regulations). See 56 FR 48457. 
In light of subsequent IRS experience with 
taxpayer claims of large non-economic 
currency losses under section 987, the 
IRS and the Treasury Department issued 
Notice 2000-20, 2000-1 C.S. 851. See 
§601.601(d)(2). This notice expressed 
serious concern that the 1991 proposed 

regulations had not fully achieved the 
original goal of facilitating recognition 
of true economic f(Jreign currency gain 
and loss under appropriate circumstances 
and requested comments on this issue and 
other matters. 

This document withdraws the 1991 pro
posed regulations and provides new pro
posed regulations based on the ''foreign 
exchange exposure pool" method. The 
IRS and the Treasury Department believe 
that this method more accurately retlects 
foreign currency gain and loss than the 
1991 proposed regulations and does so in 
a manner consistent with statutory author
ity and legislative intent. The.,e new pro
posed regulations are designed to prescribe 
more precisely foreign currency gain and 
loss that is economically realized, while 
minimizing or eliminating the realization 
of non-economic currency gain ami loss. 

The following background discussion 
describes section 987, its legislative his
tory, the 1991 proposed regulations, No
tice 2000-20, and the general approach 
that provides the basis for the foreign ex
change exposure pool method. 

B. The Statute. 

Section 987 generally provides that in 
the case of a taxpayer having a QBU with 
a functional currency other than that of the 
taxpayer, the taxable income of the tax
payer with respect to the QBU is deter
mined by computing the taxable income 
or loss of the QSU separately and trans
lating such income or loss at the appropri
ate exchange rate. Section 987 further re
quires the taxpayerto make "proper adjust
ments" (as prescribed by the Secretary) for 
transfers of property bctween QBUs hav
ing different functional currencies includ
ing treating post-1986 remittances from 
each such unit as made on a pro rata ba
sis out of post-1986 accumulated earnings; 
treating section 987 gain or loss as ordi
nary income or loss; and sourcing such 
gain or loss by reference to the source of 
the income giving rise to post-1986 accu
mulated eamings. 

C. The Legislali!'l' HistorY. 

I. Prior lUl\: 

As descn bed in the applicable leg-
1,]ative history, I ~eLtion 9~7 was enacted 
against a background of, and partly in 
reaction to, perceived shortcomings with 
prevailing law. The prevailing law at 
that time was fairly limited. It consisted 
prilllarily of two revenue rulings that pro
vided alternative methods for calculating 
branch taxable income. 

Rev. Rul. 75-106, 1975-1 C.B.31,see 
*601.601(d)(2), provides for the use of a 
"net worth" method. Under this method, 
taxable income of a branch of a domestic 
corporation engaged in busines~ in a for
eign country is defined generally as the 
di fference between the branch's openi ng 
and closing net wOl1h as retlected on the 
branch's balance sheets for the taxable 
year. Under this method, the branch's bal
ance sheet is translated into U.S. dollars. 
In general, the values of current items 
(such as cash or cash flows denominated 
in foreign currency) are translated at the 
year-end exchange rate, and the values 
of historical items (such as equipment) 
are translated at the exchange rate for the 
period in which the item was acquired or 
incurred. The translation of an item at 
the year-end rate causes changes in the 
item's value due lo currency fluctuations 
to be taken into account annually, and 
the translation of an item at the histori
cal rate generally precludes recognition 
of tluctuations in value due to changing 
exchange rates. In this way, the net worth 
method was able to identify items consid
ered economically exposed to fluclUation~ 

in exchange rates. The total change in net 
worth identified by the net worth method 
is equal to the sum of the operating profit 
or loss of the branch and the exchange 
gain or loss on current items. However, 
the net WOI1h method does not identify 
separate items of income and expense be
cause it is based solely on a balance sheet 
comparison and docs not u,e a profit and 
loss statement. 

Rev. Rul. 75-107, 1975-1 CB. 32, 
see ~601.601(d)(2), provides for the u,e 
of a "profit and loss" method. Under 
this method, the branch computes taxable 
income by translating the local currency 

1 H. Rep. No. 99-426, 99th Cong., ]It Se>s. (]985); 1986-3 C.B. Vol 2, 449. S. Rep. No. 99-.11.1, 9yth Cllng., 2d Se". III)K61. II)X6-.1 CB. Vol. 3. -WJ HR. ConI. Rep No. 9l)_~41.l)l)lh 
Cong., 2d SO". (1986); 1986-3 C.B. Vol. 4, 659. Later eilation, are tD the Cumulali ve Bulletin. Sec ~60 1 60](d )12). 
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profit and los~ statement (adjusted for U.S. 
tax principle,) into dollar~. Any portion 
of the profit and los~ remitted to the home 
office during the year i~ translated at the 
exchange rate on the date of the remit
tance. and the remainder i~ translated at 
the year-end exchange rate. No exchange 
gain or los~ is recogni/ed on a remittance. 

The net worth method of Rev Rul. 
75-106 and the profit and loss method of 
Rev. Rul. 75-107 each suffered from in
firmities. The net worth method resulted in 
the realilation of foreign currency gain and 
loss that \\ as not consistent with the gen
eral realization principles of the Code; it 
also failed to accurately characterize items 
of income. gain. deduction or loss of the 
hranch. The profit and loss method, in 
turn. did not take into account foreign cur
rency gain and loss inherent in the assets 
and liabilities on the balance sheet as part 
of such method. Both methods failed to 
account for foreign currency gain or loss 
in the event of a remittance. 

The legislative history states that un
der section 987, a taxpayer with a QBD 
whose functional currency is other than 
the functional currency of the taxpayer 
will be required to use a profit and loss 
method. rather than the net worth method 
(as this method was understood at the 
time). House Report (1986-3 CB. Vol. 
2.479); Senate Report (\986-3 CB. Vol. 
3. 470): and Conference Report (1986-3 
CB. Vol. 4. 675). See ~601.60\(d)(2). 
However. this legislative history is not 
properly read as an explicit rejection of 
the net worth method in its entirety. In
stead. it is more accurately viewed as 
a rejection of certain aspects of the law 
prevailing at that time. Importantly. the 
method provided in section 987 as enacted 
actually represents a blend of the sepa
rate methods. as it has aspects of both a 
net worth method and a profit and loss 
method. It also has at least one feature 
absent from each method-that is. section 
987 includes the remittance recognition 
concept. Consistent with a profit and loss 
method. sections 987( I) and (2) generally 
determine the items of income or loss 
of a QB lJ hased on its profit and loss 
~tatement as determined in its functional 
currency. Such items are then translated 
into the taxpayer's functional currency at 
the applllpriate rate. ~ Co[]~istent with a 

net worth method. section 987(3) requires 
that exchange gain or loss be computed 
with respect to certain branch assets and 
liabilities (as prescribed by the Secretary). 
Unlike either method. section 987(3)(A) 
provides that exchange gain or loss is rec
ognized upon a remittance. 

The blending of features of both a profit 
and loss method and of a net worth method 
in section 987 is significant. Together with 
more specific principles identified in the 
legislative history. this blending of meth
ods informs the Congressionally stated 
preference for the profit and loss method. 
The House Report states: 

A profit and loss method can be viewed 
as being more consistent with the func
tional currency concept than a net 
worth method. Under a profit and 
loss method, the functional currency 
is used as the measure of income or 
loss. so that earnings determined for 
U.S. tax purposes would bear a close 
relation to taxable income computed by 
the foreign jurisdiction. In contrast. a 
net worth method takes unrealized ex
change gains and losses into account. 
Further, a profit and loss method min
imizes the accounting procedures that 
otherwise would be required to make 
the item-by-item translations under a 
net worth method. Finally, in the case 
of a branch. the net worth method as 
applied under present law fails to char
acterize accurately items of income 
or loss that are subject to special U.S. 
tax rules. For example, although there 
are limitations on the deductibility of 
long-term capital losses, such a loss 
incurred by a branch would be given 
tax effect because it would be reflected 
as an adjustment to the balance sheet. 

House Report at 469. 
The House and Senate reports are gen

erally uniform in describing Congressional 
intent with regard to the computations re
quired under section 987 as illustrated by 
the Senate Report. 

Under the bill. a taxpayer with a branch 
whose functional currency is a currency 
other than the U.S. dollar will be re
quired to use the profit and loss method 
to compute branch income. Thus. the 
net worth method will no longer be an 
acceptable method of computing in
come or loss of a foreign branch for tax 

purposes. and only realized exchange 
gains and losses on branch capital wiII 
be retlected in taxable income. 

For each taxable year, the taxpayer will 
compute income or loss separately for 
each qualified business unit in the busi
ness unit' s functional currency. con
verting this amount to U.S. dollars us
ing the weighted average exchange rate 
for the taxable period over which the 
income or loss accrued. This amount 
will be included in income without re
duction for remittances from the branch 
during the year. The committee antici
pates that regulations will provide rules 
that will limit the deduction of branch 
losses to the taxpayer's dollar basis in 
the branch (that is, the original dol
lar investment plus subsequent capital 
contributions and unremitted earnings). 

A taxpayer will recognize exchange 
gain or loss on remittances (without 
regard to whether or when the remit
tances are converted to dollars), to the 
extent the value of the currency at the 
time of the remittance differs from the 
value when earned. Remittances of for
eign branch earnings (and interbraneh 
transfers involving branches with dif
ferent functional currencies) after 1986 
will be treated as paid pro rata out of 
post-1986 accumulated earnings of the 
branch. The committee anticipates 
that, for purposes of calculating ex
change gain or loss on remittances. the 
value of the currency will be deter
mined by translating the currency at 
the rate in effect on the date of remit
tance. Exchange gains and losses on 
such remittances will be deemed to be 
ordinary and domestic source. 

Senate Report (1986-3 C.B. Vol. 3, 470). 
Importantly, the Conference Report modi
fies the House and Senate reports by stat
ing that a remittance by a QBU "will trig
ger exchange gain or loss inherent in accu
mulated earnings or branch capital." Con
ference Report, 1986-3 CB. Vol. 4,675. 

From section 987 and the foregoing leg
islative history, several principles emerge: 

1. A branch profit and loss computation 
is required in order to properly charac
terize items of branch income or loss, 

: St'cll<'1l ~X~, ell.)1 pr"\ ,J,'\ Ih.lI. ""'c'CPI J\ prIll IJeJ in rc·~ulalJ()n\." the appropriale exchange rate j, the average exchange rale for the taxable year of Ihe QBU. 
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which is taken into account in the year 
earned. 

2. Exchange gain or loss is recognized 
upon a remittance. in an amount pre
scribed by the Secretary. 

3. Both branch earnings and hranch cap
ital can give rise to exchange gain or 
loss under section 987. 

4. Regulations under section 987 should 
seek to minimize complexity regard
ing item-by-item translations. 

5. The currency gain or loss taken into 
account under section 987 is only the 
economic gain or loss "inherent in" 
the assets and liabilities of a QBU. 

2. Relationship betvveen section 986( c) 

and 987. 

Comments to the IRS and the Treasury 
Department have suggested that the com
putation under section 987 of exchange 
gain or loss for a branch is intended to 
operate in the same manner as the com
putation under section 986(c) of certain 
exchange gain or loss of a foreign cor
poration. In general, section 986(c) pro
vides for the recognition of exchange gain 
or loss only with respect to distributions 
of previously taxed earnings and profits 
(as described in section 959 or 1293(c». 
The Conference Report includes the fol
lowing general statement about the trans
lation rules: 

The same translation rule applies to the 
earnings and profits of a foreign corpo
ration and the income or loss of a branch 

or other QBU. An entity that uses a 
nonfunctional currency to measure the 
results of operation is required to use 
a profit and loss method 10 translate 
income Dr loss into functional curren
cy .... These translation rule, apply 
without regard to the form of enterprise 
through which the taxpayer conducts 
business (f)~ .• sole proprietorship, part
nership. or corporation) as long as such 
form of enterprise rises to the level of a 
QBU. 

Conference Report, 1986-3 C.B. Vol. 4, 

670. See §601.601(d)(2). The suggestion 
in comments is to apply this general prin
ciple such that section 987 would require 
the recognition of exchange gain or loss 
only with respect to branch earnings and 
not with respect to contributed capital. 

Despite the broad statements of princi
ple quoted above, Congress provided more 
specific guidance regarding the treatment 
of branches in this regard. The Conference 
Report states that a remittance by a QB U 
"will trigger exchange gain or loss inher
ent in accumulated earnings or branch cap
ital." Conference Report, 1986-3 C.B. Vol. 
4, 675. See §601.601(d)(2). Similarly, 
despite the stated requirement that QBUs 
must use a notional profit and loss method 
to determine branch taxable income, the 
specific method actually provided in sec
tion 987 and described in the legislative 
history represents a blend of a net worth 
method and a profit and loss method. Ac
cordingly, the IRS and the Treasury Oe-

partment believe that the more specific 
statements made by Congress regarding 
the treatment of branch exchange gain or 
loss retlect an intention that the method
ologies of section 986(c) and section 9)57 
not be identical. 

D. The Ii)<) I Pmposed Regu/lltiolls. 

The 1991 proposed regulations provide 
generally that the net im:ome of a QBU 
having a functional currency ditlerent than 
the taxpayer is determined annually. Such 
determination is based on the profit and 
loss appearing on the QBU's books and 
records, adjusted to conform to U.S. tax 
principles, and translated into the func
tional currency of the taxpayer using the 
weighted average exchange rate for the 
twwble year. Thc 1991 proposed regula
tions also provide for the recognition of ex
change gain or loss upon a remittance from 
the QBU's equity pooL In general, the eq
uity pool consists of the undistributed capi
tal and earnings of the QBU, determined in 
the QBU' s functional currency. The 1991 
proposed regulations also provide for a ba
sis pool. which consists of the basis of the 
capital and earnings in the equity pool, ex
pressed in the functional currency of the 
taxpayer. The portion of the basis pool, 
expressed in the functional currency of the 
taxpayer. that is attributable to a remittance 
is generally determined according to the 
following formula: 

Amount remitted in the QBU's functional currency 

Equity pool in the QBU's functional currency reduced by prior 
remittances 

x 
Basis pool in the taxpayer's functional currency reduced 
by prior remittance5 

Section 987 gain or loss is the difference 
between the value of the remittance from 
the QBU translated into the taxpayer's 
functional currency at the spot rate on 
the date the remittance is made, less the 
basis associated with the remittance as 
determined above. One important conse
quence of the equity pool paradigm is that 
all branch equity gives rise to exchange 
gain or loss, regardless of whether or not 
that equity is held in a form that actually 
exposes the QBU' s owner to currency 
fluctuations (compare assets such as cash 
or indebtedness to assets such as equip
ment). 

Under the 199/ proposed regulations, 
a taxpayer must determine the source and 
character of section 987 gain or loss for all 
purposes of the Code, including sections 
904(d), 907, and 954. by using the same 
method the taxpayer uses to allocate and 
apportion its interest expense under sec
tion 861. with certain modifications. 

E. Concerns Regarding the 199 I Proposed 
Regulations; Notice 2000-20. 

Effective January I, 1997. the IRS 
and the Treasury Department issued the 
check the box regulations implementing 

new elective entity-classification rules. 
These regulations made it possible for 
certain entities with a single owner to be 
treated for federal income tax purposes as 
an entity disregarded as separate from its 
owner (a disregarded entity or DE). As a 
result, businesses that had previously op
erated through subsidiaries could operate 
through structures treated for tax purposes 
as branches. The effect of the check the 
box regulations was a dramatic increase in 
the number of branches resulting from DE 
elections that are subject to section 987. 
This increase has greatly exacerbated the 
already existing problems of the 1991 pro-
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po\ed regulatioll~, e'peciall: the ability of 
taxpayer' to trigger Iloll-econuillic lo~~es 
(and the cl)!Te~p[)nding trelp for the ullwary 
taxpayer \\ nh IllllH':l'llnomic gains L 

r'\, indicated ahll\ e, the equit> pool par
cldigm in the Il)L) I proplhl'd regulations 
imputes L'urrency g,llll ()[ 1<)'" to all equity 
0\ a QKl' II ilether llr not the a,seh lif the 
QK l i C1re L'Clllll lmil',lIl: e\plN'd to ch;ll1ges 
III the \ alue of till' function,1I cunenc: of 
the QKll TIll' IRS ha, faced Illany cases 
In \\ hich taxpayer, ha\ e claimed suhstan
tl,1I 1H1Il-L'L'(lnomic ,'\change los~e\ largely 
on the h'l\\,' 0\ the ILJl) I proposed regu
latillll" ;\11 example Illay he instructive, 
:\\\Uml' thdl a domestic corporaliun (US 
Cllrp) \\ith the dollar a~ it" functional cur
renc) form, a foreign corporation in Coun
tn X and then elects under the check the 
ho\ regulatioll' to treat th;ll corporation as 
,I DE, The DE Cllllducb mineral extrac
tilln and ll\\nS all the neceSS,lr) equipment 
The cquipmcnt owned by the DE was con
tributed by US Corp, The DE has no em
ployee, ,ulll contracts with a sub"idiary of 
US Corp for the employees needed in the 
business of extraetion, US Corp, as the en
tity's ~olc owner. clainb that the DE is a 
QBU for purposes Df section 987, The DE 
has minimal financial assets and conducts 
no acti \'ities other than mineral extraction, 
US Corp claims that the DE', functional 
currency is Country X currency. A de
cline in the value of Country X currency 
relative to the dollar does not produce any 
economic 1m, for lJS ['orr hecause the 
assets of the DE are not financial assets 
suhject to currency fluctuation, Neverthe
le~s, US Cllrp claims LInder the 1991 pro
posed regulatioll~ that the equity of the 
DE, which cow,ish alnwst el(clusively of 
equipment. gives rise to a substantial non
eCllllomiL' e\clwngc loss and that terminat
Ing the DE I. tor e\ample, by another check 
the box election) triggers recognition of 
,llch It»,s, Taxpayers have claimed similar 
re'-.ull.'> ul1lkr other fact patterns, The IRS 
~lI1d the Tre~I'-.ur) Departmcnt have serious 
L'Ollccrns about the'e types of transactIOns, 

Although the foregoing example con
cerns the claiming nfnoll-cconomic losses, 
tire equity pool approach ill the 1991 pro
pl'scd rcguLltlulls ~'all al"l gin: rise to nOIl
CCOIHlllliL' gain" RCl'elltl:, the value of the 
l ,S dulLl! has dL'L'lilled against many for
L'lgn L'urrcllcil's, It is likely that under these 
c'IIL'lIllhldllc'L's, td\p~l)ers subject to ,ection 
LJS 7 Illa\ h,1\ e large 1l0IH?l'onomic gai ns 
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built into the cquity pool. The IRS and 
the Treasury Department believe that Con
gress did not intend for section 987 to gen
erate non-economic foreign currency gains 
or losses, 

In light of the entity-classification rules 
and the potential for the equity pool para
digm to generate non-economic currency 
gains and losses, the IRS and the Trea
sury Department issued Notice 2000-20, 
2000-1 CB, 851. See §601.601(d)(2), 
Among other things, the notice indicated 
that the IRS and the Treasury Department 
were concerned that the proposed regula
tions may not have achieved their original 
goal of recognizing economic exchange 
gains and losses under appropriate circum
stances, The notice requested commcnts 
on this and other issues. 

Several comments were received in re
sponse to the notice and raised a number 
of important points, Two of those com
ments suggested replacing the equity pool 
paradigm in the 1991 proposed regulations 
with a paradigm that recognizes exchange 
gain or loss only on the earnings of a QBU 
and not its capital. As described above, 
the IRS and the Treasury Department be
lieve that such an approach is inconsistent 
with Congressional intent as expressed in 
the legislative history to section 987, An 
earnings-only approach also would fail to 
address the core problem of distinguishing 
hetween items that economically give rise 
to exchange gain and loss and those that 
do not Additionally, an earnings-only ap
proach would produce different results for 
QBUs with the same net assets, depending 
upon whether the net assets were funded 
with capital or earnings, Finally, an earn
ings-only approach fails to take into ac
count any foreign currency exposure on 
capital and so could disadvantage banks 
and other financial institutions, much of 
whose QBUs' capital may be subject to 
,uch exposure, 

F. The fiJreigll Exchange Exposure Pool 
Method 

The IRS and the Treasury Department 
believe that Congress did not intend see
tioIl 987 to permit the largely uninhibited 
recognition of non-economic exchange 
gain or loss, The 1991 proposed regu
lations, together with the check the box 
regulations, have combined to permit tax
payers to trigger non-economic losses with 

relative ease, Accordingly, the 199 I pro
posed regulations are withdrawn and are 
replaced with new proposed regulations 
that adopt the "foreign exchange expo
sure pool method," In general, the foreign 
exchange exposure pool method provides 
that the income of a QBU that is subject 
to section 987 ("section 987 QBU") is 
determined by reference to the items of 
income, gain, deduction and loss booked 
to the QBU in its functional currency, ad
justed to retlect U.S. tax principles. With 
certain exceptions, items of income, gain, 
deduction and loss of a section 987 QBU 
are translated into the functional currency 
of thc Q B U' s owner at the average ex
change rate for the year. However, the 
basis of historic assets and deductions for 
depreciation, depletion, and amortization 
of such assets are translated at the historic 
exchange rate, Translating these items at 
the historic exchange rate differs from the 
approach taken in the 1991 proposed reg
ulations, which instead uses the average 
exchange rate, Although using the average 
exchange rate for translating such items 
might be simpler than using the historic 
exchange rate, it leads to the generation of 
non-economic foreign currency gains or 
losses described in this preamble, 

The foreign exchange exposure pool 
method uses a balance sheet approach to 
determine exchange gain or loss. which is 
then recognized upon a remittance. Use of 
a balance sheet approach allows taxpayers 
and the IRS to distinguish between those 
items whose value fluctuates with respect 
to changes in the functional currency of 
the owner and those which do not Under 
this method, exchange gain or loss with 
respect to "marked items" is identified 
annually but is pooled and deferred until 
a remittance is made, The IRS and the 
Treasury Department believe that section 
988( c) identifies the items that should be 
treated as giving rise to exchange gain or 
loss for purposes of section 987. Accord
ingly. a marked item is generally defined 
as an asset or liability that would generate 
section 988 gain or loss if such asset or 
liability were held or entered into directly 
by the owner the section 987 QBU. 

Whcn a section 987 QBU makes a re
mittance, a p0l1ion of the pooled and de
ferred exchange gain or loss is recognized. 
In general, the amount taken into account 
is an amount equal to the product of the 
owner's portion of the section 987 QBU's 



net unrecognized exchange gain or loss, 
multiplied by the owner's remittance pro
portion. The owner's remittance propor
tion generally is equal to the quotient of the 
amount of the remittance. divided by the 
aggregate basis of the section 987 QBU's 
gross assets (as reflected on its year-end 
balance sheet), without reduction for the 
remittance. 

The source and character of exchange 
gain or loss recognized under section 987 
for all purposes of the Code, including sec
tions 904(d), 907 and 954, is determined 
by reference to the source and character of 
the income derived from the section 987 
QBU's assets. 

The IRS and the Treasury Department 
believe that the foreign exchange exposure 
pool method is consistent with section 987 
and legislative intent for several reasons. 
First, the foreign exchange exposure pool 
method uses a profit and loss statement to 
determine the items of income, gain, de
duction and loss of a section 987 QBU in 
its functional currency. This allows proper 
characterization of items of income, gain, 
deduction and loss. Sccond, exchange 
gain or loss must be taken into account 
only with respect to items of branch cap
ital and earnings whose value fluctuates 
with changes in exchange rates by refer
ence to the owner's functional currency. 
This comports both with Congressional 
intent that taxpayers recognize exchange 
gain or loss (but only economic exchange 
gain or loss) inherent in hranch capital and 
branch earnings and with authority granted 
under section 987(3) to identify appropri
ate translation rates. Third, exchange gain 
or loss is recognized under section 987 
only upon a remittance. Finally, the for
eign exchange exposure pool method is an 
appropriate interpretation of the "blended" 
approach of section 987-that is, it incor
porates certain aspects of the profit and 
loss method and the net worth method. 

Explanation of Provisions 

A. Section 1.987-1 Scope, Definitions and 
Special Rules. 

I. Scope in general. 

The proposed regulations provide rules 
for determining the section 987 taxable in
come or loss of a taxpayer with respect to 
a section 987 QBU as well as the timing, 
amount, character, and source of section 

987 gain or loss recognized with respect 
to such QBU. The proposed regulations do 
not apply to banb, insurance companies, 
and similar financial entities (including, 
solely for this purpose. leasing companies. 
finance coordination centers, regulated in
vestment companies, and real estate in
vestment trusts). The IRS and the Treasury 
Department plan to apply the foreign ex
change exposure pool method adopted in 
the proposed regulations to such entities in 
'iubsequent guidance but believe it is ap
propriate to request comments regarding 
how the rules of the proposed regulations 
need to be precisely tailored to address is
sues unique 10 financial entities. Finan
cial entities are urged to make necessary 
comments to help tailor the planned exten
sIon of the foreign exchange exposure pool 
method to such entities. 

Specifically, in the context of banks, 
the IRS anu the Treasury Department re
quest comments on whether special rules 
are needed for the global dealing of cur
rencies and securities. Comments are also 
requested on the relationship of sections 
987 and 988 for banks. Finally, com
ments are reg uesteu on whether the use 
of exchange rate conventions is appropri
ate for hanks and finance entities and, if 
so. how such conventions should be deter
mined. In the context of insurance compa
nies, the IRS and the Treasury Department 
request comments on the proper treatment 
of insurance reserves. surplus, and invest
ment assets held by the separate trades 
or business of an insurance company, In 
particular, comments are requested on the 
proper treatment of stock held in separate 
accounts of a section 987 QBU of a life in
surance company and the related insurance 
reserves established for those separate ac
counts. In the context of leasing com
panies, comments are requested regarding 
the treatment of stock in other leasing com
panies recorded on the books and records 
of a sellion 987 QBU and how the rules 
of sections 986 and 987 can be reconciled 
if stock is treated as a "marked asset'· in 
this setting. Until regulations are issued 
applying the foreign exchange exposure 
pool method to financial entltics, such en
tities must comply with section 987 under 
a reasonable method, consistently applieu. 
For this purpose. reasonable methods in
clude using the method described in the 
1991 proposed regulations and a method 

that imputes section 987 gain or loss to 
earnings but not capital. 

The proposed regulations also do not 
apply to trusts, estates and S corporations. 
The IRS and the Treasury Department plan 
to apply the foreign exchange exposure 
pool method adopted in the propo~ed reg
ulations to such entities but believe it is 
appropriate to request comments regarding 
how the rules of the proposed regulations 
should be applied to ,uch entities. The IRS 
and the Treasury Department reque~t com
ments regarding whether principles similar 
to those applied to partnership~ should ap
ply to these entities. 

2. Taxpavers suhjec/ to sectioll 987 and 
related definitions. 

The IRS and the Treasury Department 
believe that section 987 ~hould only ap
ply where an individual or corporation 
(whether foreign or domestic) hal, activ
itIes that constitute a trade or business 
under § 1.989( a)-1 (c J and the trade or 
business has a functional currency differ
ent from the individual or corporation. In 
such cases, the individual or corporation 
will be subject to the rules of the propo~ed 
regulations if the mdividual or corporation 
is the owner of a section 987 QBU A sec
tion 987 QBU is defined in ~ 1.987-1 (b)(2) 
a~ an eligible QBU that has a functional 
currency different from its owner. 

An eligible QBU is defined in 
§1.987-!(b)(3) of the proposed regula
tions. Generally, an eligible QB U is an 
activity of an indi viduaL corporation, part
nership or DE that is a trade or business 
as defined in §I.989(a)-I(c); maintains 
separate books and records as defined ill 
§ 1.989(a)-1 (d) and assets and liabilities 
used in conductmg such activities are re
flected on such books and records: and the 
activities are not subject to the dollar ap
proximate separate transaction (DASTM) 
rules of ~I.985-3. A corporation IS not an 
eligible QBU. An individual is not a QB U 
under § 1.989(a)-1 (h)(2)(i) and therefore 
cannot be an eligible QBU. In addition, 
and as discussed in this preamble, neither 
a partnership nor a DE is an eligible QBU, 

In the case of owner~hip other Ihan 
through a partnership (that is, direct own
ership J. the individual or corporation is 
treated as the owner of an eligible QBU 
if the individual or corporation is the tax 
ow ncr of the assets and Iiabil i ties of the el-
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igible QBU. For purposes of determining 
direct owner~hip, an indi\idual or corpo
ration will be treated as a direct owner 
of the assets and liabilities of an eligible 
QBU if it owns a DE that holds an eligi
ble QBU. In such case. because the DE 
i~ not recogni/ed a~ a separate entity, it 
cannut be a QBU under section YH9 and. 
therefore, i~ not treated as an eligible QBU 
limier the pfl)p(h\~d regulatiom. However. 
the activities of the DE, which are treated 
fur purpose, of the Code as carried on 
directly hy its owner. can qualify as an 
elIgihle QBU of the DE's owner. 

With respect to partnerships, the IRS 
and the Treasury Department recognile 
th:1l i ""lies often arise as to whether the 
international tax provisions of the Caul' 
operate on an aggregate or an entity basis. 
The legislative history of subchapter K of 
chapter 1 of the Code provides that, for 
purposes of interpreting Code provisions 
outside of that subchapter, a partnership 
may be treated as either an entity separate 
from its partners or an aggregate of its 
partners, depending on which character
i/ation is more appropriate to carry out 
the purpose of the particular section under 
consideration. H.R. Conf. Rep. No. 2543, 
K3rd Congo 2d. Sess. 59 ( 1(54). 

In the case of section 987, the calcu
lations under the foreign exchange expo
~ure pool method would uiffer dramati
cally based on whether an aggregate or 
,\11 entity approach is adopted. For exam
ple, if the foreign exchange exposure pool 
method is applied at the entity level. the 
partnership will make the method's cal
culations hy reference to the partnership'S 
functional currency. U nuer this approach, 
any foreign currency gain or loss will be 
an item of th.;: partnership and will be al
located among th.;: partners in accordance 
\\ith the partnership agreement. to the ex
tent such allocation is consist.;:nt with the 
prmlsi(lIls of subchapter K. If. in the al
ternati\ e. the foreign ex chang.;: exposure 
pOlllmethod IS applied under an aggregate 
approach, each partner will make its own 
rnreign exchang.;: exposure pool calcula
tilll1S by rd'erence to the partner's func
tilln,Iicurrel1cy and such <lmOUnh willl10t 
be subject to separate allocation under sub
clnpt.;:r K. 

The IRS and the Treasury Department 
helle\e that. on balanc.;:, an aggregate ap
prll,lL'h I, nwre appropriat.;: for ~ection 987 
plll'plhl'~ :\ppl~ ing th.;: foreign exchange 
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exposure pool method directly at the part
ner level will more appropriately preserve 
the correct amounts of exchange gain or 
loss. In addition, such approach will mea
sure the foreign currency exposure by ref
nenc.;: to the functional currencies of the 
persons who generally bear the economic 
risk from such exposure. As a result, the 
proposed regulations provide that for pur
poses of applying the foreign exchange ex
posure pool method each individual or cor
poration that is a partner in a partnership 
will be considered to own indirectly an el
igible QBU consisting of a portion of the 
assets and liabilities of the partnership al
located to it under § 1.987-7. If such eli
gible QBU has a different functional cur
rency from the partner and therefore is a 
section 987 QBU, the foreign exchange ex
posure pool method is applied with respect 
to those assets and liabilities. In addition, 
the proposed regulations provide rules for 
converting the items of section 987 tax
able income or loss of a section 987 QBU 
into thc functional currency of the partner 
(when necessary), and rules coordinating 
this aggregate approach with other provi
sions of subchapter K. 

Section 1.987-l(b)(2)(ii) allows an 
owner to elect to treat certain section 987 
QBUs \vith the same functional currency 
as a single section 987 QBU. The pur
pose of this rule is to simplify section 
9R7 calculations by reducing the number 
of interbranch transactions that would be 
considered as "'transfers" of assets and 
liabilities. This election applies only to 
certain section 987 QBUs of the owner. 
The IRS and the Treasury Department 
request comments regarding whether such 
election should be available to treat section 
YK7 QBUs of owners that are members of 
a consolidated group as a single section 
Y87 QBU and how this should be techni
cally effectuated. 

Section 1.987-1(b)(5) provides that 
the term "owner" for section 987 pur
poses does not include an eligible QBU 
or section 987 QBU of an owner. Under 
this rule, a tiered ownership structure of 
eligible QBUs and/or section 987 QBUs 
will not be respected as distinct tiers of 
QBUs for purposes of section 987. Rather, 
tiers of eligible and/or section 987 QBUs 
will be treated as a "flat" structure, with 
each QBU in the tier considered as owned 
directly by the ultimate non-QBU owner. 
For example, if a domestic corporation 

is the holder of the interests in a sectiot 
987 DE (section 987 DE 1) and that DI 
owns the interests in another section 98" 
DE (section YH7 DE2) for purposes othe 
than U.S. tax law, the structure will no 
be treated as a tier of QBUs for purpose: 
of section YH7. Rather. the domestic cor 
poration will be considered the direc 
holder of the interests in the section 98~ 
branches of section 987 DEI and DE2 
This flat structure, which is consisten 
with the general approach taken in tht 
proposed dual consolidated loss regula
tions (REG-l 02 I 44-04, 2005-25 LR.B 
1297 [70 FR 29868-29907]), is expectec 
to be easier to administer for both tax, 
payers and the IRS and to provide more 
appropriate results under the section 987 
rules. 

3. De minimis rule for certain indirectly 
owned section 987 QBUs. 

The IRS and the Treasury Department 
recognize that it may be administratively 
burdensome for taxpayers to apply certain 
aspects of the proposed regulations to sec
tion 987 QBUs indirectly owned through 
relatively small interests in partnerships. 
As a result, the proposed regulations pro
vide a de minimis election for certain in
directly owned section 987 QBUs, Un
der this rule, an individual or corporation 
that owns a section 987 QBU indirectly 
through a partnership may elect not to take 
into account the section 987 gain or loss 
of such section 987 QBU, provided such 
individual or corporation owns, directly or 
indirectly, less than five percent of the sec
tion 987 partnership, Constructive owner
ship rules apply for purposes of determin
ing whether the less than five percent own
ership threshold is satisfied. 

This de minimis exception only applies 
to recognition of section 987 gain or loss 
with respect to a section 987 QBU. Thus, 
owners of section 987 QBUs that qualify 
under the de minimis exception must com
ply with all other aspects of the proposed 
regulations, including the requirement to 
take into account the section 987 taxable 
income or loss with respect to such section 
987 QBUs. 

An individual or corporation that qual
ifies for the election (that is, because they 
owned less than five percent of a section 
987 partnership) subsequently may fail to 
qualify as a result of an increase in their 



interest in a section 987 partnership. In 
such a case, taxpayers must begin taking 
into account the section 987 gain or loss 
with respect to section 987 QBUs owned 
through such partnerships. Similarly, tax
payers that were required to take into ac
count section 987 gain or loss with re
spect to an indirectly owned section 987 
QBU may reduce their ownership such that 
they become eligible for the de minimis ex
ception and, as a result, may elect to no 
longer take into account section 987 gain 
or loss. The IRS and the Treasury Depart
ment recognize that transition issues will 
arise when interests in section 987 partner
ships change such that individuals or cor
porations no longer qualify (or are able to 
qualify) for the de minimis exception. The 
IRS and the Treasury Department are con
sidering such transition rules and request 
comments as to their application. 

4. Exchange rates. 

Section 1.987-1 (c)(l )(i) defines the 
spot rate as the rate determined under 
the principles of §1.988-I(d)(l), (2) 
and (4) on the relevant day. Section 
1.987-1 (c)(1 )(ii) allows taxpayers to elect 
to use spot rate conventions that rea
sonably approximate the spot rate on a 
particular day. It is anticipated that tax
payers will be able to confortn the spot rate 
convention for section 987 to the spot rate 
conventions used under FAS 52 for finan
cial accounting purposes. This is intended 
to simplify the calculations required under 
section 987. 

In a similar attempt to simplify calcu
lations, §1.987-l(c)(2) defines the yearly 
average exchange rate as an average ex
change rate for the taxable year computed 
under any reasonable method that is con
sistently applied. 

Finally, §1.987-J(c)(3) defines the his
toric exchange rate by reference to the spot 
rate on the day that assets are transferred 
to (or acquired by) the section 987 QBU, 
or on the day that liabilities are assumed 
(or entered into) by the section 987 QBU. 
The reference to the spot rate as defined 
in § 1.987-1 (c)(l )(i) and (ii) allows taxpay
ers to elect to use spot rate conventions for 
these purposes. 

5. Definitions of a section 987 marked 
item and a section 987 historic item. 

The definitions of a section 987 marked 
item and a section 987 historic item are 
central to the foreign exchange exposure 
pool method. When taken into account in 
the context of the calculation of net un
recognized section 987 gain or loss un
der § 1.987-4. the definitions distinguish 
those items that generate section 987 gain 
or loss from those that do not. The IRS 
and the Treasury Department believe that 
section 988 identifies those items properly 
treated as giving rise to exchange gain or 
loss for purposes of section 987. Thus, a 
marked item as defined in §1.987-I(d) is 
an asset or liability reflected on the books 
and records of the section 987 QBU that 
both (1) would generate section 988 gain 
or Joss if held or entered into directly by 
the owner of the section 987 QB U and 
(2) is not a section 988 transaction to the 
section 987 QBU. It is important to ex
clude section 988 transactions of a section 
987 QBU because section 988 already re
quires the section 987 QBU to recognize 
gain or loss from such transactions. Thus, 
treating such transactions as marked items 
for purposes of section 987 would result 
in double counting. Marked items give 
rise to exchange gain or loss under sec
tion 987. Historic items, which are defined 
in § 1.987-l(e) as items other than marked 
items, do not give rise to exchange gain or 
loss under section 987. 

6. Elections under section 987. 

Section 1.987-1 (f) provides rules for 
making elections under section 987. In 
genera!, the elections made under section 
987 must be made by the owner of the sec
tion 987 QBU. The elections must be made 
with respect to a section 987 QBU for the 
first taxable year in which the election is 
relevant, and must be made by attaching 
a statement to a timely filed tax return for 
such taxable year. Elections under section 
987 are treated as methods of accounting 
and are governed by the general rules re
garding changes in methods of accounting. 

The IRS and the Treasury Department 
believe that a reasonable cause standard 
should be applied to determine whether 
taxpayers that fail to make a timely elec
tion are eligible for an extension of time 
to file elections pursuant to § 1.987-1 (f) 

of the proposed regulations. As a result, 
extensions of time under §§30 1.91 00-1 
through 30 1.9100-3 will not be granted for 
filings under the proposed regulations. See 
§301.9100-\(d). 

Under the reasonable cause standard, if 
an owner that is permitted to file an elec
tion under the proposed regulations fails 
to make such a filing in a timely manner, 
the owner is considered to have satisfied 
the timeliness requirement with respect to 
such filing if it demonstrates, to the satis
faction of the Area Director, Field Exam
ination, Small Business/Self Employed or 
the Director, Field Operations, Large and 
Mid-Size Business (Director) having ju
risdiction of the taxpayer's return for the 
taxable year, that such failure was due to 
reasonable cause and not willful neglect. 
Once the owner becomes aware of the fail
ure, the owner must demonstrate reason
able cause and must satisfy the filing re
quirement by attaching the election to an 
amended tax return (that amends the tax 
return to which the election should have 
been attached). A written statement must 
be included that explains the reasons for 
the failure to comply. 

In detertnining whether the taxpayer 
has reasonable cause, the Director shall 
consider whether the taxpayer acted rea
sonably and in good faith. Whether the 
taxpayer acted reasonably and in good 
faith will be determined after considering 
all the facts and circumstances. The Direc
tor shall notify the person in writing within 
120 days of the filing if it is determined 
that the failure to comply was not due to 
reasonable cause or if additional time will 
be needed to make such determination. 
If the Director fails to notify the owner 
within 120 days of the filing, the owner 
shall be considered to have demonstrated 
to the Director that such failure was due to 
reasonable cause and not willful neglect. 

The proposed regulations provide that 
elections under section 987 cannot be re
voked without the consent of the Commis
sioner. In addition, the proposed regula
tions provide that the Commissioner will 
consider allowing revocation of such an 
election if the taxpayer demonstrates sig
nificantly changed circumstances, or other 
circumstances that demonstrate a substan
tial non-tax business reason for such revo
cation. Finally, the IRS and the Treasury 
Department are considering an exception 
to the general revocation rule where a sec-
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tion 9~7 QBU i, aCljll1red m certain trans
action, that dll not re,ult in the tt'nninatioll 
Df "uch QBC. Comments are requested as 
to \\ hether such ~\11 exception I, warranted 
and. if "P. the apprppriate ,copt' of such an 

exception. 

B. Sccriol/ / c)87-~ :1rrrii)l(liol/ ot /ICIIl.I 

[{! (/1/ l:'/igi/JI1' (JBi'. III(' nelll/iliol/ ot (/ 

humic!: (/lid Rclufl'ti Rllin. 

I .. llfrihl/fiol/ of ifCIIlI fo WI cligil)/c QBU 

l. ()renin\·. 

A st'ctilln l)~7 QBU is not itself a tax
pa~ er and doe, 11l1t ha\'t' its own taxahk 
ilh.'llme. items of income. gain. deduction 
and loss must nonetheless he attrihuted 
III ,uch ,eL'lilln 9~7 QBU for purposes of 
determining the ownt'r's taxahle income. 
The items of income. gam. deduction and 
loss ~lttributed to a section 987 QBU are 
generally determined in the functional 
currency of the section 9~7 QBU and then 
translated into the functional currency 
of the owner. The aggregate translated 
amount is the section 9~7 taxable income 
or 10" uf the seL'lilln 987 QBU. Thus, at
tribution rules are necessary to determine 
which items of income, gain, deduction 
and loss arc attributed to the section 987 
QBU. 

Under section 9~7(3). assets and liabil
ities Illust be attrihuted to a section 987 
QBU in order to determine the amount of 
,ection 987 gain or loss of such QBU. [n 
some cw,es. a section 987 QBU of a tax
payer \\i11 not be held through an entity 
separate from the taxpayer that can legally 
o\\n a.ssel\ and incur liabilities. In addi
tion. not all the assets and liabilities of an 
entity that is separate from the taxpayer 
may be attributable to a se((ion 987 QBU 
for purpo,e, of ~eClion 987. Moreuvtr. as
,(1\ and liabiliti(s may (on,titute a se(tion 
987 QBU of a taxpayn ('\(n when such a,
,(h ~ll1d liabilitie, are 0\\ ned or in(uIT(d 
b~ ,eparatc kgal entities. A, a result, as
'(h and liabilitie, of the taxpayer (or of en
titie, (l\\ned b~ the taxpayer that are not 
thclll,el\es taxpayer,) mmt he attributed 
t\) the ,el·tllln 987 QS u. 

:-';L'itht.'r St.'l'til)n 987 nor the underlying 
Icgi,lati\ e hi,tlll'J prmide, explicit rule, 
r\lr allribuling a t~l\payer's item, of in
(\lI11C. g~Lln. deduction. or lo,s to a section 
987 QBL' t\) detennine the QBl"s section 
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987 taxable income or loss. Similarly. no 
t'xplicit rules are provided in the statute 
or legislative history for attributing a tax
payer's assets or liabilities to a section 987 
QBU to determine the section 987 gain or 

lo"s 01 such QBU. 
Other pro\'isions of the Code provide 

\arious methods for attributing or allo
cating a taxpayer's assets and liabilities. 
or items of income, gain. deduction and 
loss (items) for particular purposes. These 
pro\'isions provide complex rules for mak
lI1g such determinations and. in many 
cases. require a detailed analysis of var
lllUS factors and relationships involving 
income, assets, and activities of the tax
payer. For example. section 864(c) and the 
regulations thereunder provide rules for 
determining the income, gain, deduction, 
or loss of a nonresident alien individual or 
foreign corporation which are treated as 
effectively connected with the conduct of a 
trade or business within the United States. 
Other examples are ** 1.882-5. 1.861-8 
and 1.861-9T through 1.861-13T. These 
regulations provide rules for the allocation 
and apportionment of expenses, losses, 
and other deductions of a taxpayer. Fi
nally, section 884(c)(2) and *1.884-[(d) 
and (e) provide rules for determining U.S. 
assets and U.S. liabilities of a foreign cor
poration for purposes of the branch profits 
tax. As discussed below, the IRS and the 
Treasury Department do not believe these 
complex methodologies are appropriate 
for purposes of section 987. 

ii. Books (/luI records method - genera/ 

/II/e. 

The IRS ami the Treasury Department 
belie\'e that items should be attributed to 
an eligible QBU (and, if all or a portion 
of such eligible QBU has a different func
tional currency than its owner. to a sec
tion 987 QBU of such owner) to the ex
tent they are retlected on the books and 
records of the eligible QBU (books and 
records method). The IRS and the Trea
sury Department believe that using a books 
and records method for attributing items 
under section 987 is consistent with other 
prO\'isions of the Code involving foreign 
cun'ency transactions. For example, it is 
consistent with the requirement under sec
tion 989(a) that a QBU maintain books 
and record~ separate from the taxpayer. 
It is also cOllsistent with the requirement 

under section l}X5(h)( 1) that. in order to 
ha\'e a functional currency other than the 
dollar. a QBLI must kcep its hooks and 
records ill such currency. Moreover. the 
[RS and the Treasury Department helieve 
the boob and rt.'cllrds mcthod is adminis
trable for both taxpayers and the Commis
sioner. This is the case because the books 
and records method should be consistent 
with the taxpayer's accounting treatment 
of the items and. unlike the methods dis
cussed ahove. it does not require a com
plex and factually intensive analysis of the 
circumstances and activities of the eligible 
QBU. 

For the reasons described above. the 
proposed regulations adopt a books and 
records method for allocating items to an 
eligible QBU. The proposed regulations 
provide that. subject to certain exceptions, 
items are attributable to an eligible QBU to 
the extent they are renected on the separate 
set of books and records of such eligible 
QBU, as defined in *1.989(a)-[(d). The 
proposed regulations make clear that these 
rules apply solely for purposes of section 
987. Thus, for example, the attribution 
rules contained in the proposed regulations 
do not apply for purposes of allocating and 
apportioning interest expense under sec
tion 864(e). 

iii. Excepfion for non-portfolio .Hock, 

interests in parlnerships and cerlain 

acqllisition indebtedness. 

As discussed ahove. the [RS and the 
Treasury Department believe that the as
sets and liabilities reflected on the books 
and records of an eligible QBU are a rea
sonable approximation of the assets and li
abilities that are Llsed in the trade or busi
ness of the eligible QBU and, therefore, 
should be taken into account for purposes 
of section 987. However, the IRS and 
the Treasury Department believe that cer
tain assets and liabilities should not be at
tributed to an e[igible QBU, even if such 
assets and Iiabi[ities are reflected on the 
books and records of such QBU. The IRS 
and the Treasury Department helieve that 
non-portfolio stock and interests in part
nerships (and liabilities to acquire such as
sets), even if reflected on the books and 
records of the eligible QBU, should not 
be attributed to such QBU for purposes 
of section 987. This is consistent with 
the principle stated above that a section 



987 QBU cannot be an owner of another 
section 987 QBU. Excluding non-portfo
lio stock is also consistent with the princi
ple that non-portfolio stock cannot be used 
in, or held for the use in. the conduct of a 
trade or business In the United States. See 
§ 1.864-4( c )(2)(iii). 

As a resuit, the proposed regula
tions provide that stock of a corporation 
(whether domestic or foreign) and an 
interest in a partnership (whether domes
tic or foreign) are not considered to be 
on the books and records of an eligible 
QBU. The proposed regulations provide 
an exception, however, for portfolio stock 
where the owner of the eligible QBU owns 
(directly or constructively) less than ten 
percent of the total voting power or value 
of the stock of such corporation. The 
proposed regulations also provide that in
debtedness incurred to acquire stock or a 
partnership interest that is not treated as 
being renected on the books and records 
of an eligible QEU should similarly be 
excluded from the books and records. Fi
nally, the proposed regulations provide 
that items of income, gain, deduction and 
loss arising from ownership of stock, a 
partnership interest, or related acquisition 
indebtedness that is excluded from the 
general books and records rule, shall sim
ilarly not be treated as being on the books 
and records uf the eligible QBU. 

iv. Coordination with source rules under 
section 988. 

Section 988(a)(3) provides that the 
source of gain or loss recognized under 
section 988(a)( 1) is detennined by refer
ence to the residence of the taxpayer or 
the QBU of the taxpayer on whose books 
the asset, liability, or item of income or 
expense is properly reflected. Section 
1.988--4(b )(2) provides that, in general, 
the determination of whether an asset, 
liability, or item of income or expense is 
properly reneeted on the books of a QEU 
is a question of fact. The regulations under 
section 988 further provide that such items 
are presumed not to be properly reflected 
on the books and records for this purpose 
if inconsistent booking practices are em
ployed with respect to the same or similar 
items. Finally, the regulations provide that 
if such items are not properly reflected on 
the books of the QBU, the Commissioner 
may allocate the item between or among 

the taxpayer and its QBUs to properly 
renect the source (or realization) of ex
change gain or loss. 

The IRS and the Treasury Department 
believe that rules for determining whether 
items are properly reflected on the books 
of a QBU for purposes of sourcing section 
988 gain or loss should be consistent with 
the rules for attributing items to an eligible 
QBU under section 987. As 3 result, the 
proposed regulations modify the sourcing 
rules in the section 988 regulations to pro
vide that the principles of § 1.987-2(b) ap
ply in determining whether an asset, liabil
ity, or item of income or expense is prop
erly renected on the books of a QEU. 

2. Certain assets and lwbifities of 
partnerships and DEs not attributable to 
an eligible QBU. 

Section 988 applies to certain trans
actions described in section 988(c) if the 
transaction is denominated (or determined 
by reference to) a currency that is not 
the functional currency of the taxpayer or 
QBU of the taxpayer. Thus, in order to 
determine if a transaction is subject to sec
tion 988, it must be determined whether a 
transaction is attributable to the taxpayer 
or a QEU of the taxpayer. 

Under the current section 989 regula
tions, a partnership is a QBU even if it does 
not have activities that constitute a trade 
or business ("per se QBU"). As a result. 
a partnership may have a functional cur
rency different than its partners and section 
988 is applied at the partnership level with 
respect to section 988 transactions prop
erly attributable to the partnership These 
regulations propose to amend section 989 
(0 provide that a partnership is no longer 
a per se QBU of its partners, but instead 
the activities of such partnership may be 
treated as a QBU. 

As discus~ed above, the IRS and the 
Treasury Department will generally apply 
either an entity or an aggregate approach 
with respect to partnerships depcnding on 
which approach more appropriately can'ies 
out the purpose of the particular Code sec
tion under consideration. Following the 
amendments made by the proposed regu
lations, and because only certain activities 
of a partnership (and not the partnership it
self) can qualify as a section 987 QBU, the 
IRS and the Treasury Department believe 
that it is appropriate, in cases where an as-

set or liability of a partnership is not re
flected on the books and records of an eli
gible QBU of the partnership, to determine 
whether section 988 applies by reference 
to the functional currencies of the partners. 
The IRS and the Treasury Department be
lieve that this rule will have limited appli
cation and will apply, for example, where 
the only activity of a partnership is the in
currence of a liability used to acquire stock 
that is held by the partnership. The pro
posed regulations provide examples illus
trating the application of this rule. 

As discussed above, the proposed reg
ulations provide that a DE itself is not an 
eligible QEU and, instead, certain activi
ties of the DE will be treated as an eligi
ble QBU of the owner to the extent a sep
arate set of books and records with respect 
to such activities are maintained. Thus, an 
issue similar to that discussed above with 
respect to partnerships will arise where the 
DE is the local law owner of certain assets 
or the local law obligor on certain liabili
ties, which are not renected on the books 
and records of an eligible QBU held by the 
DE. The proposed regulations provide that 
the determination of whether section 988 
(rather than section 987) applies with re
spect to transactions involving assets and 
liabilities of a DE that are no! attributable 
to an eligible QB U is determined hy ref
erence to the functional currency of the 
owner of such DE. 

3. Definition ofG tmnsla 

I. Oven'iew. 

Section 987(3) provides. in part, that 
taxable income of a taxpayer shall be de
termined by making proper adjustments 
(a~ prescribed by the Secretary) for trans
fers of property between qualified business 
units of the taxpayer having different func
tional currencies. Similarly, the legislative 
history to section 987 refers to contribu
tions to. and remittances from, QBUs. See, 
H.R. Conf. Rep. No. 841, 99th Congo 2d. 
Sess. II 673-76 (19861. However. nei ther 
the statute nor the legislative history de
fine~ the terms ··transfer," "contnl1ution." 
or "remIttance." 

As noted above. section 987 QBUs can 
be divisions of an owner that have no le
gal di~tinction separate from their owner. 
Section 987 QBUs can also be owned in
directly through partnerships. where they 
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have legal di,tinction ,cparate from their 
owner,. tvlOn?ll\ er. a, ~l re,ult of the entit) 
c1a"ification regulation,. a ,ection 9S7 
QBU held through a DE can ha\e legal 
diqinction ,eparate from it, ll\\ner. e\en 
though the ,ectilln 9S7 QBU i, treated as 

a divi,ion of the O\\'ner for federal income 
tax purpo,e,. A, a re,ult. a"eh and Iiabil
itie, can be tran,ferred between an owner 
and a ,ection 9S7 QBU in a manner that 
ha, legal :--igni ficance (that is. a distribu
tion from a ,ection 9S7 partnership). or 

ina manner thelt has no legal significance 
becau,e the transfer, are simply between 
di, i,juns of the same legal entity (that is. a 

transfer involving divisions of a taxpayer 
that i, renected through accounting en
trie'.) 

ii. Disregurded trwlsuctiol/.\. 

The definition of a transfer under the 
proposed regulations includes transactions 
that are regarded for both legal and tax 
purposes. and transactions that are re
garded for legal purposes. but disregarded 
as transactions for tax purposes ("disre
garded transactions"). For this purpose. 
the term disregarded transaction is treated 
a, including the recording of an asset or 
liability on one ,et of books and rccords. if 
the recording is the result of such asset or 
liability being removcd from another set 
of books and records of the same person 
or entity (including a DE or partnership). 

The proposed regulations provide that 
an a,set or liability is treated as transferred 
to or from a ,ection 9S7 QBU if. as a re
,ult of a di,regarded transaction. such asset 
or liability is reflected. or is not retlected. 
respectI vely. on the books and records of 
the ,ectilln 9S7 QBU. For example. if an 
owner of a ,ection 9S7 DE loans cash to 
the ,eclion 9S7 QBU held by the section 
9X7 DE. the loan is disregarded for Federal 
II1Cume ta.\ purpo,es. However. as a result 
llf ,uch disregarded transaction. thc loaned 
L'ash i, retlected on the books and records 
llf the section 9S7 QB U and. therefore. is 
treated a, transferred to such section 9S7 
QBL!. 

iii. Cellaill col/lrihlltioll.\ to. alld 

di.ltnimtirliis .fiOiII. pu rtllC rships. 

The proposed regulatiom also provide 
lhell transfer, to and from section 987 
QBL\ include certain contributions of as
set-- tll. llr distributions of assets from. a 
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section 9S7 partnership. For example. an 
asset contributed by a partner to a section 
9X7 partnership is treated as transferred to 
an indirectly owned section 987 QBU of 
the partner if the asset is retlected on the 
section 9S7 QRU's books and records fol
lOWIng such contribution. The proposed 
regulations provide similar rules for as
sumptions of liabilities between a section 
9S7 partnership and its partners. 

i\. Certain aC(jllisitions and dispositions 
oj" interest.1 in DEs and partnerships. 

The proposed regulations also provide 
that transfers to or from a section 987 QBU 
may occur as a result of certain acquisi
tions (including by contribution) and dis
positions of interests in DEs and partner
ships. For example. if a partner in a sec
tion 987 partnership sells a portion of its 
interest in such partnership, the sale results 
in a transfer from the partner's indirectly 
owned section 987 QBU to the extent as
sets and liabilities are not retlected on the 
books and records of such QBU as a result 
of such sale. 

v. Change in j(mn of oWllership. 

The owner of a section 987 QBU can 
change its form of ownership in all or a 
portion of such scction 987 QBU. Such 
changes in form of ownership often occur 
in a manner that does not affect the opera
tion of the eligible QB U (or its status as an 
eligible QBUl. but rather only changes the 
owner's interest in its section 987 QBU. 
For example, a direct owner of a section 
987 QBU that is owned through a section 
987 DE can change to being an indirect 
owner of all or a portion of such section 
987 QBU. if the interests in the section 987 
DE are transferred to a partnership. 

Changes in form of ownership of a sec
tion 987 QBU can occur through actual 
or deemed transactions involving the sec
tion 987 QBU itsclf. or actual or dcemed 
transactions involving interests in a sec
tion 987 DE or section 987 partnership that 
owns such QBU. For example, certain con
versions of DEs to partnerships. or part
nerships to DEs. result in deemed transac
tions pursuant to Rev. Ruls. 99-5, 1999-1 
C.B. 434. and 99-6. 1999-1 C.B. 432. See 
*601.601(d)(2). Deemed transactions with 
respect to partnerships also occur pursuant 
to section 708(b) and the regulations there
under. 

The IRS and the Treasury Department 
believe that changes in fonn of owner
ship should result in a transfer only to 
the extent such change affects the assets 
and liabilities attributable to the section 
987 QB U of the owner. As a result, the 
proposed regulations provide that a mere 
change in form of ownership of a section 
987 QBU does not result in a transfer to 
or from the section 987 QBU. Instead, the 
proposed regulations provide that the de
termination of whether a transfer has oc
curred in such cases should be made under 
the general transfer rules, discussed above. 
Moreover, the proposed regulations clar
ify that deemed transactions (for example, 
pursuant to Rev. Ruls. 99-5 and 99-6) 
shall not be taken into account for purposes 
of determining whether there is a transfer. 

vi. Gelleral tax law principles. 

The proposed regulations clarify that 
general tax law principles, including the 
circular cash flow, step-transaction, and 
substance-over-form doctrines apply for 
purposes of determining whether there is 
a transfer of an asset or liability to or from 
a QBU. For example, if a shareholder of 
a corporation that directly owns a section 
987 QBU transfers property to the cor
poration and the property is recorded on 
the books and records of the corporation's 
section 987 QBU, the shareholder is first 
treated as transferring the property to the 
corporation, and then the corporation is 
treated as transferring the property to the 
section 987 QB U in a disregarded trans
action. 

4. Adjustments to items reflected on the 
books and records. 

As noted above, a section 987 QBU 
of a taxpayer may not be an entity sepa
rate from the taxpayer that can legally own 
assets and incur liabilities. As a result, 
recording (or failing to record) an asset 
or liability on the books and records may, 
other than for purposes of section 987, 
have little significance for tax or legal pur
poses. In addition, transfers between sec
tion 987 QBUs of the same owner that are 
divisions of the same legal entity may have 
no legal significance and are accomplished 
only through journal entries on the books 
and records of such section 987 QBUs. As 
a result, the IRS and the Treasury Depart
ment are concerned that, in certain circum-



stances, transfers to or from a section 987 
QBU may be structured solely to achieve 
advantages under section 987, especially 
given that such transfers may have little 
or no significance from a legal or business 
perspective. 

In Notice 2000-20, the IRS and the 
Treasury Department expressed similar 
concerns in connection with taxpayers 
taking positions that certain contributions 
and distributions triggered foreign cur
rency losses prematurely with respect to 
transactions that were undertaken for tax 
purposes, but lacked meaningful non-tax 
economic consequences. The notice pro
vided that the IRS and the Treasury De
partment believe that circular cash flows 
and similar transactions lacking economic 
substance will not result in recognition of 
foreign currency losses under general tax 
principles because such transactions are 
not properly treated as transfers or remit
tances under section 987. 

The IRS and the Treasury Department 
continue to be concerned about transac
tions that are undertaken for tax purpo,es 
and lack meaningful non-tax economic 
consequences. As a result, the proposed 
regulations provide the Commissioner the 
ability to allocate assets and liabilities, and 
items of income, gain, deduction and loss, 
where a principal purpose of recording (or 
failing to record) an item on the books and 
records of an eligible QB U (including an 
eligible QBU owned indirectly through a 
partnership) is the avoidance of U.S. tax 
under section 987. The proposed regu
lations also provide various factors that 
indicate whether recording (or failing to 
record) an item on books and records has 
as a principal purpose the avoidance of 
U.S. tax under section 987. For example, 
factors indicating that such tax avoidance 
was not a principal purpose of recording 
(or not recording) an item include doing 
so for a substantial and bona fide business 
purpose, or in a manner that is consis
tent with the economics of the underlying 
transaction. 

5. Translation of items transferred to a 
section 987 QBU. 

The proposed regulations provide trans
lation rules for the transfer of assets and 
liabilities to a section 987 QBU. Under 
the proposed regulations, if an asset or 
a liability is transferred to a section 987 

QBU, such items are translated into the 
QB U' s functional currency at the spot rate 
on the day of transfer. No translation is re
quired for assets or liabilities denominated 
in the functional currency of the section 
987 QBU. 

The proposed regulations provide spe
cial rules for items transferred to a section 
987 QBU where such items are denomi
nated in (or determined by reference to) the 
owner's functional currency. Such items 
are not translated and instead are carried 
on the balance sheet in the owner's func
tional currency since no foreign currency 
exposure with respect to the owner is cre
ated by such items. 

6. interaction with otherforeigll currency 
provisions. 

The IRS and the Treasury Department 
are considering whether the attribution and 
transfer rules provided under the proposed 
regulations should apply with respect to 
other foreign currency provisions in the 
Code. For example, the IRS and the Trea
sury Department are considering whether 
the attribution rules under the proposed 
regulations should apply to determme the 
functional currency of a QBU under sec
tion 985. As a result, comments are re
quested on the interaction of these rules 
with other foreign currency provisions. 

C. Section 1.987-3 Determination of/he 
items of section 987 taxable income or 
loss oj an owner oj a section 987 QBU. 

In generaL the term "section 987 tax
able income" refers to the items of in
come, gain, deduction or loss attributed to 
the section 987 QBU under § 1.987-2(b), 
translated into the functional currency of 
the owner. The allocation of expenses 
such as interest under other provisions are 
not taken into account for this purpose. 
Section 987 taxable income is calculated 
by determining each item of income, gain, 
deduction or loss in the section 987 QBU' s 
functional currency under § 1.987-3(a), 
and then translating those items into the 
owner's functional currency using the 
exchange rates provided in § 1.987-3(b). 
Items of income, gain, deduction or loss 
of a section 987 QEU that are denomi
nated in (or determined by reference to) 
the functional currency of the owner are 
not translated and are not treated as sec-

tion 988 transactions to the section 987 
QBU. Transactions denominated in (or 
determined by reference to) a currency 
that is neither the functional currency of 
the owner nor of the section 9g7 QBU are 
suhject to the generally applicable rules 
under section 988 determined with respect 
to the functional currency of the section 
987 QBU. 

When basis recovery is required with 
respect to an historic asset, either in com
puting gain or loss on the sale or exchange 
of such asset, or in determining cost recov
ery deductions (such as depreciation or de
pletion), the proposed regulations require 
the use of the historical exchange rate as
sociated with the panicular asset. Thus, for 
example, where a section 987 QBU sells an 
historic asset. the amount realized will be 
translated into the owner's functional cur
rency using the yearly average exchange 
rate (or, if properly elected, the spot rate), 
but the adjusted basis will be translated us
ing the historic exchange rate associated 
with that asset. The lise of different ex
change rates for amount realized and ad
justed basis is designed to more closely re
flect the economic gain or loss to the owner 
of the section 987 QBU than the 1991 pro
posed regulations. The same is true for 
depreciation or other cost recovery deduc
tions that are claimed with respect to his
toric assets of a section 987 QBU. 

Special translation rules are provided 
with respect to the disposition of marked 
assets (other than functional currency cash 
of the section 987 QBU). Generally, the 
amount realized and basis are translated at 
the same exchange rates. The purpose of 
these special rules is to assure that foreign 
currency gain or loss (as opposed to gain 
or loss not related to movements in ex
change rates) is reflected through the bal
ance sheet calculations of ~ 1.987-4 and 
not through the profit and loss calcula
tions of §I.987-3. Cash is not included 
in these special rules because the disposi
tion of cash can nut generate profit or loss 
to the section 987 QBU for purposes of 
§ 1.987-3. 

D. Sec/ion 1.987-4 Determinarion ojner 
unrecogni;ed section 987 gain or loss of 
a section 987 QBU 

Section 1.987-4 provides the mechan
ics for determining "net unrecognized 
section 987 gain or loss" and, when com-
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hined \\ ith ~ I ()S7-'i. l(lrm till' IllctthCIll,ltl

L'al core of the foreign e\change C\P,l,url' 
pool meth(ld. In 'Ulllm,tr~. ~ I C)S7 -l U'l', 
a halance ,hl'et tll di,tln~L1I,h thl' 11L'ltb III 
a ,ectJ()n l)S7 0Hl' th,tt ~Ih' l'I'l' t,) 'C'l'
tion l)K7 ~atn ()r I"" I 'l'lll,ln l):-, ~ 1l1,IIl-l'd 
ltelll') frolll th(hl' thdt do Illl[ ['l'ctl()n 
()s7 hl,tolK Itl'llb). Thl' ,tppn),ll'h ,11,1Id, 
the di,tortilln, L·,tU'l'd h~ the I()()I pro
f1o,ed repilation, that Illlpute '>edlOIl l)S7 

~am or I(}" to all a"l'h of a 'L'llioll LJs7 
0HL:. l'l L'1l thll'L' cl"L'h the I ,ilUl' 01' IlhiL'h 
dol" Illlt fIul·tucltL' \\ Ith L'UITl'IlCy mUl l'
Illellh. (ienl'l',tll y. ,lIlllual (()ll1part,()n of 
the d1aIl~L' in till' l,tlUL' (If 'l'L·tlllll l)X7 
marked item, Oil the opening and L'1(I,int,: 
halanL'e ,heel'> due t(l chant,:L" III l'\ch,lnge 
rate, gill" rt,e to unrel(l~ni/ed 'l'L'tion 
L)S7 gain or In". Thi, unrecoglll/ed ,el'
tllln t)S7 gain or 10" i, at,:gregated with 
,imilar allHHlIlh detl'rtmnl'd tur prior years 
I to thL' l'\1L'llt not prcviously taken into ac
count) and i, taken into account hy the 
()\\ ncr under the ruk, of ~ I l)X7-'i upon a 
remillanl'L' by the section LJX7 QBU. 

Linder ~ I L)S7--+I.a) ami (hi. net unrec
oglli/ed ,ection LJ'K7 gain or 10" is L'om
puted annually and I, elJual to the ,um of 
the "unrecognilL'd ,L'ction L)'K7 gain or In" 
for the current ta\able year" and the "Ilet 
accull1ulated unrecogni/ed ,ectioll l)'I\7 
gain or h." for all prior taxdbk year,." 
A ,ection l)'K7 QBU', nct alcumulated 
unrel'()gni/ed ,eL"lion t)S7 gain or itl" for 
all prior ta\ahk year, i, thL' a~gregatc ot 
the ullrec()glli/cd ,cction l)S7 gain llr Ill" 
detcrmined under ~ I.LJS7--+ld) tor all prior 
LI\ahle year, (to which the,e regulati(ln, 
apply I reduced hy the amount, taken into 
aCCllunt under ~ I C)S7-'i upon a remitt~1I1L'1.' 
for all ,uch ta\ahle year,. For 'l'ctioll LJX7 
Q B U, 111 ex i ,tence prlllr tll t hl' e fleet ill' 
lLlte of the,c regulatilllb, a ,eL'lion l)S7 
QBU', net accumulated unrecogni/ed 
,ection l)S7 gaill or Ill" illeludl''> allloUIIl\ 
takL'll illto al'L'lHlnt ulllk'r thL' tr;lll,itioll 
ruk, 01 ~ 1.9S7-1 O. 

Unrccoglll/cd '>lxtion l)X7 g;11Il or 
Il):-" i, determined under a ,elen '>tep 
c;lkuLlti(lll. L:lllkr the' lir't 'tep in 
~ I t)S7 -+1 d)1 I\. thl' "l\ll Ill'I' tUllc'liiHlal cur
rc'lll': net I ;tiuc''' nltlll: 'l'L,tion lJX7 0BLI 
I' dl'terlllllleLi ulllkr ~1')X7-11,'1 ;t1 the 
(I,,,c' llt lllc' [,Iuhlc ~l';lr III [Ill' tUI1L'li()llal 
c'UITl'IlC: (1j till' ,l\1 IlCr. Till' I' ;1 hal,tllL'c 
,ltl'l't e;liluLitl()11 1I1llkr II hilh till' hd,i, 
I(lr ,IIlH1UIll. ill till' L'd'L' of ,I 11,lhllll\) of 
c,leh 'l'c'll(lll 'JS7 IlIarh'd itcllI i, tr;III,lalL'd 
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Illt() the L1\1 ner', fUIlL'liollal CUITeI1C) ;ll the 
'put Lite Oil the \'I,t day of the ta\able year. 
SC'ltll)1l l)S7 hl,tortl' ilt'ms are tran,lated 
Illl() tltl' 0\\ !ll'r', funltional cutTenc) at 
the hi'>lmil' ,'\change ratc alld. therefore, 
d,l l1<lt gill' n'l' ILl c\challgc gain or 10',. 
Tltl' ,lillOUIlI ut liabilitie, detcrmilled ill the 
()II Ill'r', flllll·tlollaicurrellcy i, \uhtracted 
1'1\1111 till' I ~tlUl' ul' the a"et, determined in 
thl' 0\1 nl'r', fllllc1lllnal currency to rc,>ult 
III the (llliler functional CUITCIlC) net valuc 
of the ,ection 9X7 QHU at the close of 
tlte W\ab\c vear. The owner functional 
l'uITl'ncy Ilet \alue of the section 9S7 QBU 
~It thl' do,e uf the preceding ta.xable year 
i, '1IhtraL'ted from the owner functional 
lUITCIll'Y Ilct I alue of the sectioll 9S7 QBU 
at the c1o,e of the current taxable year to 
yield the change In owner functional cur
rcne} net value of the secta)Jl 9X7 QBU for 
the taxable year expressed in the owner's 
functional currellcy. 

Generally, three components are re
tlected in the change in owner functional 
currency net yalue of the ~ection 987 QBU 
for a taxahle year. First. taxable income 
or lo~~ of the section 9X7 QBU will result 
in incrcases or decreases in net assets, 
and will therefore affect net value. Sec
nnd, tran\lers of assets or liabilities to 
or from the section 987 QBU will affect 
net value. Finally, any remaining change 
In nct lalue (a, measured in the owner's 
functional cmrency) re'>uits from change.s 
in tlw value of the section LJX7 QBU's 
marked a\\ets and liabilities. In order to 
i,oiate the change in value due to foreign 
currency mO\elllenh with re,pect to sec
tion LJS7 marked a~sets and liabilities, the 
other changes must be reversed out. That 
i, the function of steps :2 through 7 of 
~ 1.9S7--+(d). 

Thc unrecognized section 987 gam 
or lo\s when aggregated with simi lar 
aillount, for prior years (that were not pre
viou.,ly taken into account) yields a pool 
()r "net unrccogni/ed section 9X7 gain or 
10,," all or part of which is to be triggered 
upon a remittance or termination. 

E. Scclioll 1.487-5 Recogniti()n ofSectiol1 

lJ87 G(lill 01' LOIS. 

Sel'Ulln I 9'1\7-5 of the proposed regula
tion, prOllde' thc Illethod for determining 
the aillount of sectiun 987 gain or loss a 
talpa) er IllU,t recugniLe in a taxable year. 
GCllnall). the amuunt of section 987 gain 

ur loss recogniled in a t,nable year equals 
the net uiULYllgni/cd section lIS7 gain or 
Ill", of the ,L'ctiOIl 987 QBlI determined 
ullder ~ 1,L)S7-..f Oil the last day of such tax
able year. Illultiplied h) the 0\\ ner's remit
tallL'e pnlp(lrtl(ll1. The pool of net unrel:
ogni/cd ,el'lion l)S7 gain or loss includes 
both llnrl'coglli/cd ,ection l)X7 gain or loss 
on marked ItCIl1S for the current year and 
unrecogni/ed section l)X7 gain or loss on 
marked items for prior years (that has not 
yet been taken into account). A portion 
of the ~ 1.987-..f pool of unrecognized sec
tion 9S7 gain or loss is triggered by a net 
transfer or "remittance" to the owner by a 
section l)S7 QBU during the owner's tax
able year. Generally, the owner's remit
tance proportion is elJual to lhe quotient 
of the aIllount of the remittance divided by 
the aggregate adjusted basis of the section 
987 QBU's gross assets (as retlected on its 
year end balance sheet), without reduction 
for the remittance. 

The 1991 proposed regulations define 
a remittance as the amount of any trans
fer from a QBU branch to the extent the 
amount of transfers during the year does 
not exceed the year end balance of the 
equity pool. Transfers are limited in the 
1991 proposed regulations by a daily net
ting rule that takes into account only the 
amollnt of property distributed from the 
QB U branch that exceeds the amount of 
property transferred by the taxpayer to the 
QBU branch in a single day. The IRS 
and the Treasury Department believe that 
the daily netting rule of the 1991 proposed 
regulations is not easily administered and 
causes distortions in the amount of a remit
tance. For example, taxpayers have taken 
the position that a remittance followed a 
short time later by an equal contribution 
tll a QB U branch can trigger recognition 
of section 987 gain or loss even though 
there has been no economic change in po
sition of the QBC branch. The IRS and 
the Treasury Department believe this ap
proach is inappropriate and provides in
centives for circular cash flows used to 
manipulate amounts of remittances. This 
claily netting rule is eliminated in the pro
pOl-ed regulations to reduce administrative 
burden, on both the IRS and taxpayers, and 
to eliminate both taxpayer favorable and 
taxpayer unfavorable distortions that it can 
create, 

Section l,n7-5(cl of the proposed 
regulations defines a remittance as the 



excess of total transfers from the section 
987 QBU to the owner determined in the 
owner's functional currency on an annual 
basis over total transrer~ from the owner 
to the section 9R7 QBU determined on 
an annual basis. Solely for purposes of 
determining the amount of a remittance 
under § 1.987-5( c), the amount of liabil
ities transferred from the owner to the 
section 987 QBU is treated as a transfer 
of assets from the ~ectlOn Y87 QEU to the 
owner. Similarly. the amount of liabilities 
transferred from t~e section 987 QB U to 
the owner is treated as a transfer of a,set" 
from the owner to the <,ection 987 QBU, 
The IRS and the Treasury Department 
recognize that section 987 QBUs actively 
engaged in business may have a significant 
number of transactions that are treated as 
transfers to and from the owner pursuant 
to § 1.987-2(cJ. It is anticipated that the 
annual netting rule will help to reduce 
complexity and administrati ve burden for 
taxpayers and the IRS by treating the net 
amount of transfers as a single annual 
remittance. For purposes of determining 
the annual remittance. only a~sets emu lia
bilities considered transferred pursuant to 
§1.987-2(c) will be taken into account. 

The remittance is uiviued by the total 
adjusted basis of section 987 gros<; asset", 
expressed in the functional currency of the 
owner, reflected on the section 987 QB U 
balance sheet pursuant to 91,987-2 (in
creased by the amount of the remittance) to 
determine the remittance proportion. The 
IRS and the Treasury Department consid
ered a number of different measures for de
termining the amount of section 987 gain 
or loss triggered upon a remittance, The 
adjusted basis of gros~ section 987 QBU 
assets was selected as the measure because 
it avoids administrati ve concerns raised by 
alternative methods and limits the poten
tial volatility associated with the recogni
tion of section 987 gain or loss. In par
ticular, the adjusted basis of gross section 
987 QEU assets measure avoids the sig
nificant administrative burdens associated 
with a section 987 QBU accumulated earn
ings approach that would require taxpayers 
to maintain post-1986 accumulated earn
ings pools for each section 987 QEU. The 
IRS and the Treasury Department also con
sidered the use of net section 987 QB U as-

sets as a potential measure, Although the 
net section 987 QBU a,\CI\ Illea\ure u()e\ 
not rai,e the same auministrative huruen" 
as an earning" ba,eo aplxoach. thc IRS 
and the Trea,ury Department "ere con
cerned about the volatility or recogl1lziil!C 
~cction 987 gain or 10;', u..,in~ a net a\
"et measure. For exal11rlc, if a ,ecti()n 
9R7 QBU's gross a,seh are equal to ih li
abilitie,. ~ection 987 gain or h" would 
be deferred. On the other hano. a qmdl 
amount of income could increa..,c ,ectioll 
987 QBU net a"ets "lightly Jb()\'c fern 
and all accumulated section YX7 gain, or 
losses could be triggered with a \ ery smal! 
remittance, The IRS and the Trea\ury De
partment believe that gro" as\ct" i" a rea
sonable proxy for poq-1986 accumulated 
eamin)!s in lhis context. can he auminis
tered relatively ea,ily, anu will reduce the 
volatility and rotential for diq()rti[)J] de
scribed in thi, preamhle'. 

F. ,'IPClioll 1,9R7-6 CllIImctcr (flld SOl/n'e, 

Section 987(3)(8) require'> that a tCl.\
payer make proper adjustment, (a\ pre
scribed by the Secretary) for certaIn tran\
fer, of property between QB U.., of the t~l.\

payer, including treating "ection 01',7 gain 
or lo;,s as ordinary income or I\h' and 
sourcing such gain ()r los" hy referellL:e to 
the source of income giving rise \0 po,t-
1986 accumulated earning". Section YX7 
is "ilent on the method of characterl/ing 
section g'1)7 gain or lo.'s for purpo,e\ of 
the Code. Nevertheb~. the IRS and the 
Treasury Department believe that it i, ncc
e~sary to characterize ~ecti()n 9g7 gain or 
los, for the proper operation of certall1 
other sections of the Code. For exam
ple, the character of section 9X7 gain OlU:-,l 

be determined for purpw,e, of determin
ing whether all or a portion of ,uch gain 
qualifies as ,ubpart F income under "ec
lion 954. This characterization i:-, nece,
sary to prevent section 987 from hcing 
used as a vehicle to avoid the rule, of "ec
tion 954(c)( I liD) with respect [() certain 
section 9~8 tran'>actions. In addltlun, sec
tion 987 gain or lo~s IllU\t be characterizeu 
for purposes of determining the forclgn tax 
credit limitation under section 904Id). A, 
;] result, and pursuant to ,eclions 9X7( 3) 
and 989(c)(5), the proposed regulations 
characterize: section yg7 gain or In" for all 

puqJ(),e,> of the Coue. including for pur
pose, of ,el'tioll\ Y04( d J. Y()7 and 9)4 

In accordance \\ ith '>ection 987(3 )(B), 
~ 1,l))\7-hl al prmiuc" that 'cctlon l)87 gain 
or I(l',,> i, oruinary Income or In,s. More
\)I rl·. tite IRS Clnd the Treasury Der~lrtment 
hellel'e th~\t rule.., g(l\erning the ,mm'e and 
L'hardL'ler of ,e~tion Y)\7 gal n or 10.." for 
other Coue ,eL'tion\ ,houlu he consistent. 
The IRS ;lIlci the Trea,ury Department are 
concerned. hll\'. ner. that '>ourcing and 
chal<lctnl/ll1g ,ectilHl YX7 gain or loss by 
reterence to r()',( -19X6 accumulated earn
ing, w()uld gi\'e ri,e to substantial com
plexit; hy requiring taxpayer, to track the 
earning, of "eellon SlX7 QBU, in :-.ection 
l)().ti U) categones over prolonged perimb. 
The u)Jl1pliance burden would be consid
er~lhle fm taxpayer, with large number~ 
()f ,ectlon gS7 QBlh. Accordingly. the 
I RS and the Trea<;ury Department belJew 
that It I, approrriate to u\e the <II crage tax 
b()ok \alue of a"eh in the year of remit
tance it.., determined under ~ UI61-9T( g.) 

a, a prmy for po\t-1986 accumulated 
e~lrning\ in the context of ,cction 9'/1,7) In 
the conte.xt of ,ectHlIl L)87. ul,e of a "ingle 
year', a"et, ,hould generally reflect the 
cluilitie, of a ,ection 9'/1,7 QBU that give 
rise tll ,I sectioil 987 QBU's accumulated 
C:cllllinp and l\il1 significantly minimile 
c()l11plexity. The tax hook value method 
\('t \Ilrth in ~U)61-l)T(g) ;]1, applied In 

section 987 Q B U, h~h been amended to 
provide ",rcater con,istency with the pro
ro,ed regulations. The modified gross 
I nlome methou de,c ri bed i II ~ I .Sfil-9Tfj) 
call not be' u,ed to characterize section 987 
gain or luss a~ the IRS and the Treasury 
Department belie\ e that gro,s income 
earned in :; ,ing/e year is flot a ,uflicient 
proxy for accumulated earnings. 

The IRS and thc Treasmy Department 
recogni/c that the characterization rule 
containcd in the rropo"eu regulations 
applies to provisions other than the inter
national tax rule.." In additioll, the IRS 
and the Trea,ury Department recognize 
that "pecial consideration, may ari,e in 
conneC\lon \\ ilh applying Ihi\ chMJcteri
f<ltioll rule to I ariou" dOJllntic prm·i,iol1s. 
For eX~llllple. ,pecial c()n..,ideration, may 
ari,e when charactcrlling section 9X7 gain 
or jo',<; for rule'> that aprly III regulateu 
Ill\c..,tment cllmpc!l1ie, (R[C~) anu real 

J Notably. becau...,~ ,CUIOn YX7 gain O[ In ........ rnay be derived from J. ...... et-. (.!C4U1fl'd v..nh ~';lrnlJlg\ and c'lrJt~1 (l! J " .. :llltin YX; (IBl {II' Ir11l111 ahtldh'\ ,_'11\','1, ,j Illl\) h~ Ij~L' ()H( I. L1 .... ln~ ]l()\l-I-;:Ir,h 

accumulJted euming\ to churdd.;ri/c l'x,,-hang:(' g;'1I1l PI' I() ...... lInJcT :'l'l'liOIl YX7 I'laj nol fenee( all itl'Ill' g)\ Inc n~.,-' til ',H.h ~,.lrL (H ii,,,, 
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estate im'estment tru~ts (REITs). The IRS 
and the Treasury Department are study
ing the application of the characterization 
rule~ to these other prm isions and re
quest comments, As a result, the proposed 
regulations reserve on the method for char
acterizing and ~ourcing section 987 gain 
or loss for purpllses of RICs and REITs, 

G. SCcTion I, LJ87-7 PlIrin£'lsllip Rilles. 

Section 1.l)~7-7 provides rules for de
tennining a partner's share of the assets 
and liabilities of an eligible QBU held in
directly through a section 987 partnership. 
It abo provides rules coordinating the ap
plication of section 987 with subchapter K 
of chapter I of the Code, 

1 Allocation o/lIs.I"ets lI/l(/liabilities. 

In order to apply the foreign exchange 
exposure pool mcthod at the partner level, 
as discussed above, each partner must de
termine its share of the assets and liabilities 
of an eligible QBU and, to the extent appli
cable, a section 987 QBU owned indirectly 
through the section 987 partnership, Sec
tion 1.987-7 provides a general rule that 
requires the allocation of the assets and li
abilities of the partnership's eligible QBUs 
to the partners in a manner that is consis
tent with the manner in which the partners 
have agreed to share the economic benefits 
and burdens corresponding to such assets 
and liabilities, taking into account the rules 
and principles of sections 701 through 761 
and the regulations thereunder. including 
section 704(b) and § 1.701-2. 

The IRS and the Treasury Department 
believe that this general rule is appropri
ate because it will allocate the assets and 
liabilities consistent with the partners' 
economic arrangement. The IRS and the 
Treasury Department recognize that any 
rule which attempted to allocate the as
sets and liabilities without regard to such 
economic arrangement would have the 
effect of distorting each partner's section 
9S7 gain or loss attributable to its ~ection 
987 QBU and, as a result. would be in
appropriate. Moreover, the IRS and the 
Trea\ury Department are concerned that 
taxpayers could attempt to inappropriately 
,hift a partner's share of the underlying 
a"eb and liahilities of a section 987 QBU 
uwned indirectly through a section 987 
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partnership to distort the partner's section 
987 gain or loss. As a result, the Com
missioner may review SLlch allocations to 
ensure that they are consistent with the 
economic arrangement of the partners and 
the principles of subchapter K of Chapter I 
of the Code and the applicable regulations, 
lI1cluding section 704(b) and * 1.70 1-2. 

l\1oreover, the IRS and the Treasury De
partment are considering whether it would 
be appropriate, when these regulations are 
finalized. to provide a safe harbor. Under 
such a safe harbor, the assets and liabili
ties of an eligible QBU would be deemed 
to be allocated in a manner which appro
priately reflects each partner's share of the 
economic benefits and burdens if certain 
conditions are satisfied. For example, the 
safe harbor could provide that the assets 
and liabilities are deemed to be allocated 
in a manner consistent with each partner's 
share of the underlying economic benefits 
and burdens provided the assets, to the ex
tent of a partner's share of partnership cap
ital, are allocated in accordance with such 
capital and any excess assets (assets in ex
cess of partnership capital) are allocated 
consistent with the manner in which the 
partners have agreed to share the economic 
burden of the liabilities incurred to acquire 
such assets, The IRS and the Treasury De
partment request comments as to whether 
a safe harbor should be included and, if so, 
what form such safe harbor should take. 

3. Coordination with subchapter K. 

A partner must take into account its 
share of the items of income, gain, deduc
tion, or loss of its section 987 QB U owned 
indirectly through a partnership and, un
der § 1.987-3, must convert such items into 
its functional currency. In addition. a part
ner must take into account any section 987 
gain or loss of the section 987 QBU de
termined in the partner's functional cur
rency. In both situations, the partner's ad
justed basis in its partnership interest must 
be adjusted in order to avoid the duplica
tion of income or loss attributable to the 
section 987 QBU. Section 1.987-7 pro
vides a rule regarding the appropriate ad
justments which must be made to the part
ner's adjusted basis in the section 987 part
nership to ensure that no such duplication 
occurs. 

A partner is also required under sec
tion 752 to adjust its basis in its interest 

in the section 987 partnership to take into 
account liabilities of the section 987 pan
nership. As a result. the proposed regu
lations provide rules for determining the 
appropriate adjustments to such basis re
quired under section 752 in the case of an 
increase or a decrease in such partner's 
share of the liabilities of the partnership re
flected on the books and records of a sec
tion 987 QBU. In addition, the proposed 
regulations provide rules for determining 
the amount of such liability, as determined 
in the partner's functional currency, which 
must be taken into account on the sale or 

exchange of a partnership interest under 
section 752(d). 

The proposed regulations also clarify, 
consistent with section 985(a), that a part
ner's adjusted basis in its partnership in
terest is determined in the functional cur
rency of the partner. Moreover, the pro
posed regulations provide that the fluctua
tions between the partner's functional cur
rency and the functional currency of the 
section 987 QB U do not affect such part
ner's adjusted basis in its partnership in
terest. Instead, such fluctuations are taken 
into account under the foreign exchange 
exposure pool method of ~ 1.987-4. 

4. Comments. 

The proposed regulations do not ad
dress the adjustments which would occur 
under section 752 when there is an as
sumption by a partnership of a partner's li
ability that is denominated in a functional 
currency different from the partner and 
which, as a result, is subject to section 
988 in the hands of the partner. In such 
cases, the partner will be deemed to re
ceive a distribution of money, under sec
tion 752(h), regardless of whether, follow
ing the assumption, the liability is reflected 
on the books and records of the partner
ship's qualified business unit. In such 
cases, it is unclear whether the amount of 
the distribution should be determined by 
reference to the spot rate (on the date of 
assumption) or the historic exchange rate 
(on the date the liability was originally in
curred by the partner). In addition, this 
issue raises concerns as to how section 
988 would operate upon such assumption. 
The IRS and Treasury Department request 
comments on this issue and whetherprovi
sions should be included in section 988 to 
better coordinate the operation of section 



987 and section 988 in this context. In ad
dition, comments are requested on whether 
provisions should be included in section 
988 in order to coordinate the aggregate 
approach, adopted in these proposed reg
ulations, with respect to certain assets and 
liabilities that are not reflected on an eligi
b�e QBU of the partnership. 

In addition to the issues specifically ad
dressed in the proposed regulations, the 
IRS and the Treasury Department request 
comments on additional provisions which 
should be included to coordinate the pro
visions of section 987 with subchapter K 
of chapter 1 of the Code. Specifically, 
comments are requested as to how capi
tal accounts maintained under section 704 
should be adjusted to take into account sec
tion 987 gain or loss. In addition, com
ments are requested as to whether section 
987 loss should be subject to the limita
tion provided under section 704(d) and, if 

so, how such limitation might be applied. 
Finally, comments are requested as to any 
other provisions of subchapter K of chap
ter 1 of the Code on which guidance should 
be provided. 

H. Section 1.987-8 Termination of a 
Section 987 QBU. 

I. General termination rules. 

The proposed regulations set forth 
circumstances in which a section 987 
QBU will terminate. For purposes of 
§ 1.987-5, a tennination of a section 987 
QBU is treated as a remittance of all the 
gross assets of the section 987 QBU to 
its owner. The tennination rules recog
mze that an owner carries on a trade or 
business through its section 987 QBU 
and when the owner stops conducting that 
trade or business through its section 987 
QBU, any section 987 gain or loss should 
be recognized in full. Thus, a termination 
generally occurs when: (l) the activities 
~fthe section 987 QBU cease; (2) substan
ttally all of the assets (as defined in section 
368(a)(l)(C)) of the section 987 QBU are 
transferred to its owner; or (3) the owner 
of the section 987 QEU ceases to exist 

In addition, a termination occurs when a 
foreign corporation that is a controlled for
eign corporation CCFC) that is the owner of 
a section 987 QBU ceases to be a CFC be
cause at that point any section 987 gain or 

loss cannot be subpart F income and rna 
be deferred indefinitely. y 

2. Exceptions for cfrtoin sectlOll 381 
transactions. 

Section 987 gain or loss generally arises 
dunng the period that an owner has a sec
tion ?87 QBU. The section 987 gain or 

loss IS analogous in some respects to a tax 
attribute under section 381. As a result. 
the proposed regulations provide that a ter
mination does not generally occur when 
other tax attributes under ~ection 381 are 
carried over in a liquidation under section 
332 or an asset reorganization under sec
tion 368(a). However, inbound and out
bound liquidations and reorganizations ter
minate a section 987 QBU because these 
transactions materially change the circum
stances in which section 987 gain or los~ is 
taken into account. 

3. Treatment of inbuund liquidations and 
inbound asset reorganization5. 

Although the proposed regulations 
treat inbound liquidations under section 
332 and inbound asset reorganizations un
der section 368(a) as tenninations, the IRS 
and the Treasury Department are consider
ing whether such treatment is appropriate 
in all cases. 

The IRS and the Treasury Department 
believe that the better view, taking into ac
count various policies. is to support the 
treatment of inbound transactions as ter
minations. For example. such treatment 
may prevent the importation of a tax at
tribute that was generated offshore. Con
cerns over such attribute importation are 
similar to those that were addressed in 
§1.367(b)-3(e) and (f) and section 362(e). 
In addition, treating inbound asset transac
tions as terminations is consistent with the 
results that would obtain if the foreign cur
rency gain or loss attributable to the QBU 
were taken into account under section 988. 
rather than section 987. 

The IRS and the Treasury Department 
acknowledge, however, that other policies 
may support the position that such inbound 
transactions should not be terminations. 
One of the reasons the proposed regula
tions treat certain section 381 transactions 
as terminations is because amounts taken 
into account under section 987 (that is. sec
tion 987 taxable income or loss, and sec
tion 987 gain or loss) generally become 

subject to a le,"er degree of U.S taxa
tion after the section 38 I transaction than 
was the ca,e before the transaction (that is. 
when the section 987 QBU goes from be
ing owned by a domestic corporation to be
ing owned by a foreign corporation). Thi~ 
is not the case in certain inbound transac
tions because amounts taken into account 
under section 987 are generally subject to 
a greater degree of U.S. taxation after the 
inbound transaction (when the section 987 
QBU is owned by a domestic corporatioll) 
than was the case before the transaction 
(when the section 987 QBU was owned by 
a foreign corporation). 

The IRS and the Treasury Department 
request comments on whether it is appro
priate to treat these inbound asset trans
actions as terminations. Such comments 
should take into account the policy con
cerns discussed in this preamble. 

4. Section 351 exchanges and TrClIlsacriolls 

within a consolidated group. 

The proposed regulations provide that 
a termination occurs when the owner of 
a section 987 QBC transfers the QBU to 
another corporation in exchange for stock 
In a transaction qualifying under section 
351. The termination occurs because the 
owner no longer has a section 987 QBU. 

The IRS and the Treasury Department 
are studying ways to apply the intercom
pany transaction rules of § 1.1502-13 to 
section 987 transactions within a consol
idated group. For example, the IRS and 
the Treasury Department arc considering 
whether transfers qualifying under section 
35 I which would trigger a remittance or 
termination under the proposed regula
tions should qualify for deferral under 
§1.l502-13. The IRS and the Treasury 
Department request comments on the 
interplay between ~ 1.1502-13 and the 
proposed regulations and the timing of the 
inclusion of the deferred section 987 gain 
or loss. 

I. Section 1. 987-9 Recordkeepillf{ Rules. 

Given the detailed nature of the calcu
lations required under these regulation<; 
~ 1.987-9 articulates the records~ that tax~ 
payers must keep. A taxpayer must keep 
such records ao; are sufficient to establish 
the section 987 QBU's section 987 tax
able income or lo~s. ib ~ecti()n 987 gain 
or loss. and the transition method u,ed for 
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~ection 9))7 QBU-. under ~ L9X7-IO. Sec
tion 1.9~n-9(b) Ii,\', ,upplemental recurd, 

that muq be maintained. 

J. Sectioll 1.lJX7-lO TrulI.lirioli RIII('I. 

The tran~ition rub of ~ 1.9S7-1 () apply 
to a taxpa) er that is the ()\\ ncr of a sec
tion 9X7 QBU on the transition date. Such 
a taxpayer mmt transition to the foreign 
t'\changc ~'\ro"urt' pool Illethod of tht'se 
regulatiol1'. \\hcther or not ,uch taxpayer 
made determinations required under sec
tion 9X7 in prior yt'ar~. A taxpayer that 
fai led to make required determinations un
der section 0X7 in prior years or that used 
an unreasonable method in prior year'; can 
only u,e the fresh start transitIon method of 
~ 1.9X7-IO(c)(-+) as de-.cribed in thiS pre
amble Generally. use of the 1991 pro
posed ,ection 9X7 regulations method (see, 
Examples I and 3 of * 1.l)X7-IO(d)) or an 
"earnings only" section 987 method (see, 
Example:2 of *1.l)87-IO(d)) will be con
sidered a reasonable method for purposes 
of ~ 1.987-1 n. However. for example. the 
recognition of seclion 987 gain or loss with 
respect to stock under any method, where 
the gain or loss does not reflect economic 
gain or loss derived from the movements 
in exchange rates. will be carefully scruti
ni/ed by the [RS and may be considered 
unreasonable based on the facts and cir
cumstances of the particular case. 

The transition date is the first day of 
the first taxable year to which these section 
9R7 regulations apply. 

Comments arc requestcd on the applica
tion of these transition rules to partnerships 
which were. under the current proposed 
reguLltions. treated as ljualified business 
units for purposes of section 987. Com
ments are also reljuested on the treatment 
of qualified business units of such partner
ships. 

Generally. ~1.987-IO(c) allow~ a tax
payer to transition to the foreign exchange 
t'xpo,ure pool method set forth in these 
rt'!:!lIlati()n~ undt'r one of two methods (the 
"dt'ferral tr,msition method" or the "fresh 
~tart tran,ition method"). Under the con
tOrIl1Ity rules of ~ 1.4X7 -I ()( c)( 2 L thi s elec
tion must he applied with respect to all 
members that file a consolidated return 
With the taxpayer and any controlled for
eign corporation a~ defined in section 957 
in \\hid1 lhe taxpayer owns more than 50 
percent of the \"oting power or stock (as de-
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termined in section 957(a)). This confor
mity rule is necessary to prevent taxpay
ers and certain related entities from taking 
inconsistent positions with respect to qual
ified husiness units which have unrecog
ni/ed seClion 9X7 gains and losses. The 
IRS and the Treasury Department request 
comments 011 concerns that lTlay arise hy 
the inclusion of certain controlled foreign 
corporations in the conformity rule. 

Under the deferral transition method of 
~1.987-1()(c)(3). section 987 gain or loss 
is determined under the taxpayer's prior 
section 9X7 method on the transition date 
as if all qualified husiness units of the tax
payer terminated on the last day of the 
taxahle year preceding the transition date. 
The deemed termination is solely for pur
poses of measuring section 987 gain or 
loss in order to transition to the foreign 
exchange exposure pool method and does 
not apply for any other purpose. Section 
987 gain or loss determined on the deemed 
termination is not immediately recognized. 
Rather, it is deferred by treating it as net 
unrecognized section 987 gain or loss of 
the relevant section 987 QBU. Such gain 
or loss will be recognized under the remit
tance rules of * 1.987-5 for periods after 
the transition date. The owner of a qual
ified business unit that is deemed to ter
minate under these rules is treated as hav
ing transferred all of the assets and lia
bilities attributable to the qualified busi
ness unit to a new section 987 QBU on 
the transition date. In order to avoid dou
hie counting, ~ 1.987-1 O(c)(3)( ii) provides 
that the exchange rates used to determine 
the amount of an asset or liability trans
ferred from the owner to the new section 
987 QB U on the transition date (that is, for 
purposes of making later calculations UD

der * 1.987-4) is determined with reference 
to the historic exchange rates on the day 
the asset was acquired or liability entered 
into by the qualified business unit deemed 
terminated. That exchange rate is then ad
justed to take into account an allocation of 
section 987 gain or loss determined under 
the deferral transition method. If the tax
payer is not able to trace an historic ex
change rate to a particular asset or liability, 
then the exchange rate must be determined 
under a reasonable allocation method, con
sistently applied. that takes into account an 
allocation of the aggregate basis and an al
location of the deferred section 987 gain or 
loss. 

Undt'[ the fresh start transition methl 
of ~ I.l)X 7 -I O( C)(4), on the transition de 
all qualified husiness units of the taxpa;r 
subject to section 987 are deemed terr
nated on the last day of the taxable ytr 
preceding the transition date. As un<r 
the defelTal transition method, this deenrt 
termination is solely for purposes of tr.
sitioning [0 the foreign exchange exr
sure pool method under section 987 at 
does not apply I' Dr any other purpose. L
der the fresh start transition method, ) 
section 987 gain or loss is determined r 
recognized on such deemed terminati<. 
Rather, the exchange rates used to detf 
mine the total amount of assets and hab
ities deemed transferred from the oWlr 
to the section 987 QBU for the sectil 
987 QB U' s first taxable year are delf 
mined solely with reference to the h· 
torie exchange rates on the day the ;. 
sets were acquired or liabilities enteri 
into by the qualified business unit that \\i 

deemed terminated. Like the deferral tnt 
sition method, if the taxpayer is not a~ 
to trace an exchange rate to a particur 
asset or liability, then the exchange f2 

must be determined under a reasonable i 

location method, consistently applied, tft 
takes into account the aggregate basis r 
the QBU's assets (and amount of liabi· 
ties). The fresh start method is designedl 
prevent recognition of non-economic e\· 
reney gain or loss with respect to unrem 
ted assets that are attributable to the qua 
fied busine~s unit. In the first taxable yf 
when the foreign exchange exposure pd 
method applies, the deemed contributil 
of marked assets to a section 987 QBUt 
the historic exchange rate when original 
acquired potentially gives rise to sec til 
987 gain or loss while the historic ass' 
(also translated at the historic exchaa 
rate) will not. 

The transition method adopted I 

the taxpayer must be disclosed in c 
cordance with the rules provided I 

§ 1.987-IO(c)(6). 

Proposed Effective Date 

These regulations are proposed to be r 
fective as follows. These regulations shl 
generally apply to taxable years beginn~ 
one year after the first day of the first t:

able year following the date of publieatil 
of a Treasury decision adopting this re 
as a final regulation in the Federal Reg-



ter. A taxpayer may elect to apply these 
regulations to taxable years beginning af
ter the date of publication of a Treasury de
cision adopting this rule as a final regula
tion in the Federal Register. Such elec
tion is binding on all members that file a 
consolidated return with the taxpayer and 
any controlled foreign corporation, as de
fined in section 957, in which the taxpayer 
owns more than 50 percent of the voting 
power or stock (as determined in section 
957(a)). Pending finalization, the IRS and 
the Treasury Department would consider 
positions consistent with these proposed 
regulations to be reasonable constructions 
of the statute. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.s.c. 
chapter 5) does not apply to thesc regula
tions. It is hereby certified that the collec
tion of information contained in this regu
lation will not have a significant economic 
impact on a substantial number of small 
entities. Accordingly, a regulatory tlexi
bility analysis is not required. The pro
posed section 987 regulations will gener
ally only affect large United States corpo
rations with business units operating in for
eign jurisdictions. Thus, the number of af
fected small entities will not be substantial 
and any economic impact on those entities 
in complying with the collection of infor
mation would be minimal. Pursuant to sec
tion 7805(0 of the Internal Revenue Code, 
this notice of proposed rulemaking will bc 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
nesses. 

Comments and Public Hearing 

Before the proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are submitted timely to the 
IRS. The IRS and the Treasury Depart-
ment request comments on the clarity of 

made easier to understand. All comments 
will be available for public inspection and 
copymg. 

A public hearing has been scheduled for 
November 21, 2006, beginning at 10 a.m. 
in the Auditorium, Internal Revenue Ser
vice, New Carrollton Federal Building, 
5000 Ellin Road, Lanham, MD 20706. In 
addition, all visitors must present photo 
identification to enler the building. Be
cause of access restrictions, vi,itors will 
not he admitted beyond the immediate 
entrance area more than 30 minutes before 
the hearing starts. For information about 
having your name placed on the building 
access list to attend the hearing, see the 
FOR FURTHER INFORMATION CON
TACT section of this preamble. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments must submit elec
tronic or written comment, by December 
6. 2006 and an outline of the topics to 
be discLI,sed and time to he devoted on 
each topic (a signed original and eight (8) 
copies) by October 31, 2006. A period of 
10 minutes will be allotted to each person 
for making comments. An agenda show
ing the scheduling of the speakers will be 
prepared after the deadline for receiving 
outlines has passed. Copies of the agenda 
will be available free of charge at the hear
mg. 

Drafting Information 

The principal authors of the proposed 
regulations are Jeffrey Dorfman and 
Theodore Setzer of the Office of Asso
ciate Chief Counsel (International). 

* * * * * 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 26 
U.S.c. 7805, the notice of proposed rule
making (REG-208270-86) that was pub
lished in the Federal Register on Septem
ber 25, 1991 (56 FR 48457) is withdrawn. 

Proposed Amendment to the 
Regulations 

Accordingly, 26 CFR part 1 is proposed 
to be amended as follows: 

the proposed rules and how they can be PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as fo!lows: 

Authority: 26 U.s.c. 987, 989(c). 6601 
and 7805 * * " 

Par. 2. Section I 861-9T is amended as 
follows: 

1. Paragraph (g)(2j(iij( A)(/) is revised. 
2. Paragraph (g)(2)(vi) is added. 
The revisiDns read a~ fDlIows: 

.~J.861-YT Allocmi()11 and apportiolllllellt 

of interest expense (temporary). 

* * * * * 
(g) * " * 
(2) * " * 
(ii)" * *(A) * * * 
(1) Section 987 QBU. In the case of 

a section 987 QBU, the tax book value 
shall be determined by applying the rules 
of paragraphs (gJ( 2)( i) and (3) of th is sec
tion to the beginning of year and end of 
year functional currency amount of as
sets. The beginning of year functional 
currency amount of assets shall be de
termined by reference to the functional 
currency amount of assets computed un
der §1.987-4(d)(Ij(ij(B) and (e) on the 
last day of the preceding taxable year. The 
end of year functional currency amount of 
assets shall be determined by reference to 
the functional currency amount of assets 
computed under ~ I 987-4(d)( I Hi)(A) and 
(e) on thc last day of the current taxable 
year. The beginning of year and end of 
year functional currency amount of assets, 
as so determined within each grouping 
must then be averaged as provided In 

paragraph (g)(2)(i) of this section. 

* * * * * 
(vi) Effective date. Generally, para

graph (g)(2)(ii)(A)( /) of this section shall 
apply to taxable years beginning one year 
after the first day of the first taxable year 
following the date of puhlication of a 
Treasury decision adopting this rule as a 
final regulation in the Federal Register. 
If a taxpayer makes an election under 
~ 1.987-1 lib), then the effective date of 
paragraph (g)(2j(iiJ(A)(i) Dr this ~ecliDn 

with respect to the taxpayer shall he con
sistent with such election. 

* * * * * 
Par. 3. Section 1.985-1 is amended as 

follows: 
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I. Paragraph (d)(2), second sentence: 
and paragraph (fl, Example 9 and Example 
lOU), ninth sentence are revised, 

1 Paragraph (n, Exall1ple 11 is re-
moved. 

3. Paragraph (tl i:\all1ple 12 is redes
ignated as EWl1lple l1. 

4. Paragraph (g) is added. 
The revisions and addition read as fol

lows: 

~ l. 985- 1 Fllnctional clIrrency. 

* * * :;: * 
(d) * * * 
(2) * * *The amount of income or loss 

or earnings and profits (or deficit in earn
ings and profits) of each QBU in its func
tional currency shall then be translated into 
the foreign corporation's functional cur
rency under the principles of section 987. 

* * * * * 
(f) Examples. * * * 
EIl/IIl!,11' (9). (i) The facts are the same as in Ex

(lmple (7). In addition, a,wme that in 1987 branch 
A ha, item, of earnings of 100 FC and branch B has 
item, of earning, of 100 LC as determined under sec
tion 987. S translates branch A's and branch B's items 
of earnings and profits into its functional currency un
der the principles of sectIOn 987. 

Example (10). (i) * x * Assume that B's items of 
income of 200 DCs when properly translated under 
the principks of section 987 is equal to 100Les. * * * 

* * * * * 
(g) Effective date. Generally, the re

visions to the second sentence of para
graph (d)(2), Example 9. and Example 10 
shall apply to taxable years beginning one 
year after the first day of the first taxable 
year following the date of publication of 
a Treasury decision adopting this rule as 
a final regulation in the Federal Regis
ter. If a taxpayer makes an election un
der § 1.987-11 (b), then the effective date of 
these revisions with respect to the taxpayer 
shall be consistent with such election. 

Par. 4. Section \.985-5 is revised to 
read as follows: 

.~ 1.985-5 Adjllstments required upon 
change in functional currency. 

(a) In general. This section applies in 
the case of a taxpayer, qualified business 
unit (QBU) or section 987 QBU as defined 
in § 1.987-1 (b)(2) changing from one func
tional CUrrcncy (old functional currency) 
to another functional currency (new func
tional currency). A taxpayer. QBU, or 
section 987 QBU subject to the rules of 
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this section shall make the adjustments set 
forth in the 3-step procedure described in 
paragraphs (b) through (e) of this section, 
Except as otherwise provided in this sec
tion. the adjustments shall be made on 
the last day of the taxable year ending 
before the year of change as defined in 
~ 1.481-1 (a)(l). Gain or loss required to 
be recognized under paragraphs (b), (d)(2), 
(e)(2), and (e)(4)(iii) of this section is not 
subject to section 481 and, therefore, the 
full amount of the gain or loss must be in
cluded in income or earnings and profits 
on the last day of the taxable year end
ing before the year of change. Except as 
provided in § 1 ,985-6, a QBU or section 
987 QBU with a functional currency for 
its first taxable year beginning in 1987 that 
is different from the currency in which it 
had kept its books and records for United 
States accounting and tax accounting pur
poses for its prior taxable year shall apply 
the principles of this section for purposes 
of computing the relevant functional cur
rency items, such as earnings and profits, 
basis of an asset, and amount of a liabil
ity, as of the first day of a taxpayer's first 
taxable year beginning in 1987. However, 
a QBU that changes to the dollar pursuant 
to § 1.985-I (b )(2) after 1987 shall apply 
§ 1.985-7. 

(b) Step 1 Taking into account exchange 
gain or loss on certain section 988 trans
actions. The taxpayer. QBU or section 
987 QBU shall recognize or otherwise take 
into account for all purposes of the Inter
nal Revenue Code the amount of any un
realized exchange gain or loss attributable 
to a section 988 transaction (as defined in 
section 988(c)(l )(A), (B), and (C) that, 
after applying section 988( d), is denomi
nated in terms of or determined by refer
ence to the new functional currency, The 
amount of such gain or loss shall be deter
mined without regard to the limitations of 
section 988(b) (that is, whether any gain or 
loss would be realized on the transaction as 
a whole). The character and source of such 
gain or loss shall be determined under sec
tion 988. 

(c) Step 2 Dele rmining the new func
tional currency basis of property and the 
new functional currenc .. ". amount of liabil
ities and any other relevant items. Except 
as otherwise provided in this section, the 
ne\v functional currency adjusted basis of 
property and the new functional currency 
amount of liabilities and any other relevant 

items (for example, items described in sec· 
tion 988(c)( I )(B)(iii)) shall equal the prod· 
uct of the amount of the old functional Cur' 

rency adjusted basis or amount multiplied 
by the new functional currency/old func· 
tional currency spot exchange rate on the 
last day of the taxable year ending before 
the year of change (spot rate). 

(d) Step 3A Additional adjustments thai 
are necessary when a QBU or section 
987 QBU changes fUllctionai currenc) 
-( I) QBU changing to a jimctional cur
renc.v other than the owner's jiUlctional 
currency-til Rule, If a QBU or section 
987 QBU changes to a functional cur
rency other than the owner's functional 
currency, the owner and section 987 QBU 
shall make the adjustments set forth in 
either paragraph (d)(l )(ii) or (d)(1 )(iii) of 
this section for purposes of section 987, 

(ii) Where prior to the change the sec
tion 987 QBU and owner had different 
functional currencies. If the section 987 
QBU and the owner had different func
tional currencies prior to the change, the 
owner and section 987 QBU shall make 
the following adjustments in the year of 
change. 

(A) Determining the owner functional 
currenc)' net value of the section 987 
QBU under §].987-4(d)( 1 )(i)(B)-(1) 
Historic items. For purposes of deter
mining the owner functional currency net 
value of the section 987 QBU for the year 
of change under § I. 987-4( d)(I )(i)(B), 
the owner or section 987 QBU shall first 
translate the section 987 historic items 
from the QBU's old functional currency 
into its owner's functional currency using 
the historic exchange rate as defined in 
§1.987-I(c)(3), The owner or section 987 
QBU shall then translate the section 987 
historic items as defined in § 1.987-1 (e) 
from the owner's functional currency into 
the QBU's new functional currency using 
the spot exchange rate between the section 
987 QBU's new functional currency and 
the owner's functional currency on the last 
day of the taxable year ending before the 
year of change, 

(2) Marked items. For purposes 
of determining the owner functional 
currency net value of the section 987 
QBU for the year of change under 
§1.987-4(d)(l)(i)(B), the owner or sec
tion 987 QB U sha11 translate the section 
987 QBU's section 987 marked items as 
defined in § \.987-I(d) from the section 



987 QBU's old functional currency into 
the QBU's new functional currency using 
the new functional currency/old functional 
currency spot exchange rate on the last day 
of the taxable year ending before the year 
of change. 

(B) Net unrecognized section 987 gain 
or loss. No adjustment to the owner's net 
unrecognized section 987 gain or loss is 
necessary. 

(iii) Where prior 10 the change the QBU 
and the taxpayer had the same junctional 
currency. If a QBU with the same func
tional currency of the taxpayer is changing 
to a new functional currency different from 
the taxpayer, and as a result of the change 
the taxpayer will be an owner of a section 
987 QBU (see § 1.9R7-1), the taxpayer and 
section 987 QBU shall become subject to 
section 987 for the year of change and sub
sequent years. 

(2j Section 987 QBU changing IU the 
owner's junctional currency. If a section 
987 QBU changes its functional currency 
to its owner's functional currency, the sec
tion 987 QBU shall be treated as if it ter
minated on the last day of the taxable ycar 
ending before the year of change. See 
§§ 1.987-5 and 1.987-8 for the effect of a 
termination. 

(e) Step 38 Additional udjustments 
that are necessary when a taxpayer/owner 
changes fu.nctional currency (1) Corpora
tions. The amount of a corporation's new 
functional cUlTency earnings and prof
its and the amount of its new functional 
currency paid-in capital shall equal the 
product of the old functional currency 
amounts of such items multiplied by the 
spot rate. The foreign income taxes and 
accumulated profits or deficits in accu
mulated profits of a foreign corporation 
that were maintained in foreign currency 
for purposes of section 902 and that are 
attributable to taxable years of the foreign 
corporation beginning before January I, 
1987, also shall be translated into the new 
functional currency at the spot rate. 

(2) Collateral consequences to a United 
States shareholder oj a corporation chang
ing to the United States dollar as its 
functional currency. A United States 
shareholder (within the meaning of sec-

tion 951(b) or section 953(c)(J)(A)) of 
a controlled foreign corporation (v,lithin 
the meaning of section 957 or section 
953(c)(l)(B)) changing its functional cur
rency to the dollar shall recognize foreign 
currency gain or loss computed under 
section 986( c) as if all previously taxed 
earnings and profits, if any, (including 
amounts attributable to pre-1987 taxable 
years that were translated from dollars 
into functional cUlTency in the foreign 
corporation's first post-1986 taxable year) 
were distributed immediately prior to the 
change. Such a shareholder shall also 
recognize gain or loss attributable to the 
corporation' ~ paid-in capital to the same 
extent, if any, that such gain or loss would 
be recognized under the [egulatlons under 
section 367(b) if the corporation was liq
uidated completely. 

(3) Ta).payers thut are not mrpuratioflS. 
[Reserved]. 

(4) Adjustments to a sectio/1 9fl7 QBU's 
halance sheet and net accumulated unrec
ognized section 987 gain or loss when 
all owner changes jimctional C/iI'rfllcy (i) 

Owner changing to a junctional currellcy 
other than the section 987 QBU's jimc
tional currency. If an owner changes to 
a functional currency that differs from 
the functional currency of its section 987 
QBU, the owner shall make the following 
adjustments in the year of change. 

(A) Determining the owner junctional 
currency net vahlE' ujthe !>ectiol1 987 QBU 
under §1.9fl7-4(d)(J)(i)(B)-(1) Historic 

items. For purposes of determinmg the 
owner functional currency net value of the 
section 987 QB lJ for the year of change 
under § 1.987-4(d)(l )(i)(B), the owner 
shall first translate the QBU's section 987 
historic items into the owner's old func
tional currency at the historic exchange 
rate as defined in §1.987-1(c)(3). The 
owncr shall then translate the section 
987 historic items into its new functional 
currency using the new functional cur
rency/old functional currency spot rate 
on the last day of the taxable year ending 
before the year of change. 

(2) Marked items. For purposes 
of detennining the owner functional 
currency net value of the section 987 

QBU for the year of change under 
* !.987-4( dl( I Hi)( B), the owner or ~eClioJ1 
987 QBU shall translate the QBU's sec
tion 987 marked items from the owner's 
old functional currency into the owner's 
new functional currency using th~ new 
functional cunem:y/old fUJ1ctional cur
rency spot exchange rate on the last day of 
the taxable year ending before the year of 

change. 
(B) TraIlS/a/ion olllft IIllrecoglliZfd 

sectioll 987 gaill or loss. The owner shall 
translate any net unrecognized section 987 
gain or loss determined under § 1.987--4 
from its old functional currem:y into it:; 

new functional cun'eney using the new 
functional currency/old functional cur
rency spot exchange rate on the last day of 
the taxable year ending before the year of 
change. 

(ii) Taxpayer ));lh the same fllnctio/1u/ 
curren(\' as ils QBU changing to (j dif

ferent junctional currency. If a taxpayer 
with the same functional currency as its 
QBU changes to a new functional currency 
and as a result of the change the tux payer 
'Will be an mvner of a section 987 QBU 
(see § 1.987-1), the taxpayer and ~ection 

987 QBU shall become subject to section 
987 for the year of ~hange and subsequent 
years, 

(iii) Owner changing 10 the 5111ne func
tional currel1cy as the section 987 QBU.lf 
an owner changes to the same functional 
currency as its section 987 QBU. such sec
tion 987 QBU shall he treated JS ifit termi
nated on last day of the taxable year ending 
before the year of change. See ~~ 1.987-5 
and 1.987-8 for the effect of a termination. 

(f) Examples. The provisions of this 
section are illustrated by the following e.~
ample: 

EXlimple. S. a calendar year foreign corpmal1on. 
is wholly owned by domestic corporation P. The 
Commissioner granted permi"ion to change S· s 
functional currency from the LC to the Fe beginning 
January l. 199.1. The LCffC exchange ratc <In De
cember 31. 1992. is I LCl2 Fe. The follOWing ,hO\\s 
how S must convert the items on its balance sheet 
from the LC to the FC. 
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l:~ 

LC FC 

:'\"ch: 
Ca,h on hand 40.()()() SO.OOO 

:'\l'Cllunt, RCl'cl\ ahk IO.O()() 20.()OO 

111\ cntm! IOO.O()O 200.000 

IOU.U(JO Fe Bond II1IO,()O() LC hl,to!lcal ba'I') fn I 50.()OO 100.000 

FI,cd ""Ch: 

Plorcrt! 2()0,0(JO 400.000 

Plant SOO.OOO 1.000.000 

"\c'l'ullllliatcu Dl'prcc'iation 12()0.OOO) (400.000) 

Lqlllplllcili 1.000,000 2.000.000 

.'\c'c'lIlIIlIlalcd Deprel'ialion 1400.0()O) (800.000) 

Tl1t~t1 "\"ch 1.300.000 2.600.000 

Llanilitl'" 

Ac'c'llllllh Pa! ank 50.000 100.000 

L()Il~-tl'rlll Ltanlhlic, 400.000 800.000 

Paid-ill-Capital 800.000 1.600.000 

Rctcllncd Earmng' fn250.000 100.000 

Total Lianilitie, and Equity 1.300.000 2.600.000 

tn I L:ndcr paragraph Ihl of thi, ,ectioll. S will recognize a 50.000 LC loss (100.000 LC basi, - 50.000 LC value) on the bond resulting from the change in 
functional currcncy, Thu,. Immediately before the change. S's basis in the FC bond Itaking into aCCOlint the loss) is 50.000 LC. 

fn2 The amount of S' s LC retained earnings renect, the 50,000 LC loss on the bond. 

(g) Ef(eclil'e date Generally. this reg
ulation shall apply to taxable years begin
ning one year after the first day of the first 
taxable year following the date of publica
tion of a Treasury decision adopting this 
ruk as a final regulation in the Federal 
Register. If a taxpayer makes an election 
under ~ 1.987-ll(b). then the effective date 
of this regulation with respect to the tax
payer shall be consi~tent with such elec
tion, 

Par. 5. Sections 1.987-1 through 
1.l)87--1- and ~~ 1.987-6 through 1.987-11 
are added and ~ 1.987-5 is revised to read 
as follows: 

,~1. Y87-J Scop£', definitions und special 
rules. 

(a) 111 gcne 1'(1/, These regulations pro
\ ide rules for determining the taxable in
come or loss of a taxpayer with respect to a 
section l)87 4ualified business unit (section 
l)87 QBlI) as defined in paragraph (h)(2) 
,If thi, section. Further. these regulations 
pru\ide rule, for determining the timing. 
amount. character and source of section 
987 gdin or loss recognized with respect to 
a section l)87 QBL, This section addresses 
the sl'llpe llf these regulations and provides 
certain definitiun, and special rules. Sec
tion \987-2 pnnilies rules for attribut
ing ~h,eh and liabilities and items of in-
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come, gain. deduction. and loss to an eli
gible QBU and a section 987 QBU. It also 
provides rules regarding transfers and the 
translation of items transferred to a section 
987 QBU. Section 1,987-3 provides rules 
for determining and translating the section 
987 taxable income or loss of a taxpayer 
with respect to a section 987 QBU. Sec
tion 1.987--1- provides rules for determin
ing net unrecognized section 987 gain or 
loss, Section 1.987-5 provides rules re
garding the recognition of section 987 gain 
or loss. Section 1.987-6 provides rules re
garding the character and source of sec
tion 987 gain or loss. Section 1.987-7 
provides rules with respect to partnerships 
and rules necessary to coordinate the pro
visions of section 987 with suhchapter K. 
Section 1.987-8 provides rules regarding 
the termination of a section 987 QBU, Sec
tion 1.987-9 provides rules regarding the 
recordkeeping required under section 987, 
Section 1.987-10 provides transition rules. 
Section 1.987-11 provides the effective 
date of these regulations. 

(b) Scope of section 987 and defini

tiollS-( I) Taxpayers subject to section 

987-(i) In general. Except as provided 
in paragraphs (b)( I )(ii) and (iii) of this 
section. an individual or corporation is 
subject to section 987 if such person is an 
owner I as defined in paragraphs (b)( 4) and 

(5) of this section) of an eligible QBU (as 
defined in paragraph (b)(3) of this section) 
that is a section 987 QBU (as defined in 
paragraph (b)(2) of this section). Such 
individual or corporation, and any section 
987 QBU owned by such person, must 
comply with these regulations. 

(ii) De minimis rule for certain indi

rectly owned section 987 QBUs. An in
dividual or corporation that owns a sec
tion 987 QBU indirectly through a sec
tion 987 partnership may elect not to ap
ply these regulations for purposes of tak
ing into account the section 987 gain or 
loss of such section 987 QBU if the in
dividual or corporation owns, directly or 
indirectly, less than five percent of either 
the total capital or the total profits inter
est in the section 987 partnership as deter
mined on the date of acquisition of such 
interest or on the date such interest is in
creased or decreased. For purposes of this 
paragraph (b)( 1 )(ii), ownership of a capi
tal or profits interest in a partnership shall 
be determined in accordance with the rules 
for constructive ownership of stock pro
vided in section 267(c), other than sec
tion 267(c)(3). See § 1.987-3 for purposes 
of determining the section 987 taxable in
come or loss attributable to such section 
987 QBU. 



(iii) Inapplicability to certain entities. 
These regulations do not apply to banks, 
insurance companies and similar financial 
entities (including, solely for purposes of 
section 987. leasing companies, finance 
coordination centers, regulated invest
ment companies and real estate investment 
trusts). Further, these rules do not apply to 
trusts. estates and S corporations. 

(2) Definition of a section 987 
QBU-(i) In general. A section 987 
QBU is an eligible QBU, as defined in 
paragraph (b )(3) of this section. that has 
a functional currency different from its 
owner. The fum:liunal currency of an 
eligible QBU shall be detennined under 
§1.985-1. taking into account all of the 
QBU's activities before the application of 
§1.987-7. 

(ii) Section 987 QBU grouping elec
tion-(A) In general. Except as provided 
in paragraphs (b)(2)(ii)(B)(1) through (3) 

of this section, an owner may elect pur
suant to paragraph (f) of this section to 
treat, solely for purposes of section 987, 
all section 987 QBUs with the same func
tional currency as a single section 987 
QBU. 

(B) Special grouping rules for section 
987 QBUs owned indirectly through a 
partnership-(l) In general. An owner 
may elect to treat all section 987 QBUs 
with the same functional currency owned 
indirectly though a single section 987 part
nership as a single section 987 QBU. 

(2) Election not available to group sec
tion 987 QBUs owned indirectly through 
different partnerships. An owner cannot 
elect to treat multiple section 987 QBUs 
with the same functional currency as a sin
gle section 987 QBU if such QBUs are 
owned indirectly through different section 
987 partnerships. 

(3) Election not available to group sec
tion 987 QBUs owned directly and indi
rectly. An owner cannot elect to treat 
multiple section 987 QBUs with the same 
functional currency owned directly, and in
directly through a section 987 partnership, 
as a single section 987 QBU. 

(3) Definition of an eliRible QBU-(i) 
In general. The term eligible QBU means 
activities of an individual, corporation, 
pannership. or an entity disregarded as 
an entity separate from its owner for U.S. 
Federal income tax purposes (DE), if-

(A) The activities constitute a trade or 
business as defined in § 1.989(a)-l(c); 

(B) A separate set of books and records 
is maintained as defined in ~ 1 .989( a )-1 (d) 
with respect to the activities, and a~sets 
and liabilities used in conducting such ac
tivities are reflected on wch books and 
records under ~1.987-2(b); and 

(e) The activities are not subject to the 
Dollar Approximate Separate Transactions 
MethOlI (DASTM) rules of § 1.985-3. 

(ii) Exclusion of DEI' and certain 
QBUs. A DE itself is not an eligible 
QBU (even though a DE may have activ
ities that qualify as an eligible QBU). In 
addition, an eligible QBU shall include 
a QBU defined in * 1.989(a)-I(b) only if 
the requirements contained in paragraphs 
(b)(3)(i)(A) through (e) of this section are 
satisfied with respect to such QBU. Thus, 
for example. neither a corporation nor a 
partnership itself is an eligible QBU (even 
though a corporation and a partnership 
may have activities that qualify as an el
igible QBU). 

(4) Definition of the term "owner". For 
purposes of section 987, only an individual 
or corporation may be an owner of an el
igible QBU. An individual or corporation 
is an owner of an eligible QBU if-

(i) Direct ownership. The individual or 
corporation is the tax owner of the assets 
and liabilities of an eligible QBU as de
fined in paragraph (b )(3) of this section; or 

(ii) Indirect ownership. In the case of 
an individual or corporation that is a part
ner in a partnership, the individual or cor
poration is allocated, under ~ 1987-7, all 
or a portion of the assets and liabIlities of 
an eligible QBU of such partnership. 

(5) Exception with respect to an eligible 
QBU or section 987 QRU (Jfan mvner. The 
term owner for section 987 purposes doe~ 
not include an eligible QBU or a section 
987 QB U of an owner. For example, a sec
tion 987 branch. as defined in paragraph 
(b)(6)(i) of this section is not an owner of 
another section 987 branch, regardless of 
its functional currency. 

(6) Other definitlOJls. Solely for pur
poses of section 987. the following defini
tions shall apply. 

(i) Section 987 branch. A section 987 
branch is an eligible QBU of an individ
ual, partnership, DE, or corporation. all or 
a portion of which is a section 987 QBU. 
Assets and liabilities of an eligible QBU of 
a partnership that are allocated to a part
ner under § 1.987-7 arc considered to be a 
section 987 QBU of such partner, provided 

,uch partner ha~ a functional currency dif
ferent from that of ,>ueh eligible QBU. 

(ii) Sectioll Yfl7/wrmer.1hiv A section 
987 partner,hip I, a partner\hip that ha' 
one or more ,ection 987 branche". 

(iii) Section 987 DE. A section 987 DE 
is a DE that has one or more <,ection 987 
branches. 

(7) Examples. The following example, 
illustrate the pnnciples of paragraph (b) of 
this section. Except as otherwise provided, 
the following facts are assumed for pur
poses of these examples. X is a domes
tic corporation. has the U.S. dollar as ih 
functional currency. and u,es the calendar 
year as its taxable year. Business A and 
Business B are eligible QBU~. maintain 
books and records that are separate from 
the books and records of the entity that 
owns such eligible QBUs. and have the 
euTO and the Japanese yen. respectively. as 
their functional currencies. Finally. DEI 
and DE2 are entities that are disregarded as 
entities separate from their owner for U.S. 
tax purposes, have no assets or liabilities, 
and conduct no actIvities. 

Exumple I. (i) fl/c!,\, X own, Businc;; A and 
the intere\h In DE l. DE I maintain, a ,eparate set 
of books and record, that are kept in Bntlsh pounds. 
DEI owns British pounds and 100'1, of the slOck of a 
foreign corporation. Fe. DE I i, liaole on a pound-de
nominated obligation to a lender that was incurred to 
acquire the stock of Fe. The Fe stock. the pounds. 
and the liability Incurred to acquire the Fe stock are 
recorded on DE I' s separate bOOKS and records, DE I 
has no other a"eh or liahilities and conduct, no dC
tivitles (other than holding the FC stock and servicing 
its liability) 

(11) Allolr.lis. (A) Pursuant to paragraph (b)(4)fJ) 
of Lhis sectiun, X IS the direct owner of BUSiness A 

hecJu,e it i, the tdX owner of the a"eh and Iiabilitie, 
of such ousine", Becau,e Bu,ine<'s A i, an eligihle 
QBU with a functional currency that is dif!erent frnm 
the functional currency of ils owner. X. Bu,me,s A is 

a ~ecl1011 987 QBU. a, defined ill paragraph !b)(2) of 
Ihis ,cctiun, A, a resull, X and it, ,eetion 9H7 QI3U. 
Bu,iness A. are subject to section 9X7 

(8) Holding the slOck of FC and pounds. and ser
vielllg a single liabIlity. does not con,tilule a trade or 
husine" within the meaning of *1.9H9!a)-I(c) Be
cau,e the aClivitie, of DE I do not constitute <1 trade or 
husine", within the meaning ot ~ L'JS9Ia)-1!c). ,uch 

aclivil1es are not an eliglhle QBU. In addition. Pllf
want to paragraph rb)t3)(ii) of Ihis ,eerinn. DEI is 
not an eligihle QBU. A, a result. neither DEI nor il» 
activnie\ qualify as a scctlon 987 QBU of X. There
fore. neither the activities of DE I nor DE I are subject 
to ;,eclion 9X7. For the foreign currency treatment of 

payments on DE I', pound-denominated liahility. ,ee 
~~1.9H7-2(b)(4) and 1.9i1X-lia)(4) 

Exwllple 2. (i I F", 11. X own, the IOteres(s in 
DEI DEI own, Bu,ine,s A and the Interest, in DE2. 
The only activities 01 DE I arc Bu,ine" A activltlc, 
and holding the tntcreq, in DE2 DE2 0\\ n\ BuSl-
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nc" Band BU'lnc" C. h,r purp"'~' oj thi, c\al11pk, 

RU'lIle" B dOL" Imt 111,lIntdlrl hoo~' ,lrld rc'c'(lrd, that 

arl' 'L'parate frol11 Ih (lll nL'l, DE~. In,te,ld, the aL'

Irl itle' (lr RU'lne" B ar~ r~rkded on the hoo~, and 

record, or DE~. IIhlch ~Ire maln[ained In JaP~IllI-"l' 

len. In addi[lon, Ilu,inc'" C ha' the l'.S tilll\dr a, 
1[' rUlktllln,ri curren,'I, 1]l,unt,lin, hllO~' dnJ rL'cnrd, 

that are' ,eparate Irom the hOll~' and rL'c'urd, ot 1)1::2, 

ami I' ~rn dl[!lhk ()Ill' 
1111\//,,11\1) 1:\ll'ur,uant til p"r"~r,'ph Ihl(,1,lllil 

Ill' thi, ,e,tlnn, DE I "nel DE~ ,Ire nnt ell:'ll->k ()Bl',. 

l'urql,lll[ tn par~l:,ra[lh [hll -' Iii I nf [h" 'e'ell(\n, thc' 

IlU\lnL'" Band Bu"ne" C ac'tll nie, of DL2. and 

IhL' llu'"le" A ,ICllI ItiL" "I DE I. arc l'ilgihk ()Bll" 
\ 1nrelllLT, pur'U,lllt tu p,lr,l~r,lph 1 h)(.t I thl' WCtIOIl. 

PI. I I' Ilot IhL' Il\\ ncr III the BU'"le" A. Blhllle" 
Il, Ilr BU'IIlL'" C cli!,lhlc' QHll" allli DE2 i, Illlt the 

\\1\ 11I:r orth,' IlU'llle" B or BU"lle" C L'iigihle QBll,. 
I'htead, pur,uantto p~lra[!raph (h)(.tI(I) of Ihi, ,,-,c-
11I1Il, X " the direct 111\ llL'r Ill' the RU'lnL''' A, HU\I

ilL''' Il. ~llld BU"Ill''' C L'ii~ihk ()Bl'" 
I R I BL'cau,e B'hine" '\ and Bu,inL''' Bare' e11-

[!Ihle ()Bl!, I\ith runL,tiollal CUrrl'IlCle, that arc JitTer

Cllt th,11l the tUIll'linn,II currellcy or X, Bu,ine" A and 
Bu,inL'" Bare leciionYX7 QBll, al defilled in para
graph (h)(21 01 th" \eL'tion. Therefore', X, and the\e 
()!HI,. arc 'uhjeL't to ,e({ion LJX7, Under paragraph 
(h)(6)(iii) )ll thl' ,cL'tion. DEI and DE~ are 'ection 
LJX7 DEI, 

Ie) The BUlinc" C eligihk QBlI hal the ,ame 
IWll'lIonal currcnc~ ~l\ X, Therefore, the Business C 

cliglhle ()BU 1\ not a ,eL'tionLJ)',7 QBe, A\ a lesult. X 
II nol luhiect III \ection LJX7 II ith re'pcct to its Busi
nL'" C L'ilglhle QBU, 

1-.'.lllII11'/(' 3. II) r'le/s. X owns DE I, DE I own\ 

Bu\inc" A and Bu\ine" B, For rurpo\c\ of this ex
amrle. a"ume BU\lIle,I B hal the cum J\ it\ func
tion.!1 currency, 

Iii) Al/u/ni.l, (A) Pursuant to paragra[lh (b)(j)( Ii I 
of thi\ 'cction. DEI i\ lIot an eligible QBU, More
o\cr, purluanl to paragraph Ih)(.tl of thi\ \cL,tillll, 
DE I l\ not the Ilwner of the BU\\Ile" A or BU\lnell 
8 clii!ihk ()Ell, Ill\tcad. pur\uant to paragraph 
(hll.t)(i) of thi, leclion. X i\ the direct oWller ()f the 
Bu,ine" A and Bu\iness B eligihle QBU" 

(B) BUsinc" A and Businel' B constitute two 
,c[larate eligihle ()BUs with thc eufO a\ their rc\pec
lIlC functiOlldl currency, AccordIngly. Busine\\ A 
and I:luline" B arc' 'el'lion lJX7 ()BU, of X X may 
cleL't to treat BUline" A and BUline\\ B a\ a \ingle 
'L'L'lion lJX7 QB 1I pursuanttll para)!raph (h)( 2)1 ii)( A) 
Ill' thll IC((lllIl. If ,uch election is made, pur,uant 
tIl parai!raph (h)I.t)O) "I' [hi\ \cctilln, X i, thc direc·t 
Oe' ncr of the BUline" AB section LJX7 QBU Ihat in
L'lude\ the a((i\ itic, of both the Bu\ine" A ,cction 
lJ~7 QEl' and the Busine\\ B 'l'ction IlX7 ()BU, In 
addnllln. rur,uant til paragraph (hl(.t) of this leellon. 
DE I I' 11\lt In:.lleJ as the oWller of the I3u\ines\ AI3 
lec'tlon LJX7 ()8l l, X, ~lnJ III AB 'Cellon lJX7 QBU. arc 
IUhIC(( t" "ection lJX7. U nLler r,lragraph (h I( (»)( iii) of 
Ih" "~L'tion, DE I " a ledilm YX7 DE. 

1:.1(/1111
'
/( -I. Ii) rue/I, X il a ranner in P. a rart

nl'r,hip, FC a controlkd fmcign corpmation (al de
fined in I(L'tion Y~71a)) (If X II ith the Llpane,e yen a' 
ih funclional eurrenc~, il the Ilnly other parlnn in P, 

I' ,m n, DE I and BUllnc" A. DE I "" III BUlinc" B. 
III) .1.1/<//11/1. 1.-\) Pur,uant to PJra~raph (h)I'<)( III 

of thll Il'cti(lIl. P and DE 1 dfC nllt eliglole IcctillllLJ~7 
QBl'" ~Iorcll\cr. purlualllloparagrJph (hll.t)ofthil 

\cction. neither P nor DE I is the owner of tht' Bu,i

ne" .-\ L'ligihle QBU or the Bu,incSI B e1igihle QBU 
for ,eLllIllI 9K7 purpn,c\, In,tc.!d, pur,u,lIlt til para

graph Ih)(4)(ii) of this ,cL'tion. X ami FC are mdi

rect 0\1 nl'f\ of the Bll\inc\\ A eliglhle' QBl' ,lIld the 
RUllnl''' B L'ligiole QBll to Ihe ntL'nl they are al

IllcateJ al'et' anJ liahilitic, of \1lL''' husinesses under 

~ 1.9K7~ 7, Under paragraplb I h )(6 It II) and (iii 101' this 

leL'lion, rc'pectil'd), P is a ICL'tion YK7 pdrtnership 
and DE I i, a lection 91{7 DE, 

i. H) Bccau\c Hu\ine" A and 8u'lness B are eligi
ble ()Bll, \1 ith a different functional CUlTcnL'Y than X. 
Ihe porti(ln, of BU'lne" A and BusineS\ B allocated 
10 X undcr ~ I.LJS7~7 arc section LJ87 QBUs of X, As 

a rClult. X and ih ,ection lJK7 QBUs arc ,uhject to 
leL·tillil ()S7, 

Ie) Because the Busine\, A eligible QBU has a 

different functional currenc) than Fe the portion of 

the Bll\inc\\ A eligihle QBlJ that is allocated to FC 
under ~ I.LJK7~ 7 is a section ')87 QBU, and FC and its 

Icdion 987 QI3U arc subject to seclion lJH7, How
ever, the BUline,s B eligible QBU has the same func

tional cUlTcnL'Y a\ Fe. Therefore. the portion of the 
Bmine" B e1igihle QBU that is allocatt'd to Fe un
der ~l.lJH7~7. i\ nnt a section 987 QBU, As a result. 
FC i\ not subject to section ')87 with respect to its 

BUlme\\ B eligible QBU. 
Erwll[J/e 5, Ii) Fuels, X owns all of the interests 

in DE I. DE I own, BU\inc\\ A, DE I o\\ns all of the 
interesh in DE2, DE2 owns Bu\iness B, DE2 owns 

alillt' the intere\ts in DE3. an entity disregarded as an 
entity separate from Its owner. DE3 o\\ns Business 
e. which is an eligible QBU with the Russian ruble 
a,\ its functional currency. 

(Ii) ;\Il(//Ysi" Pursuant to paragraph (h)(3)(ii) 

of this section, DE I, DE2 and DE3 are not eligi
hle QBUs. Pursuant to paragraph (h)O)(i) of this 
'ection, the Busine\\ A. Busines<; Band BU\iness 
C activitie\ arc elrglhle QBUs, Moreover. pursuant 
to paragraph (h)(.tl of thi\ ,el'lion, X IS the direct 

owner of the Bu,iness A, Busine" B and Business C 
eligihle QBlh, Pur\uant to paragraph (h)(5) of this 
,eclion. an eligihle QBU i\ not an owner of another 
eligible Q8U, Accordingly. the BusinelS A eligihle 
QBU i, not the owner of the BUliness B eligible 
QBU. and the Ru\ineSl B eligible QBU is not the 
o\\ncr of the BusinelS e eligible QBU, Since the 
Businc\\ A, Bu\ine", B. and Business C eligible 
QBUs each has a different functional currency than 
X, \uch digihle QBU\ are \cction 987 QBU\ of X, 

AI a rc\ult, X and its Icction yg7 QBUs are subject 
(() \cction lJS7. Under raragraphs (b)(61Iiii) of this 
,ection. DE I. DE2 and DE3 are \ectlon 987 DEs, 

(c) Erclwnge rates. Solely for purposes 
of section 987, the following definitions 
shall apply, 

(1) Spot rote-(i) In general. Except as 
otherwise provided in this section, the spot 
rote means the rate determined under the 
principles of § 1.988-\(d)(1), (2) and (4) 

on the relevant day. 
(ii) Eleoioll 10 lise a spot rate con

\'elliion-(A) In general. In lieu of the 
spot rate determined in paragraph (c)(1 )(i) 
of this section. an owner may elect un
der paragraph (f) of this section to use a 

spot rate convention that reasonably ap
proximates the rate in paragraph (c)( I)(i) 
of this section, A spot rate convention 
may be determined with respect to a rate 
at the beginning of a reasonable period, 
the end of a reasonable period, an aver
age of spot rates for a reasonable period, 
or hy reference to spot and forward rates 
for a reasonable period. For example, in 
lieu of the spot rate determined in para
graph (c)(I )( i) of this section, the spot rate 
for all transactions during a monthly pe
riod can be determined pursuant to the fol
lowing conventions: [he spot rate at the be
ginning of the current month or at the end 
of the preceding month; the monthly av
erage of daily spot rates for the current or 
preceding month; or an average of the be
ginning and ending spot rates for the cur
rent or preceding month. Similarly, in lieu 
of the spot rate determined in paragraph 
(c)(1 )(i) of this section, the spot rate can 
be determined pursuant to an average of 
the spot rate and the 30-day forward rate 
on a day of the preceding month. Use of 
a spot rate convention that is consistent 
with the owner's convention used for fi
nancial accounting purposes is presumed 
to reasonably approximate the rate in para
graph (e)(\)(i) of this section. The Com
missioner can rebut this presumption if use 
of such a convention results in a significant 
distortion of income or loss under the facts 
and circumstances. 

(B) Election does not apply with respect 

to section 9RR transactions. The election 
to use a spot rate convention set forth in 
paragraph (c)( I )(ii)(A) of this section does 
not apply to section 988 transactions of a 
section 987 QBU. 

(2) Yeurly a\ierage exchange rate. 
Notwithstanding § 1.989(b )-1, for pur
poses of section 987, the yearly average 
exchange rate is a rate determined by the 
owner that represents an average exchange 
rate for the taxable year (or, if the section 
987 QBU is sold or terminated prior to 
the close of the taxable year, such por
tion of the taxable year) computed under 
any reasonable method. For example, an 
owner may determine the yearly average 
exchange rate based on a daily, monthly or 
quarterly averaging convention, whether 
weighted or unweighted. and may take 
into account forward rates for a period not 
to exceed three months. The method for 
determining the yearly average exchange 



rate must be consistently applied by the 

taxpayer. 
(3) Historic exchange rate-(i) In gen

eral. Except as otherwise provided in 
these regulations, the historic exchange 

rate shall be-
(A) In the case of an asset that is trans

ferred to a section 987 QBU, the spot rate 
as defined in paragraphs (c)(1)(i) and (ii) 
of this section on the day of transfer; 

(B) In the case of an asset that is ac
quired by a section 987 QBU (other than 
by a transfer to a section 987 QBU de
scribed in paragraph (c)(3)(i)(A) of this 
section), the spot rate as defined in para
graphs (c)(1 )(i) and (ii) of this section on 
the day the asset is acquired; 

(C) In the case of a liability that is en
tered into by a section 987 QBU, the spot 
rate as defined in paragraphs (c)(1 )(i) and 
(ii) ofthis section on the day the liability is 
entered into; and 

(D) In the case of a liability that is trans
ferred to a section 987 QBU, the spot rate 
as defined in paragraphs (c)(l )(i) and (ii) 
of this section on the day the liability is 
transferred. 

(ii) Changedfunctional currency. In the 
case of a section 987 QBU that previously 
changed its functional currency, § 1.985-5 
shall be taken into account in determining 
the historic exchange rate for an item. 

(d) Section 987 marked item. A sec
tion 987 marked item is an asset (section 
987 marked asset) or liability (section 987 
marked liability) that-

(I) Is reflected on the books and records 
of a section 987 QBU under §1.987-2(b); 

(2) Would be a section 988 transaction 
if such item were held or entered into di
rectly by the owner of the section 987 
QBU; and 

(3) Is not a section 988 transaction with 
respect to the section 987 QB U. 

(e) Section 987 historic item-(l) In 
general. A section 987 historic item is an 
asset (section 987 historic asset) or liabil
ity (section 987 historic liability) that-

(i) Is reflected on the books and records 
of a section 987 QBU under § 1.987-2(b); 
and 

(ii) Is not a section 987 marked item as 
defined in paragraph (d) of this section. 

(2) Example. The following example 
illustrates the application of paragraphs (d) 
and (e) of this section: 

Example. X is a domestic corporation with the 

dollar as its functional currency. X owns all the inter-

ests in UK DE. a section 987 DE that owns a section 

987 branch having the pound as its functional cur

rency. Items reflected on the branch'~ balance sheet 

include £ 100 of cash. $25 dollars of cash, a build

ing with a basis of £ 1,000, a truck with a basis of 

£75, a computer with a hasis of £10, a 60 day re

ceivable for ¥15 and a note payable of £500. Under 

paragraph (d) of this section. the £ 100 of cash and the 

£500 note payable are section 987 marked items. The 

other items are section 987 historic items under this 
paragraph (e) 

(f) Elections-( I) In general. Elections 
made under section 987 shall be treated as 
methods of accounting and, except as oth
erwise provided in this paragraph (f), are 
governed by the general rules concerning 
changes in methods of accounting. 

(2) Persons making the election-(i) In 
general. Except as provided in paragraphs 
(f)(2)(ii) and (iii) of this section, elections 
regarding section 987 shall be made by the 
owner as defined in paragraph (b)( 4) of 
this section. 

(ii) Controlled foreign corporations. 
Where a section 987 QBU is held by 
a controlled foreign corporation, elec
tions shall be made in accordance with 
§§1.952-2(c)(2)(iv) and 1.964-1 (c) by its 
controlling U.S. shareholders. 

(iii) Foreign corporations that are not 
controlled foreign corporations. Where 
a section 987 QBU is held by a for
eign corporation that is not a controlled 
foreign corporation, elections shall be 
made in accordance with the principles 
of §1.964--1(c) by the majority domestic 
corporate shareholders. 

(3) When elections must be made. An 
election under section 987 must be made 
with respect to a section 987 QBU for 
the first taxable year in which the election 
is relevant in determining the section 987 
taxable income or loss, or section 987 gain 
or loss, of the section 987 QBU. 

(4) Manner ofmakinx elections. Elec
tions shall be made under section 987 by 
attaching a statement to the timely filed 
tax return of the owner, or other applicable 
person, for the first taxable year in which 
the owner intends the election to be effec
tive. The statement must be dated and ti
tled "Election(s) Under Section 987," must 
indicate the regulation section that autho
rizes the election(s), and must clearly de
scribe the election(s) being made. Each 
section 987 election must remain a part of 
the books and records of the taxpayer and 
be available to the IRS upon request. 

(5) Consent of the Commissioner. Elec
tions made in accordance with the rules of 
this paragraph (f) shall be considered made 
with the consent of the Commissioner. 

(6) Failure to make election. If an 
owner is permitted to file an election pur
suant to this paragraph (f), but fails to 
make such election in a timely manner, 
the owner shall be considered to have 
satisfied the timeliness requirement with 
respect to such election if the owner is able 
to demonstrate to the Area Director, Field 
Examination. Small Business/Self Em
ployed or the Director, Field Operations, 
Large and Mid-Size Business (Director) 
having jurisdiction of the taxpayer's re
turn for the taxable year, that such failure 
was due to reasonable cause and not will
ful neglect. The previous sentence shall 
only apply if, once the owner becomes 
aware of the failure, the owner attaches 
the election, as well as a written statement 
setting forth the reasons for the failure 
to timely comply, to an amended income 
tax return that amends the return to which 
the election should have been attached 
under the rules of this paragraph (f). In 
determining whether the owner has rea
sonable cause, the Director shall consider 
whether the taxpayer acted reasonably and 
in good faith. Whether the taxpayer acted 
reasonably and in good faith will be deter
mined after considering all the facts and 
circumstances. The Director shall notify 
the owner in writing within 120 days of the 
filing if it is determined that the failure to 
comply was not due to reasonable cause, 
or if additional time will be needed to 
make such determination. If the Director 
fails to notify the owner within 120 days 
of the filing, the owner shall be considered 
to have demonstrated to the Director that 
such failure was due to reasonable cause 
and not willful neglect. 

(7) Revocation of election-(i) In gen
eral. Elections under section 987 can
not be revoked without the consent of 
the Commissioner. The Commissioner 
will consider allowing the revocation of 
an election if the taxpayer can demon
strate significantly changed circumstance 
or such other circumstances that in the 
judgment of the Commissioner clearly 
demonstrates a substantial non-tax busi
ness reason for revoking the election. 

(ii) Exception in the case of certain ac
quisitions. [Reserved]. 
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~ I. Ytl7.? AflrilJllrio/i (it ifl'lll.1 ro uicerioll 

087 (jUl.'. rile dcjiJ1lrioli % rmllskr ulld 

rc/uled min. 

lal S(OII(' (/Iu! ,,;cllCl'ul firill('ilill' I. Para
!-,r~I[11J Ihllli thi, sc,ctillil prm Ide, ruk" fllr 
Clttributing a"eh and liabilities, ,md items 
llf incoll1l'. gain, deduction, and lo"s, to an 
l'ligihk QBll ,Illd a ",'([ion l)t;7 QBL!. A,,
set-, and Ilahilitie" ,II'e attrihuted to an d
igihk ()Bl~. ,til ()I' a portion of \\ hich is 
,I ,cllilln LlX7 QB l' lor purpmcs of sec
tillil l)X7. Itl'IlI" llf llleOll1e. gain, dcduc
tillil, and IllS, all' attrihuted to an eligible 
QBll all llr a portion PI' \\hich is a section 
lJX7 QBL! tllr purpo,e\ of computing the 
scctitln l)t;7 taxahle income of such section 
LJX7 QBL!, and of the ownCf ot such sec
tilln ()X7 QBlI. Paragraph IC) of this section 
ddines a transfer for purpll'CS of section 
l)X7. Paragraph (d) of this section provides 
u'an,latioll ruks for transfer" to a section 
l)t;7 QBll. 

(b) ,\rrrilJIIlioll or irellls ro (//1 digiNe 
(jHlI-ll) GCl1cral rilles. Except as pro
\ Ided in paragraphs (h)(:2) and U) of this 
section, items arc attrihutahle to an eligi
ble Ql3l1 to the extent they arc reflected 
on the separate set of hook ... and records, 
as defll1ed in ~ 1.9Xl)(a)-l(d). of the eligi
hie QI3U. For purposes of this section, the 
term "item" refer, to as,ets and liahi I ities, 
and itell1s of income, gain, deduction, and 
1000s. !telm that are attrihuted to an eligible 
QB 1I pursuant to this section must be ad
Ju"ted tll conform to U,S. tax principles as 
provided ill ~ 1.l)t;7--1-le). These attribution 
ruks apply \olely for purpo,es of section 
l)X7. For example, the allocation and ap-
110l'tionment of lIlterest expense under sec
tion X6-1le) is independent of the rules un
der section 9X7. 

(:2) F\('(prioll,1 tin IlIJI1-lwrr/i,iio stod. 

illrCrCSI.I ill lii/l-rl1crshi/is. alld cerra ill lIC

IllIi.l;r;UI1 illi/e/Jredll<'l.I-( i) (i{'I1('rol mil'. 

heept a" prll\ided in paragraph (b)(2)(ii) 
of this ,ection, the following shall not he 
ulnSlLiereLi to be on the hooks and records 
of a an cli)2ible QBll: 

(A) Stoc k Df a eorporat iun (w hether dll
lllt'stic or tnrei)2l1). 

1 B) An intcrc,t in a partnership 
(II hether tiollle,tic or foreign I. 

1 C I .-\ llahility that \Ias incurred to ac
quirl' the stock or an interest in a partner
ship tic,nibl'd in paragraph, (b)(2)(i)(A) 
lH' (B) ,lj' this 'lYtlon. rcspecti\Cly. 
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(D) Income, gain, deduction, or IllSS 
arising from the items descrihed in para
graphs (h)(:2)(i)(A) through ((') of this sec
tion. For example, a section 951 inclu
sion with respect to stock of a foreign 
l'llrporation that is descrihed in paragraph 
(h)(:2)( i)( A) of this section shall not be con
sidered to he on the hooks and records of 
the l'ligihle QBU. 

(ii) Porr/illin .1 rod.. Paragraph 
(h)(2)(i)(A) of this section shall not apply 
to stuck of a corporation (whether domes
tic or foreign) reflected on the books and 
records, within the meaning of paragraph 
(h)( I) of this section, of an eligible QBU 
pnllided the owner of the eligible QBU 
owns less than 10 percent of the total vot
ing power or value of all classes of stock 
llr such corporation. For purposes of this 
paragraph (b)(:2)(ii). section 318(a) shall 
be applied in determining ownership, ex
cept that in applying section 318(a)(2)(C), 
the phrase "'10 percent" is used instead of 
the phrase "'50 percent." 

(3) Adjustments to items reflected 011 

the books und records-til General rule. 
If a principal purpose of recording (or 
failing to record) an item on the books 
and records of an eligible QBU is the 
avoidance of U.S. tax under section 987, 
the Commissioner may allocate any item 
between or among the eligible QBU, the 
owner of such eligible QBU, and any 
other persons, entities (including disre
garded entities!. or other QBUs within 
the meaning of ~1.l)89(a)-I(b) (including 
eligihle QBUs). A transaction may have 
such a principal purpose even though the 
tax avoidance purpose is outweighed by 
other purposes when taken together. For 
purposes of this paragraph (b)(3)(i), rele
vant factors for determining whether such 
U.S. tax avoidance is a principal purpose 
of recording (or failing to record) an item 
on the books and records of an eligible 
QBU shall include, but are not limited to, 
the factors set forth in paragraphs (b)(3)(ii) 
and (i i i) of this section. The presence or 
absence of any factor, or of a particular 
numher of factors, is not determinative_ 
Moreen er. the weight given to any factor 
(whether or not set forth in paragraphs 
(h)( 3)( ii) and (iii) of this section) depends 
on the particular case. 

(ii) Fuc!u}'s indicating 11O tax amid

ul1ce. For purposes of paragraph (b )(3 lei) 
of this section, relevant factors which may 
indicate that the recording (or failing to 

record) an item on the hooks and records 
of an di!!ible QBlI does not have as a 
principal ~pllrpose the a\'oidance of U,S. 
tax under section 987 include the record
ing (or not recording) of an item: 

(A) For a ,ignific<lnt and hunutide busi

ness purpose. 
(B) In a manner that is consistent with 

the economics of the underlying transac
tion, 

(C) In accordance with generally ac
cepted accollnting principles (or similar 
comprehensive body of professional ac
counting standards l. 

(D) In a manner that is consistent with 
the treatment of similar items from year to 
year. 

(E) In accordance with accepted condi
tions or practices in the particular trade or 
business of the eligible QBU. 

(F) In a manner that is consistent with 
an explanation of existing internal ac
counting policies that is evidenced by 
documentation contemporaneous with the 
timely filing of a return for the taxable 
year. 

(G) As a result of a transaction between 
legal entities (that is, the transfer of an as
set, or the assumption of a liability), even 
if such transaction is not regarded for Fed
eral tax purposes (that is. a transaction be
tween a DE and its owner). 

(iii) Factors indicating tax (/voidance. 

For purposes of paragraph (b)(3)( i) of this 
section, relevant factors which may indi
cate that a principal purpose of record
ing (or failing to record) an item on the 
books and records of an eligible QBU is 
the avoidance of U.S. tax under section 
987 are-

(A) The presence or absence of an item 
on the books and records that is disre
garded as transitory due to a circular flow 
of cash or other property; 

(B) The presence or absence of an item 
on the books and records that is the result 
of one or more transactions that do not 
have economic substance; 

(C) The presence or absence of an item 
on the books and records that results in the 
taxpayer (or person related to the taxpayer 
as defined in section 267(b) or 707(b)) 
having off~etting positions in the func
tional currency of a section 987 QBU; and 

(D) The absence of any or all of the 
factors listed in paragraphs (b )(3 )(ii)(A) 
through (E) of this section. 



(4) Assets and liabilities of [I partner
ship or DE that are not attributed t() an 
eligible QBU. Neither a partnmhip nor a 
DE is an eligible QBU and, thus, cannot 
be a section 987 QBU. See * 1.987-1 (b)(2) 

and (3). As a result, a pannership or DE 

may own assets and liabilities that are not 
attributed to an eligible QBU (or a sec

tion 987 QB U) as provided under this para
graph (b) and, therefore, are not ~ubject 
to section 987. For the foreign currency 
treatment of such assets or liabilitIes. see 
§1.988-I(a)(4). 

(c) Transfers to and from .lection 987 

QBUs-(l) In general. The following 
rules apply for purposes of determining 
whether there is a transfer of an as,et or a 
liability from the owner to a section 987 
QBU, or from ~uch section 987 QBU to 
the owner. These rules apply solely for 
purposes of section 987. 

(2) Disregarded IrunsuctirJ/l\-(ij Gen
eral rule. Solely for purpose~ of section 
987, an asset or liability shall be treated 
as transferred to a section 987 QBU if, as 
a result of a disregarded transaction, such 
asset or liability is reflected on the books 
and records of the section 987 QB U within 
the meaning of paragraph (h) of this sec
tion. Similarly. an asset or liability shall 
be treated as transferred from a section 
987 QBC if, as a result of a disregarded 
transaction, such asset or liability is not re
flected on the books and record~ of the sec
tion 987 QBU within the meaning of para
graph (b) of this section. 

(ii) Definition of a disregarded transac
tion. For purposes of this section, the term 
disregarded transactioll means a transac
tion that is not regarded for U.S. Federal 
tax purposes. For purposes of this para
graph (c). a disregarded transaction shall 
be treated as including the recording of an 
asset or liability on one set of books and 
records, if the recording is the result of 
such asset or liability being removed from 
another set of books and records of the 
same person or entity (including a DE or 
partnership ). 

(iii) Items derived from disregarded 
transactions ignored. For purposes of 
section 987, disregarded transactions shall 
not give rise to items of income, gain, 
deduction, or loss that must be taken into 
account in determining section 987 tax
able income or los~ under S 1.987-3. 

(3) Trun.~fers of assets to and from 
indirectly owned section 987 QBUs-(i) 

COlifribLlliollS 10 paJ'lnel'.liliji.\. Solely for 
purpose" of ~ection 9X7. Qn Q,\ct \hall 
be treated as transferred to an indirectly 
owncd section 987 QBU if. dnd to the ex

tent, the a~set is cOIlti'ibUled til the ;,ectiol1 
\)87 partner~hip that carrie, Oil the ,ec
tion 987 QBU provided that immediately 
following such contrihution. the asset is 
reflected on the boob ami record.., of the 
,ection 987 QB U within the meaning of 
paragraph (b) of thi\ section. For pur
poses of this paragraph (cJ{3)(i). deemed 
contributions under section 752 .~hall be 
disregarded. 

(ii) DistriiJlItio/l.\ FOil! f/Ul'!ilfnhi/I.I. 

Solely for purposes of section 9X7. an 
asset shall he treated as transferred from 
an indirectly owned section 9X7 QB U if. 
and to the extent, the section 9R7 part
nership that carries on the,eclion 91\7 
OB U di~trihutes the asset to a partner 
provided thaI. immediately prior to such 
distrihution, the :l-;set was reflected on 
the books and records of such ~ection 9:<:7 
QBU within the meaning of paragraph 
(b) of thio section. For purpo:-,es of thi~ 
paragraph (c)(3)( iii, deemed distrihlltioll\ 
under ~ection 752 shall be disregarded. 

(4) Trwlsjers of liahilities to Ilild jimll 

indirectly owned section CJfl7 QBUs-( i) 
Assumptions ojpartner liahilitles. Solely 
for purposes of section n7. a liability shall 
he treated as transfcned to an indirectly 
owned section 987 QBU if. and to the ex
tent, the section 987 partnership assumes 
such liability, provided that immediately 
following such assumption, the liability is 
reflected on the books and records of the 
section 987 QBU within the meaning of 
paragraph (b) of this ,ection. 

(ii) ASSllmptlOns o!p0r[flership liu/Jili
ties. Solely for purposes of section 987. a 
liability shall be treated as transferred from 
an indirectly owned section 987 QBC if, 
and to the extent, the owner assume~ ,uch 
liability of the section 987 partnership pro
vided that immediately prior to,uch as
sumption, the liability was reflected on the 
books and records of the section 987 QB C 
within the meaning of paragraph (b) of this 
section. 

(5) Acqui.litions and dispositiolls III ill
terests in DEs and partnerships. Solely for 
purposes of section <)~7, an as,e! or liahil
ity shall be treated as transferred to a sec
tion 987 QBU if, as a result of an aeqlli\i
tion (including by contribution) or di~posi
tion of an interest in a ~ection 987 pur1ner-

,hip or ,ection liX7 DE. ,ucil a~,ct or liabil
ity i, reflected on the hook, and rccdrJs of 
the ,ection9X7 QBll. SimiLtrl). an a\',et or 
liahility ,hall he treated d\ tr;\ll\ferred froIll 

d ,ection 9X7 (JBU iI. a, a re~ult of an ac
qUIsition Of di,po,itiol1 of un Intere,t in a 
,ection 987 partnership or ,ection 987 DE. 
the asset 01' liability is not reflected on the 
boob and record, of the \ectiplllJ87 QBtl. 

(0) ('/lilll~(,.\ ill jiml/ oj' oll·!ln.l/lI!). 

Fur purp(JI,e, of thi\ paragraph (c). mere 
change\ III form of Ilwner,hlp of an el
igible QBU ,hall not rc\ulr in a rran\(er 
to or Inllll J ,ecti(lIl lJX7 OBU. III,tead, 
the determination of whether a tran,fcr 
ha, occurred 1Tl \lIch C;)\c ,hall he made 
LInder paragraph (U()) of thi\ section For 
example. a transaction with respect to an 
eligible QBU that cau,c" a Jirect owner 
of the e1igihle QBU to become an indirect 
owner of \uch eljgihle OBL. ~h<lll l1\>t, 
except to the extent provided in paragraph 
(c)()) of thi, section, result in a transfer 
to or fwm a ,ection 987 QBU. See for 
example, Rev. Rul. 99-5. 19(}9-l C.B. 
-U4, Rev. Rul. 99-6, \999- I C.B. 432, 

see ~601.6())(d)(2) of this chJpter. and 
,ectioll 70S and the applicahle regulation,. 

(7) Appli('urioll (I/gellem! lUX Iml pril1-

up/e.l. General tax law principles, includ
ing the circular ca~h now. step-tramaction, 
and <;uhstance-over-form doctrines, apply 
for purpmes of determining whether there 
j~ a trJIl'Jer of an as,et or liability under 
thi, p:lragraph (cJ. 

IX) Interactio/l \\'ith .~/9XX-/({J)( 10). 

See ~ I 98R-)(a)( 10) for rules regarding 
the treatment of an intra-taxpayer transfer 
of a ,ection 9RR (ran~act]()n. 

1<)) EXliiIlP!CS. The following examples 
illu~trate the principles of this paragraph 
(C). For purposes of these examples. It is 
assumed that X and Yare domestic corpo
rations, have the dollar as their functional 
currency. and ll~e the calendar year as their 
taxable year. It is abo assumed that Busi
ness A and BII\ine~.s B are eligible OBU.\, 
maintain books and records that are sep
arate ffDll1 the books and record, of the 
entity that own, ,uch ellgihle QI:3Us, and 
have the euro and the yen. re~pecti\'ely. as 
their functional currencies. Finally. it is <1\

sumed that DE 1 and DE~ are entities that 
are cij,regarded as entitic\ separJte from 
theIr owner for US. tax purpme,. For pur
pose, of determining whether any of the 
transfers in thc~c examples result In rellllt
tances. see ~ 1. 9R7 - 5. 
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Example I. TrUII.,Fr 1(1 (/ ,I/reol, (lIIIIUI \('cTiUII 

Wi! QBL' III flu 1\. X OIl n, lOll percent ot the Illler

c'i>lnDEI DEI olllbBu,inc"'-\ \'lIIlht 1()\Ithdt 
arc not rctlcded on the h,'O\..' and rC,'\ll'lI, (If BU'II1C" 
A. Bu,inc" A i, in need (If addltion~d cdpltal and. a' 
a re,ull. X loan, the t IO() III DE I I to he u,cd In Blhi

ne~~ A) in ~\.L'hangl' for ~l notl.? 

Iii \ Allain/I. I A \ The loan from X to DE I t, not 
rq;ardcd for L·.S. federal ta, purpo,e, and therefllre 

I' a dl,ret!arded trdn,adllln. A, a fe'ult. the Buqnc" 
A note held h~ X. and the Ji.lhilit~ of DE I under thl' 
note. arc not taJ..en inlo account under thi.' 'ection. 
Ho\\ cler. the t lOll of c",h that \I a, loaned fnlm X 
tLl OF I land u'ed In BtI,inc" A \ pur,uant to the note 
mu,t he taJ..cn int(l aeL'lHlnt under thi, para:craph Il·). 

(B) The loan of t 100 from X to DF I i, a 
diqe~afded tran'actlOn and. a, a re,ult of ,uch di,
regarded tran,aetion. the tI 00 i, re!leeted on the 
hoob and record, of Bu,ine" A. Therefore. thl're 
ha, heen a tran,fer of non frum X to Bu,lnc" A. 
See ~ I.,)X~-I (a)( 10)( ii) for the application of \CctiLln 
LJX~ to X a, a re,ult Llf the loan. 

EIlI/lIl'I,,~. Trw"!,,r /0 (/ direoll' o\l'lled we/ioll 
487 Q8[r Ii) FUe/I. X llI\ n, Bu,ine\\ A and Bu,i
ne\S B. X owm e4uipment that i, used in Business 
A and i, retlected on the books and records of Busi
ness A. Because Busine,s Aha, eXc'e" manufactur
ing capacity and X intends to expand the manufactur
ing L'apacity of Business B. the e4uipment formerly 
lhed in Business A discontinues being used in Busi
ne" A and hegin, being used in Busilless B. As a re
sult of such c4uipment heing used by Business B. the 
e4uipment is removed from the books and records of 
Business A. and is recorded on the books and records 
of B usine" B. 

(ii) AII(//ni.\· As a result of Bu,iness B uSlIlg the 
equipment formerly used by Busine" A, the equip
ment cease, to be retlected on the hooks and records 
01 BUSiness A, and becomes reflected on the books 
and records of Busines, B. As a result. such entries 
constitute a di,regarded transaction. Therefore. there 
has hecn a tramfer of the e4uipment from the Busi
ness A section 9R7 QBU to X. and a tran,fer hy X of 
such e4u1pment to the Business B 'ectlOn ')';',7 QBU. 

Exalllple 3. IIITereo/llpall\ .\(1/" of j]Jol)('rl.l' "e

IWei'1I 111'0 \l'crioll ')1\7 QRU.\. Ii) flll·/.I. X owns 
DE I and DE2. DE I and DE2 own Business A and 
Business B. re'pectively. DE I owns e4uipment that 
i, used in Busine" A and is rellected on the hooks 
and records of Busine\> A. For bu,incss rea,ons. DE I 
sells a portion of the equipment used in Bu,inc" A to 
DE2 for cash. The cash used hy DE~ to acquire the 
equipment wa, generated by 13usinc" Band wa, re
!lected on Busine" B' s boob and records. Follow
ing the saie. the cash and e4uiplllent will he used in 
Bu,ine" A and Bu,iness B. respectively. As a re
,ult of such sale. the c4u1pment I, removed from the 
hoob and record, of Business A, and is recorded on 
the hoob and records of Bu,ine\S B. SlI11ilariy. as a 
re,ult of the sale. the cash i, removed from the boob 
,md record, of Bu,ines, B. and i, recorded on the 
hook-. and record, of BU,lI1e" A. 

I ill AI/(/lni.<. I A) The sak of e4uipmcnt het\\ cen 
DE I and DE~ i, not regarded tilr Federdlta\ purp,»es 
,md thercfnre is a dl\legarded transaction. As a result. 
,u,'h ,ale i, I1\lt takcn into ac(punt under thi, section 
and docs not t;il e rise tn an itemuf income. gain. de
Juct/(\n \If io" pursualltto paragraph I c Ii ~ II iii) \)1' th" 
,cc'lion H\\\I l'V cr. thc cash and equipment cxc'hanged 
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hI DE I and DE2 in ,'onnection vI ith the sale mu,t be 
t<l\..ell into account under this paragraph (el. 

I B I The saie of thc e4uipmcnt is a disregarded 
transaction and. ,I' a result of ,uL'h disrc:cardcd 
tran'<IL·tion. the equipment cca,es to be rellectcd on 
the honb and rewrds of 13u,iness A. and hecome-. 
rdlcLled on the book, and rccmds of Busint'ss B. 
Therefore. there has been a tramfer of the eljuipment 
['rolll DEI', Business A section LJH7 QBLI owned bJ 
X tn X, anJ a ,uhscqucnt tram fer of ,uch cljuipment 
twm X to DE2's Bu,lness B sectiDn 9~7 QBU. 

lll\ ned h) X 
Ie) As a rl'suit of the sale nf e4uipment (that is. 

the disregarded transaction). the cash proceeds cease 
to bt' rdlcL'led on the books dnd fccDrds of Business 
B. and become retlected lln the hook, and rewrds of 

Bustnes-. A. Therefore. there has been a transfer of 
the cash from DE2's Busine,s B section LJ87 QBU 
0\\ ned hy X to X. and ,I suh,e4uent transfer of such 
cash from X to DEI's Business A section 987 QBC. 
owned hy X. 

F. \lilliI'll' -+. TruIlS(lCItOIiS "eMefll iii reell.\' (llUi ill

directlr (III lied sectioll Wi7 QBUs. (i) FueTs. X owns 
SOc!' of the interest in P. a partner'hip. Y owns the 
other SO'k Interest in P. P owns IOll'7c of the interests 
in DEI and DE2. DEI owm Business A and DE2 
owns Bu,iness B. X and Y each have a SO'7c allocable 
share 01 the assets and liabilities of Business A and 
Business B. as determined under ~ 1.987-7. that con
stitute section 987 QBUs. In connection with Busi
ness A. DE 1 licenses intangible propeny to both DE2 
and X. X enters into the license agreement in a trans
action other than in its capacity as a partner of P and. 
therefore. the license is con,idered as occurring be
tween P and one who is not a partner \\ithin the mean
ing of section 707(a). DE2 uses the intangible prop
erty in Business B. Pursuant to the license agreement. 
X and DE2 pay a no and f'iO royalty. respectively. 
to DEI. 

(ii) Alillini.1. I i\ I The license from DE2 to DE I 
is not regarded for U.S. tax purposes and, as a result. 
royalty payments under the license are disregarded 
transactions. Thus. neither the payment nor the re
ceipt of the ro) alty pursuant to the license agreement 
gives rise to an item of income. gain, deduction or 
loss pursuant to paragraph (ell 2 II iii I of this section. 
However, the fSO of cash that is paid from DE2 to 
DE I pursuant to the licen,e agreement must be taken 
IIlto account under this paragraph (c). 

I B I As a result of the royalty payment from DE2 
to DE t. f 50 cease, bein:c reflected on the books and 
records of Busine" B. and becomes re!leeted on the 
hllOk\ and record, of Bu,iness A. Accordingly. there 
has been a tran,ler of t-25 from the Business B sec
tion LJ87 QBU." of X and Y. to X and Y. respectively. 
Similarly. there h,,, been a transfer off25 from X and 
Y to their respective Su,iness A section 987 QBUs. 

ICi The tJU royalty payment IrDm X to DEI is 
not a disregarded transaCtion because it is regarded 
for U.S. Feueral tax pUrp(he,. As a result. it gives 
rise to an item of income and deduction that must be 
taken into account 111 computing taxable income or 
10'" of Business A pursuant to ~ 1.987-3. In addition. 
the pa~ ment does not give rise to a transfer as defined 
in this paragraph (C). 

£.\'(//)/I'!e 5. Acqllisilioll of an inTerest ill a parT
lIenili!). Ii) FacTs. X owm Sock of the interest in P. 
a partner,hip. Y owm thc other 50c;" interest in P. P 
ll\\ ns Blhines> A. X and Y each have a 50'k allocable 

share of the a,s~ts and Iiabrllti~s of Business A as de
t~rnllned under ~ l.tJS7-7. that L'llilstitute section 987 
QBL: s. On Dec'ember .~ I. ) car I. Z, a domestic corpo
ration \\ ith thl' dollar a, Its funl'tional currency. con
tributes ca,h tll P in c:\changc for a 20", interest in P. 
The l'a,h Z cllntrihutes to P is not used in Business A 

and is not retlected on Business Xs books and records 
(but is instead rellected on p's books and records). 
Illlmediately after Z', L'ontrihution of cash to P. Z has 
a 2W; allocahle shar~ of the assets and liahillties of 
Buslllcss A as determined under ~ I.LJ87-7. In addi
tion, immediately follovv'ing such contrihution X and 
Y each own a -10';,· I!1terest in P and have a -lOSt allo
cable share of the assels and liabilities of Business A, 
as determined under ~ 1.987-7. that constitute section 
LJ87 QBU, 

(ii) Allo/ni.'. (A) As a rcsult of Z's aC4uisition 
of an interest in P. a section 987 partner'hip. JOe;} of 
the assets and li,lbilities of Business A ceased heing 
re!lected on the books and records of both X' sand 
Y's section 987 QBUs. As a result. such amounts are 
treated as if they are transferred from such section 987 
QBUs to X and Y. 

(B) As a result of Z's acquisition of the interest 
in P. a section LJ87 partnership. Z was allocated 20% 
of the assets and liabilities of Business A. Because Z 
and Business A have different functional currencies. 
Z'S portion of the Business A assets and liabilities 
constitutes a section 987 QBU. Moreover. ~O'7e of the 
assets and liabilities of Business A are reflected on the 
blloks and records ofZ's section 987 QBU as a result 
of Z's acquisition of the interest in P. Therefore. 20% 
of the assets and liabilities of Business A are treated 
as transferred from Z to Z· s section 987 QBU. 

£.raml'le 6. CO/ll'ersio/l of a DE 10 a l'arTl/ership 
Iilm/lgh a sale of ill I iliTerest. (il FaCls. X owns 100% 
of the interests in DE I. DE I owns Business A. On 
Decemher 31. year I. Y acquires SO'7r of the DEI 
interests from X for cash. Immediately after such 
acquisition, Y has a SO'7e allocable share of the as
sets and liabilities of Business A as determined under 
~1987-7 

(ii) Alii/lysis. (Al For Federal tax purposes DEI 
is converted to a partnership when Y purchases the 
SOc,~ interest in DEI. Y's purchase of 50% of Xs 
interest in DE I IS treated as the purchase of 50% of 
Business A. which is treated as held directly by X for 
Federal tax purposes. Immediately after the deemed 
purchase of 50% of Business A, X and Yare treated 
as contributing their respective interests in Business 
A to a partnership. See Rev. Rul. 99-5 (situation I), 
Ii 999-1 C.B. 434). See ~60 1.60 I (d)(2) of this chap
ter. For purposes of this paragraph (c). these deemed 
transactions are not taken into account. 

(B) As a result of Y's acquisition of 50% of X's 
intere5l in DE I. a section 9!17 DE, 50% of the assets 
and liabilities of Business A ceased being rclleeted 
on the hoob and records of X' s section 987 QBU 
As a result. such amounts are treated as if they are 
transferred from X's section 987 QBU to X. 

(CI As a result of y's acquisition of 50% of the m
terest in DE I. a section 987 DE, Y was allocated 50% 
of the assets and liabilities of Business A. Because Y 
and Business A have different functional currencies, 
Y's portion of the Business A assets and liabilities 
conqitutes a section LJ87 QBU. Moreover. 50% of the 
asset, and liabilities of Busines, A are retleeted on 
the book, and record, of Y', ,ection 987 QBU as a 
result of Y's aC4ui,ition of the SlYlc interest in DEI. 



Therefore, 50% of the assets and liabilities of Busi
ness A are treated as transferred by Y {O y's section 

987 QBU. 
Example 7. COIll'NSioll of a Dt; (0 lJ fJlJrtfltrsiIip 

through a conrribuIiOIl. (i) Facts. X owns 100'K of 
the interests in DEI. DEI owns Business A. On De
cember 31, year I. Y contributes property to DEI in 

exchange for an imerest in DE I. The property trans

ferred by Y to DEI is used in Business A and is re
flected on the books and records of Busmess A Im
mediately after such contribution, X and Y each have 
a SOO/C allocable share of the assets and liabilities of 

Business A as determined under § 1.987-7. 
(ii)Analysis. (AJ For Federal tax. purposes DE I is 

converted to a partnership when Y contributes prop
erty to DEI in exchange for a 50% interest in DE 1. 
Y's contribution is treated as a contribution to J part
nership in exchange for an ownership interest in the 
partnership. X is treated JS contn buting all of B usi
ness A to the partnership in exchange for a partner
ship interest. See Rev. Rul. 99-5 (situation 2), 
(\999-1 C.B. 434). See §601.6UI(d)(2) of this chap
ter. For purposes of this paragraph (e). these deemed 
transactions are not taken into account. 

(B) As a result of Y', acquJ.sitJDn of a 50% interest 
in DEI. 50% of the assets and liabilities of Business 
A ceased being reflected on the books and records 
of X's section 987 QBU, and 50o/c of the assets con
tributed by Y to DE I are reflected on the booh and 
records of such section 9R7 QBU. As a result, 500/c of 
the Business A assets are treated as if Ihey are trans
ferred from X's section 987 QB U to X. Funher, 50% 
of the assets contributed by Y to DEI are treated as if 
they are transferred by X to X's section 987 QBU. 

Ie) Because Y and Business A have different 
functional currencies, Y', portion of the Business 
A assets and Iiabihlies (including the property con
tributed by Y that is used in Business A) constitutes a 
section 987 QBU As a result of Y's acquisition of a 

50% interest in DEI. 50% of the assets and liabilities 
of Business A are reflected on the books and records 
ofY's section 987 QBU and, ther~fore, are treated as 
if they arc; transferred by Y to such section 987 QBU. 

Example 8. Termination of a partnership ullder 

section 708(h). (I) Forts. X owns 1i0O/C of the interest 
in P, a partnership. Y owns the other 40c!c interest in P 
P owns Business A. X and Y have a 600/c and 40'J al
locable share of the assets and liabilities of Business 
A, respectively, as determined under § 1987-7. that 

constitute section 987 QBUs. On December 31, year 
I, X sells a 50% interest in P to Y After such sale. X 
and Y own 10% and 90%, respectively. in P. In ad
dition, after such sale, X and Y have a 10% and 90'1< 
allocable share of the assetl and liabilities of Business 
A, respectively. as determined under § 1.987-7 

(ii) AnalySIS. (A) X' s sale of 50O/C of the interests 

in P to Y causes P to terminate pur>uant to section 
708(b). As a result of such termination. P is treated 
"s if it contributes all of its assets and liabilities to 

a new partnership in exchange for an interest in the 
new partnership: and. immediately thereafter, P dis
tributes IOO/C and 90% of the interests in the new pan
nership to X and y. respectively, in liquidation of P 

See §1.708-I(b)(4). For purposes of this paragraph 
(c), these deemed transactions are not taken into ac
count. 

(B) As a result of y's acquisition of a 50% inter

est in P from X, 509'0 of the assets and liabilities of 
Business A ceased being reflected on the books and 

records of X's section 987 QBU and become reflected 

on the books and rec"rd~ ofY's sedion 987 QBU. As 
a result, 50% of the Busine" A assets are treated as if 
they are transferred from X's section <Jjl,7 QBU to X. 

Further, 50% of the Busine,,> A assets are treated as 

if they are transfelTed by Y to Y\ seclion 9R7 QBU, 
Exumple 9. Trallsfer of sectioll '1li7 QBU to a 

purrnership. (i) Fac[s. X owns Business A. On De

cember 31, year I, X and Y fonn P, a partnership. X 
transfers Busines, A to P in ey,change for a 50'7c in
terest in P. Y traO!;fers property to P in exchange for 
the other 50% interest in P. The property Y transfers 
to P is not used In Business A and i, not reflccted on 
the books and records of Business A (but is instead 
reflected on the books and records of P) After the 

formation of P, Business A continues to be an eligi
ble QBU. [n addition, after the formation of P. X and 
Y each have a 500/c allocable share of the assets and 
liabilities of Business A. respectively, as determined 
under ~ 1.987-7 

Iii) Allulrsi.l. As a result of X contnbuting 
Business A to P, 500/,. of the assets and liabilities 
of Business A ceased being reflected on the books 
and records of X's section 987 QBU. and became 

rellected on the books and record.s 01 Y' s section 9R7 
QBU. As a resulL 50% of the Business A assets are 
treated as ifthey are transferred from X's section 987 
QBU to X. Further, 500/c of the Business A assets 
are treated as if they are transferred from Y to Y's 

section 987 QBU 
Example 10. COnTributiOIl of aS5fiJ 10 (I corpo

naiml. (i) FuC!, X owns Busine" A. On December 
31, year I. X fonD'> Z, a domestic corporation. X and 
Z do not file a consolidated tax return. X contribute!; 
500/c of its Business A assets and liabilities to Z in 

exchange for 1000/0 of the stock of Z The Z stock 
i, recorded on the books and recolth of Bu~ines, A. 

After the contribution, X continues to operate Busi
ness A. and Business A continues to maintain sepa
rate books and records from X. 

(ii) Analysis. Even though the Z stock is recorded 
on the books and records of Business A, il is not re
nected on the books and records for purposes of sec
tion 987 pursuant to paragraph (b)(2) of this section. 
As a result, there has been a transfer of 50Ck of the 
assets and lIabilities of Business A to X. and a sub,,> 
quent transfer of such assets and liabilities to Z. The 
answer would be the same e\ en if X and Z filed a con

solidated return. 
Exa/llplr II Transfen pursuanl [() general tax 

principles. (i) FaCls. X owns 100 percell( of the stock 
ofY. Y owns 100 percent of the interests in DE I. DEI 
owns Business A. X owns fl00. Because Business A 
is in need of additional capital, X transfers the E 100 

to Y as a CGntribution 1O capit'll and. a' a result of 
such transfer, Business A records El 00 on its separate 
books and records. Y did not record the E I 00 on its 

separate books and records. 
(ii) Analy,;,. As a result of the contribution of 

t I 00 from X to Y. the E I 00 is reflected on the hook, 

and record, of Business A. Pursuant to paragraph 
(C)(7) of this section, the €I 00 IS treated as if il wa, 

transferred first from X to Y. Therefore. the E I 00 
recorded on the books and records of Business A 
is treated as a transfer from Y to Business A. even 

though there was no tr3nsaction hetween Y and Busi
ness A See also 1j1988-I(a)(IO)(ii) for the applica

tIon of section 988 [0 Y as a result of tile tran,action 

EX£l111ple 12. Cilculur In/llsfen. [I) F"cr.1. X 

owns Business A. On December 30. year!. Business 
A purports to transfer noo to X. On January 2, year 

2, X purports to transkr 1:50 to Business A On Jan
uary 4. year 2. X purports to transfer another f50 to 

Business A. As of the end of year I. X has an unrec
ognized section 987 loss with resptu to Bu,iness A. 

such that a remittance. if respected. would result in 
recognition of a foreign currency loss under section 
987. 

(ii) A/1alr.m. Because the transfers by Business 
i\ are <lIbel by a lrilnsfer liurn X that occurred in 
c!o,e temporal pmxlmlty. pursuant IL) para,[:raph (c) 
or this section Ihe IRS WIll scrutinize the transaction 
and may disregard the purported transfers to and from 
Business A lor purposes of section 987. 

Example 13. TrUll.\fers lI'ilholll eCOllo'nic jub
Ilance. (i) Fuc[I·. X I\wns Busine" A and Business B. 
On January I. year I, Business A purport, to transfer 
€ 100 to X. On January.j. year l. X purporh t(1 transfer 
E 100 to Business B. The account in whi(h Business 
B deposited the f I 00 is used to pay the operating ex
penses and other costs of Busine" A. As of the end of 
year I, X has an unrecognized section 987 loss with 
respect to Business A. such that a remittance. it re
spected, w[)uld result I~ recognition uf a foreign cur

rency loss under section 987. 

(ii) Analvsis. Because Business A continues to 

have use of the tramferretl pruperly. pursuant to 

paragraph (c) of this section. the IRS will scrutinize 
the lransaction and may disregard the € 1 00 purported 
transfer from Business A to X for purpose, of section 
987. 

Example 14. Offsetling l'ocitirJII' in seclinn 9fi7 
QSUs. Ii) Facls. X owns Business A and Business 
B. Busine" A and Bu;iness B each has the euro as 
it> functional currency X has not made il group· 
ing election under § 1.987-I(b)(2)(ii). On January I, 

year I. X borrowed €I .000 from a third party lender. 
recorded the liability with respect to the borrowing on 
the books and records of Busine% A. and recorded the 
C\ .000 of borrowed cash on the books and records of 
Business B On December 3 L year 2, when Busine.,' 
A has $IO() of net unrelognized section 9~7 loss and 
Business B has $100 of net ~nrecognized section 987 
gain resulting from the change in exchange rates with 
respect to the liability and the El.OOO cash, X termi
nates the Business A section 987 QBU. 

(ii) Al/ljir.l'i.,. Because Business A and Business 

B have offsetting posIllons in the euro, the IRS will 
scrutmile ttle transaction to determine if a principal 
purpose of recording the euro-denominuted liability 
and the borrowed euros on the books and records 
of Business A and Business B. respeclively. was the 
avoidance of tax under section 987. If such a princi
pJI purpose is present the COll1l11is"ioner IIIJ) real1o
CJte the items (that is. the eUrDS and the euro-denomi
nated liability) between Busine';s A. Busine" B. and 
X. to reflect the economic substance of the transac

tion. 
E,ump/e j 5. 0ff'fiEillli posirio!l\ wiltz rr:rpeCi to 

(/ )eel/OIl 987 QBU and iI sedi,,,, 98,'l trW1.WCI;OIl. 

iiJ FaCTS. X 0\\n5 DEI. and DEI owns Business A. 
On January 1. ye,lr 1. X horrows f 1.000 from a third 
party lender and recore, the liability with respect to 

the borrowing on ils bovks amI records X Cl'Jltributes 
the t 1.000 loan proceed, to DE I and the ~ I.OO() arc 
retlected on the book, and records of Busine" A. 

On Decemher 31. year 2. when Busines> A has S 100 
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of net unrcc:ogIll/cd ,eLlI(lil 'i~7 10" re,ultlllg !JIlin 

the t: I.()()O (a,h IWel\ ed from the horn'" ins. and the 

euro-denominated hllrrll\l Ing. If repaid. II ould re"ult 

In'" 100 of gain under ,el'ti'ln 'iSS. X terminate, the 

RU'lllC" A ,eC!lon l)~7 QBL', 

I ill AII"ll IiI, Be(all,e X and Bll'lne" A ha\ e 

Ot'!"l'ttlll!2 PI"ltion, in l·urll. thl' Intern.!1 Rn ellue 
Sen ICC II ill ,c:rutlllI/C the Iran,aL'llon to determine 

II hcther a prlnl'lpal pllrpo,c nf rel'llrdlng the hm

[Ollcd curn, Oil the hllO\..' and record, of Bu,inc" 

:\, or nul n:cordlll:; lht' cnrn:"'pllnJing ~uro~Jcntlmi

nated liahillty on tile hoo\.., and rt'(ord, of BU"lne" 

-\. II a, the .1\ 11ld'lllL'e of ta\ under 'e(!lllIl 'iH7, If 
,u(h Cl prin(lpal purp",e i, pre,ent. the Commi,

'l<lI1t'r Il1Cl\ reallol'ah: till' itl'lll' (that i,. the euros and 
tilt' l'Ufll-lkllnll1lnated liahility) bctl\ccn Bu,incss 
A and X tll retkct the economic ,uh,tancc of the 

(d) T/'(Inslatioll of irems rransferred ro 
(/ ,1('llioll 987 QBU-( I) III general-O) 
A,I,ler.l. Except as otherwise provided in 
this section. the adjusted basis of an as
set transferred to a section 987 QBU shall 
he translated into the section 987 QBU's 
functional currency at the spot rate as de
fined in ~ 1.987-I(c)( I )(i) and (ii) on the 
day of transfer. If the asset transferred is 
denominated in (or determined by refer
ence to) the functional currency of the sec
tion 9R7 QBU (for example. cash or note 
denominated in the functional currency of 
the section 987 QB U). no translation is re
quired. 

(ii) Liahiliries. Except as othenvise 
provided in this section. a liability of the 
owner that is transferred to a section 987 
QB U. shall be translated into the section 
9S7 QBU's functional currency at the 
spot rate (as defined in ~ 1.987-1 (c)(\ Hi) 
and (ii)) on the day of transfer. If the li
ahility transferred is denominated in (or 
determined by reference to) the functional 
currency urlhe section 987 QBU, no trans
lation is required. 

(2) Itellls denolllinaled in the owner '.I' 
jl/licriO/w! currency. Transactions de
scribed in section 9R8(c)( I )(i) and (ii) and 
section 9SR( c)( I )( C) that are denominated 
in (or determined hy reference to) the 
owner's functional currency and that are 
attrihutahle to a section 9X7 QBU under 
paragraph (b) of this section. shall not 
he translated and shall he carried on the 
halance sheet described in ~ 1.9R7--4(e) in 
the l1\\'Iler's functional currency. 
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.~J.9R7-3 Dcrcnllinurion ofsecrion 987 
ra.wb!e incolllc or loss of an oll'ncr (!{ (/ 
seerioll 987 QBU. 

(a) Derenllinarion of' rhe scctioll 987 
luwhie income or loss of' (/n owner o{ a 
secrioll 987 QBU. Except as otherwise pro
vided in this section. the section 987 tax
able income or loss of an owner with re
spect to a section 9R7 QBU shall be de
tennincd in accordance with paragraphs 
(a)(I) and (a)(2) of this section. 

(I) In general-(i) Determinarion of 
e(lch item of income, gain. deducrion or 
loss in the section 987 QBU '.I' fUllcrional 
clirrency. Except as otherwise provided 
in this section. the section 987 QBU shall 
determine each item of income, gain, de
duction or loss attributable to such QBU 
under § 1.987-2(b) in its functional cur
rency under U.S. tax principles. 

(ii) Translarioll of items inro the 
owner's functional cllrrenc.v. The owner 
shall translate each item determined under 
this paragraph (a)( I) into its functional 
currency as provided in paragraph (b) of 
this section. 

(2) Determination ill the case of a sec
rion 987 QBU owned indirectly through 
a partnership-(i) In Relleral. Except 
as otherwise provided in this paragraph 
(a)(2), the taxable income or loss of a sec
tion 987 partnership, and the distributive 
share of any owner that is a partner in such 
partnership, shall be determined in accor
dance with the provisions of subchapter K 
of this chapter. 

(ii) Determination of each item of in
come, gain, deduction or loss in the eligi
hie QBU'sjimctional currency. Except as 
otherwise provided in this section, the sec
tion 987 partnership shall determine each 
item of income. gain, deduction or loss re
flected on the books and records of each of 
its eligible QBUs under § 1.987-2(b) in the 
functional currency of each such QBU. 

(iii)Allo('(ltion of items ofinc()me, gain. 
dedl/elion or loss of un eligihle QBU. The 
section 987 partnership shall allocate the 
items of income, gain, deduction or loss 
of each eligible QBU among its partners 
in accordance with each partner's distribu
tive share of such income, gain, deduction, 
or loss as determined under subchapter K 
of this chapter. 

(iv) Translarion of items inro the 
owner's fUllcrional currency. To the extent 
such items are reflected on the books and 

records of a section 987 QBU of a partne 
to whom they are allocated. the partne 
shall adjust the items to conform to U.S 
tax principles and translate the items int< 
the partner' s functional cUlTency as pro 
vided in paragraph (b) of this section. 

(b) Exchange rates ro be used ill rrans 
lating irems o( income, gaill, deductiol/ OJ 

loss 0(£1 sectioll 987 QBU into the OIl'ner', 
/illlctiollal currellcy-( I) 111 general. Ex· 
cept as otherwise provided in this section 
the exchange rate to be used by an ownel 
in translating an item of income, gain 
deduction, or loss of a section 987 QBL 
as determined in § 1.987-2(b) into thE 
owner's functional currency shall be thE 
yearly average exchange rate as definec 
in §1.987-1(c)(2) for the taxable year 
Alternatively, the owner may elect undel 
§ 1.987-1 (f) to use the spot rate as definec 
in § 1.987-1 (c)( I lei) and (ii) for the day 
each item is properly taken into account. 

(2) Exceptions-(i) Depreeiatioll. de· 
pletion, and amorti::ation deducrions. The 
exchange rate to be used by the owner in 
translating deductions allowable with re
spect to section 987 historic assets (as de
fined in § 1.987-1 (e) for depreciation, de
pletion, and amortization under the perti
nent provisions of the Code sha11 be the 
historic exchange rate as determined undel 
§1.987-I(c)(3) for the property to which 
such deductions are attributable. 

(ii) Gain or loss from the sale of prop
erty. In the case of gain or loss recognized 
on a sale or other disposition of property 
that is reflected on the books and records oj 
a section 987 QBU during the taxable year, 
the following exchange rates shall apply 
with respect to such sale or other disposi
tion: 

(A) Amount realized-( I) In general. 
Except as otherwise provided in paragraph 
(b )(2)(ii)(A)(2), the exchange rate to be 
used in translating the amount realized oj 
such property shall be the rate provided 
in paragraph (b)(I) of this section for the 
taxable year. 

(2) Certain section 987 marked assets, 
In the case of a section 987 marked asse1 
(other than cash) that was held on the firs1 
day of the taxable year, the exchange rate 
to be used in translating the amount real· 
ized shall be the rate used for such asse1 
in determining the owner functional cur· 
rency net value of the section 987 QBt: 
under § 1.987-4(d)(1 )(i)(8) for the preced· 
ing taxable year. However, in the caSE 



of a section 987 marked asset (other than 
cash) transferred to the section 987 QBU 
or acquired by the section 987 QBU dur
ing the taxable year, the exchange rate 
to be used in translating the amount re
alized shall be the spot rate, as defined 
in §1.987-l(c)(I)(i) and (ii), for the day 
transferred or acquired. 

(B) Adjusted basis-(l) In gelleml. 
Except as otherwise provided in para
graph (b)(2)(ii)(B)(2), the exchange rate 
to be used in translating the adjusted 
basis of such property shall be the his
toric exchange rate as determined under 
§1.987-1(c)(3) for such asset. 

(2) Certain section 987 marked assets. 
In the case of a section 987 marked as
set (other than cash) that was held on the 
first day of the taxable year, the exchange 
rate to be used in translating its adj usted 
basis shall be the rate used for such asset 
in determining the owner functional cur
rency net value of the section 987 QBU 
under § 1.987-4(d)(! )(i)(B) forthe preced
ing taxable year. However, in the case 
of a section 987 marked asset (other than 
cash) transferred to the section 987 QEU 
or acquired by the section 987 QBU dur~ 
ing the taxable year, the exchange rate to 

be used in translating the adjusted basis of 
such asset shall be the spot rate, as defined 
in §1.987-1(c)(I)(i) and (ii). for the day 
transferred or acquired. 

(3) Gain or loss on the sale, exchange 
or other disposition of an interest in a sec
tion 987 partnership. For purposes of de
termining the adjusted basis of a partner's 
interest in a section 987 partnership and 

Month # of units 

Jan 100 

Feb 200 

March 0 

April 200 
May 100 
June 0 
July 100 
Aug 100 
Sept 0 
OCt a 
Nov lOa 
Dec 300 

1.200 

computing gain or loss recognized on the 
sale, exchange or other disposition of such 
interest, see § l. 987-7. 

(c) Items of income, Main, deduction or 
loss that are denominated il! the./illlctiol1u! 
currency of the owner. An item of income, 
gain, deduction or loss attributable to a sec
tion 987 QB II under * I.t}S7-2(b) that is 
denominated in (or determined by refer
ence to) the owner's functional currency 
shall not be translated and shall be taken 
into account by the section 987 QBU un
der U.S. tax principles in the owner's func
tional currency. 

(d) Items of income, gail!. deduction or 
loss that are denominated ill a 1l0nfUIlC

tiUfW{ currency (other than the funCliona{ 
currency of the owner). An item of in
come, gain, deduction or loss attributable 
to a sectIOn 9R7 QBL under §1.9S7-2(b) 
that is denominated in (or determined by 
reference to) a nonfunctional currency 
(other than the owner's functional cur
rency) shall be translated into the section 
987 QBU's functional currency at the spot 
rate as defined in § 1.987-l(c)( I )(i) and 
(ii) on the day such item is properly taken 
into account. 

(e) Sectiun 988 trallsactions-(\) III 
general. Except as provided in paragraph 
(e)(2) of this section, section 988 shall 
apply to the section 988 transactions at
tributable to a section 987 QBU under 
§1.987-2(b), and the timing ofany gain or 
loss shall be determined under the appli
cable provisions of the Internal Revenue 
Code. Such transactions are section 987 
historic items as defined in § 1.987-\ (e). 

Gross Sales 

€ ti$ 2009 ave. 

(2) Certain Imns(luiolls (/fl1()lIIinuled 

IfI (or deTermined hy re/£'renct' 10) the 
OH'lle r's functiollal clIrrency lire 1101 sec

tioll 988 transactions. Transactions de
scribed in section 98S(c)( I )(A)(i) and (ii) 
and section 988{ c)( I )(C) that are denom
inated in (or detennined by reference to) 
the owner's functional currency and that 
are attributable to a ,ection 987 QBU un
der § 1.987-2(b) shall not be treated as 
section 988 transactions to such QB U. 
Thus, no currency gain or lo,s shall be 
recogniz.ed by a section 987 QBU under 
section 988 with respect to slich items. 

(f) Examples. The following examples 
illustrate the application of this section: 

Example 1. (i) U.S. Corp j, " Jome,tiv c'lJrporu
lion with the dollar a, as functional CllITmcy. U.S. 
Corp owns French DE, a section 987 DE that has 

a section 987 branch wilh lhe euro a' its functional 
currency. For purposes of paragraph (b)( I) of this 
section, U.S. Corp uses the yearly average exchange 
rate under ~1.9R7-](c)(2) to translate items of in
come, gain. deduction or Ims where such rate is ar
proprime. U.S. Corp also pruperly elects to me a 
spot rate convention under § 1.987-1 (c)( 1 )(ii) where 
the spot rate is otherwise required. Under this con

ventIOn. items booked during: a particular month are 
translated at the average of Ihe spot rates on the first 
and last day of the preceding month (the "convention 
rate"). Accordingly, gross sales income is transiJted 
at the yearly average exchange rate and under para
graph (h)(2)(ii)(B) of this section the basis of assets 
acquired during a month is translated into dollars at 
the convention rale. Assume that the yearly average 
exchange rate for 2009 lS (0 I = $1.05. For the taxabte 
year 2009. French DE sell, l.i()O L10i1S of inventory 

for a sales price of €J per umt. Assume that the pur
chase price for each Inventory unit is fl.SO. Thus, 
French DE'; dollar gros., sales will be computed as 
follows: 

exchange rate ~ 

€300 1'1 =$1.()5 :1>315 

600 tl=$1.05 630 

0 tl=$1.05 () 

600 1"1=$105 630 

300 el=$I.OS 315 

0 1"1=$105 0 

300 €1=$1.05 315 

300 €1=$1.05 315 

0 EI=$1.05 () 

0 EI=$1.05 () 

300 EI=$1.0S 3\5 

900 E-l=$1.05 9--15 

E3,600 $3.7g0 
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~1"nth # "f Ul1ih 

Opening 

1111 elltUf\ 

from ~()()X lOll 

PurL'ha,c, 
----

Jan .100 

I·d) 0 

~l.lr(h 0 

,-"pril jO() 

:..I:tl 0 

JUIlC 0 

Juh .100 

.-\u~ II 

Scpt 0 

Oc'l 0 

NIH 300 

Dcc 0 

Total 
Purl'ha,e, 1,2()() 

(Ii) French DE u,c, a firq 111 first out method 

of ,\(countini! for imcntory (FIFO). Thus, for 200Y, 
Frclldl DE i, con,idereJ tll hale ,oltl the 100 UllIh 
of opening im entnry ($150 I, the 300 unit, purchased 
ill January I ~-I)O), the JO() unib purchasctl 10 Apnl 
1$-159), the 300 unih purcha,cd in July ($'+77) and 
~OO of the .lOll units purcha,eJ in Nllvemoer ($32-1) 

Munth # of units 

Jan 100 

~eb 20() 

March 0 

April 2110 
May 100 

June 0 
Jul) 100 

Au~ 100 
Sept 0 
Oct 0 
Nm I()O 

Dcc' .\()O 

1.20() 

Iii) A, In fUII,,!,I,' }, frcnch DE', eosl of guod, 
,old I' "1.ShO. 

lill) Aeeordll1gl), fur purplhc, of ,el'tion 987 
Frcnc'h DE hd' gfl'" Inc'OIllC in Jullar, of S 1,923 
I ".1.7X.~ - S l.S601. 

f,,/IIII,II' 3. Thc facts arc thl' 'dl11C a, in E\UII/I'le 
I C\c'l'pl that FrcnL'h DE sold r'l\\ land Iln NUl CIlI
hl'l I. 2tll)l) lor t IO,()()O. The ycarl) alcragc rate fur 
2tltl'l \\ ", t I =S 1.11:; Thc land \\ as purch,hcd on Oc
t"hL"r I h. 2tl(); I'm t X.lllll) \\ hen the l'Unl cntion rate 
\\a,t 1=')I.(IlI. l' lltlcrp,lr.lgr,lphtal( Ilnfth"scction. 
hl'nch DE \I ill dClL'rJllinc thc al1111UI1t rCdli/cd ,mel 
h'''I' 111 L'un". L'nLkr pClra)!r,lph (dlllllill "f thi, ,ce-
11"11. thc' ,lIlhlUllt rl',lIl1cd " trdn,lak'd intn dollar, dt 
thl' 1,',lrll ,II cr'I~L' L'\Ch'1I1gL' rale for 2()(I'l a' pnl\ ideo 
In 1',lr,l,:r,lph I h 112111111 -\ I ,)1 thl' ,,:-ctiun II, 11J.(J1l1l \ 
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Opening Inwnton and Purchases 

f f/S cOnll'lltilll1 "dl:lIlge rJt<: S 

lI~O tl=$I.OO $150 

f-l50 fl=Sl.110 $-150 

0 t 1=$1.0) 0 

0 \01=$1.11.' 0 

-150 t I =$IO~ -I5Y 

0 t 1=$1.0-1 0 

0 fl=$1,05 0 

-150 fl=$I,06 -177 

[) 101=$105 () 

0 101=$1.06 0 

0 tl=SI,07 () 

-ISO t I =S UJX -186 

0 f I =S 1.08 () 

€L800 S1.Hn 

Thus, French DE's cost of goods sold is $1.860. 

French DE's opening inventory for 20 lOis 100 units 
of il1lentory with a dollar basis of $162, 

EXllmple 2. (i) The facts are the same as in Exam· 

pie} except that for purposes of paragraph (b)(l) of 

this section, U,S. Corp properly elects to use a spot 
rate convention under ~ I ,987-1 (cl( I )(ii) to translate 

items of income, gain, deduction or loss where such 
rate is appropriate. Thus, French DE's dollar gross 

sales will be computed as follows: 

(iii) Accordingly, for purposes of section 987 

French DE has gross income in dollars of $ 1.920 
($3.780 - $1.8(0). 

Gross Sales 

t €I$ convention exchange rate $ 

~300 t I =$1.00 $30(J 

600 t I =$1.05 630 

0 fl =$1.03 0 

600 E I =$1.02 612 

300 fl =$1.04 312 

0 FI=$1.05 0 

300 E I =$1.06 318 

300 fl=$1.0) .'lIS 

0 ~'I =$1.06 0 

0 fl=$l07 0 

300 fl=$1.08 324 

YOO EI=$I.08 972 

E:3,600 

$I.IlS = SIIl,SOD) and the hasis at the convention rate 
for 20()7 as provided in paragraph (0 )l21( ii)l B) of this 
,eetion antl * 1.9~7-1 (c)UI ((,K,OOO x $1 = $8,0(0). 
Accordingly, the amount of gain reported by U.S, 
Corp on the ,ale of the lantl is $2,SOO ($10,500-
SIl,OOO). 

Exalllple~, The facts are the same as in ft· 

WIII'It' 3 except that U.S. Corp properly elects un
d~r paragraph 1 h II II of thi, ,ection to use the spot 
rate to translate items of income, gain, deduction or 
loss. ACL'ortlingly, the amount realized will be trall>
luted at the convention rate on the day of sale, As
sume that the convention rate for November 2009 is 
t I =5 10K. Under these facts, the amount realized is 
SIO,Rllll Itlll,()OO x 51,OS) and the basis on the day 
ofpurcha.,e SH,OOD (t8,000 x SI.OO), The amount of 

$3.783 

gain reported by U.S, Corp on the sale of the land is 
$2,800 ($10,800 $8,0(0), 

Example 5. The facts are the same as in Example 
} except that on September 15, 200'), French DE pro
vides services to an unrelated customer and receives a 
cash payment of 1'2,000 on that day. Under paragraph 
(h)( I) of this section, U.S. Corp translates the €2,OOO 
item of income into dollars at the yearly average ex· 
change rate of fl= $1.1J5, Accordingly, U.S. Corp 
will report income of $2, I 00 from providing services 

Example 6. The facts are the same as in Exumple 
5 except that U.S. Corp properly elects under para· 
graph (b)( I) of thi s section to use the spot rate to 

translate items of income, gain, deduction or loss, As· 
sume that the convention rate for September 2009 is 
f I =5 I.D6, Under these fach, U.S. Corp translates the 



€2,000 item of income into dollars at the convention 
rate ofEI=$ 1.06. Accordingly, U.S. Corp will reporl 
income of $2.120 from providing ,ervices. 

Example 7. The facts ~rc the ,ame as in Exam
ple 1 except that on March 31. 2009. French DE 
incurs £500 of renlal expense. £300 of salary ex
pense and € I 00 01 ulllitles expense. Under paragraph 
(b)(I) oflhis section. U.S. Corp translates these items 
of expense at the yearly average exchange rate of 
£1=$1.05. Accordingly the expenses are translateu 
as follows: rental expense of $525. salary expense of 
$315 and utilities expense of $105. 

Example 8. The facts are the same as in Ewmple 
7 except that U.s. Corp properly elects under para
graph (b)( I) uf thi~ section to use the spot rate to 
translate items of income and expense. Assume that 
the convention rale for March 2009 is €I =$1.03. U n
der fhese facts. U.S. Corp translates the fSOO ofrental 
expense. E30D of salary expense and EI 00 of utilities 
expense at the cOll\·ention rate of f I =$1.03. Accord
ingly. the expense, arc translated as follows: rental 
e~pense of $515. salary expense of $309 and utilities 
expense of $103. 

Example 9. The facls are the same as in Exam
ple I except that uuring 2009. French DE incurred 
EIOO of depreciation expense with respect to a truck. 
The truck was purchased on January IS. 2008. when 
the eomention rate was E'I =$1.02. Under paragraph 
(b)(2){i) of this section. the t'IOO of depreciation is 
translated into dollars at the historic exchange rate. 
Since C .S. Corp has properly elected to use a spot rale 
convention, depreciation will be translated in accor
dance with the convention. Accordingly. U.S. Corp 
translates the flOO of depreciation to equal $102. 

Example /0. (i) The facb are the same as In LX
ample 1 except that un January 12.2009. French DE 
perfonned services for a U.K. per,on and received 
flO.000 in compensation. The exchange rate on Jan
uary 12.2009, was £1=fI.25. Under paragraph (d) 
of this section. French DE will translate such income 
into euros at the spot rate on January 12. 2009. Ac
cordingly. French DE will take into account f 12,500 
of income from services in 2009. Under paragraph 
(b)(l) ofthis section. U.S. Corp transl31es the f 12.500 
item of income into dollars at the yearly average euro 
to dollar exchange rate. Assume that such exchange 
rate is €1=$1.10. Accordingly. U.S. Corp translates 
the E 12,500 income from services to equal $13.750. 

iii) On October 16.2009, French DE disposes of 
the £10,000 forEI 0.000. Under section 988(c)( I )(C), 
the disposition is a section 988 tramauiun. Under 
§ 1.988-2(a)(2). French DE will realize a loss of 
E2.S00 (€IO.OOO amount realized Jess € 12.500 basis). 
Under paragraph (h)(]) of this section. U.S. Corp 
translates the €2.500 loss into dollars at the yearly 
average euro to dullar eJ<.change rate. Assume that 
such exchange mte is EI=$1.05. Accordingly. U.S. 
Corp translates the €2.500 section 988 loss to equal 
$2,625. 

§1.987-4 Determination of net 
unrecognized section 987 gain or loss of 
a section 987 QBU. 

(a) In general. The net unrecognized 

section 987 gain or loss of a section 987 

QBU shall be determined by the owner an

nually as provided in paragraph (b) of this 

section in the owner' s functional currency. 

Only assets and liabilities reflected on the 

books and records of the section 987 QBU 

under §1.987-2(bl shall be taken into ac
count. 

(b) CalCli/aIioll ornet IIllreCoKlli;:ed sec
tiol! 987 Rain or loss ofu section 987 QBU. 
Net unrecognized section 987 gain or loss 

of a section 987 QB U for a taxable year 

shall equal the sum of-
(I) The section 987 QRlJ's net accumu

lated unrecognized section 987 gain or loss 
for all prior taxable years to which these 

regulations apply as detennined in para
graph (c) of this section: and 

(2) The section 987 QBU's unrecog

nized section 987 gain or loss tor the cur
rent taxable year as determined in para
graph (d) of this section. 

(c) Net accumulated unrecogni~ed sec
tioll 987 gain ur [U.I·S jiJr all prior taxable 
years. A section 987 QBU's net accu

mulated unrecognized section 987 gain or 
loss for all prior taxable years is the ag

gregate of the amounts detennined under 
paragraph (d) of this section for all prior 

years to which these regulations apply. re

duced by the amounts taken into account 
under § I. 987 -5 upon a remittance for all 
such prior taxable years. This amount shall 
include amounts appropriately considered 

as net unrecognized exchange gain or loss 

under the tranSition rules of ~ 1.987 -10. 
(d) Calculation ofwzrecognized section 

987 gain or loss of a section 987 QBU for 
a taxable year. The unrecognized section 

987 gain or loss of a section 987 QBU for 
a taxable year shall be detennincd under 
paragraphs (d)( I) through (7) of this sec

tion as follows: 
(I) Step f: Determine the change in 

the owner functional currency net value 
of the section 987 QBU for the taxable 
year-(i) In general. The change in the 
owner functional currency net value of the 

section 987 QBU for the taxable year shall 

equal-
(A) The owner functional currency net 

value of the section 987 QBU, determined 
in the functional currency of the owner un

der paragraph (e) of this section. on the last 

day of the current taxable year: less 

(B) The owner functional currency net 
value of the section 987 QBU. determined 

in the functional currency of the owner un

der paragraph (e) of this section on the last 

day of the preceding taxable year. This 

amount shall be zero in the case of the 
QBU's first taxable year. 

(ii) Year section 987 QBU is terminated. 
If a section 987 QBU is term1I1ated under 

the rules of * 1.987-8 during an owner's 
taxable year. the owner functional cur

rency net value of the section 987 QBU as 
provided in paragraph (d)( I J(i)(A) of this 

section shall be determined on the day the 
section 987 QBU is terminated. 

(2) Step 2. Increase the aggregate 
amolillt determined in step J by the assets 
transferred from the section 987 QBU to 

its owner-Ii) In general. The aggregate 
amount detennined in paragraph (d)(l) 

of this section shall be increased by the 
total amount of assets described in para
graph (d)(2)(ii) of this section transferred 

from the section 987 QBU to the owner 
during the taxable year translated into the 

owner's functional currency as provided 
in paragraph (d)(2)(iii) of this section. 

(ii) Assets tran5ferred from the section 
987 QBU to the owner during the taxable 
\'Car. The assets transferred from the sec

tion 987 QBU to the owner for the taxable 
year shall equal the aggregate of-

(A) The amount of the section 987 
QBU's functional currency and the ad

justed basis of any section 987 marked 
asset (as defined in § 1.9R7-1(d» trans

ferred from the section 987 QBU to the 

owner during the taxable year determined 
in the functional currency of the section 

987 QBU and translated into the owner's 
functional currency as provided in para
graph (d)(2)(iii)(A) of this section: and 

(B) The adjusted basis of any sec

tion 987 historic asset (as defined in 
§ 1.987-l(e) transferred to the owner dur

ing the taxable year determined in the 
functional currency of the section 987 
QBU and translated into the owner's func
tional currency as provided in paragraph 
(d)(2)(iii)(B) of this section_ Such amount 

shall be adjusted to take into account the 

proper translation of depreciation. de
pletion and amortization as provided in 

* 1.987-3(b)(2)(i) 
(iii) Translation of amounts transferred 

from the section 987 QBU to the owner. 
In the case of a transfer from the section 

987 Q B U to an owner of any asset the 
following e:u:hange rates shall be used: 

(A) In the case of an amount described 

in paragraph (d)(2)(ii)(A) of this sec

tion. the spot exchange rate_ as defined in 

§1.987-llc)( I). on the day of transfer. 
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I B) In the C:hl' 01 a tLlIl,kr llf a ,eL'
tion lJX7 hl,tOrJL' a\\ct. the hi,tOrIL' e\

change rate f()r "lIl'h ~I"l't ~I' lkfllled III 
*1.lJX7-IIC)i.\) 

I ~) SIC/I 3: f)Cc/CU.II' 1/;1' Ut;grl'glill' 

UII/(II/I/I '/1'1('111/11/('1/ il/ Iklll J UI/,! } /)1 

II/(' 0\\'1/1'1".1 IiwJI/l'! I III liJc .ll'lliOI/ l)SI 

(]Hl'-·I i) III t:('//( '<1/. Tht' ~Iggregate 

~lIlHlllllt delL'rlllilll'd ill parag!~lph, lei)( I ) 

and 1,11121 pfthi, \l'L'!J\ln "h~i11 bl' decre<l,ed 
b) the t()tal alllllllilt lIt <l'-'l'h tran,krred 
fWIll thl' 0\\ Ill'! til thl' 'l,l'tioll l)X7 ()Kli 

during thl' t~I\,lblc year delL'rlllillt'd In 
the fUllctlllnal l'UITl'nC\ (If the (mne! a, 

pnl\ idcd III parag raph I d )(.\ )( Ii) of thi, 

'l'l't i (lil. 

Iii) '1iilu/ III ul/ 1I1111111111S lIilIl.l!crred 

ji'!JIlI 1/](' 0\1'11('1' 10 liJe ICelioll l)87 (JBLI 
iIl/rillg Ihe lilli/hie \/'u/. The total amount 
of a"et, trall"ferrcd from the owner to the 
'cction LJX7 ()BU fur the ta,\abk year ,hall 
equ,1l the aggregate uf-

(i\) The total amount of functional cur
rency of the owner transferred to the ,ec
tion LJX7 ()BU during the ta'\able year: and 

(B) The ad,iu,ted basis, determined in 
till: functional currency of the owner. of 
any assd tran,fcrred to the ,ection lJX7 
()BU during the tenable year I after taking 
into account ~ 1.9XIl-I (a)( I ())). 

(4) Stefl -/.: Oee,eule rhe ({ggregale 

Ul/wIIIlf derc/Illillcd ill slefis I Throllgh 3 !Jr 
Ihe ((111011111 lit liuhililicl 1]'(/IIS/c'ITed limn 

Ihe section l)87 (}BU III Ihe Iil\'llCl'. The ag
gregate aillount determined in paragraphs 
Idlll) through Id)I,)) ofthi~ section shall 
he decre;lsed hy the aggrl'gatL' amount of 
liabilitieS tran~ferrl'd from the ~cction 9~7 
QBU to the owner. The amount of such 
liabilities shall be translated into the func
ti(ln,ti currency uf till' ()\\IILI at the spot ex

l'hallge rate, a~ defined in *1.LJIl7-IIC)II), 
(lll the day (If t r~\Ils fer. 

()) Slel) 5: Illcrells(' the lIgglcgllrc 

ul/wunl delermillcd ill .111'/11' Ilhrough -/. hy 
<l1//(illnl 0/ !ii/hi/ilies IiWI.I/CITCi/ FUIIl rhe 

(I\\'lIel 1(1 IhcI('dioll l)87 (JBU. The ag
gre)!ate :tnlllunt determined in paragraphs 
tdll I) through Idll-+) of this ~ection shall 
he incre~tsed hy the a)!gre)!ate amount of 
kthilities transferred by the O\\ller to the 
sel'tion l)1l7 ()BlI. The amount of such 
liahilitics shall he tlallsldll'll i1l(o the func
(iullal CllITCIlC\ of the ll\\ ner. if required, 
at the ,pot t'\d1all)!e rate. as defined In 
*ll)1l7-llclt IlIi) alld liil. on the day of 
transkr. 
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(6) SICI) 6: Increuse Ihe aggregare 

(/iI/(illll! deterlllined in srefls I through .'lIn 
111(' .1('((iOIl W\7 I(/wh/c ioss or rhe sC('lio" 

l)87 (jHL"jol' Ihe Tuwb/e rcur. In the case 
of a sl'l,tion lJIl7 t;\\ahle loss of the section 
l)~ 7 ()B II Clllllputed under ~ l.liX7-3 for 
till' ta'(able year. the aggrcgate amount 
determined in paragraphs (dl( I) through 
1 d II)) of this ,cl,tion shall be increased by 
sm'll 'L'L'lion l)Il7 ta\able loss. 

(7) Srq) 7: Decrcase the aggreg({te 

1I11101IIJI dell'rlllillcd i" stefls 1 throllgh 5 
In' lill' sectioll 487 I(/\'(/hie ill(,()lIIe 41he 

1('('lio" 487 (JBU/cli' the t({wb/e reur. In 
the case of section 9117 taxable income 
()r the SectIOn 987 QB U computed under 
* I.YIl7-3 for the ta\able year. the aggre
gate amount determined in paragraphs 
(d)(l) through (d)()) of this section shall 
be decreased by such section 987 taxable 
IIlcome. 

(e) DeTenlii/)atioli oj'rhe mnzcr fill/c

liollo/ Cl/iTeIlc\ lIeT mille oj' (/ section 9X7 
QBU-{ I) III KClierai. The owner func
tional currency nel value of a section 987 
QB U on the last day of a taxable year 
shall equal the aggregate amount of the 
QB U' s functional currency and the basis 
of each asset on the section 987 QBU's 
balance sheet on that day, less the aggre
gate amount of each liability on the section 
lJS7 QB U' s halance sheet on that day trans
lated, if necessary, into the owner's func
tional currency as provided in paragraph 
(eI(2) of this section. Such amount shall 
be determined as follows: 

(i) The mvner. or section liS7 QBU on 
behalf of the owner. shall prepare a balance 
sheet for the re levant date from the section 
9117 QBU's book, and records (within the 
meaning or ~ I.Y89(a)-1 (d)) as recorded in 
the section 987 QBU's functional currency 
showing all assets and liabilities reflected 
un such books and records as provided in 
~ 1.<J87-2(b). Assets and liabilities denom
inated in the functional currency of the 
owner shall be retlected on the balance 
sheet in the owner's functional currency, 

(ii) The owner, or section li87 QBU on 
behalf of the owner, shall make adjust
ments necessary to conform the items re
flected on the balance sheet described in 
paragraph (e)( I )( i) of thi, section to United 
States generally accepted accounting prin
ciples and tax accounting principles, 

(iii) The owner. or section 987 QBU 
on behalf of the owner, shall translate 
the asset and liability amounts on the 

adjusted balance sheet described in para
graph (e)( I )(ii) of this section into the 
functional eurrenc~ of the owner in accor
dance \\ i th paragraph (e)(.2) of this section. 
Assets and liabilities denominated in the 
functional currency of the owner are not 

translated. 
(2) hI/II lil/tiOIl or hlllllllce sheet items 

illro tile (}l I'll 1'1' '.1 .filllCliollui CllnCller. The 
amount of the section l)87 QBU's func
tional currency, the basis of an asset, or the 
amount of a liability (other than an asset or 
liability retlected on the balance sheet in 
the functional currency of the owner) shall 
be translated as follows: 

(i) Sectioll 987 mOl'ked item, A section 
liS7 marked item as defined in * 1.987-1 (d) 

shall be translated into the owner's func
tional currency at the spot exchange rate 
as defined in SI.987-I(c)( I)(i) and (ii) on 
the last day of the taxable year. 

(ii) Sectioll 9X7 hisroric irem, A section 
987 historic item as defined in * 1.987-1 (e) 
shall be translated into the owner's func
tional currency at the historic exchange 
rate as defined in §1.987-I(c)(3). 

(f) Examflies. The provisions of this 
section are illustrated by the following ex
amples, Unless otherwise indicated, all 
items are assumed to be retlected on the 
books and records, within the meaning of 
* 1.987-2(b), of the relevant section 987 
QBU. 

ExolIIl'le I. Ii) U.S. Corp i, a calendar year do
mc,tic corporation", ith the dollar as its functional 

currency. On July I, 2009. U.S. Corp establishes 

Japan Branch that ha, the yen as its functional cur
rency. Japan Branch is a section 987 QBU of U.S. 

Corp. U.S. Corp properly elects to use a spot rate 

convention unLier * I. 987-1 (c II I )(ii) with respect to 
Japan Branch. L!nder this convention. the spot rale 

for any tran,action occurring during a month is the 
spot rate on the fiN day of the month. U.S. Corp also 

elects under ~ 1.987-3Ib)( I) 10 use this convention to 
Iran,lale iterm of income, gain. deduction, or loss into 
dollars. On July I. 200l) , when $1 ~ ¥IOO (or ¥I ~ 

$0.(1), U.S. Corp transfers $ 1.000 to Japan Branch 
and rilW land with a ba,is of $500. Japan Branch im
mediately purcha,es ¥IOO,OOO with the $1.000. On 
the same day, Japan Branch borrow, ¥IO,OOO. As
sume that for the taxable year 200l), Japan Branch 

cams ¥2.()OO per month (total of ¥12,OOO for the six 
month period from July I. 2009, through December 
31. 200l) for providing ,ervice, and incurs ¥333.33 

per month (Iotal of ¥2,OOO when rounded for the six 
month period from July 1. 2009, through December 
31, 200\) 01 related expen,e,. A,sume that all items 
of income earned and expenses incurred by Japan 
Branch during 20(Jl) arc received and paid, respec
tively, in yen. Further. a'>Sume that the ¥12,OOO of 
income when properly translated under the monthly 

convention equah $109.08 and that the ¥2,OOO of re
lated expemes equal $18.18. Thu" Japan Branch'S 



income translated into dollars equal~ $90.90. Assume 
that the spot exchange rate on the December I, 20U9. 
is$I=¥120 (¥I= $0,0(833). 

(ii) Under paragraph (a) ofthi, se~tion. U.S. Corp 
must compute the net unrecognized section 987 gain 

or loss of Japan Branch for 2009. Since this i.s Japan 
Branch's first taxable >ear, the net unrecognized sec

tion 987 gain or los<, as defined under paragraph (b) 

of this section is the branch's unrecognlLeu section 
987 gain or Inss for 2009 as determined in paragraph 
(d) of this section. Tbe calculation under paragraph 
(d) of this section is m"de as follows 

(iii) Step I. L'nder paragraph (d) of this secti[)n, 

U.S. Corp must determine the change 10 the owner 
functional curren~y net valu~ or Japan Branch for the 
year 2009 in dollars. The change in the owner func

tional currency net value of Japan Branch for 2009 is 

Japan Branch determlOeu in dollars on the lust day of 
20()9, Ie." the owner ru~ctional currency net value 01 

Japan Branch determilleli in r.lollars Oil the last r.la) of 
the precedlOg tax~b1e year. 

(AJ The owner functional currency net vulue of 
Japan Branch determined in dollars on the last day 
of the current taxllble year is detcrmincu unuer para

graph (e) of thi, section. Such amount is the aggre

gate of:he hasis of each usset on Japan Branch's bal
ance ,heet on December 3 I, 2()OY, less the aggregutc 

(lfthe amourt of each liahllity on the J'lpan I3ranch's 
halancc sheet on that day, trambted lOt" dollars as 
provided in paragraph ie)(21 of this S(,lloll. 

(B) For this pur[losc. Japun Branch will show the 
following assets anu liabilities on its i:lalarKe sheet rm 
December 31, 2009: 

(I) Ca,h of ¥120,OOO [(Sl.()OO transferred and 

f])wcd + Ii 12,(1)0 income from ,enice' - ¥2.()()() of 

t:xren,e,l· 
121 RaIl land lIith a hasl, "f\-51J.(H)O 
1.\ I Ltai:li lilies 01 Ii 111.001.'. 
IC) Under par,lguph ICl[21 or this 'Cllioll. LIS. 

Corp "illtran,lall' thc'c itclll' as foll"IIS. The lash 
Df ¥ 1211,(){)() is 'I 'CL'tIPn lJX7 11I'1i ~eJ a"ct 'Illel the 
¥ IO.OO() liahility Is a s<'clioll ')~7 lll"r~ed liahrlit} as 

deJlned In ~lYX7-lldl These itellls are transl,lIed 
into d"lIar, Oil December II. 21111'1. llsin~ the spIlt 
rate on Decelllhcr I. 21111() 01 \-1 =~II.(jI)X.l3. Thl' 

ra" land i, a 'cdi,'n lJn histllric asset a, ddined in 
~1\iR7-IICI and I' tran,lated into the dollars at the 
conlemion rate fnr the day of Iransi'cr IV I =: )0.01 !. 

Thu" the ("'ner funltional currenc) net "tlue oj 
Japan Branl'h on Decemher _,1, 20()'I in collIn, is 
$ I ,416.hO determined ,!, 1011,]\\ ,: 

equal to the nwner functional currency net value of immediately converted to ¥IO(),fIOOI + ¥ltJ.(HIO bor-

Asset Amount in ¥ 

Cash V120,OO()4 

Land ¥ 50,000 

Total assets 

Amount in ¥ 

Bank Loan ¥ )()J)(jfJ 

Total liabilities 

1210 lID9 spot convention rate on 
1 NW(J9 of ¥1='\>()O(JHI) 

Hi,wric rdte Oil 71110') of¥l=$OOI 

1210 I 109 ,pot wnvention rale Oil 

12131/09 of ¥ 1 = $IJO(jH33 

Amount in S 

Y9lJ.(lO 

.~ 500.()O 

$1,499.60 

Amount in S 

$ H3.30 

83.30 

Owner functional currency net val ue of Japan Branch on December 31, 
2009 in dollars $1,416.]0 

(0) Under paragraph (d)( 1) of Ihi, ,eellon, the 
change in owner functional currency net value of 

Japan Branch for 2009 is equal to the owner func
tional currency net value of the branch uetermined In 
dollars on December 31. 2009 ($ 1,4 I 6_3()) Ie,s the 
owner functional currency net value of the branch 
determined in dollars on the last day of the preceding 
taxahle year. Since this is the first taxahle year of 

Japan Branch, the owner functional currency net 
value of Japan Branch determined in dollars on the 
last day of the preceding taxable year is zero under 
paragraph (d)(I)(i)rB) of this section. Accordingly, 
the change in owner functional currency net value of 

Japan Branch for 2009 is $1,416.30. 
(iV) Step 2. Under paragraph (d)(2) of this sec

tion, the aggregate amount detemlined in paragraph 
(d)(I) of this section (step 1) is increased by the total 
amount of assets descnbed in paragraph (dJ(2)lii) of 
this section transferred from the section QS7 QR U to 

the owner during the taxable year translated into the 
owner's functional currency as provided in paragrapr, 
(d)(2)(iii) of this section. Smcc no such amounts were 

transferred under these facts, there is no change in the 
$1,410.30 determined in step I 

(v) Slep.3. Under paragraph (d)(3) of this sec
tion, the aggregate amount determined in paragraphs 
(d)(l) and (2) of this section (steps I - 2) is decreased 
by the total amount of assets transferred from the 
owner to the section 987 QBU during the taxable year 

as determined in paragraph (d)(3)(ii) of this scelion 
in dollars. On July 1, 20D9, U.S. CnrD transferreJ to 
Japan Br,mch $1.0()(J (which Japan Branch Immedi
ately convened into ¥IOO,OOOI Imd rllW land with a 
baSIS ()f $500 (equal 10 ¥50.UOO on the day of trans

fer). Thu" the step 2 amount of $1 .416.30 IS reduced 
b> $1,5(JO.OO to equal ($R3.7()) 

(vi) Sleps 4, 5 ({lid (j Since no liabilities 

were transferred by US. Corp 10 Japan Branch 
or vtce versa, the amount delemlined after applying 
paragraphs (d)( 1) through (d)(5) of thi, section is 
($83.70) Further, paragraph (d)(6) of this section 
does not apply since Japan Branch does not have a 

;,ection 987 taxable lo,s. 
(vii) Step 7. Under paragraph (dl(7) of this scc

tion, the aggregate amount detennined after applying 
paragraphs (d){ I) through (d)(51 of this section (steps 
1-5) is decreased by the section 9R7 taxahlc income 
of Japan Branch 01 $90.<)0. Accordingly, the unrec
ognized section 987 loss of Japan Branch for 2()09 is 
S174.60 (-583.70 - ~9().90). 

E:wl11l'le 2. (i) U.S Corp, a calndar year do
mestic corporation with the dollar as its !'unctional 

currency, operates in the United Kingdom through 
UK Branch. UK Branch has the pound as ih runc
tional currency and is a ,e('lion 9X7 QBU. U.S. Corp 
properly elects to use a spot rate comention under 
§ 1.987-1 (c)( I Hii) Under this convention, the spot 
rate for any transaction occun-ing dUTing a month j, 

4 Opening cash of ¥l 00.000 + ¥IO,OOO borrowed + ¥12,OOO income from "rvices - ¥2.001l expenses. 

the average of the p\lund spot rate and lhe :<O-day 
forward rate for pounds on the next-to-last Thursday 
oj the preceding month. Pllr~uant to ~ I ()!\7-3(b I( I l
Us. Curp uses the yearly avcrage exchange late a, 
detineu in ~ I.'IH7-1 (s-)el to trans1<tte item, of in
come, gam, deduction, or loIS into dolla" for the tax
ahle year, where appropriate The yearly average ex

ch~nge rate for 20()9 "as fl = ~1.05. The closing 
balance ,heet of UK Branch for tile prior year (2008) 
renee ted the foll()wing ,,,scts and liabilities With re
spect to assets, UK Branch held-

(Aj Cash of fIO(): 

fB) Plant purchased In May :2001 "ith an adju'itcu 
ha,is of fIO()O: 

(C) A machine purchased In May ~()1J7 with an 
adJu\lcd nasis of £~O(): 

ff)1 Inventory of 100 units manufactured in De
cemher 200R with a ha,is of f 1 00: 

IE) POl1fo1io stock (as delln~u in 
~).9H7-2(hl(2)(ii)) 10 ABC Corporation pur
chased in Septemher 20(}X with a hasis of f 15X, and 

(FI 1150 al'quired in 2()0~ (;Ind held in a nOll-inter

elt heaTing account I. 
With respect to lrahilitic,. UK Branch has [50 

of long-term debt entered into in 2007 with F Bank, 
an unrelated h,wk. The plant, machine, In\Clllorl' 
stock and dollars are section LJH7 historic ""cts as Je

fmctllll ~ I QX7-1i C I. The cash oj £l 00 arlu long-term 
deht arc section lJX7 111;11 kc1 items as dL'filwd unc1t'1 
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~1.l)g7-](dl. A"ume the uS. Corp translated CK 
Branch', 20()~ clo,tng halance sheet as 10110\\ s: 

t: Cish 

Plant 

Machine 

Stoc~ 

Inventory 
D,)l\ar, 

Amount in £ 

£ 100 

£1.000 

£ 200 

£ 15X 

£ 100 

$ 50 

Translation Rate 

Spot convention rate in Dec. 2008 £1 '" $1 

Historic rate-2007 May convention rate £ I = $0.90 

Hiqoric rate-2007 May convention rate £ I = $0.90 

Historic rate-2008 Sept. convention rate £1= $.95 

Historic rate-2008 Dec. convention rate £1= $1 
Dollars are not translated 

Amount in $ 

$100.00 

$900.00 

$180.00 

$150.00 

$100.00 

$ 50.00 

$1.48000 

Llahilities Amount in £ Translation Rate Amount in $ 

Bank Loan 

Total liahililies 

20()X ending owner functional 
l'urrency net vulue (in dollars) 

£ 50 

111) UK Branch uses the fiN In Imt out method 
of accuunting for inventory. In 2009. UK Branch 
sold 100 units of inventory for a total of £300 and 
purchased another 100 units of inventory in Decem
her 200') for £ I 00. Assume that the dollar basis of 
the inventory purchased In December 2009 when 

Item 

Grn" rccei pts 
Less: COGS 

Dep: Plant 

Madline 

Other expenses 

Total expenses 

Section 9R7 taxahle inwme 

Amount in 

noo 
(£100) 

£200 

(f 33) 

(f 40) 

(£ 30) 

Spot convention rate in Dec. 2008 £1 = $1 $ 50.00 

$ 50.00 

$ 1.430 

translated at the December 2009 monthly convention 
rate is $110; that depreciation with respect to the 
plant is £33 and for the machine £405; and that CK 
Branch incurred £30 of business expenses during 
2009. Assume all items of income earned and ex
penses incurred during 2009 are received and paid. 

respectively. in pounds. The yearly average ex
change rate for 2009 is £1 = $1.05. Under §1987-3. 
UK Branch's section 987 taxable income or loss is 
determined as follows: 

£ Translation Rate 

2009 yearly ave. rate £ 1 = $1.05 

Historic rate-Dec. 2008 convention rate £1= $1 

Historic rate-May 2007 convention rate £1= $0.90 

Historic rate-May 2007 convention rate £1= $0.90 

2009 yearly ave. rate £ I = $1.05 

Amount in $ 

$315.00 

($100.00) 

$215.00 

($29.70) 

($36.00) 

($31.50) 

$97.20 

$117.80 

Accordingly. UK Branch has $117.80 of section 987 taxable income. 

(iii) Assume that in December 2009. UK Branch 
transferred $20 and no to u.s. Corp and that U.S. 
Corp transferred a computer with a basis of $1 0 to UK 
Branch The convention exchange rate for December 
200lj is £I = 51.10 Finally. assume that US. Corp's 
net accumulated unrecognized section 987 gain or 
l(l" for all prior taxahle years as determined in para
)!raph (c) of this s<-'ction is $30. 

(iv) The unrecognized section 987 gain or loss of 
UK Branch for 2009 is determined as follows: 

(A) Srep 1. Deramine rhe change in ownerfunc

riollal currencr net value of UK Branch. Under para
graph (d)( I) of this section. the change in owner func
tional currency net value for the taxable year must be 
determined. This amount is equal to the owner func
tional currem;y net value of UK Branch determined 

.., Till' JeprCll.ltllm .l",umptinn.., art' for IIIU\tratl\e purpll..,e~ onl) and may not he con\] ... tent with true depreciat~on rates. 
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under paragraph (e) of this section on the last day of 
2009. less the owner functional currency net value of 
UK Branch determined on the last day of 2008. The 
owner functional currency net value of UK Branch on 
December 31. 2009, and the change in owner func
tional currency net value is determined as follows: 



Amount in £ Translation Rate Amount in S 

Cash 

Plant 

Machine 

Inventory 

Computer 

Stock 

Dollars 

Total assets 

£2406 

[9677 

£160H 

£100 

£ 9 

£158 

$ 309 

Spot convenlion rate in Dec. 20()9 fl = $1.10 

Historic rate-May 2007 cunvention rate []= $0.90 

Historic rate-May 2007 convention rate £1= $0.90 

Historic rute-Dec. 2009 convention rate £ I = $1 I () 

Historic rate-Dec. 2009 convel1lion rate (I = $1 10 

Historic ratc-Sept. 2008 convenlion rate £ 1= $.'}S 

Dollars are not translated 

$ 264.00 

$ 87030 

$ IH.OO 

$ 110.00 

$ IO.()O 

$ ISO.OO 

$ 30(J0 

$1.5 7~JO 

Amount in £ Translation Rate Amount in $ 

Bank Loan 

Total liabilities 

2009 ending owner 
functional currency net 
value (in dollars) 

Less: 200S endIng 
owner functional 
currency net value 
(in dollars) 

Change in owner functional 
currency net value 

£ SO 

(B) Step 2. Increase the aggregate amount de
scribed in slep 1 by each owner's share of assets 

transferred bv the section 987 QBU to its uwners. 
Under paragraph (d)(2) of this section, the aggre-

Spot convention rate in Dec. 2009 £ I = $1 10 $ 55.00 

gate amount determined in step 1 must he increased 
by the total amount of assets de<cribed In paragraph 
(d)(2)(ii) of this section transferred from UK Branch 
\0 U.S. CDrp during the taxahle year. translated Intn 

$ 55.00 

$1.523.30 

($J..+30.00) 

$ 93JO 

u.s Corp's functional currency as provided in para
graph (d)(2)(Jii) of this section. The amount of as
sets transferred from UK Branch to U.S. Corp dUring 
2009 is determined as I"ollows: 

Asset Amount in £ Translation RQte Amount in $ 

£30 currency £30 

$20 currency $20 

Total 

Ie) Step 3: Decrease the aggregate amount de
scribed in steps 1 and 2 by the owners t rumfers /0 

the section 987 QBU. Under paragraph (d){3) of this 

Spot convention rate to Dec 2009 £1 = $1.10 $33.00 

Dollars are not tram,lated 

section. the aggregate amount determined in steps I 
and 2 must be decreased by the total amount of all as
sets transferred from U.S. Corp to UK Branch during 

$20.00 

$53.00 

the taxable year as determined in paragraph (d)(3 )(ii) 
of this section. The amount of a,sets transferred from 
U.S. Corp to UK Branch is determined as follows: 

Amount in £ Translation RaIe Amount in $ 

Computer £9 

Total 

(D) Step 4. Decrease the aggregate amounr de
termilled ill steps 1 through 3 h.1," the amount of liabil
ities rranJferred by rhe section 987 QBU to the owner. 
Under paragraph (d)(4) of this section, the aggregate 
amount determined in steps I through 3 must be de
creased by the aggregate amount of li~hilities trans

ferred by UK Branch to U.S. Corp. Under these facts. 
such amount is $0. 

(E) Step 5: Increase the aggregate amount derer
mined in steps I through 4 by the amount of liabili-

Spot convention rate In Dec. 2009 £ 1 = $1 10 $10.00 

$10.00 

lies transferred by the Oll"ller to the sedioll YIP QHU. 
Under paragraph (d)(5) of this section. (he aggregate 
amount determined in steps I through -l must be in
creased by the aggregate amount of liabilities trans
ferred by U.S. Corp to UK Branch. Under these facts. 
such amount is $0. 

(F) Step 6: II/crease rhe aggregate 1/lilUIUII deler

milled in sleps I through 5 by the .Il'clioll 987 tax
able loss of rile section Y87 QBUfo)" the w.wbl,- -'"ear. 

Under paragraph (d)(6) of this section. the aggregate 

amount determined in qeps I through 5 must be in
creased by the ,cetion 987 taxable loss of UK Branch. 
Since lK Branch had no such taxahle loss 10 2009. 
paragraph (d)(6) of this section does not apply. 

(G) Step 7 .. Oecreale til(' (lgRreg(lte WlIOlliH df'

tamil/ed in 1"leI'S I Ihrough 5 by the sfctio/l 987 tax
ahle income of rlie,ecriol! 987 QBU for ihe ta.whle 
year. Under paragraph (d)n) of this section. the ag
gregate amount determined in steps I through S mu>! 

be decreased by the secti()n 9R7 taxable income of UK 

6 £100 On the closing 2008 balance Iheet plus £300 gro" receipts Ie" £100 inventory cost. less £30 of addilional expenses. less 00 transferred to L".S Corp 

7 £1.000 on the closing 2008 batance shect Icss £33 depreciation. 

S £200 on the closing 2008 balance sheel Ie" £40 utpreciation. 

9 Dollars are reduced by $20 transferred to U.S. Corp 
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Hran(h, The ,i/:lllUI11 1'1 L'K Hr~lll(h', 1~1\~lrk IIl(llllle. 1\) SIIlIIlIlUn. T,I\..lng step' I through 7 into ac- lion l)~7 gainllr I,,,s "ilh respect to UK Branch in 

~'liL'lerllllnnl ,Ih"'e' I'" 11- ~I) ,·ount. thL' ,llllollntllf U.S. Cnrp', unreellgniled see- lOOt) is l'lllllPlItcd a, flllll"": 

rlll!'-. l '.S ('~)rp', lIlIIl' ... ·(lglli/l'd "l.'l'lion L)S7 gain 

III ~I)I)') \lIlh rl"I'I'(1 10 l'l\. Iklll,'h I' "IX,50, A, 

pi Ihl' l'nel ll\ ~1I11'), hdorL' Id"lni! inlo <Ieenun! the 

Il'l'\l~nJtloll of ~11l~ .... l·Lli\1I1 l)X7 ~~lin or lu..,~ unuer 

~ 1,llX7 'i. l S C"Ij" nel uilrl'L'oi!nilL'u ,eLli,m 9S7 

~,IIJl ,," \X"lill , .. \.'0 'IC,'Ull1ulall'U fr"ll1l'rior ye,lr,. 

pill' " I S511 In ~lIl)l) I. 

,~/, 487-5 Remgllilioll of sectioll 48,7 goill 

or IO,ls. 

(a) R('(()gllirio/l oj sectioll 98,7 gain or 
loss /n lhe ()\\'IIer IIr U sec/ioll 98,7 QBU. 
The taxable income of an owner ofaxec
tioIl L)~7 QBU shall include the owner's 
section 987 gain or los, recognized with 
respect to the section 987 QB U for the 
ta \able year. For any taxable year, the 
owner's section 987 gain or loss recog
niled with respect to a section 987 QBU 
shall be equal to-

(I) The owner's net unrecognized sec
tion 987 gain or loss of the section 987 
QBLJ determined under * 1.987-4 on the 
la,t day of ,uch taxable year (or. if earlier. 
on the day the section lJ87 QBU i, termi
nated under * 1,987-8): multiplied by 

(:2) The owner's rem i ttance proportion 
fur the taxable year, a, determined under 
paragraph (b) of this section. 

(b) Rl'IlIil/({llce pml)(}rli(lIl. The 
owner's remittance proportion with re
... pect to a 'iedion 987 QBU for a taxable 
)car i ... thc qUlltient. equal to 

( I ) The remittance, a~ determined under 
paragraph (c) of this ,eL'tion, to the owner 
fmIl1 thl' ,l'ction 987 QBU fur such taxable 
) l'ar: di\ !lied by 

(:2) Thl' total ~ldjustl'd basis of the gross 
~l''''l'h tlf the Sl'L'tioIl 987 QBU as of the 
L'lld tlt lhl' l~\\<thk \ear (UI. it terminated 
pi lUI t(l the L'1ll1 (It 'Llch taxable vear un
lkr ~ I t)~7 -~, till' d<ti uf krminatiul1l that 
~Ire rctkcted \In it ... ~ L'ar-end balance sheet 
(\)1. if Il'rmillated prior to the end of ,uch 
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,\nll'unt 111 $ 

+ S 93JIl 

+ S 5300 

- S 1000 

() 

+ () 

+ (l 

- SII 7.l\() 

taxable year under * 1.987-8, the balance 
sheet on the day terminated), translated 
into the owner's functional currency as 
provided in * 1,987-4(e)(2) and increased 
by the amount of the remittance. 

(c) Remiltu/lce-( I) Definition. A 
remittance shall be determined in the 
owner's functional currency and shall 
elluallhe excess, if any, of-

(i) The total of all amounts transferred 
from the section 987 QBU to the owner 
during the taxable year, as determined in 
paragraph (d) of this section; over 

(ii) The total of all amounts transferred 
from the owner to the section 987 QBU 
during the taxable year, as determined in 
paragraph (e) of this section, 

(2) Dar when a remittance is deter
mined. An owner's remittance from a sec
tion 987 QBU shall be determined on the 
last day of the owner's taxable year (or, if 
earlier, on the day the section 9R7 QBU is 
terminated under * 1.987-8). 

(3) Termi/lation. A termination of a 
section 987 QBU as determined under 
* 1.987-8 is treated as a remittance of all 
the gross assets of the seclion 987 QBU 
to the owner on the date of such termi
nation. Sec S 1.987-8(d). Accordingly, 
the remittance proportion in thc case of a 
termination is I. 

(d) Total 0{ all ({mOllllts transferred 
11'0111 the section 987 QBU to the owner 
IiiI' the taxable rear. For purposes of para
graph (c)( I )(i) of this section, the total of 
all amounts transferred from the section 
Y87 QBU to the owner for the taxable year 
shall be determined in the owner's func
tional currency under * 1,987-4(d)(2) with 
reference to the adjusted basis of the assets 
transferred. Solely for this purpose, the 
amount of liabilities transferred from the 
owner to the section Y87 QBU determined 

BalalKL' 

S LJ.U() 

SI-lo.JO 

S I 30 .. ,0 

$IJo.JO 

$13(1.30 

$130.30 

$ 18,50 

under * 1.987-4(d)(5) shall be treated as 
a transfer of assets from the section 987 
QBU to the owner in an amount equal to 
the amount of such liabilities. 

(e) Total 4 all UlllOunts transferredfrom 
the owner to the sectio/l 987 QBU for the 
taxable year. For purposes of paragraph 
(c)(l)(ii) of this section, the total of all 
amounts transferred from the owner to the 
section 987 QBU for the taxablc year shall 
be dctcrmined in the owner's functional 
currency under §1.987-4(d)(3) with ref
erence to the adjusted basis of the assets 
transferred. Solely for this purpose, the 
amount of liabilities transferred from the 
section 987 QBU to the owner determined 
under §1.987-4(d)(4) shall be treated as a 
transfer of assets from the owner to the sec
tion 987 QBU in an amount equal to the 
amount of such liabilities. 

(f) Determination of owner's adjusted 
hasis in transferred assets-( I) In general. 
The owner's adjusted basis in an asset re
ceived in a transfer from the section 987 
QBU (whether or not such transfer is made 
in connection with a remittance as defined 
in paragraphs (c) of this section) shall be 
determined under the rules prescribed in 
paragraphs (f)(2) through (f)( 4) of this sec
tion. 

(2) Section 987 marked asset. The ba
sis of a section 987 marked asset shall be 
determined in the owner's functional cur
rency and shall be the same as the amount 
determined under § 1.987-4(d)(2)(ii)(A), 

(3) Section 987 historic asset. The ba
sis of a section 987 historic asset shall be 
determined in the owner's functional cur
rency and shall be the same as the amount 
determined under * 1.987-4(d)(2)(ii)(B), 

(4) Partner's adjusted basis in dis
tributed assets. See also section 732 and 
§1.987-7 for purposes of determining an 



owner's adjusted basis of an asset dis
tributed from a section 91\7 QBU owned 
indirectly through a section 9g7 partner
ship. 

(g) Examples. The following exam
ples illustrate the calculation of sel:tion 
987 gain or loss under this section: 

Example 1.0) U.S. Corp. J calendar year domes
tic corporation with the dollar as its functional cu[
rency, operates in the U.K. through U.K. DE. an entity 
disregarded as an entity separate from its owner un
der §§301.7701-1 through .101.7701-3 of this chap
ter. U.K. DE has a section 987 branch (U.K. sectIon 
987 branch) with the pounu a~ ih functional currency. 
During year 2, the follDwing transfers took place be
tween U.S. Corp and U.K. section 987 branch. On 
January 5, year 2. U.S Corp transferred to U.K. sec-
110n 987 branch $300 (which the branch used during 

the year to purchase services). On MJrch 5, year 2, 
U.K. section 9i17 branch tramterred a machine to U.S. 
Corp. Assume that the pound adjusteu basi, of the 
machine when properly tran,lated into dolldr, under 
§~1.9~7--4IU)(2)(ii)(B1 and paragraph Id) of thi, ,ee 
tion is $SOIl. On t\llvember I. year 2, U.K. section 
987 branch transfrrred pounu ca,h to U.S. Cllrp. A,
'Ullle that the dollar amount of the pour,ds when prop
erly tra;]slated under ~ 1.987--4(d)(2)(ii)(A) and para
graph (d) of this section is $2,30() On December 7. 

year 2. U.S Corp transferred a truck to U.K. section 
9H7 branch with an adjusted basis of ~2.UOO 

(ii) Assume that at the enu of year 2. U.K. sec
tion 987 branch bolds assets. properly translated 
into the owner', functional currency pu"uant to 
§ 1987-4(e)12). LOnsisting of a computer with a 
pound adjusted basis equivalent to $500. a truck 
with a pounu adjusted basis eqUivalent to $2.000. 
and pound cash equivalent to $2,8S0 In addition. 

Transfers from UK. section 987 branch to U.S. Corp in dollars: 

Machine 

Cash (UK. pounds) 

Transfers from U.S. Corp to U.K. section 987 branch in dollars: 

Cash (U.S. donars) 

Truck 

Computation of amount of remittance: 

S 500 
2.300 

S2.800 

$ 3DO 
2.(X)() 

$2.300 

assume that U.K. section 987 branch ha, a pound 
Iiahlhty entered Into in year I with Bank A. The 
liahility. when trJmlateu into the 0\\ ner functional 
currency pursuant to ~L9R7-4le)l~1. I' cquilalcnt to 
$200. All such a"ch and li~bditie, are retlccted on 
the books anu recoru, of U.K. section 987 branch. 
Assume that the net unrec()gJll~ed section [)S7 gain 

tor U.K. section 9'67 branch as determined unuer 
I:i 1.987-4 as of the la.,t day of year 2 is S~(). 

(iii) U.S. Corp's section l)87 gam with re'pect to 
U.K. section 987 branch is determined as follows: 

(A) CompuwllOn ,,(amount ofremittancc. Under 
paragraphs Ic)( 1) and 12) of this section. L.S. Corp 
must uetermine the amount of the remittance for year 
:2 in the owner's functional currency (dolla,,) on the 
last day of year 2. The amount of the remittance for 
year 2 is $5UO. determined as follows: 

Aggregate transfers from U.K. section 987 branch to US Corp 

Less: aggregate transfers from U.S. Corp to U.K. section 987 branch 
$2.8UO 

($2,300) 

Total remittance $ 500 

(B) Computation of branch gross {t\,\ets pillS 
remittallce. Under paragraph (b)(2) of this section. 
U.K. section 987 branch must detennine the total 

basis of its gross a\sets that are reOecteu on its 
year-end balance sheet translated into the owner's 

Total basis of U.K. sectiun 987 branch', gross asset; at end of year 2 plus remittance In dollars: 

Computer 

Cash (U.K. pounds) 

Truck 

Total gross assets 

Remittance 

Total gross assets + remittance 

(C) Computation of remittance pruporrioll. Under 
paragraph (b) of this section, U.K. section 987 branch 
must compute the remittance proportion as follows: 

Amount of remittance 

Total basis of U.K. section 987 branch's gross a:;sets 
at end of Year 2, increased by amount of remittance 

Remittance/gross assets 

Remittance proportion 

$ 500 

:2.850 
2.(X)1J 

SS. 1') () 

500 

$5.R50 

$ SOO 

$S.KSIJ 

0.085 

0.085 

functiunal currency. anu must inerea'" this JIIIlJUnt 
by the amount of the remittance. 

(D) Computation of secrion 987 gain or !c1Sl. The 
amount of U.S. Corp's section 987 gam or loss that 

mw,t be recognized with respect to U.K. sectilln 9~7 branch i, Lletermined unLler paragraph la) of this sec
tion. 

2006-2 C.B. 735 



:-':t:t unrecllgmlcd ,cction 9R7 gain 

Remittance proportion 

L'S Corp', 'eetlon l)S7 gain fllr Year 2: 

bUI/II'/'- 2 L'.S. Corp. a calendar year domestic 
corror;ltlnn \\ Ith the dnllar as ih functional currency. 
llpn.lte, In the LlK. through LlK. DE, an entity dlsre
~;lIdcd Ci' an cntlt) ,eparate fromlb owner. U.K. DE 
h;h a sec'tlCln llS7 hranch (I1.K section 1)87 branch) 

II Ith the pnllnd C1' Its functional currency. During year 
~, thc folhl\\in)! trJnsfers tOllk place between U.S. 
Curr anJ L'K ,cL·tion llX7 branch. On March I, year 
:, II S. Corp transferred to L: .K. sectil1l1l)H7 branch a 

,'OIllPlItcr II ith a basi, of S I 00. On November I. year 
~. L' K sectillnl)S7 branch tran,ferred pound, to U.S. 
Corp. A"urne that thc dollar amount of the pounds 
\\ hen properl) translated under ~ I.l)X7-+(d 112)( ii)(A) 
;lnJ p"ragraph I d I of thiS section is S300. On the same 
d.I), lIK. section llS7 hranch transferred $20 to U.S. 
Corp. 

$80 

xO.08S 

$6.RO 

(ii) Assume that at the end of year 2. U.K. 

seellon 987 branch holds assets translated las nec
essary I into the owner functional currency pursuant 
to ~ 1.987-+(e)(2) consisting of a plant with a pound 

adjusted basis equivalent $1.000. pound cash equiv
alent to $100. a machine with a pound adjusted basis 
equivalent to $200, portfolio stock (within the mean
ing of § 1.987-2(bJ( 2)(ii)) in ABC Corporation with 
a pound adjusted basis equivalent to S ISO, inventory 
of 100 units with an aggregate pound adjusted basis 

eqUivalent to $100 and a computer with a pound ad
Justed basis equivalent to $100. In addition. assume 
that C .K. section 987 branch has a pound liability that 
it entered into with Bank A in year I, When properly 
translated into dollars pursuant to § 1.987-4(e)(2) the 
principal amount of the liability is equal to $500. All 

Tr;lI1skr, from U.K. section 9K7 branch to U,S. Corp in dollars: 

Cash (U.K. pound,) 

Cash (L'.S. dollars I 

Tr;lllskr from C.S Corp to U.K. section 987 branch in dollars: 

Computer 

Computation of amount of rernillance: 

$300 
20 

$320 

$100 

such a"ets and liabilities are retlected on the books 
and records of U.K. section 987 branch. Assume that 
the net unrecognized 987 gain for U.K. section 987 
branch as determined under § I .987-4 as of the last 

day of year 2 is $100. 
(iiI) U.S, Corp's section 987 gain with respect to 

U.K. section 987 branch is determined as follows: 
(A) Computation of amoullt of remittance. Under 

paragraphs (c)(l) and (2) of this section. U.S. Corp 
must detennine the amount of the remittance for year 
2 in the owner's functional currency on the last day 
of year 2, The amount of the remittance for year 2 is 
$220 determined as follows: 

A~gregate transfers from U.K. section 987 branch to U.S. Corp 

Le,,: aggregate transfer, from U.S Corp to U.K. branch 
$320 

($100) 

Total remittance: $220 

1 B I Coml,ututioll of hranch groS.1 (lSsers plus U.K. section 987 branch must determine the total ba- balance sheet translated into dollars and must in-
r(,lIliIfW1Cl'. Under paragraph (b)(2) 01 this section. sis of its gross assets as are reflected on its year-end crease this amount by the amount of the remittance. 

T<ltal pound hasis of U.K. section 9K7 branch's gross assets translated into dollars at end of Year 2: 

Plant 

Cash tU.K. pounds I 

111\ entor) 

Machine 

Computer 

P"nl"li" Stock 

Total !:!f(h\ a~~~h 

Rcmlltancc 

(C I COIllI'li/orioll 01 rellllffwlce propIJrrilill. Under 
I'dr;l~r;lph (hi "I' this section, UK section l)g7 branch 
llHlst CUlllrlltc Ihc remittance proponion as follp\\ s. 
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$1,000 
100 

100 

200 

100 

150 

$1,650 

220 

$1.870 



Amount of remittance 

Total basis of U.K. section 987 branch's gross assets 
at end of year 2, increased by amount of remittance 

Remittance/gross assets 

Remittance proportion 

$ 220 

$1,870 

0.118 

0.118 

(0) Computation of section 987 gain or loss. The must be recognized with respect to U.K. section 987 branch is determined under paragraph (a) of this sec-
amount of U.S. Corp's section 987 gain or loss that tion. 

Net unrecognized section 987 gain 

Remittance proportion 

us Corp's section 987 gain for year 2 

§I.987-6 Character and source of section 
987 gain or loss. 

(a) Ordinary income or loss. Section 
987 gain or loss is ordinary income or loss 
for Federal income tax purposes. 

(b) Source and character of section 
987 gain or {oss-(1) In general. Except 
as otherwise provided in this section, the 
owner of a section 987 QBU must deter
mine the source and character of section 
987 gain or loss in the year of a remittance 
under the rules of this paragraph (b) for all 
purposes of the Internal Revenue Code. 
including sections 904(d), 907 and 954. 

(2) Method required to characterize 
and source section 987 gain or loss. The 
owner must use the asset method set 
forth in §1.861-9T(g) to characterize and 
source section 987 gain or loss. The mod
ified gross income method described in 
§ 1.86l-9T(j) cannot be used. 

(3) Method required to characterize and 
source section 987 gain or loss with re
spect to regulated investment companies 
and real estate in.vestment trusts. [Re
served]. 

(c) Example. The following example 
illustrates the application of this section. 

Example. CFC is a controlled foreign corporation 
as defined in section 957 with the Swiss franc (Sf) 
as its functional currency. CFC holds all the interest 
in a section 987 DE as defined in § 1.987-J(b)(6)(iii) 
that has a section 987 branch with significant op
erations in Germany (German Branch). German 
Branch has the euro as its functional currency. For 
the year 2009, CFe recognizes section 987 gain of 
SflO,ODO under §§ 1.9ll7-4 and 1.987-5. Apply
ing the rules of this section, German Branch has 
total average assets of Sf! ,000.000 which generate 
income as follows: Sf750.000 of assets that gener
ate foreign source general limitation income under 
section 904(d)(l )(1), none of which is subpart F 
income under section 952; and Sf250,000 of assets 
that generate foreign source passive income under 

$100.00 

xO.118 

$11.80 

section 904(d)(l )(B), all of which is subpart F in
come. Under paragraph (b) of this section, Sf7,500 
(St750,OOO/Sfl ,000,000 x SflO,OOO) of the section 
987 gain will be treated as foreign source general 
limitation income which is nut subpart F income and 
Sf2,500 (Sf250,OOO/Sfl,OOO,000 x SflO,OOO) will 
be treated as foreign source passive income which 
is subpart F income. All of the section 987 gain is 
treated as ordinary income. 

§1.987-7 Section 987 partnerships. 

(a) In general. In the case of an owner 
that is a partner in a section 987 partner
ship, this section provides rules for deter
mining the owner's share of assets and lia
bilities of a section 987 QBU owned indi
rectly, as described in §1.987-I(b)(4)(ii), 
through a section 987 partnership. In ad
dition, this section provides rules coordi
nating these regulations with subchapter K 
of chapter 1 of the Internal Revenue Code. 

(b) Assets and liabilities of an eligi
ble QBU or a section 987 QBU held in
directly through a partnership. A part
ner's share of the assets and liabilities re
flected under § 1.987-2(b) on the books 
and records of an eligible QB U or a section 
987 QBU owned indirectly through a part
nership shall be determined in a manner 
that is consistent with the manner in which 
the partners have agreed to share the eco
nomic benefits and burdens (if any), corre
sponding to the assets and liabilities, tak
ing into account the rules and principles of 
sections 70l through 761, and the appli
cable regulations, including section 704(b) 
and §1.70l-2. 

(c) Coordination with subchapter K (1) 
Partner's adjusted basis in its partnership 
interest (i) In gen.eral. Except as provided 
in this paragraph, a partner's adjusted basis 
in its section 987 partnership interest shall 
be maintained in the functional currency 

of that partner and shall not be adjusted 
as a result of any fluctuations in the value 
of the partner's functional currency and 
the functional currency of any section 987 
QBU owned indirectly through the section 
987 partnership. 

(ii) Adjustmentsfor section 987 taxable 
income or loss and section 987 gain or 
loss-(A) Section 987 taxable income or 
loss. A partner's share of the items of in
come, gain, deduction or loss taken into 
account in calculating section 987 taxable 
income or loss of a section 987 QBU, de
termined under § 1.987-3, held indirectly 
through a section 987 partnership shall be 
treated as income or loss of the section 987 
partnership through which the partner in
directly owns the interest. As a result, the 
partner's allocable share of the Items of in
come, gain, deduction or loss taken into ac
count in calculating section 987 taxable in
come or loss of the section 987 QBU shall 
be taken into account, following conver
sion into the partner's functional currency, 
in determining the appropriate adjustments 
to the partner's adjusted basis in its part
nership interest under section 705. 

(B) Section 987 gain or loss. Solely 
for purposes of determining the appropri
ate adjustments to a partner's adjusted ba
sis in its interest in a section 987 partner
ship under section 70S, an individual or 
corporation that owns a section 987 QBU 
indirectly through a section 987 partner
ship shall treal any section 987 gain or loss 
of such section 987 QBU as gain or loss of 
the section 987 partnership. Any adjust
ments to the adjusted basis of a partner' 5 

interest in such section 987 partnership re
quired under this paragraph (c)( I )(ii)(B) of 
this section shall occur prior to determin
ing the effect under the Internal Revenue 
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Code of any ~ak, exchange, di~tributi()n or 

other e\ ent. 
I iii) Adjlllill/CI/I.I tOl' ('(lilirillilliolll lIlId 

di.llrihliliolll. For purpo~e\ uf making ad
,Iu,tnKnt, to the partner', adjusted ba,i, in 
ih intere\t in a ,ediml L)~7 partner~hip. a, 
,\ n:,ult of any contribution, or di,tribu
tion~ (induding Lkcmcd l'lllltributiOlb and 
di,tribution, under sel'lion 7)2) between 
the section YS7 partnership and the owner 
of ,\ sel,tion YS7 QBU owned indirectly 
through the partnership. such amuunts will 
he taken into account in the o\\ner's func
tional currency. 

(i\') [)clall/illatioll (If'd(,(,l1/cd di.ll/'i

/Jill 1011.1 lInli cOlllrilJIIliolls Illllier scctioll 

752-( A) [lIcr('({s£' ill I)({rliler '.I liailililie.l. 

For purposes of determining the amount of 
any increa,e in a partner's ,hare of the lia
bilities of the partnership, or any increase 
in the partner's individual liabilities by 
rea,on of the assumption by such partner 
of a liability of the partnership. which are 
rdlected on the hooks and records of a sec
tam 9X7 QBU owned indirectly through 
such partnership and which are denom
lI1ated in a functional currency different 
from the partner\. the amount of such 
liabilities shall be translated into the func
tional currency of the partner using the 
spot rate (as defined in §1.987-I(c)(I)(i) 
and (ii)) on the date of such increase. 

(B) f)ccl'f!a,11' ill pa rill er ',I liahilities. 
for purposes of determining the amount 
of any decrease in a partner's share of the 
liabilities of the partnership which were 
retlected on the books and records of a sec
tion 9X7 QBU owned indirectly through 
such partnership and which are denom
inated in a functional currency different 
from the partner's functional currency, the 
amount of such Iiahilitie~ shall be trans
lated intn the functional currency of the 
partner using the historic rate (as defined 
in ~ I.YS7-i(c)(3)) for the date un which 
sUl'h liabilities increased the partner's 
adjusted basis in its partnership interest 
under section 752. 

(2) S{leciul I'IIlcJiu' detCl'lI/illillg gaill or 

/0.1.1 011 tlie suiI'. nc/llIl1ge or other dis{lo

Illioll ot (//1 illlere.ll in a section <Nil parl

lien/ill'. Fllr purposes of determining the 
amount realiled hy a partner in a section 
liS7 partner,hip lln the sale. exchange. LH 

other dispo:-,ition of that partner's interest 
in \uch partnership. the amount of liabili
tie" retlected un the boob and records of 
~I "e((llln L)X7 QBL; (in a functiunal cur-
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renc) different from such partner) from 
which that partner is relieved as a result of 
such disposition. and which are included 
in the amount realized pursuant to section 
7)2(d). shall be translated into the part
ner's functional currency using the his
toric exchange rate (as determined under 
~ 1.9X7-l (c)(J)) for the date on which such 
liabilities increased the partner's adjusted 
basis in its partnership interest under sec
tion 7)2. 

(d) E\alll!)les. The purpose of the fol
lowing examples is to illustrate the appli
cation of section 987 to partnerships and 
their partners. The examples are not meant 
to be a comprehensive interpretation of 
the step-by-step computations involved in 
computing net unrecognized section 987 
gain or loss. Thus, for the sake of sim
plicity, the examples only calculate sec
tion 987 gain or loss by reference to certain 
identified assets and liabilities, rather than 
by all the assets and liabilities of the sec
tion 987 QBU (as is required under these 
regulations). See § 1.987-4 and the exam
ples therein for step-by-step computations 
for determining the unrecogniLed section 
987 gain or loss of the owner of a section 
987 QBU. 

Exalllple I. COlllpllwtioll of all Ol\'ller 's Iler /t1l!'(,C

oglli;ed sectioll 987 gain or 101'.1. (I) Facts. PRS is a 
partnership which owns QBUx, an eligible QBU, op
erating in the United Kingdom. QRUx has the pound 
as ib functional currency determined under ~ 1,985-1 
tak1l1g illto account all of QBUx ',S activities before 
application of this section. PRS has two equal part
ner!, that are domestic corporations. A and B. each 
\\ith the U.S. dollar as its functional currency. The 
portll)ns of QBUx allocated to A and I:l under para
graph (b) of this seclion are section 987 QBUs of A 
and A because under ~1.987-llb)(2), such portions 
are allocated from an eligible QBU with a different 
functional curren,)' than A and B. respectively. As
sume thaI PRS has no items of section 987 taxable 
incoll1e or Ill" for 2007. On January I. 2007. A and 
A each conlribute $50 to PRS. PRS lmmedlately con
verts Ihe ~ I ()O into £I 00. The £ 100 is rellected. in ac
cordance with ~ 1.987 2(hl. on the hooks and records 
of QA II x. On January I. 2()07. thespot rate is $1 = £ I. 
On December 31, 2007. Ihe spot rate is $1.50 = £ I. 
Pursuant to ~ I 987-31bH Il. A and B use the yearly 
average exchange rate, as defined in ~ 1.987-lic)l2). 
10 Iranslate items of income, gain. deduction. or 10." 
into dollars I'm the taxable Far. A>sume Ihe yearly 
a\Cfage exchange rate is 51.25 = £11$1 = U'O). Un
oer the PRS partnership agreement. A and 8 each 
have an equal Intere,t tn all item, (If partnership in
L'OJ11C and 10""' ..... 

Iii) Col, IIlulioli olll~1 IIl1rnoXlli;ed sectiun ,}87 
guill Iii In.ls. L'nder paragraph (b) of this section. A 
ano B are each allocated £50 from eligible QBUx. 
This amount is reflected on the balance sheet of 
Ihe sedilln 987 QBU of A and B. respectively. 
t,lI purpns"s of determining the unrecogmzed sec-

110n 9~7 g;lIn !1r h;s under ~ 1.9~7.-4. Pursu,mt to 

~ I.L)X7.-41c!l. Ihc nct UllfccI)gni/cd ,cction 987 gain 

of Xs 'l'clionl)~7 QEL' and I{', sc'dil)n9~7 Q8l1 1S 

S2~. 

FIlIIIII'II':'. COII1I'Ii/,lIion or ,'1\'lIcr'S IIct 1111/,<'<,· 

ogni:l't/ \t'('li(l11 liS;' ,~(iill or hISS. li) Facts. The facb 
arc' 11ll' "line' as /\ulIIl'l,' I. C\ccpt that ttl aJJitilln 
to thc t:I ()O conlributcd b\ :\ ;Ind B, PRS incurreu a 
£50 recour,e liabilil~ from an unrelated Ihird rarl~ on 
January I. 21107. Thc liabilily ;ttld the £50 arc \'loth 

retkcled on thc boob and records of QBLI\ unucr 
~ I.LJX7-2(bl. llndcr scc'tion 7)2. and 11ll' rcpilatinlls 

thereunder. A and B bear the economic' ris~ nf )0" 

with rcspect tOlhe £50 rel'Olit'se dc\'lt cqu,i1ly. 

Iii) C"IClt/utioll O(II('t IIlirecoglli;<,<ll!'ctioll <i87 

guill or 101'.1. Linder paragraph (11) of thIS scctlOn, A 

and B are each alloC;lIcd £75 from QBLh. In "uui
lion. under paragraph (11) of this seclion. A and B arl' 

each allocated £25 of the liahility of QBU, hecause 
the economic burden of such Iiabilily. taking into a(
count sections 701 through 7f11 orthc Cotie, is home 

equally by A and I:l. L'ndcr ~ 1.9~7--i(d), A and Beach 
have net unrecognilcd ,cction 9117 gain of $25. 

(iii) Deterlllii/otioi/ lilplll'Il/e!"s (/(fillsl('(1 "(lIiI ill 

PHS. Pursuant 10 paragraph (c)( I )(i) of Ihis sel,tion 
and section 9S5(a), A and B must determine the ad

justed basis in their PRS partnership interests in U.S. 
dollars. Cndcr sections 722. 752(a) and paragraph 
(e)(I)(iv)(A) of this section, the adjusted bases in 

such interests are mcreased hy the U.S. dollar amount 
of a deemed contribution determined using Ihe spOI 
rate for the date on which such liability was incurred. 
Therefore, A and I:l will increase the adjusted l1asis in 
Iheir PRS partnership interests by 525. 

EWlIIl'le 3. COlI/pl/turi()1/ "fOlmer'.1 I/elllllre('o,~

Ili;ed sectiol/ Y87 gail/ or loss. (il Facts. The facts are 
the same as Ex(/mple 2, except as follows: On January 

1.2007. instead of illl'Urring a £50 recourse Itability, 
PRS incurred a £50 nonrecourse liability from an un
related third party. which was secured by and used 
to purchase non-depreciahle real property located in 
the Cnited Kingdom. Under the partnership agree
ment. A and B agree to share all items of partnership 
Income and loss equally, except that A guaranteed 
the nonrecourse liabililY and, in addition. the partner
ship agreement provides that A will be allocated any 
gain from the sale or exchange of Ihe non-deprecia· 
ble property. Further, the partnership agreement pro· 
vides that in the e~ent the partnership liquidates prior 
to satisfying the liahility, the non-depreciable prop
erty ,hall be di>tributed to A. 

Iii) Culclliulioll of 11ft 1II1re('()Klliz~J lectiol1 987 
gain or loss. Under paragraph (b) of Ihis section. A 
and I:l are each allocated £50 fTOm eligible QBUx, 
In addition, because A bears the economic bur· 
den of the nonrecourse liability incurred by PRS 
and the economic benefits of the non-depreciable 
property securing such liability. both of which are 
retlected on the books and records of QBUx under 
~ 1.987-2Ih). A is allocated, for purposes of applying 
~ I. 9X7-4( d). both the £50 liability and the non-de
preciable property with an adjusted tax basis of £50. 
Under ~ 1.987-4ld). As net unrecognized section 
987 gain is $(). and B's net unrecognized section 987 
gain is 525. 

(iii) Detamillatioll of partner'.\· adjusted basis in 
PRS. Pursuant 10 paragraph (c)(1 Hi) of this section 
and section 9851 a), A and B must determine the ad
justed bases in their PRS partnership interests in U.S. 



dollars Under sections 722, 752(a) and paragraph 
(c)(l)(iv) of this section, A's adjusted basis is in

creased by the US dollar amount of the deemed con
tribution determined using the spot rate fur the date on 
which such liability was incun'ed, Therefore, A will 
increase the adjusted basis in its PRS partnership in

terest by S50. 
Example 4 Computation of owner's share of 

items of sectlOlI 987 teJXable illcome. (i) Facts. The 
facts are the same as in E\ClIIlP/c I, except that dur
ing 2007 PRS earns £50 which are reflecteu on the 
books and records of QBUx. In acconlunce with the 
partnership agreement, the £50 are allocateu equally 

between A and B. 
(ii) Calculation of section 91i? taxable IIlcome or 

loss, Under * 1.987-3, A and B's allocable share uf 
the taxable income of QBUx, as determined by PRS, 
and adjusted to conform to U.S. tax principles, is £25 
each. Under § 1.91\7-1 A and B must convert their 
allocable share of the £25 into U.S. dollars using the 
yearly average exchange rate fur the year, in accor
dance with § 1.987-1 (c)(2). As a result, A and Beach 
take into account as their respective distributive share 
ofPRS income $31,25. Under paragraph (C)ll )(ii)(A) 
of this section. section 985(a) and section 705, \ueh 
amounts, as refle((ed in U.S. dollars, will be laken 
into account in determining any adjustments tu the 
adjusted bases of A's and B's partnership interest>., 
In addition, such amounts will be taken into account 
in calculating, under § 1.987-4, the unrecognized sec
tion 987 gain or loss of the secliun 987 QBUs of A 

and B. 
Example 5. ComputatlOll of olma's sllllre of 

ilems 0/ section 987 taxable income. Ii) Filcts. The 
facts are the same as In EWlIlp/e 4. except A and B 

agree to allocate the £50 of income to A. Assume 
for purposes of this example that such allocation has 
substantial economic effect as provided under section 
704(b) 

(ii) Calculation o/sectioll 987 taxable income or 
loss, Under § 1.987-3, A and B's allocable share of 
the taxable income of QBUx, as determined by PRS. 
and adjusted to conform to U.S. tax principles, is £50 
and £0, respectively. Under * 1.987-3. A and B must 
convert their allocable share into U,S. dollars using 
the yearly average exchange rate for the year. in ac
cordance with §1.987-I(c)(2), As a result, A and B 
must each take into account as their respective dis
tributive share ofPRS income $62.50 and $0. respec
tively. Under paragraph (e)( I )(iij(A) of this section, 
section 985(a) and section 705, such amounts, as re
flected in U.S. dollars, will be taken into account in 
determining any adjustments to the adjusted bases of 
A's and B' s respective partnership interests. In addi
tion, such amounts will be taken into account in cal
culating, under ~ 1.987 -4, the unrecognized section 
987 gain or luss of the section 987 QBU, of A and B. 

Example 6. Election IT,. de minimis pariner ro nut 

take into account section 987 gain or loss. Ii) Facts. 

The facts are the same as in Example J. except as
sume that A owns, directly or indirectly, less than 5'K 
of the total capital and prolits interest in PRS and, as 
a result, is eligible to elect. under § 1.987-1 (b)(I j( ii) 
not to apply the provisions of the regulations under 
section 987 for purposes of taking into account the 
section 987 gain OT loss of A's section 987 QBU. As
sume further that A makes such election, On January 
1,2008, A sells its interest to an unrelated third party, 
C, for $75, 

(ii) Determillc./i,," ()ll'orlller',1 adjll,l/ed basis in 
PRS. Pursuant to paragraph (c)( I )(i I of this section 
and section 985(~), A must determine the adjusted 
basis of its PRS partnetship Interest in US. dollars. 
A's basis in PRS is $50, the amount of its cot'tribut/()n 
to PRS. 

(iii) Sale ol pariller.lilip ill/nc.II hy A. Under sec
tion 100 I, A's amount realized on the ,ale of the part
nership mterest to C is S75. A's aUJl"tcLi basis of its 
PR.S partnership mterest is S,5(), the amount of As 
contributilln to PRS, unadjusted hy the fluctuations 
between the pllund and the US. dullar. As gain on 
the sale of the partnership interest i, $25. 

§I.987-8 JPrminatioll (){ (J sectioll 987 
QBU 

(a) Scope. This section provides rules 
regarding the termination of a section 987 
QBU. Paragraph (b) of this section pro
vides general rules for determining when 
a termination occurs, Paragraph (c) of this 
section provides exceptions to the general 
termination rules for certain transactions 
described in section 381 (a). Paragraph (d) 
of this section provides certain effects of 
terminations, Paragraph (e) of this section 
contains examples that illustrate the prin
ciples of this section, 

(b) In general, Except as provided in 
paragraph (c) of this section, a section 987 
QBU terminates when-

(I) Its activities ccasc, such that it no 
longer meets the definition of an eligible 
QBU as defined in §1.987-I(b)(3); 

(2) Substantially all (within the mean
ing of section 368(a)( I iCC»~ of the sec
tion 987 QB U' s assets are transferred from 
such section 987 QBU to its owner. as pro
vided under §I.987-2(c), For purposes of 
this paragraph (b)(2), the amount of as
sets transferred from the section 987 QBU 
to its owner as a result of a transaction 
(for example. a contribution of property 
to a DE or u partnership) as provided un
der ~1.987-2(c) shall be reduced by as
sets that are transferred from the owner to 

such section 987 QBU, as provided under 
§ 1.987-2(c), pursuant to the same transac
tion; 

(3) A foreign corporation that is a con
trolled foreign corporation (as defined in 
section 957) that is the owner of a section 
987 QBU ceases to be a controlled foreign 
corporation; or 

(4) The owner of such section 9X7 QBU 
ceases to exist (including in connection 
with a transaction described in section 
38I(a»), 

(c) Trallsactions described in section 
3,51 I( a)-( I) UqllidiltiollS. A termination 
does not occur when the owner of a sec
tion 987 QB U ceases to exist in a liquida
tion described in section 332, except in the 
following cases: 

(i) The distributor is a domestic corpo
ration and the distributee is a foreign cor
poration. 

(ii) The distributor is a foreign corpora
tion and the distributee is a domestic cor
poration. 

(iii) The distributor and the distrihu
tee are both foreign corporations and the 
functional currency of the distributee is the 
same as the functional currency of the dis
tributor's section 987 QBD, 

(2) Reorgallbl!iOIlS, A termination 
does not occur when the owner of the 
section 987 QBU ceases to exist in a reor
ganization described in section 3g I (a)(2), 
except in the following cases: 

(i) The transferor is a domestic corpora
tion and the acquiring corporation is a for
eign corporation. 

(ii) The transferor is a foreign corpora
tion and the acquiring corporation is a do
mestic corporation, 

(iii) The transferor is a controlled for
eign corporation immediately before the 
transfer and the acquiring corporation is a 

foreign corporation that is not a controlled 
foreign corporation immediately after the 
transfer. 

(iv) The transferor and the acquiring 
corporation are foreign corporations and 
the functional currency of the acquiring 
corporation is the ~ame as the fUl1ctiollal 
currency of the transferor's section 987 
QBU. 

(d) Effect of terminations, A termina
tion of a section 987 QBU as determined 
in this section is treated as a remittance 
of all the gross assets of the section 987 
QBU to its owner. As a result. any net 
unrecogni7ed section 987 gain or loss of 
the section 987 QBU is recognized, See 
§ I ,987-5, For purposes of the preceding 
sentence, the amount of net unrecognized 
section 987 gain or loss is determined as 
of the date of termination by closing the 
books and records of the section 987 QB U 
on that date, 

(e) EXllmples. The following examples 
illustrate the principles of this section: 

Exalllple 1. Ce.I.WliOIl or operalions. (i) Faell·. 
DC. a uomesllc corporatIOn. has a ,ales office in 
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CUUmf) X IColiOtr) X Br~nl'hJ Ih,lt " ,I ,~ctl()n lJ~7 

QBl.:, DC (Ill'" Ih Cellintr) X Rr,lOc'h, 
~ ill .-1Jldh \ I \ Th!..' L·l,...,,~ltil)n ,)f Ihl~ Jell \ 111(' .... nr the 

(uullin X Br,llldl (.llh(' .I t(nrilldtion llt the ,((tWIl 

lJK' QRl' lInJer rmasraph Ihllil of thl' 'L'L'liOll. 

hUIIII'II'~, Intl"/NUUlillll olll'diol/ '1,~- (}H1 '. 
j 11 fil( [, DC. d JllIlll. ....... Ul' 1..:urpllL.ilioll. lu ... a nrJnL'h 

In C"ulltn X ICelUlllr\ \ Branchl tlut h ,I 'cL'lIIIIl 

'IX 7 C)Bl" DC tr.In'tl'f~ "lllhe a"l'b ~:nd 11,lntilti(, (If 
('llufltr\ \. Br'lIlL'h tll DS. d d\ll1h.' .... (I~,: (\1rp\l!",llIlHl, It1 

"\"h"ll~l' lor 'Iel,·~ "I [)S in :1 Ir.ln',lclioIl qualIf\ Ill~ 
under '(L'll(\ll ", 1 

III) :\11<111.1/ I r"lInlr\ X Br'll1L'h tenmIlellc' pur· 
'l1~lnl I,) p.ILlgr:lph dlH II of rhll.., .... ('ctlon h~l'<.tlht.: th(' 

(,\lInin \ Hralll'h l'l'a,,' tll h, :Ill dl~ihk QBl.' Dr 
DC 

I.\UlJJl'lt' 3 C('\\llliIJII o(t'ol1!ro/l'ed loreigll (Of-

1"'l'<ilioli 1{('fIIl. III FlIcrl. Dc' a dnllle,tic' (nrp(li'J' 

Illlll, (I" Il' all (If Ihe ,wd, of FC a (olltrolled for· 

cI~n Cllrp"ratlllil a, defiIled III 'cellon 1.)57, FC h~I' a 
"l'\,:lIlll) L)X7 QRlJ. FA. ~I foreigll (':ofpor~HHHl 0\\ ned 

,,,kh h fl'rl'i,:n l'er""1\. pUfch.hC' all of Ihe Fe 
,I(lcl Fe \\ill [wt L'lll1,titlllC ,lc,)JlIrolkd foreign (\l[

[,,,ralion afler Ihl' Iralbal'lioll, 
(ii) Al/l/fllI.1. Bel'au,,, FC eea,e' 10 qualify ;\, a 

,ulltnllkJ 10rel~1l lllrporatiOIl aftl'f the sale l)f the Fe 

'Ioc'., H,", 'CLllon ')X7 QI3U tcnninall" pur,uant t(l 

p,lr,,~ra[lh Ihll ') "f thi, ,ecliun, 

fW/lI('{c -I. SCCilon 33::' /il(uidlltioll, [i) Foul. 

DC. " JOllle,lie cllrpormiull, operate, in Country X 
IhfllU~h fC. a wi1oIIY-()l'.ned foreign wrporatlon or· 
!.!<llllteLi Uiluer Ihe laws of Country X, FC <J\;o ha, a 
hran(h in Cnuntry Y (Country Y Branch) that I' a sec

lil>ll ~X7 QBU. PliNlanl to <l liquidation de,cnbed in 
'cL'lion ,,2, rc Iran,kr, all (If ih ""ch and liabi/i· 

lie, to DC. 
(ill Allainil, FC', liquidation i, a termination as 

prolilkd in paragraph (b)(-1-) of thi, ,cetion becau,e 

Fe ce,,,cs III ex isl. The excepllon tor certain sectilln 

.','~ liyuidatl()Jb pr(\\ ideo under paragraph (c)( I ) of 
Ihi, ,eclion uoe, nol apply hecau\e DC i, a dome,

lic l'(lrp'mltion and FC IS a !()reign corpofUtion, See 
paril~raph lel( I Hii) of this section. 

i:x({/lIl'h 5, [mlllier,1 10 £/lid fiv/II\(C/lO/I Yli7 
{2Bl' J)Un/UIIiI [(I rhe .~1II11(, INII/Suction. (i l f"(I('-\. 

DC I, a JOlllc,ti,' "nrporation. "wo, Entity A. a DE 

Elltll\ A condll(h a btl,mc" ill Country X and Ihal 
nu,illl'" i, an c1igink QBU ,lnJ a .,<,ction ()!17 QBU 

('oulltry X QBl.) of DCI, DC2, a dO!l1c,uc COrpll

ration, contribute, property 10 FlllilY A in exchange 

for" L)'; inkre,t in Fntlly A, The property DC2 l'on

InhulL', 10 EntIty A i, ll'l'd in till' hU'lne" l'llllducleu 
hy Ille ('O(lIltry X QRII 'IilU i, reflcl'ted on it, noob 

and rculrd, .1\ prm ided under ~ I <JX7-2(hl More

O\eL CIlIII\ Ai, c()JlI'Cfled 10 a p~lrtner,hip a, a re,ull 
"I' Ihe (llnlrihulll)ll. See Rev. RuL 9l)-) (siluation 2)' 

11')l)L)-t CB .. t.\-l) See ~()()'-()(l[tcl)(~1 ot thi, chap· 

IlT \1"" '1':1 rl"ull oflh( concrihutioll, and plll'UJIlI 
10 ::':19~7-21l'l1~), l))'e of Ihe ,I"ch :lncl liahilitie, 

l)Jllhl' h(lll~' ,llld rccord, "f DCI's 'l'clion 9H7 QBI 
,Ire dee III cd 10 hl' IralhfelT"d tmlll ,uch QBU tll DC I, 

,lIld DC 1 i, dl'l'IlleJ IUlr JI"ter 1.0 ,ul'h QBU :i'i of the 
I'['('perll. ,J; Jetermined undu ~ 1,L)~7 7, eontribuled 
hs DC': II' Clllil\ .-\. 

1111,4l1dlll/l. ,-\' a r('UII "I' Ihe c(ltJlnhution 

1'1' [,n'l'l'rt\ froTll DC': 10 Enlity A, ""e" were 
Ir,tn,terred tnlill DCI', '(({Illn l)~{7 QBll w DC I, 

"Illl I l.lrlL , ,I,,,'t' IICr" Irelll,kned frllm DCI 11'11, 
,,','IIl'n \)~- QRI' J' ,I rl',ull of thc clliltrihutioll. 
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,-\"l'urtlingly. for purpo,es of determining whether 

,uh'lanllall~ all the ""et, elf Country X QBU were 

Iran,fcrred from DC I', ,ectinn 987 QBU as pm· 

'ided undn paragraph (/))(2) of thi, section, the 

""<'Is tralhl'erred from DCI's section 987 QBU to 

DCI under ~L<JS7-:tl') arc reduced hy the amount 

of """I, tralbferred frolll DC I to such section 1.)87 

QBl: pursuant to the contribution, 

.~ I. <)87-<) Recordkeeping reqlliremellls. 

(a) III general. A taxpayer that is an 
owner of a section 987 QBU shall keep 
such reasonable records as are sufficient 
to eswblish the QBU's section 987 taxable 
income or loss and section 987 gain or loss. 
See section 987 and section 600 I and the 
applicable regulations, 

(b) Supplemental information. An 

owner's obligation to maintain records 
under section 600 I and paragraph (a) of 
this section is not satisfied unless the fol
lowino information is maintained in such to 

records: 
(I) The amount of the items of income, 

(lain deduction or loss attributed to each 
to ' 

section 987 QB U of the owner in the func-
tional currency of the section 987 QBU, 

(2) The amount of assets and liabili
ties attributed to each section 987 QBU of 
the owner in the functional currency of the 
QBU. 

(3) The exchange rates used to translate 
items of income, gain, deduction or loss 
of each section 987 QBU into the owner's 
functional clm-ency. If a spot rate conven
tion is used, the manner in which such con
vention is determined. 

(4) The exchange rates used to trans
late the assets and liabilities of each section 
987 QBU into the owner's functional cur
rency If a spot rate convention is used, the 
manner in which such convention is deter· 
mined. 

(5) The amount of the items of income, 
gain, deduction or loss attributed to each 
section 987 QBU of the owner translated 
into the functional currency of the owner. 

(6) The amollnt of assets and liabilities 
attributed to each section 987 QBU of the 
owner tran~lated into the functional cur
rency of the owner. 

(7) The amount of assets and liabili
ties transferred by the owner to a section 
987 QB U determined in the functional cur· 
rency of the owner. 

(8) The amount of assets and liabilities 
transferred by the section 987 QBU to the 

owner determined in the functional cur
renc\, of the owner. 

(9) The amount of the unrecognized 
section 9R7 gain or loss for the taxable 
year, 

( 10) The amount of the net unrecog
nized section 987 gain or los5 at the close 
of the taxable year. 

(11) If a remittance is made, rhe aver
aoe tax book value of assets as determined b 

under ~L86l-9T(g). 
(12) The tranSItIOn information 

required to be determined under 
~ 1.987-\O(c )(2)(v). 

(c) Retention of records. The records 
required by this section must be kept at all 
times available for inspection by the Inter
nal Revenue Service, and shall be retained 
so long as the contents thereof may be
come material in the administration of the 
Internal Revenue Code. 

§/.987-IO Transition rules. 

(a) Scope-( I) In general, These tran
sition rules shall apply to any taxpayerthat 
is an owner of a section 987 QBU pursuant 
to § I ,987-1 (b)( 4) on the transition date (as 
defined in paragraph (b) of this section). A 
taxpayer to whom this section applies must 
transition from the method previously llsed 
by such taxpayer to comply with section 
987 (the "prior section 987 method") to 
the method prescribed by these regulations 
pursuant to the rules set forth in paragraph 
(c) of this section, 

(2) Limitation where the prior method 
was unreasonable. Notwithstanding para
graph (a)( I) of this section, if the prior 
section 987 method was unreasonable (in
cluding the case where the taxpayer failed 
to make the determinations required un· 
der section 987 for any open taxable year), 
then the taxpayer must apply the rules of 
paragraph (c)( 4) of this section (and cannot 
apply the rules of paragraph (c)(3) of this 
section) to transition to the method pre· 
scribed by these regulations, 

(b) Transition date. The transition date 
is the first day of the first taxable year 
to which these regulations apply to a tax· 
payer. 

(c) Transition methods and correspond· 
ing rules-(l) In general. Except as pro
vided in paragraph (a)(2) of this section, 
a taxpayer must transition from its prior 
method to the method prescribed by these 
regulations under the "deferral transition 



method" of paragraph (c)(3) of this sec
tion or the "fresh start transition method" 
of paragraph (c )(4) of this section. If a tax
payer fails to comply with the rules of this 
section, the Area Director, Field Exami
nation, Small Business/Self Employed or 
the Director, Field Operations, Large and 
Mid-Size Business having jurisdiction of 
the taxpayer's return for the taxable year 
shall determine the appropriate transition 
method. 

(2) Conformity rules. The taxpayer (in
cluding all members that file a consoli
dated return that includes that taxpayer), 
and any controlled foreign corporation as 
defined in section 957 in which the tax
payer owns more than SO percent of the 
voting power or stock (as determined in 
section 957(a)), must consistently apply 
the same transition method for each qual
ified business unit subject to section 987 
owned on the transition date. 

(3) Deferral transition method-(i) In 

general. Pursuant to the deferral transi
tion method prescribed by this paragraph 
(c)(3), section 987 gain or loss must be de
termined on the transition date under the 
taxpayer's prior section 9R7 method as if 
all qualified business units of the taxpayer 
subject to section 987 (taking into account 
the conformity rules of paragraph (c)(2) 
of this section) terminated on the last day 
of the taxable year preceding the transi
tion date. This deemed termination applies 
solely for purposes of this section. Any 
section 987 gain or loss determined with 
respect to a section 987 QBU under the 
preceding sentence shall not be recognized 
on the transition dale but shall be consid
ered as net unrecognized section 987 gain 
or loss of the section 987 QEU in the first 
taxable year for which these regulations 
are effective (in addition to any net unrec
ognized section 987 gain or loss otherwise 
determined for such taxable year). Recog
nition of net unrecognized section 987 gain 
or loss determined under the preceding 
sentence is governed by § I. 987-5 for pe
riods after the transition date. The owner 
of a qualified business unit that is deemed 
to terminate under these rules is treated as 
having transferred all of the assets and lia
bilities attributable to such qualified busi
ness unit to a new section 987 QBU on the 
transition date. 

(ii) Translation rates used to determine 

the amount of assets and liabilities trans

ferred from the owner to the section 987 

QBU for the section 987 QBU s{trst tax

able year beginning on the trallsition date. 

The exchange rates used to determine the 
amount of assets and liabilities transferred 
from the owner to the section 987 QBU 
on the transition date (for example, for 
purposes of making calculations under 
§ 1.987-4) under the deferral transition 
method in this paragraph (c)(3) shall be 
determined with reference to the historic 
exchange rates on the day the assets were 
acquired or liabilities entered into by thc 
qualified business unit deemed terminated, 
adjusted to take into account any gain or 
loss determined under paragraph (c)i3)(i) 
of this section. See Examples J and 2 of 
paragraph (d) of this section. 

(4) Fresh start transition method-Ii) In 

general. Pursuant to the fresh start transi
tion method prescribed by this paragraph 
(c)(4), on the transition date all qualified 
business units of the taxpayer subject to 
section 987 (taking into account the con
formity rules of paragraph (c)(2l of this 
section) are deemed terminated on the last 
day of the taxable year preceding the tran
sition date. This deemed termination ap
plies solely for purposes of this section. 
No section 987 gain or loss is determined 
or recognized on such deemed termina
tion. The owner of a qualified business 
unit that is deemed to terminate under this 
method is treated as having transferred all 
of the assets and liabilities attributable to 
such qualified business unit to a section 
987 QBU on the transition date. 

(ii) Translation rates used to determine 

the amount of assets and liabilities trans
ferred from the owner to the section 987 
QBU Jor the section 987 QRU's first tax

able year on the transitioll date. The ex
change rates used to determine the amount 
of assets and liabilities transferred from the 
owner to the section 987 QBU on the tran
sition date (for example, for purposes of 
making calculations under § 1.987-4) un
der the fresh start transition method of this 
paragraph (c)( 4) shall be determined with 
reference to the historic exchange rates on 
the day the assets were acquired or liabil
ities entered into by the qualified business 
unit deemed terminated. See Example 3 of 
paragraph (d) of this section. 

(5) Double counting prohibited. The 
transition method used by the taxpayer 
cannot result in taking into account sec
tion 987 gain or loss with respect to an 

asset or liability attributable to a period 
prior to the transition date more than once. 

(6) Reporting. The taxpayer must at
tach a statement to its return for the first 
taxable year beginning on the transition 
date providing the following information: 

(i) A description of each qualified 
business unit to which these rules apply, 
the qualified business unit's owner and 
its principal place of business, and a de
scription of the prior method used by the 
taxpayer to determine section 987 gain or 
loss with respect to such qualified business 
unit. 

(ii) The transition method used by the 
taxpayer under paragraph (c) of this sec
tion for each qualified business unit. 

(iii) If the taxpayer uses the deferral 
transition method prescribed in paragraph 
(c)(3) of this section with respect to a qual
ified business unit, an explanation of the 
method used to determine section 987 gain 
or loss. 

(iv) If the taxpayer uses the deferral 
transition method prescribed in paragraph 
(c )(3 l of this section with respect to a qual
ified business unit, the amount treated as 
net unrecognized section 987 gain or loss 
under paragraph (c)(3)(i) of this section. 

(v) The method used by the taxpayer 
for determining the exchange rates used to 
translate the basis of assets and the amount 
of liabilities of a section 9R7 QBU into the 
functional currency of the owner on the 
transition date as provided in paragraphs 
(c)(3)(ii) and (c)(4)(ii) of this section for 
purposes of applying these regulations. 

(d) Examples. The principles uf this 
section are illustrated by the following ex
amples: 

Example I. Deferrallransitiol1 method. fi) US 
Curp i, a Ullme,[ic curpuration with the dollar as its 
functionJI currency. US Corp owns CK Branch. a 
branch with the pound a, its functional currency. UK 
Branch was formed on January I. l006. US Corp 
uses the methDd prescribed in the 1991 propo,ed sec
tion 987 regulations to determine the section 987 gain 
or loss af UK Branch. LS Corp cantnbuted £6.000 
to UK Branch on January I. 2006. On the "me day. 
UK Rranch bought a trllck for £4.000 anu a computer 
for £1.000. A"ume [hat the spot rate on January L 
2006. is £1 = 51. CK Branch h~d profits uetrrmined 
under SI.9!l7-i(b)(l)(i) through (iii) of the 1991 
proposed ,eetion 91',7 regulatiolls of £250 in ea,h 
taxable year of 2006. 2007. 20U8. and 2009. Assume 
that the aserage exchange rates u,ed to tran,late UK 
Branch's profits under the 1991 proposed ,eelion 
987 regula\Jons "ere as follows: 2006-Li = Sl.lO: 
2007-£1 = $1.20: 2008-£1 = $UO; 2009-£1 
= $1.40. UK Branch makes no remittance, to US 
Cnrp in any year. On January I. 2010. UK Branch 
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IramiticHl' to the method rW\ Ickd In ~~ 1.9X7 ·1 
th[l)lI~h 1.9X7-11 elf Ihe,,? le~lIbt\l)n, rlll'lIanl III 

raragrarh I a I of thl' ,~ctlon. L'S Cl)rr chlll"e, WlN' 

the dderral tmn'itlllil I1lc'th"d PI' r,lr,lsrarh I L·II.11 pi 

thl' ,e(lion III tran'l\lpnlng fmlll ih rrim ,eL'tIOIl LJX7 

l1lelhlld [the l1lelhud 'L'I lorth 111 IhL' 1 LJ'l 1 rnlrlN'J 

,-\",t 

C ~"h 

Cash 

CI,h 

C~I,h 

CI,h 

Truck 

Cornrllier 

Total assets 

the ~~ I.LJX7-1 thrllugh I.LJX7-11 of these regulations. 

The 'rlll rdte 011 December .\ I, 200LJ, i, £ I =$2. 

1111 Pur'U,lllt to r~lrasrdph IC II.' I of this section, 
L'5 ClllP mu,1 determlnl' UK Branch's scction LJK7 

~ain or h)" lln Janu,tr~ 1,201 n, uSing its prior section 

'lX7 llKthllcl I the l1lethllJ rrc,nibeJ lInJer the 19lJ I 

Alllllunl In f Translation Rale 

terminated on Dec-ember .\ I, 21111lJ. On December 31, 
2110lJ, UK Brandl has an equit) Plll)l of £7,O(X) and a 

h'hl' pllol "I' S7,2:iO det~ll1linecl under thl' 1991 pro
pllsCJ sCl'tionl)X7 rl'gulatillns hased onlhe follolling 

,1I1111unts: 

Amount in 5 

f I.IH)() Srot rate on 1/1/0601'.£1=$1 $1.0()O 

C50 

.£250 

±:250 

±:250 

l.+,I)(IW 

£I,O()O' 

£7,000 

£() 

A,e, rate for 2006 of £ I =$I.l 0 

A,e, rate for 2007 of £ I =$1 ,20 

A,e, rate Illf 20(}S 01'.£ I =$ UO 

Ave, rate for lOOl) of .£ I =$IAO 

Spot rate on 111/06 of £ I =$1 

Spot rate on 1/1/06 of '£I~$I 

$ :lOO 

$ 325 

$ 350 

$,+'(JOO 

$1,000 

$7,2S0 

SO 

Derreciation not tahcn into account fLlr rurpehes of thi' example. 

Al'lDrJin~ly, under ~) ,l)K7-,'1 h)l3)(i) Df the 1991 proposed ,ectlon 987 regulations, UK Branch detennines its section 987 gain or loss on 
December, I, 2(11)'1, a, f(lll,)WS: 

Eljutt, Pool on 121)1109 £7,000 

rVlultlplll'Li hy ,pot raIL' on date oj lkl'meJ termination of.£ I =$2, x$2 

Spot Value uf Equity Pool 

Lc" I OW, Df Basi, Pool 

Scclion l)X7 gain 

I iii I Under paragraph (c 1i.\11 i) of thi.' .section, US 
emp Joe, not rccogni/l' the )fl,7Sll of section 9X7 
gam detcrrntncd on the transition date, Instead, the 
')6,7511 ,\ ill he treated as net unrccugnilcd section lJX7 
galll 01 UK Branch lor 2010 alld suhsequent years lin 
adJitiDn to any net unrccognilcJ s(ction l)S7 gain m 
10" otherwi,c detcrmmeJ at the close oj 201 () and 
,uh,equent years). RecognitilHl of net unll?l'ognilcd 
sl,ction l)X7 gainllf IllS' is governed hy * I ,9X7-~, 

/\,,,.'1 

CISh 

Ca,h 

Cash 

Cash 

Ca,1l 

Truck 

Computer 

T()tal assets 

l,,,,hilitil" 

L\dlllf)/l ~ lh'f('rru{ //"(/lI\lf{(l1I mdhod (i) The 

1,ICls ,Irc' till' ',1111L' ,I' 1Il FI<IIIII'/e / nc'ert that l S 
Cllrp ,1[1d l't;, Branch lhC ,1[1 "earning, onl)" ,11'

I'rp.h.h [II d('k'r11l1nL~ 'l'lI1lin l)S7 ~~lln ur 1u,-" rrillr tu 
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(1\) Pursuant 10 raragraph (c)(3)(ii) of this sec
tIOn, when cumruting the exchange rates used to 
determinc the amount of a",cts and liahilities Irans
ferred from liS Corp to UK Branch on the transitiun 
date, US Corp mu\l adjust the historic exchange 
rates attrihutahle to such a"ct, to take into aCcollnt 
UK Branch"s section 9fi7 gain determined under 
paragr'aph Il')I J) of this section, U noer thc!>c facts, 
wherc all of UK Branch's assets are considered to 

Amount in £ Tram1ation RaIl' 

$14,000 

$14,000 

($7,250) 

56.150 

generate deferred section l)H7 gain, US Corp takes 
into account this section 987 gain by translating the 
assets deemed contrihuted by US Corp to UK Branch 
on the transition date using the same spot rate it 
uscd to determine UK Branch's section 987 gain on 
the deemeJ termination date of December 31, 2009, 
Accordingly, on January I. 20 I 0, US Corp translates 
the assets Jeemed contributed (cash is segregated for 
ease of illustration) to UK Branch as follows: 

Amount III $ 

fLOOO Spot rate on 12131/09 of £ 1 ~$2 $ 2,000 

.£~)() Spot rate on 12/31/09 of .£ I =$2 $ 500 

£2)() Spot rate on 12/31/09 of £ I =$2 5 500 

£25() Spot rate nn 12/3 1109 of £ I =$2 $ 500 

£250 Spot rate un 12/31/09 of £ 1 =$2 $ 500 

[H)OO Srot rate on 12/31/09 of £ I =$2 $ 8,000 

[I,()Oll Spot rate Dn 12/31/09 of ±:I ~$2 $ 2,000 

£7,000 $14,000 

to $0 

the transition date. Under this approach, US Corp 
Illamtam" a basis ancl eljuilY pool for UK Branch', 
earning, and a separate basis and equity pool for UK 
BI~lIlch', carllal. Section LJH7 gain or loss is only 

recognized un remittances of earnings (but not with 
respect to capital) under principle, similar to those 
of the 1991 proposed ,ection 987 regulations, Re
mittances are first considered a" distributed frum the 



earnings equity pool and then from the capital equity 
pool. For purposes of this example, thi~ method i, 
assumed to be a reasonable section 987 method and 
does not violate § 1.987-10(3)(2) 

Oi) Csing principles similar to those set forth 

in §1.987-2 oJ'the 1991 proposed section 987 reg
ulations, the earnings equity pool of UK Branch is 
£ 1.000 (£250 earned in each taxaole year of 2006, 
2007, 2008 and 20(9) and the corresponding earn· 

Earnings Equity Pool on 1213 1/09 

ings basis pool is S 1.250 ($275 in 2 {)OfJ. 5300 in 
2007, $325 in 2008 and $350 in 20()lJ) The capital 
equity pool is £6,000 and the curre"ponding capnal 
basis pool is $6,000 (contributed ca,'1 of £6,000 
tramlated to equal $6,OOO-which US C:)rp can trace 
to contributed cash remainmg of t i.()OO With a trans· 
Imed baSIS equal to $1.000; a truck of iA.I)(){) with a 
translated basis equal to M.OOO; and a computer of 
£ I ,000 with a tramlated basis equal to SI.OOO). 

£l.1100 

(iii) Pursuant to paragraph ic)13)(i) of this SiT

tion. lJS Corp mlht determIne UK Hranch's section 
'J87 gain or 11M on Junua!} I. 2() 10. using its prior 
section lJR7 method Ithe "camini's only" llletillld). 
as If UK Branch terminated on Decemher 3 I. 2009. 

Using principles similar to ~\.YX7-3Ih)l)f the 1991 
proposed section 9H7 regulations \lith respect to the 

earmng, e4ully and hasls poo\. L'S Corp "ould deter
mine $750 of section lJX7 gain as follo\\'s: 

Multiplied by spot rate on date of deemed termination of £1 =$2. x ~2 

Spot Value of Earnings E4uity Pool 

Less 100% of Earnings Basis Pool 

Section 987 gain 

(iv) Under paragraph (cJ(3)(i) of this seCllon. US 
Corp does not recognize the $750 of sectiun 987 gain 
determined on the transition date. Instead, tile $750 

will be treated as net unrecognized section 987 gain 
of UK Branch for 201 0 and suhsequent years lin addi
tion to any net unrecognized section 987 gaIn or lo,s 
otherwise determined at the close of 2010 and subse
quent years). Recognition of net unrecognized sec
tion 987 gain or loss is governed by § 1.987-5. 

Asset 

Contributed Cash 

Cash 

Cash 

Cash 

Cash 

Truck 

Computer 

Total assets 

Liabilities 

(vi) [f UK Branch was nnt able to trace historic 
dollar basis as set forth in paragraph (v) of this Exam

ple 2, when translating the assets deemed contributed 
to UK Branch on January l. 2010, under paragraph 
(e)(3)(ii) of thi, section. US Corp would be required 
to use exchange rates that take into account a reason
able allocation of the aggregate historic basis and the 
$750 of deferred section 987 gain to the UK Branch 
assets. 

$2,(100 

$2.(JOO 

($1.250) ---
j; 7S11 

(V) Pursuant to paragraph (c)(3)(ii) of this 'ec· 
tlon, when computing the exchange rates used tn 
determine the amount of a"ets ami liabilities trans
ferred from US Corp to UK Branch on the tramition 
date, US Corp mw,t adjust the historic exchange rate, 
attrihutahle to such assets to take into account UK 
Branch's section 987 gain determined under para
graph (e)(3) of this section" Under these facts, US 
Corp may reasonably take into account UK Branch's 

Amount In £ Translation Rate 

section 987 gain by translating those lK Branch's 
asse" that generated such gain using the same spot 
rate it used to determine lK Branch' s section 987 

gam on the termination date of December 3 I. 200lJ 

and by determining the translation rute of other as

ICh by reference to the traced baSIS of such a,sets. 
Accordingly. on January 1.2010. US Corp translates 
the deemed contribution; to UK Branch as follows: 

Amount III S 

£1.000 Spot rale on 111/0601'£1=$1 $1.000 

£250 Spot rate on 12/31109 of £ 1 =S2 $ 500 

£250 Spot rate on 12131/U') uf £I=~2 $ 500 

£250 Spot rate on I 2/3 I 10lJ 01'£1=$2 $ 500 

£250 Spot rate on J 2/31109 of £ I =S2 $ SOO 

£4.000 Spot rate on IllIOfJ of £1 =~ I 

£1.000 Spot rate on IIl106 of £ I =$ J 

£7,000 

£0 

Example J" Fresh lIarl {ral1.li/ion ll1e/hod. (i) 

The facts are the same as in Ewmple 1. except 
that US Corp chooses to use the fresh start transi
tion methud of paragraph (c)(4) of this section in 
transitioning from the 1991 proposed regulation; 
to the method prescribed in the current regulations. 
Pursuant to paragraph Ic)(4)(I) of thb sectIOn. UK 
Branch is deemed to terminate Dn Decemher 31, 
2009. However. no section 987 gain or 10" will 

$4.000 

$1.000 

$8,000 

SO 

be determined or recognized. On January I. 20 J O. 
when translating the a",ets deemed contributed to 
UK Branch. US Corp will u,e the historic exchange 
rate I existing on the datt the assets were acq uired by 
UK Branch pursuant to pardgraph Ic)(4J(ii) of this 
section. Accordingly. US Corp translates :he assets 
deemed contnhuted leash IS segregated for ease of 
Iilumation) to UK Branch as follow,: 
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A"et 

Ca,h 

Ca,h 

C"h 

C"h 

CI,h 

Trll"~ 

ClllllputL'r 

Total ""l'h 

1.1 ~I hill t I,', 

lill II UK Branch \\~h not ahk to trace hi,toric 
dlllbr ha,i, a, ,ct iorth in para~r;lph III ol'thi, FIUIII

{,{,. 3, when tramlating the Js>ch deemed cllntrihuted 

tll L:K Branch on January I. 2lJIO, under paragraph 
Ie' 11.111 ill oj thi, ,cction. LIS Corp \\lluld he relJuired 
III li'C c",change rate, that take into account a reason
~Ibk allocat!(ln of the aggregate hl,t(lric ba,is of the 

LIK Branch a',ct'. 

~/,9X7-11 Etf£'ctil'£' dat£', 

(a) III g£'llcrui. Except as otherwise 
provided in this section, these regulations 
shall apply to taxable years beginning one 
year after the first day of the first taxable 
year following the date of publication of a 
Treasury decision adopting this rule as a fi
nal regulation in the Federal Register_ 

(h) t)ection to apply th£'se regulations 
tn taxahle -"ears heginnillg ajier the date of 
jlllhlication or a Treasllr-" decision adopt
illg [his rule as a jinal regLilation in the 
Federal Register, A taxpayer may elect 
to apply these regulations to taxable vears 
beginning after the date of publicati:)n of 
a Treasury decision adopting this rule as 
a final rcgulation in the Federal Register, 
Such election shall be binding on all mem
hers that file a consolidated return with the 
taxpayer and any controlled foreign corpo
ration, as defined in section 957. in which 
the taxpayer owns more than 50 percent of 
the \Pting power or stock (as determined 
ill ~eL'tion 957(a)). An election made under 
this paragraph shall he made ill accordance 
\\ith ~ 1l)S7-1 (I'), 

Par. 6. SeL'tion 1.l)S8-1 i, amended by: 
1 Adding paragraphs (a)(J) and (a)(;), 
2. Revising paragraph (a)(IO)(ii). 
3, Adding t\\'(l sentence, to the end of 

paragraph (i l. 
The additions and re\ision read a, 1'01-

10\\,: 
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Amllunt In t: Translation Rate Amount in $ 

t: 1.000 Spot rate on 1/1/00 of t:1=SI $1,(lOO 

C511 Ave. rate for 20()o of t: I =5 1.1 0 $ 27) 

e~o A\c. r:lte for 2()04 of £ 1=$ 1.20 ~ .100 

C)O An:. rate for 2005 nl t: I =$1 .. 10 :); .125 

t:25(l A\c. rate for 200f> PI' £ I =$1.-10 S YiO 

U,OOO Spell ratc on IIlIOf> offl=$1 $4,000 

[1,OllO Spot rate on Ill/Of> 01£1=$1 $1.000 

£7,000 

£0 

.~ I. 988-1 CerruiJl definitions lind special 
rules, 

* * * * * 
(a) * * * 
(3) Certain transactions of a section 

987 QBU denominated in the junctional 
currency oj the O\\'Iler are not treated as 
section 98X transactions, Transactions de
scribed in § 1.987-3(e)(2) (regarding cer
tain transactions that are denominated in 
the functional currency of the owner of a 
section 987 QBU) are not treated as section 
988 transactions to a section 987 QBU_ 
Thus, no currency gain or loss shall be rec
ognized by a section 987 QBU under sec
tion 988 with respect to such items, 

(4) Treatment 0fas\ets and liabilities of 
a partnership or DE that are not attributed 
to WI eligible QBU-(i) Scop£'. This para
graph (a)( 4) applies to assets and liabilities 
of a partnership, or of an entity disregarded 
as an entity separate from its owner for 
U.S, Federal income tax purposes (DE), 
that are not attributable to an eligible QB U 
(within the meaning of § J.987-1(b)(3)) as 
provided under § J.987-2(b), 

(ii) Partnerships. For purposes of ap
plying section 988 and the applicable 
regulations to transactions involving the 
assets and liabilities described in para
graph (a)(4)(i) of this section that are 
held by a partner~hip, the owners of 
the partnership (within the meaning of 
~ I ,987-1 (b)(4)) shall be treated as owning 
their share of such asseb and liabilities, 
Section L987-7(b) shall apply for pur
pmes of determining an owner's share of 
such assets or liabilities. 

(iii) Disregarded entities, For purposes 
of applying section 988 and the applica
ble regulations to transactions involving 
the assets and liabilities described in para-

$7,250 

$ 0 

graph (a)( 4 )(i) of this section that are held 
by a DE, the owner of the DE (within 
the meaning of §L987-I(b)(4)) shall be 
treated as owning all of such assets and li
abilities, 

(iv) Example, The following exam
ple illustrates the application of paragraph 
(a)(4) of this section: 

Example. Liahilin' held rhmllgh a parfllershil'. 
(i) FlIefs. P, a foreign partnership, has two elJual part
ners, X and Y. X is a dome,tic corporation with the 
dollar as its functional currency. Y is a foreign cor
pmation that has the yen as its functional currency, 
On January I, year I, P borrowed yen and issued 
a note to the lender that ubltgated P to pay interest 
and rcpay principal to the lender in yen. Also on 
January I, year I, P used the yen it borrowed trom 
the lender to acquire IOO'/( of the stock of F. a for
eign corporation, from an unrelated person, P also 
holds an eligible section 987 QBU (within the mean
ing of *1.987-Hb)(.'l)) that has the yen as its func
tional currency. P maintains one set of books and 
records. The assets and liabilities of the eligible QBU 
are re!lccted on the P hooks and records as provided 
under ~ 1.9X7-2(bl. The F stock held by p, and the 
yen liability incurred to aClJuire the F stock, are also 
recorded on the boob and records of P hut are not 
re!lected on such books and records for purposes of 
\C(tion 987 pursuant to § 1.987-2(b )(2)(i)(A) and (C). 
respecti ve Iy. 

(ii) Anulysis. X's portion of the assets and lia
bilities of the eligible QBU owned hy P is a section 
987 QBU. Y's portIOn of the assets and liabilities of 
the eligible QBU owned by P is not a section 987 
QBU becaw,e Y and the eligible QBU have the same 
functional currency, Because the F stock and yen-de
nominated liability incurred to acquire such stock are 
not retlected on the books and records of the eligible 
QBU, they are not ,ubjcct to section 987. In addi
tion, because the F stock and the yen-denominated 
liability incurred to acquire such stock are held by P 
(but not attributable to p's eligible QBU), X and Y 
arc treated as owning their sbare of such stock and li
ability, determined under * I. 987-7(b J, for purposes 
of applying ,eetlon 98X As a result. p's becoming 
the obligor under the portion of the yen-denominated 
note that is treated as being an ohligation of X is a sec· 
tion 988 tramaction pursuant to paragraphs (a)( 1 J(ii). 
(a)(211 ii) and (a)(3) of this section, Similarlv. the dis
position of yen on payment<. of intereq and-principal 



on the liability. to the extent such yen are treated as 
owned by X, are section 988 transactions under para
graphs (a)( 1 )(i) and (a)(3) of this section. p's becom
ing the obligor under Y's portion of the yen-denom
inated note, and V's portion of the yen disposed of 
in connection with payments on such note, arc not 
section 988 transactions because Y has the yen as ih 

functional currency. 

(5) [Reserved]. 

* * * * * 
(10) * * * 
(ii) Certain transfers. (A) Exchange 

gain or loss with respect to nonfunc
tional currency or any item described in 
paragraph (a)(2) of this section entered 
into with another taxpayer shall be re
alized upon a transfer (as defined under 
§1.987-2(c» of such currency or item 
from an owner to a section 987 QBU or 
from a section 987 QBU to the owner 
where as a result of such transfers the 
currency or other such item-

(i) Loses its character as nonfunctional 
currency or an item described in paragraph 
(a)(2) of this section; or 

(ii) Where the source of the exchange 
gain or loss could be altered absent the 
application of this paragraph (a)( 10)(ii). 

(B) Such exchange gain or loss shall 
be computed in accordance with § 1.988-2 
(without regard to §1.988-2(b)(8) as if the 
nonfunctional currency or item described 
in paragraph (a)(2) of this section had been 
sold or otherwise transferred at fair market 
value between unrelated taxpayers. For 
purposes of the preceding sentence, a tax
payer must use a translation rate that is 
consistent with the translation conventions 
of the section 987 QBU to which or from 
which, as the case may be, the item is be
ing transferred. In the case of a gain or loss 
incurred in a transaction described in this 
paragraph (a)(lO)(ii) that does not have a 
significant business purpose, the Commis
sioner, may defer such gain or loss. 

* * * * * 
(i) * * * Generally, the revisions to para

graphs (a)(3), (a)(4), (a)(5), and (a)(lO)(ii) 
of this section shall apply to taxable years 
beginning one year after the first day of 
the first taxable year following the date of 
publication of a Treasury decision adopt
ing this rule as a final regulation in the Fed
eral Register. If a taxpayer makes an elec
tion under §) .987-1l(b), then the effective 
date of the revisions to paragraphs (a)(3), 
(a)(4), and (a)(lO)(ii) of this section with 

respect to the taxpayer shall he consistent 
with such election. 

Par. 7. Section 1.988-4 is amended 
by revising paragraph (b )(2) to read as fol
lows: 

§ 1.988-4 Source of gain or loss rea{i;:ed 
on a section 988 transfer. 

* * * * * 
(b) * * * 
(2) Proper reflection on the books of the 

taxpayer or quafified business unit-(i) 

In general. For purposes of paragraph 
(b)(1) of this section, the principles of 
§ 1.987-2(b) shall apply in determining 
whether an asset, liability. or item of in
come or expense is reflected on the books 
of a qualified business unit. 

(ii) Effective date. Generally, paragraph 
(b)(2)(i) of this section shall apply to tax
able years beginning one year after the first 
day of the first taxable year following the 
date of publication of a Treasury decision 
adopting this rule as a final regulation in 
the Federal Register. If a taxpayer makes 
an election under § 1.987-1 I (h), then the 
effective date of paragraph (b)(2)(i) with 
respect to the taxpayer shall be consistent 
with such election. 

* * * * * 
Par. 8. Section 1.989(a)-1 is amended 

as follows: 
1. The last sentence of paragraph 

(b )(2)(i) is revised. 
2. Paragraph (h)( 4) is added. 
The revision and addition reads as fol

lows: 

.§1.989(a)-i Definition of a qualified 

business unit. 

(b) * * * 
(2) * * * 
(i) Person:>- * * * A trust or estate is a 

QBU of the beneficiary. 

* * * * * 
(4) Effective date. Generally, the re

visions to paragraph (b)(2)(i) of this sec
tion shall apply to taxable years beginning 
one year after the first day of the first tax
able year following the date of publication 
of a Treasury decision adopting this rule 
as a final regulation in the Federal Regis
ter. If a taxpayer makes an election under 
§ 1. 987-11 (b), then the effecti ve date of the 

revisions to paragraph (b)(2)(i) of this sec
tion with respect tu lhe taxpayer shall be 
consistent with such election. 

* *" * * * 

§1.989(c)-1 fRemoved] 

Par. 9. Section 1.989(c)-1 is removed. 

Mark E. Matthews. 
Deputy Commissioner fiJI' 

Services and Ellforcement. 

I Filed by the Office of the Federal Regl,ter on Septemher 
6,2006. HAS a.m .. and pubh,heJ 10 Ihe j"ue ot the ~ederal 
Regi,ter for Septemher 7. 200b. 71 F.R. S::X75) 

Update to Publication 1220, 
Rev. Proc. 2006-33 

Announcement 2006-73 

This announcement updates and clari
fies changes to Publication 1220, Spec!fi
catiollsfOf Filing Forms 1098. 1099,5498 
and W-2G, Electronically or M(/gneti
call\'. Form IOLlLl-INT was not finalized 
at the time Publication 1220 was printed 
in IRBulletin 2006-32. The following are 
changes or clarifications to Publication 
1220 effective for tax year 2006: 

• For Form 1099-INT. two new Amount 
Codes, 8 for Tax-exempt Interest and 
9 for Specified Private Activity Bond 
Interest. 

• For Forms 1099-R, the new dale field. 
Date of Designated Roth Contribu
tion, positions 552-559, should be in 
YYYYMMDD format. This field dif
fers from the Form which only asks for 
the ycar. If you are unable to determine 
the month or day of the contribution 
enter January 01, 2006 (20060101). If 
the date is unavailable, enter blanks. 

• Form 1099-8 only asks for the Corpo
ration's name while Puhlication 1220 
indicates you can report the name and 
full address in the Special Data Entries 
field, positions 663-722. Follow the 
paper instructions for Form 1099-B 
and enter any reljuired information for 
this field in the Special Data Entries 
field. 

• For Form 1098-1. the new fie Id. 
Method of Reporting 2005 Amount, 
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Indicator, refer~ to prior year reporting. 
It differ~ from Form IOL)8-T \\ hich ha~ 
a check box to Indicate a change of re
porting method. Fur electronic/tape 
cartridge file~ ,elect the ap[lro[lriate 
indil'ator to indicate 200.'i reporting 
method. 

No additionalchange~ are expected for 
t,\:\ year 20()o reporting. [I' you have ,m) 
question\, contact the Internal Re\'enue 
Sen ice, Enterpri~e Clll11[luting Center -
Martinsburg IIRS/ECC-MTB) toll-free 
Hoo-.+55-7-13H. 

Income Verification Express 
Service (IVES) Program 

Announcement 2006-74 

On October 2. ~OOo, the Internal Rev
enue Service will begin the Income Yeri
fication Express Service ([YES) program, 
offering electronic delivery of IRS tran
scripts and records available upon submis
~ion of IRS Form -1506-1. Reqllest Pi/' 
Transcript of Tux Retllm. for details on 
participation in the program and submis
~ion of requests, including fees and pay
ments, please refer to I 1'\\ '\\'. IRS. g(l\' (key
word IYES). 

Pursuant to Internal Revenue Code Sec
tion 0 I 03( p)(:2), the Commissioner may. 
from time to time, prescribe fees associ
ated with the services provided for under 
the [YES program. Failure to pay any fees 
associated with the IYES program will re
,ult in suspension from the program and 
any ouhtanding obligation will be sub
ject to interest. penalties. and administra
tive charges. Continued non-payment \\Jill 
he ~uhject to the Treasury Offset Program 
(TOP). 

Suhmission of false or fraudulent forms 
or information will result in termination 
from the program. 

The principal author of this announce
ment is Adriennt' M. Mikolashek of the 
Office of Associate Chief Counsel (Pro
ct'dure & Administration 1. For further 
information rt'garding thi~ announcement. 
l'llntact Adrienne M. Mikolashek at (~O~) 
o22-'+.'i70 (not a toll-free call). 
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Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-75 

The Internal Re\t~nue Service has re
voked its determination that the organi
zation" listed below qualify as organiza
tions described in sections 50\(c)(3) and 
l70(c)(2) of the Internal Revenue Code of 
I L)S6. 

Generally, the Service will not disallow 
deductions for contrihutions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 74~8 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

[f on the other hand a suit for declara
tory judgment has been timely filed. con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductible. Protection under section 
7-1~S(c) would begin on June 27.2005, and 
would end on the date the court first deter
mines that the organization is not described 
in section 170(c)(~) as more particularly 
set forth in section 7-128(c)( I). For indi
vidual contributors, the maximum deduc
tion protected is $1,000, with a husband 
and wife treated as one contributor. This 
benefit is not extended to any individual, in 
whole or in part. for the acts or omissions 
of the organization that were the basis for 
revocation. 

National Credit Counseling Services, Inc. 
Orlando, FL 

San Francisco League of Urban Gardeners 
San Francisco, CA 

Foundations Status of Certain 
Organizations 

Announcement 2006-76 

The following nrganiLations have failed 
to establish or have been unable to main
tain their :--tatus as puhlic charities or as op
erating foundation~. Accordingly, grantors 
and contributors may not, after this date, 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78), or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
lIot indicate that the organizations have lost 
their status as organizations described in 
section 501(c)(3), eligible to receive de
ductible contributions. 

Former Pllh/ic Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

Able Charitable Foundation, Inc., 
Dickinson, NO 

Aleskan Foundation, Havertown, PA 
All Faith Counseling Center, Inc., 

Gainesville, FL 
Alsami Charity Foundation, 

Dove Canyon, CA 
American Childrens Orchestras for Peace, 

Inc., Miami, FL 
Arhome Community Development, Inc., 

Pine Blutl, AR 
Arkansas Community Bankers 

Foundation, Inc., Hot Springs, AR 
Assist International Ministries, Inc., 

Lawrenceville, GA 
Azeem Enterprises, Inc., Hampton, YA 
B. F. Walker & Associates, Inc. 

Atlanta, GA 
Beautiful Zion Community Development 

Corporation, Inc., West Memphis, AR 
Beech Island Recreation Association, 

Inc., Jackson, SC 
Belleville Township High School 

District 20 I Educational Fndtn, Ltd, 
Belleville, IL 

Bowie Soccer United Bandits, 
Arnold, MD 

Brasil Brasil Cultural Center, 
Culver City, CA 

Bright Light, Inc., Grand Rapids, MI 
Brothers of the Light, Inc., Rooselvelt, NY 
Calder Museum, Inc., Philadelphia, PA 



Calvary Hill Fellowship, Inc, 
Oceanside, C A 

Canton District No. 66 Education, 
Canton, IL 

Cardiac Research Institute of New York, 
Inc., Bronx., NY 

Casa Nueva Vida, Inc., Philadelphia, PA 
Cass County Child Protective Service 

Board, Atlanta, TX 
Cenac\e World Prayer Group, 

Glendale, NY 
Central Buganda University Foundation, 

Inc., Annandale, VA 
Childrens Christmas Tree, Inc., 

Jacksonville, TX 
Cinc, Inc., Detroit. MI 
Clemente Garcia Jr. Community Learning 

Center, Corpus Christi, TX 
Conservation Technology Research 

Institute, Inc .. Lamy, NM 
Consider Source, Los Angeles, CA 
Continuum of Care Ministry. Rustin. LA 
Coshar Foundation, Inc .. Lanham, MD 
Coweta County Rural Presevation Society, 

Inc., Sharpsburg, GA 
Creative Visions Education Foundation, 

Inc., Grand Prairie, TX 
CUB S Athletic Club, Inc., 

Fort Mitchell. KY 
Detroit Junior Buccaneers, De!roit, MI 
Downstate Technology Center, Inc., 

Brooklyn, NY 
Dreams Come True Stables, 

Sandusky, OH 
EI Program a Via Milagro Corp., 

Las Vegas. NV 
Elkhorn Fire-Rescue Explorer Post 911, 

Elkhorn, WI 
ESC S Community Involvement 

Foundation, Inc., San Diego, CA 
Evanston Westside Community 

Organization, Evanston, IL 
Expert Readers, Inc., Athens, GA 
Family Zone, Inc., Miami, FL 
First Foundation, Petersburg, VA 
First Step Trar;sitional Home, 

Lenox Township, \11 
Foundation for Excellence in Arts 

Education, Tucson, AZ 
Freightliner Toys for Tots, Gastonia, NC 
Friends of Commission for Women, Inc., 

Chapel Hill, NC 
Friends of Fellheimer Foundation. Inc., 

Galesburg, IL 
Friends of Rock Creek Lake, Inc., 

Kellogg,IA 
Friends of Tecopa Hot Springs, Inc., 

Shoshone, CA 

Friends of the Aids Museum, Inc., 
New York, NY 

Friends of the Library, Stafford. TX 
Fund for Humanity, Inc., Tamarac, FL 
Garden City Boxing Club, 

Garden City, KS 
Gentilly Christian Enterprise, 

New Orleans, LA 
Geoff Smith Memorial Scholarship Fund, 

New Boston, MI 
Ghana New Ventures Competition, Inc., 

Philadelphia, PA 
God is Good Ministrys, Inc., 

Memphis, TN 
Good Shepherd Humanitarian Corp., 

Lantana, FL 
Goodlettsville Middle School 

Parent Teacher Organization, 
Goodlettsville, TN 

Greater Harvest Housing Corp .. 
Baltimore, MD 

Griffin Economic Development 
Corporation, Inc., Kingsland, TX 

Ground Zero Pairing Project. Inc., 
Portland, OR 

Gulf County United Community 
Development Corporation, Inc., 
Port S1. Joe, FL 

Heritage Exchange, Ltd., 
New Rochelle, NY 

Hidalgo Independent School District 
Scholarship Foundation, Hidalgo, TX 

Highland Development, Inc., 
Coalmont, TN 

Hillcrest Housing Development Fund 
Corporation, Bronx, NY 

Home Sweet Home, Montgomery, AL 
Hopeful Equestrians Academy of Riding 

Therapy, Inc .. Dahlonega, GA 
Humanity and Animal Sake Foundation, 

Cerritos. CA 
Ibadan College of Medicine Alumni 

Association North America, 
Southlake, TX 

Inner Asian Conservation. Inc .. 
Hamden, CT 

Inner Circle Youth Services. Inc .. 
Washington, DC 

Inner City Connections, San Diego, CA 
Inter-Cultural Services of Hamilton 

County, Inc., Carmel, IN 
Intemational Royal Crescent Education 

Foundation, Inc .. Warner Robins, GA 
Iowa National Vietnam Veterans Traveling 

Memorial, Inc., Ankeny, IA 
Irving Gators Youth Organization, 

Irving, TX 

Jacobs Ladder Transitional Home. 
Kittrell, NC 

Jefferson County Deputy Sheriff~ 
Reserve. Inc .. Charles Town. WV 

Jericho Altemative Community 
Development Corp., Atlanta. GA 

Jesus Ruiz Program, Paramount, CA 
Kamp Kindness, Inc., Bowie, MD 
Kiya House, Inc., Riverdale, GA 
Korbett Kompany Productions, 

San Diego, CA 
Lance Johnstone Foundation, 

Philadelphia, PA 
Latin Jazz Fest Charties, Inc., 

Cape Coral, FL 
Liberty Baseball, Inc. Kansas City. MO 
Long Center Foundation. Inc .. 

Lafayette, IN 
Louisiana Fatherhood Initiative Program, 

Baker, LA 
Lowell Dreyer Memorial Scholarship 

Fund, Inc., Ottertail, MN 
Memphis Regional Youth Sports Alliance, 

l\1emphi~, TN 
Metro East Warriors Youth Program, 

Cahokia,IL 
Migrant & Seasonal Housing, Inc .. 

Americus, GA 
Millboro Ruritan Foundation, 

Millboro. VA 
Mission Emmanuel, Portland, OR 

Mission Joy and Hope, Tacoma, WA 
Mount Upton Thunder Run for Children, 

Mount Upton, NY 
Muller Foundation. Chicago, IL 
NatIOnal Park Treasures, Cottonwood. AZ 
New Hope Technology, Chesapeake, VA 
!'Joble Action Public Service Corp., 

Los Angeles, CA 
Oasis Agency, Inc .. Flint. MI 
Olive Branch Animal Rescue & Refuge, 

Inc., Sistersville, WV 
Opportunity Scholarship Fund. [nc., 

Melrose Park. IL 
Our Own Place, Inc .. St. Croix. VI 
Ownership Gift. Inc .. Riversdale, UT 
Partners for Wellne'os Agencies, Inc .. 

Lithonia, GA 
Partners in Learning, Inc., 

Williamstown, NJ 
Peace of God Ministries, Inc., 

South Easton, MA 
PharmCo Solutions, Ann Arbor. MI 
Physicians Medical Education and Puhlic 

Health Fund, St. Charles, IL 
Pilgrim Development Corporation. 

Chicago,IL 
Planned Housing, Inc" Marietta. GA 
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Power for Living Charities, Antioch, C A 
Project Aids Khmer, Lincoln, RI 
Project Still I Rise, Inc" Dallas, TX 
Pros & Cons for Kids, Walnut Creek, C A 
Rainbow Redirections Childrens Services, 

Inc., Miami, FL 
Randy Caldwell Ministries, Inc., 

League City, TX 
Rapha Therapy Services, Inc., 

La Grange, K Y 
Read Foundation CME, Inc., 

Warner Robins, GA 
Richmonders for Effective Government, 

Richmond, VA 
Rio Grande Valley Community 

Foundation, McAllen, TX 
Rise Institute for Science and Education 

Charitable Trust. Manlius, NY 
Roel Advantage Corp., Carolina, PR 
Ronny Crownover Marrow Foundation, 

[nc" Denton, TX 
Rotary Club of Amherst East Foundation, 

Williamsville, NY 
S C Regional Housing Foundation, Inc., 

BarnwelL SC 
Sacramento I Care Center, 

Citrus Heights, CA 
Safe Haven for Strays, Inc., 

New Port Richey, FL 
Sagola Fire Department Auxiliary, 

Channing, MI 
San Diego Cancer Research Institute, 

Vista, CA 
Seniors Cab, Inc" Houston, TX 
SGCA. Inc., Cheyney, PA 
Sleeping Bear Literacy Foundation, 

Dexter, MI 
Society for the Preservation of Rockwood 

Pond. Fitzwilliam, NH 
Soho Arts Council. Inc., New York, NY 
Southwest Arts Council, Inc., Berea, OH 
Start Foundation of Virginia, Vienna, VA 
Summer Therapy Center, Warren, OH 
Teachers CounciL Inc" Greenbelt, MD 
Timber Hills Housing of Alcorn County, 

Inc., Corinth, MS 
Timeless Theatre Arts, Inc., Brooklyn, NY 
Toppenish Foster Parent Association, 

Toppenish, WA 
Totten Peters Communications, Inc., 

Harrisburg, PA 
Tri Star Employee Development Corp" 

San Antonio, TX 
True Love Ministries, Lancaster. CA 
Urban Housing Association. Oakland, CA 
Vester Community Service, Inc., 

D\l\\J1e}. C A 
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Virginia Motorsports Museum & Hall of 
Fame, Inc" Stuart, VA 

Waismann Foundation, Beverly Hills, C A 
Washington Square Foundation, Inc .. 

Hinsdale, IL 
Wayland Community Access and Media, 

Inc., Wayland, MA 
Wayne County Vision 2000, 

Monticello, KY 
West Virginia Region VI Local Elected 

Official Board, Inc" Morgantown, WV 
Wilson County Sheriffs Youth Ranch, 

Mount Juliet, TN 
Wilson Economic, Inc., Tampa, FL 
Womens Initiative Network, Inc., 

Malvern, PA 
Word of Faith Ministries, Inc., 

Smithfield, VA 
Young Adults Association, Inc., 

Houston, TX 
Young Christian Ladies Organization, 

Inc., New York, NY 
Yunnan America Foundation, Inc., 

Glenwood City, WI 
Zonta Club of Laramie, Laramie, WY 

If an organization listed above submits 
information that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter
nal Revenue Service will issue a ruling or 
detennination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 

IRS and The George 
Washington University Law 
School To Sponsor Institute on 
International Tax Issues 

Announcement 2006-77 

The Internal Revenue Service an
nounces the Nineteenth Annual Institute 
on Current Issues in International Tax
ation, jointly sponsored by the Internal 
Revenue Service and The George Wash
ington University Law School, to be held 
on December 14 and 15,2006, at the Grand 
Hyatt Washington Hotel in Washington, 

DC. Registration is currently underway 
for the Institute, which is intended for 
international tax professionals. 

The program will present a unique op
portunity for top IRS and Treasury offi
cials and tax experts, and leading private 
sector specialists, to address breaking is
sues and present key perspectives on new 
developments. The first day will feature 
a discussion by U.S. and foreign tax au
thorities of current international tax con
troversies. The first day will also feature 
sessions on the following: 

• Developing Treaty Issues; 
• Foreign Tax Credit Guidance for Pass

Through Entities; 
• Transfer Pricing Update: 
• New Guidance on Foreign Branch 

Transactions; and 
• Case Studies in International Restruc

turings. 

The Honorable Mark W. Everson, 
Commissioner, Internal Revenue Service, 
will deliver the luncheon address. 

The second day will focus on the fol
lowing topics: 

• Updates on Outbound and Inbound Is
sues; 

• International Tax Challenges: Real 
Cases, Real Advice; 

• Working with the New Subpart F 
"Look Through" Rule; and 

• Emerging Issues in Cross-Border Pri
vate Equity Transactions. 

The Honorable Eric Solomon, Deputy 
Assistant Secretary (Tax Policy), U.S. De
partment of the Treasury, will deliver the 
luncheon address. The second day will 
also include an "Ask the IRS" panel fea
turing senior officials from the Service. 

Those interested in attending or ob
taining more infonnation should contact 
The George Washington University Law 
School, at http://www.law.gwu.edulciit. 

Section 411(d)(6) Protected 
Benefits; Correction 

Announcement 2006-78 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 



ACTION: Correcting amendment. 

SUMMARY: This document contains cor
rections to final regulations that were pub
lished in the Federal Register on August 
9, 2006 (T.D. 9280, 2006-38 l.R.B. 450 
[71 FR 45379]) that provide certain is
sues under section 411(d)(6) of the Inter
nal Revenue Code (Code), including the 
interaction between the anti-cutback rules 
of section 411 (d)(6) and the nonforfeitabil
ity requirements of section 411(a). 

EFFECTIVE DATE: This correction is ef
fective August 9, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Pamela R. Kinard, at (202) 
622-6060 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations that are the sub
ject of this correction are under section 
411(d)(6) of the Internal Revenue Code. 

Need for Correction 

As published, the final regulations 
(T.D. 9280), contain errors that may prove 

to be misleading and are in need of clarifi
cation. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR Part I is cor
rected by making the following correcting 
amendment: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 US.C 7805 * * * 

§1.411(D)-3 [Corrected] 

Par. 3. Section 1.411 (d)-3 is amended 
by revising paragraph (3) to read as fol
lows: 

§ 1.411(d)-3 Section 411 (d)(6) protected 
benefits. 

(a) * * * 
(3) * * * However, such an amendment 

does not violate section 411(d)(6) to the 
extent it applies with respect to benefits 
that accrued after the applicable amend
ment date. 

(4) * * * 
(ii) * * * 
(8) * * * 
(ii) *' * '" A method of avoiding a sec

tion 411 (d)(6) violation with respect to ac
count balances attributable to benefits ac
crued as of the applicable amendment date 
and earnings thereon would be for Plan D 
to provide for the vested percentage of G 
and each other participant in Plan E to be 
no less than the greater of the vesting per
centages under the two vesting schedules 
(for example, for G and each other partici
pant in Plan E to be 209c vested upon com
pletion of 3 years of service, 40Cfc vested 
upon completion of 4 years of service. and 
fully vested upon completion of 5 years 
of service) for those account balances and 
earnings. 

* * * * * 

Guy R. Traynor. 
Chief, Publications and 

Regulatiuns Bruncll. 
Legal Processing Dil'isioll, 

Associate Chief COllnsel 
(Procedure and Admininstratioll J. 

I Filed by the Office of the Federal Register on September 

20. 2006. 8.+5 a.m .. and publi,hed in the i"ue of the Federal 
RegISter for September 21. 2006. 71 F.R.551081 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 45G.-Railroad 
Track Maintenance Credit 
~fJ erR I.~;:;(; 1[: Roil",,,,! lrud '"t1I1II(I/"I/« 

( r((../I{ (ll'1np{Jrllr\' J. 

T.D.9286 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Railroad Track Maintenance 
Credit 

AGENCY: Internal Revenue Service 
(IRS), Trea~ury. 

ACTION: Temporary regulations, 

SUMMARY: This document contains tem
porary regulations that provide rules for 
claiming the railroad track maintenance 
credit under section ..t5G of the Internal 
Revenue Code for qualified railroad track 
maintenance expenditures paid or incurred 
by a Class II railroad or Class III railroad 
and other eligible taxpayers during the tax
able year. These temporary regulations re
flect changes to the law made by the Amer
ican Jobs Creation Act of 2004 and the 
Gulf Opportunity Zone Act of 2005. The 
text of these temporary regulations also 
serves as the text of the proposed regu
lations (REG-142270-05) set forth in the 
notice of proposed rulemaking on this sub
jeL't in this issue of the Bulletin. 

DATES: E/fl'CTil'/' Date: These regulations 
are effective on September 8, 2006. 

Applica/Jilit\' Date: For dates of appli
cability, ~ee * 1.45G-IT( g). 

FOR FURTHER INFORMATION 
CONTACT: Winston H. Dougla~, (202) 
022-3110 (not a toll-free number). 

SUPPI.EMENTARY INFORMATION: 

Paperwork Reduction Act 

These temporary regulations are being 
issued \\ithllut prior notice and public pro
L'edurc pursuant to the Administrative Pfll-
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ccdure Act (5 U.s.c. 553). For this reaSlm, 
the collection of information contained in 
these regulations has been reviewed, and 
pending receipt and evaluation of public 
comments, approved by the Office of Man
agement and Budget under control number 
1545-20.1, I. Responses to this collection 
of information are mandatory. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number. 

For further information concerning this 
collection of information, and where to 
submit comments on the collection of in
formation and the accuracy of the esti
mated burden, and suggestions for reduc
ing this burden, please refer to the pream
ble to the cross-referencing notice of pro
posed rulemaking published in this issue of 
the Bulletin. 

Books and records relating to a collec
tion of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and tax 
return information are confidential, as re
quired by 26 U.S.c. 6103. 

Background 

This document contains amendments to 
26 CFR part I to provide regulations un
der section 45G of the Internal Revenue 
Code (Code). Section 45G was added to 
the Code by section 245(a) of the Ameri
can Jobs Creation Act of 2004, Public Law 
108-357 (118 Stat. 1418) (AJCA), and 
was modified by section 403(f) of the Gulf 
Opportunity Zone Act of2005, Public Law 
109-135 (119 Stat. 2577). 

GeneraIOI'erl'ieH' 

Section j8 allows a credit for the tax
able year for. among other things, the cur
rent year business credit. The current year 
business credit is the sum of the credits 
listed in section 38(b). Section 245(c)(l) 
orthe AJCA amended section 38(b) of the 
Code to add to the list of credits the rail
road track maintenance credit (RTMC) de
termined under section 45G(a). 

Section 45G(a) provides that, for pur
poses of section 38, the RTMC for the tax
able year is an amount equal to 50 percent 
of the qualified railroad track maintenance 
expenditures (QRTME) paid or incurred 
by an eligible taxpayer during the taxable 
year. Section 45G(d) defines the term 
QRTME to mean expenditures (whether 
or not chargeable to capital account) for 
maintaining railroad track owned by, or 
leased to, a Class II railroad or Class III 
railroad as of January I, 2005. Section 
45G(e) defines the terms Class II railroad 
and Class III railroad to have the respec
tive meanings given those terms by the 
Surface Transportation Board (STB). Sec
tion 45G( c) defines an eligible taxpayer 
to mean any Class II railroad or Class III 
railroad, and any person who transports 
property using the rail facilities of such a 
railroad, or who furnishes railroad-related 
property or services to such a railroad, but 
only with respect to miles of railroad track 
assigned to such person by such a railroad. 

Section 45G(b) imposes limitations on 
the amount of the RTMC for any taxable 
year. The credit allowed under section 
45G(a) may not exceed $3,500 multiplied 
by the sum of (I) the number of miles of 
railroad track owned by, or leased to, the 
eligible taxpayer as of the close of the tax
able year. and (2) the number of miles of 
railroad track assigned to the eligible tax
payer by a Class II railroad or Class III rail
road that owns or leases the track as of the 
close of the taxable year. 

Section 45G applies to QRTME paid 
or incurred during taxable years beginning 
after Decem ber 31, 2004, and before J an
uary I, 2008. 

Scope 

The temporary regulations define sev
eral terms, including eligible taxpayer, 
QRTME, rail facilities, railroad-related 
property, and railroad-related services. 
The temporary regulations also instruct 
an eligible taxpayer how to determine the 
RTMC for the taxable year. Further, the 
temporary regulations provide guidance 
on assignments of miles of railroad track 
for purposes of section 45G, adjustments 



to basis for the RTMC, and the treatment 
of controlled groups under section 45G. 

Explanation of Provisions 

Eligible Taxpayer 

The temporary regulations provide that 
only an eligible taxpayer may claim the 
RTMC. An eligible taxpayer is defined in 
the temporary regulations as: (I) a Class 
II railroad or Class III railroad during the 
taxable year; (1) any person that tram
ports property using the rail facilities of a 
Class II railroad or Class III railroad dur
ing the taxable year; or (3) any person 
that furnishes railroad-related property or 
railroad-related services to a Class II rail
road or Class III railroad during the tax
able year. A Class I railroad is an eligi
ble taxpayer only if the Class I railroad is 
in the second or third category above and 
is assigned miles of railroad track for the 
taxable year by a Class II railroad or Class 
III railroad. A taxpayer in the second or 
third category is an eligible taxpayer only 
with respect to the miles of railroad track 
assigned to the person for the taxable year 
by a Class n railroad or Class III railroad. 

Consistent with section 45G(e)(l), the 
temporary regulations provide that the 
terms Class II railroad and Class III rail
road have the respective meanings given 
these terms by the STB. As determined by 
the STB, Class II railroads have annual 
carrier operating revenues of less than 
$250 million but in excess of $20 million 
after applying the railroad revenue detlator 
formula (Current Year's Revenues x (1991 
Average Railroad Freight Price Index/Cur
rent Year's Average Railroad Freight Price 
Index)). 49 CFR Part 120 I, Subpart A, 
§I-I(a). In general, Class III railroads 
have annual carrier operating revenues 
of $20 million or less after applying the 
railroad revenue detlator formula. 49 CFR 
Part 1201, Subpart A, § I-I (a). 

The temporary regulations also provide 
that the rail facilities of a Class II railroad 
or Class III railroad include railroad yards, 
tracks, bridges, tunnels, wharves, docks, 
stations, and other related assets that are 
used in the transport of freight by a railroad 
and that are owned or leased by the Class 
II railroad or Class III railroad. 

Railroad-related property is defined 
in the temporary regulations as meaning 
property that is provided directly to, and 

is unique to, a railroad. Further, this prop
erty must be property that, in the hands 
of a Class II railroad or Class III railroad, 
is described in asset classes 40.1 through 
40.54 of Rev. Proc. 87-56. 1987-2 C.B. 
674, with certain modifications, and is de
scribed in the STB property accounts for 
grading, tunnels and subways, and storage 
warehouses. 

The temporary regulations define rail
road-related services as meaning services 
that are provided directly to. and are 
unique to, a railroad. In addition, these 
services must relate to railroad shipping, 
loading and unloading of railroad freight, 
or repairs of rail facilities or railroad-re
lated property. Examples of railroad-re
lated services are the transport of freight 
by rail, the loading and unloading of 
freight transported by rail, locomotive 
leasing or rental, and maintenance of a 
railroad\ right-of-way (including vegeta
tion control). Examples of services that 
are not railroad-related services are gen
eral business services, cleaning services, 
banking services (including financing 
of railroad-related property), and office 
building rental. 

Computation of Railroad Track 
Maintenance Credit 

For purposes of section 38, the tempo
rary regulations provide that the RTMC 
generally is equal to 50 percent of the 
QRTME paid or incurred by an eligible 
taxpayer during the taxable year. How
ever, this credit amount cannot exceed the 
credit limitation provided by the tempo
rary regulations. The credit limitation for a 
Class II railroad or Class III railroad differs 
from the credit limitation for other eligible 
taxpayers. 

If an eligible taxpayer is a Class II rail
road or Class III railroad, the temporary 
regulations provide that the RTMC cannot 
exceed $3,500 multiplied by the sum of: 
(I) the number of miles of railroad track 
owned or leased hy the Class II railroad or 
Class III railroad within the United States 
at the close of its taxable year ("eligible 
railroad track"), reduced by the number of 
miles of eligible railroad track assigned by 
the Class II railroad or Class III railroad to 
another eligible taxpayer for that year; and 
(2) the number of miles of eligible railroad 
track owned or leased by another Class II 
railroad or Class III railroad that are as-

signed to the Class 1I railroad or Class III 
railroad for the taxable year. 

If an eligible taxpayer is not a Class II 
railroad or Class III railroad. the temporary 
regulations provide that the RTMC cannot 
exceed $3,500 multiplied by the number of 
miles of eligible railroad track assigned to 
the eligible taxpayer by a Class II railroad 
or Class III railroad for the taxable year. 

Determination of QRTM£ Paid or 
Il1curred 

The temporary regulations provide that 
QRTME is equal to the amount of expen
ditures paid or incurred during the tax
ahle year by an eligible taxpayer for main
taining railroad track, roadbed. bridges. 
and related track structures that are lo
cated within the United States and owned 
or leased as of January L 2005, by a Class 
II railroad or Class III railroad. These ex
penditures mayor may not be chargeable 
to a capital account. The regulations also 
define railroad track, roadbed, brldges, and 
related track structures as meaning prop
erty described in certain STB property ac
counts ("qualifying railroad structure"). 

The temporary regulations also define 
the term "paid or incurred" with respect 
to a taxpayer using an accrual method 
of accounting. In this case, paid or in
curred means a liability incurred withm 
the meaning of §1.446-I(c)(I)(ii). Con~ 

sequently, a liability may not be taken 
into account under section 45G prior to 
the taxable year during which the liabil
ity is incurred. Further, the temporary 
regulations provide that QRTME is not 
paid or incurred during the taxable year 
to the extent that a taxpayer is entitled to 
reimbursement of any such expenditures. 
The temporary regulations provide that 
reimbursements may consist of amounts 
paid either directly or indirectly to the 
taxpayer. Examples of indirect reimburse
ments are discounted freight shipping 
rates, price markups of railroad-related 
property, debt forgivene~s, or other similar 
arrangements. Thus, the temporary regu
lations limit the QRTME paid or incurred 
to the actual out-of-pocket expenditures 
paid or incurred by a taxpayer. 

If an eligible taxpayer (assignee) pays a 
Class II railroad or Cla~s III railroad (as
signOr) an amount in exchange for an as
signment of one or more miles of eligi
ble railroad track, the temporary regula-
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tiUIl\ pr()\ ide that the amount i, treated ,I, 
QRTrvlE paid ur incurred o~ the a"ignee, 
and not the a"ignor railwad, at the tlille 
and to the extent the a"lgnor pa~, or in
cur, QRTME. Con,i,tent \\ ith the plwed
ing paragraph, thi, (JRT1\lE \\ould Ot' re
duced by an) direct or indirect reimbur,e
menb made tu the a"i~nee during the til\,
elblc ) ear \Iith rL"IKct tll that a"ignmL'nt. 

.h.\i~I/IIII'II' n/Nui/mud hud ;\files 

For plIIpll,e, llf 'L,ction -t:iG, the tem
porary regulation, provide that an as,ign
ment of a Illilc of railroad track is not a le
gal transfer of title, but merely a designa
tion. Thi, designation must he in writing 
and must include the names and taxpayer 
identification numhers of the Class II rail
road or Class III railroad (assignOr) mak
ing, and the eligihle taxpayer (assignee) 
receiving, the assignment of eligible rail
road track miles, the date of thIS assign
ment, and the numher of miles of eligihle 
railroad track that is assigned by the as
sIgnor to the assignee for a taxahle year. 
The regulations also provide that the des
ignation need not specify the location of 
the assigned mile of eligible railroad track 
and the assigned mile of eligible railroad 
track does not have to correspond to the 
mile of eligihle railroad track on which the 
QRTME is paid or incurred by an eligible 
taxpayer. 

Consistent with section 45G(h), the 
temporary regulations provide that only a 
Class II railroad or Class III railroad may 
assign a mile of eligible railroad track. 
Thu.s, if a Class II railroad or Class III 
railroad assigns a railroad track mile to 
an eligihle taxpayer, the assignee is not 
permitted to reassign any eligihle railroad 
track mile to another eligihle taxpayer. 
The regulations also provide that the max
Imum numher of miles of eligible railroad 
track that may he assigned by a Class II 
railroad or Class III railroad (as,ignor) for 
any taxable year are the total mile, of eli
gible railroad track owned by, or leased to, 
the assignor reduced by the eligihle rail
road track miles that the assignor retains 
for ihelf in determining the RT:vIC. 

The temporary regulations abo provide 
that the as~ignl1lent is treated as heing 
made h:- the Cbss II railroad or Class 
III rallwad at the close of Class II rail
road', or Class III railroad's taxahle year 
in \1 hlL'll the assignment is made. The 
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a"ignee takes the assignment into account 
for it-. taxahle year that includes the date 
the as-.ignillent is treated as heing made by 
the a>signOf railroad under the preceding 
senknce. 

The temporary regulations require that 
a taxpayer must file Form ~N()O, "Quali
fied Ruiiroad Tmck M{/illtenallce Credit," 
\\ ith its timely filed (including extensions) 
Federal income tax return for the taxable 
year for \\ hich the taxpayer: (I) claims the 
RTMC (]) assigns any miles of eligible 
railroad track: or 0) receives an assign
ment of any miles of eligihle railroad track, 
Thus, for example, a Class II railroad or 
Class III railroad (assignor) that assigns all 
of its miles of eligible rai lroad track during 
a taxable year will need to file Form 8900 
even though the assignor is not claiming 
any RTMC for that year. 

As required hy the temporary regula
tions, an assignor must attach to its Form 
8Y(JO an information statement identifying 
the name and taxpayer identification num
ber (TIN) of each assignee, the total num
ber of the assignor's eligible railroad track 
miles, the number of eligible railroad track 
miles assigned hy the assignor to each as
signee for the taxable year, and the total 
number of eligible railroad track miles as
signed by the assignor to all assignees for 
the taxahle year. Further. an eligible tax
payer (assignee) that received an assign
ment of railroad track miles during its tax
able year from an assignor Class II rail
road or Class III railroad and that claims 
the RTMC for that taxable year must at
tach to its Form 8900 a statement provid
ing the total number of eligihle railroad 
track miles assigned to the assignee for 
the taxable year and attesting that the as
signee has in writing, and has retained as 
part of the a~signee' s records for purposes 
of ~ 1.6001-\(a), information identifying 
the name and TIN of each assignor rail
road, the date of each assignment, and the 
number of eligible railroad track miles as
signed hy each assignor railroad for the 
assignee's taxable year. If the Federal 
income tax return of a Class II railroad 
or Class III railroad, or another eligible 
taxpayer, for a taxable year ending after 
December 31, 2004, and ending before 
Septemher 7,2006, is filed before October 
y, 2006, and the Class II railroad, Class III 
railroad, or other eligible taxpayer wants to 
apply the temporary regulations to that tax
able year but did not include with that re-

tllrn the applicable information statement 
specified above, the regulations require the 
information statement to be attached to the 
taxpayer's next filed Federal income tax 
return or to the taxpayer's amended Fed
eral income tax return filed pursuant to 
the effecti ve date provisions in the tempo
rary regulations (discussed later), provided 
this amended return is filed before the tax
payer's next filed Federal income tax re
turn. 

The temporary regulations also address 
situations in which a Class II railroad or 
Class III railroad (assignor) assigns more 
miles of eligible railroad track than the to
tal number of miles that it owns or that are 
leased to it at the end of the taxable year 
in which the assignment is made. If the 
assignor does not own or have leased to 
it any eligible railroad track at the end of 
that year, the temporary regulations pro
vide that any assignment made during that 
year is not valid, regardless of whether the 
assignment is properly reported, Similarly, 
if an assignor assigns more miles of eli
gible railroad track than it owned or are 
leased to it as of the end of the taxable 
year in which the assignment is made, the 
temporary regulations provide that the as
signment is valid only with respect to the 
name of the assignee and the number of 
miles listed by the assignor on the infor
mation statement attached to its Form 8900 
for that year and only to the extent of the 
maximum number of miles of eligible rail
road track that may be assigned by the as
signor Class II railroad or Class III railroad 
for the taxable year. 

Special Rules 

The temporary regulations provide 
rules for adjusting basis for the amount 
of the RTMC claimed by an eligible tax
payer. All or some of the QRTME paid or 
incurred by an eligible taxpayer during the 
taxable year may be required to be capi
talized under section 263(a) as a tangible 
asset or as an intangible asset (see, for 
example, § 1.263(a)-4(d)(8), which gen
erally requires capitalization of amounts 
paid or incurred by a taxpayer to produce 
or improve real property owned by an
other), The basis of the tangible asset or 
intangible asset includes the capitalized 
amount of the QRTME. Thus, for pur
poses of section 45G(e)(3), the regulations 
provide that railroad track is qualifying 



railroad structure (railroad track, roadbed, 
bridges, and related track structures) and 
intangible assets to which the QRTME is 
capitalized. 

Consequently, if an eligible taxpayer 
claims the RTMC, the temporary regula
tions provide that the adjusted basis of 
these tangible and intangible assets must 
be reduced by the amount of the RTMC 
allowable. This reduction is taken into ac
count at the time the QRTME is paid or in
curred by an eligible taxpayer and before 
the depreciation deduction is determined 
for the taxable year for which the RTMC is 
allowable. If the amount of the QRTME is 
capitalized to more than one asset (for ex
ample, railroad track and bridges), whether 
tangible or intangible, the reduction to the 
basis of these assets is allocated among 
each of the assets subject to the reduction 
in prop0l1ion to the unadjusted basis of 
each asset at the time the QRTME is paid 
or incurred during that taxable year. 

The temporary regulations also address 
the issue of how section 45G coordinates 
with section 61. Except as specifically 
provided in the Code, section 61 and 
§1.6l-l(a) provide that gross income 
means all income from whatever source 
derived. Section 1.6l-l(a) further pro
vides that gross income includes income 
realized in any form, whether in money, 
property, or services. Section 45G does 
not provide, and its legislative history does 
not refer to. any exception to this rule. Ac
cordingly, pursuant to section 61 and the 
regulations under section 61, the owner of 
the tangible assets (for example. railroad 
track and roadbed) with respect to which 
the QRTME is paid or incurred by another 
person that does not have a depreciable 
interest in those assets has gross income in 
the amount of that QRTME. However, the 
application of section 61 to QRTME paid 
or incurred with respect to eligible railroad 
track that is leased by a Class II railroad 
or Class III railroad raises a question as 
to under what circumstances the owner or 
lessee should recognize gross income with 
respect to QRTME. The IRS and Treasury 
Department request comments on this is
sue. 

Finally, if an eligible taxpayer is a mem
ber of a controlled group of corporations, 
section 45G(e)(2) provides that rules sim
ilarto rules of section 41 (f)(1) apply. Ac
cordingly, the temporary regulations pro
vide rules similar to those of § l.4l-6T for 

determining the amount of the controlled 
group's RTMC, and rules for allocating the 
credit among members of the group. 

Effective Date 

These temporary regulations apply to 
taxable years ending on or after the date 
these regulations are filed in the Federal 
Register and beginning before January I, 
2008. However, a taxpayer may apply the 
temporary regulations to taxable years be
ginning after December 31,2004, and end
ing before these regulations are filed in the 
Federal Register, provided that the tax
payer applies all provisions in these regu
lations to the taxable year. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.c. chapter 
5) does not apply to these regulations. For 
the applicability of the Regulatory Flexi
bility Act (5 U.S.c. chapter 6), please re
fer to the Special Analyses section of the 
preamble to the cross-reference notice of 
proposed rulemaking published in this is
sue of the Bulletin. Pursuant to section 
780S(f), these temporary regulations have 
been submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

Drafting Information 

The principal author of these regula
tions is Winston H. Douglas, Office of the 
Associate Chief Counsel (Passthroughs 
and Special Industries). However, other 
personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 V.S.c. 7805 * * * 
Par. 2. Section 1.45G-OT is added to 

read as follows: 

§J.45G-OT Table 0/ contents fur the 
railroad track Illuintenance credit rules 
(temporary). 

This section lists the major paragraphs 
contained in § I.4SG-I T. 

§1.45G-IT Railroad track maintenance 
(r€'dit (temporary). 

(a) In general. 
(b) Definitions. 
(I) Class II railroad and Class III rail-

road. 
(2) Eligible railroad track. 
(3) Eligible taxpayer. 
(4) Qualifying railroad structure. 
(5) Qualified railroad track mainte-

nance expenditures. 
(6) Rail facilities. 
(7) Railroad-related property. 
(8) Railroad-related services. 
(9) Railroad track. 
(10) Form 8900. 
(II) Examples. 
(c) Determination of amount of railroad 

track maintenance credit for the taxable 
year. 

( I ) General amount. 
(2) Limitation on the credit. 
(i) Eligible taxpayer is a Class II rail

road or Class III railroad. 
(ii) Eligible taxpayer is not a Class II 

railroad or Class !II railroad. 
(iii) Effect of double track. 
(3) Determination of amount of 

QRTME paid or incurred. 
(i) In general. 
(ii) Effect of reimbursements. 
(4) Examples. 
(d) Assignment of track miles. 
(1) In general. 
(2) Assignment eligibility. 
(3) Effective date of assignment. 
(4) Assignment information statement. 
(i) In general. 
(ii) Assignor. 
(iii) Assignee. 
(iv) Special rule for 2005 returns. 
(5) Special rules. 
(i) Effect of subsequent dispositions of 

eligible railroad track during the assign
ment year. 
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(ii I Effect of Illultiple a~~ignnwnh ofel
igiblc railroad track III I k~ during the ~ame 
tax,lhk \ear. 

(6) Exampk~. 

k) Special ru k,. 
( I) Adiu\tlllL'nh tll ha,i,. 
(i I In general. 
(Ii I Ba,i, dllJu,tl11ent malk to railroad 

track. 
lili) L\dlllpk,. 
(~) CUllrdination \\ ith ,ection 61. 

I fl Cllntrolkd grllup" 
( I) In !,!L'IlL'ral 

(2) Ikfinition,. 
(i I Trade llr bu,ine". 
(ill Group and contwlkd group. 
(Iii) Group crcdit. 
I i\) COINllidatcd group. 
(\ I Crcdit year 
()) Computation of the group credit. 
(.f) Allocation of the group credit. 
(i) In gcneral. 
(ii I Stand-alonc enlily credit. 
(5) Special rules for consolidated 

gnlllp~ 

(i) In gcneral. 
(ill SpcL'lal rule for allocation of group 

credit alllong consolidated group mem
bers. 

(0) Tax accounting periods used. 
Ii) In general. 
(ii) Special rule when timing of 

QRTME is manipulated. 
(7) Membership during taxable year in 

more than one group. 
(H) Intra-group transactions. 
(i) In general. 
(ii) Payment for QRTME. 
(g) Effective date. 
( I ) In general. 
(:2) Application of regulation project 

RE(;-I.f:2:27{)~()5 to pre-effective date. 
131 SpeCIal rules for 2(0) returns. 
Par ). Section 1.-1-)G-I T is added to 

read as follows: 

,~/.-+5G IT Ruilrowl !meA I/Wil/fcl/(//lCC 

credi/ (/I'II1IJorar\'). 

(,)) III gel/('/'ul. for purposes of section 
3X, the railruad track maintenance credit 
(RTf\\CI for ljualified railroad track main
ten,lI1ce expenditures (QRTME) paid or in
curred by an clIgihk taxpayer during the 
ta\ahle year IS determined under this sec
tilln. A taxpayer claiming the RTMC must 
do ,ll b) filing Fnrln Hl)()O, "QuulUIei! Rilil
/'(Iud hud Muin/enunce Crei/iT," with its 

754 2006-2 C.B. 

timely fil~d lil1L'luding exten,ions) Federal 
I ncome tax return for the taxable year for 
which the RTMC is claimed. Paragraph 
(h) of this section provides definitions of 
terms. Paragraph IC) of this section pro
\ide, rules for computing the RTMe in
cluding rules regarding limitations on the 
amount of the credit. Paragraph (d) of this 
section prmides rules for assigning miles 
of rail road trac k. Paragraph (e) of this sec
tion contains special rules. Paragraph (f) 

of this section contains rules for comput
ing the amount of the RTMC 111 the case of 
a controlled group, and for the allocation 
of the group credit among members of the 
controlled group. 

(h) DC/IlliTioll.l. For purposes of section 
'{5G and this section, the following defini
tions apply: 

( I ) ('fuss l/ railroad alld Class !I/ rail
mUll have the respecti ve meanings given to 
these terms hy the Surface Transportation 
Hoard (STB). 

(2) tJiuihle railroad Track is railroad 
track located within the United States that 
is owned or leased by a Class II railroad 
or Class III railroad at the close of its tax
able year. For purpose~ of section 45G and 
this section, a Class II railroad or Class III 
railroad owns railroad track if the railroad 
track is subject to the allowance for depre
ciation under section 167 by the Class II 
railroad or Class III railroad. 

(3) Eliuihle taxJlilyer is-
(i) A Class II railroad or Class 1\1 rail

road during the taxable year; 
(ii) Any person that transports property 

using the rail facilities of a Class II rail
road Of Class III rai lroad during the taxahle 
year. hut only with respect to the miles of 
eligible railroad track assigned to the per
son for that taxable year by that Class II 
railroad or Class III railroad under para
graph (d) of this section; or 

(iii) Any person that furnishes rail
road-related property or railroad-related 
services to a Class II railroad or Class III 
railroad during the taxahle year, but only 
with respect to the miles of eligible rail~ 
road track assigned to the person for that 
taxable year by that Class II railroad or 
CIa~s 1I1 railroad under paragraph (d) of 
thi, section. 

(4) QuullfYing wilmod structure is 
property located within the United States 
that i~ described in the following STB 
property accounts in 49 CFR Part 1201, 
Subpart A: 

(i) Property Account 3. Grading, 
(ii) Property Account 4. Other right-of

way expenditures. 
(iii) Property Account 5, Tunnels and 

subways. 
(iv) Property Account 6. Bridges, tres

tles. and culverts. 
(v) Property Account 7, Elevated struc

tures. 
(vi) Property Account 8, Ties. 
(vii) Property Account 9, Rails and 

other track material. 
(viii) Property Account 11. Ballast. 
(ix) Property Account 13, Fences, 

snow sheds, and signs, 
(x) Property Account 27, Signals and 

interlockers. 
(xi) Property Account 39, Public im

provements; construction. 
(5) Qllal(fied railroad track maime

/lallce eApellditures (QRTME) are expen
ditures for maintaining. repairing, and 
improving qualifying railroad structure 
that is owned or leased as of January I, 
2005, by a Class II railroad or Class III 
railroad. These expenditures mayor may 
not be chargeable to a capital account. 

(6) Railfacilities of a Class II railroad or 
Class III railroad are railroad yards, tracks, 
bridges, tunnels, wharves, docks, stations, 
and other related assets that are used in the 
transport of freight by a railroad and that 
are owned or leased by the Class II railroad 
or Class III railroad. 

(7) Railmad-related property is prop
erty that is provided directly to, and is 
unique to, a railroad and that, in the hands 
of a Class II railroad or Class III railroad, 
is described in-

(i) The STB property accounts 3, Grad
ing; 5, Tunnels and subways; and 22, Stor
age warehouses, in 49 CFR Part 1201, 
Subpart A; and 

(ii) Asset classes 40.1 through 40.54 
in the guidance issued by the Internal 
Revenue Service under section I 68(i)(l ) 
(for further guidance, for example, see 
Rev. Proc, 87-56, 1987-2 C.B. 674, 
and §601.60 I (d)(2)(ii)(h) of this chapter), 
except that any office building, any pas
senger train car, and any miscellaneous 
structure if such structure is not provided 
directly to, and is not unique to, a railroad 
are excluded from the definition of rail
road-related property. 

(8) Railmad-related services are ser
vices that are provided directly to, and are 
unique to, a railroad and that relate to rail-



road shipping, loading and unloading of 
railroad freight, or repairs of rail facili
ties or railroad-related property. Examples 
of railroad-related services are the trans
port of freight by rail; the loading and un
loading of freight transported by rail; rail
TOad bridge services; railroad track con
struction; providing railroad track mate
rial or equipment; locomotive leasing or 
rental; maintenance of railroad's right-of
way (including vegetation control); piggy
back trailer ramping; rail deramping ser
vices; and freight train cars repair services. 
Examples of services that are not railroad
related services are general business ser
vices, such as. accounting and bookkeep
ing, marketing, legal services; cleaning 
services; office building rental: banking 
services (including financing of railroad
related property); and purchasing of. or 
services perfonned on. property not de
scribed in paragraph (b)(7) of this section. 

(9) Except as provided in paragraph 
(e)(1) of this section, railroad track is 
property described in STB property ac
counts 8 (ties). 9 (rails and other track 
materia!), and II (ballast) in 49 CFR part 
1201, Subpart A. 

(10) Form 8900. If Form 8900 is re
vised or renumbered, any reference in this 
section to that form shall be treated as a ref
erence to the revised or renumbered form. 

(11) Examples. The application of this 
paragraph (b) is illustrated by the follow
ing examples. In all examples. the taxpay
ers use a calendar taxable year, and are not 
members of a controlled group: 

Example 1. A is a manufa(lUrer that in 2006, 

transports its products by rail using the railroad tracks 

owned by B, a Class II ;ailroad that owns 500 miles of 
railroad track within the United States on December 
31,2006. B properly assigns for purposes of section 
45G 100 miles of eligible railroad track to A in 2006. 
A is an eligible taxpayer for 2006 with respect to the 
100 miles of elIgible railroad track. 

Ewmple 2. C is a bank that loans money to ,ev
eral Class III railroads. In 2006, C loans money to 
D. a Class III railroad. who in turn uses the loan pro
ceeds to purchase track material. Because providing 

loans is not a service that is unique to a railroad. C is 
not providing railroad-related services and, thus, C is 
not an eligible taxpayer, even if D assigns miles of el
igible railroad track to C for purposes of section 45G. 

Example 3. E leases locomotives directly to Class 
I. Class It and Class III railroads. In 2006. E leases 
locomotives to F, a Class II railroad that owns 20U 
miles of railroad track within the United States on 
December 31, 2006. F properly assigns for purposes 
of section 45G 200 miles of eligible railroad track to 
E. Because locomotives are property that is unique 

to a railroad, and E leases (he,e locomotives directly 

to F in 2006, E is an eligible taxpayer for 2006 with 

rcspe(tto the 200 miles oJ' digihle railroad track "s· 

signed to E hy F 

(c) Determination o/al1l()11111 olmilmlli/ 
track mailltenallce credit .f(!/' Ihe tenabie 
year-( I) General ((II/ount. Except a~ pro
vided in paragraph (c)(2) of this section, 
for purposes of section 38, the RTMC 
determined under section 45G(a) for the 
taxable year is equal to 50 pcrcent of the 
QRTME paid or incurred (as delermined 
under paragraph (c)O) of this section) by 
an eligible taxpayer during the taxable 
year. 

(2) Limitation 011 the credit-Ii) Eligi
ble taxpayer is ({ Class II raiimod or Class 

1Il railroad. If an eligible taxpayer is a 
Class II railroad or Class III railroad, the 
RTMC determined under paragraph (c)( I ) 
of this section for the Class II railroad or 

Class III railroad for any taxable year must 
not exceed $3,500 multiplied by the sum 
of-

(A) The number of miles of eligible rail
road track owned Of leased by the Class 
II railroad or Class III railroad, reduced 
by the number of miles of eligible railroad 
track assigned under paragraph (d) of this 
section by the Cla~s II railroad or Class 
III railroad to another eligible taxpayer for 
that taxahle year; and 

(B) The number of miles of eligible 
railroad track owned or leased by another 
Class II railroad or Class III railroad that 
are assigned under paragraph (d) of this 
section to the Class II railroaLl or Clas~ III 
railroad for the taxable year. 

(ii) Eligible taxpayer is 1101 a Class /I 

railroad or Closs III railroad_ If an eligible 
taxpayer is not a Class II railroad or Class 
III railroad, the RTMe determined under 
paragraph (c)(1) of this section for the el
igible taxpayer for any taxable year must 
not exceed $3,500 multiplied by the num
ber of miles of eligible railroad track as
signed under paragraph (d) of this ~ection 
by a Class II railroad or Class III railroad to 
the eligible taxpayer for the taxable year. 

(iii) Effect of double track. For purposes 
of this paragraph (c)(2), double track is 
treated as multiple lines of railroad track, 
rather than as a single line of railroad track. 
Thus, one mile of single track is one mile. 
but one mile of double track is two miles. 

(3) Determination of amollnt of 

QRTME paid or illcurred-(i) III gmera/. 
The term paid or inclirred means. in the 
case of a taxpayer llsing an accrual method 
of accounting, a liability incurred (within 

the meaning of * I .4-+6-1 (c J( I )(ii) J. A lia
bility may not be laken into account under 
~ection 4SG and this section prior to the 
taxahle year during which the liahtlity is 
incurred. 

(iI) t-lli'ct (1/ l"eilllimr.I'l'lIlellt.l. The 
amount of QRTME treated as paid or in
curred during the taxahle year shall be 
reduceLi hy any amount to which the tax
payer is entitled to be reimbursed. directly 
or indirectly, whether or not such reim
bursement take\ place during the ldxable 
year in which the QRTME is. but for this 
sentence, paid or incurred by the taxpayer. 
Examples of indirect reimhursements 
include di:-.counted freight shipping rates. 
markup of the price for trac k materi als, and 
debt forgiveness. Similarly. any amount 
lhat an eligible taxpayer (assignee) pays 
a Clas, II railroad or Cia,s III railroad 
(assignor) in exchange for an assignment 
of one or more miles of eligible railroad 
track under paragraph (d) of this section, 
is treated, for purposes of this section, as 

QRTME paid or incurred by the assignee, 
and not by the assignor. at lhe time amI 
to the extent the assignor pays or incurs 
QRTME 

(4) Examples. The application of this 
paragraph (c) is illustrated by the follow
ing examples. In all examples. the taxpay
ers u,e an accrual method of accouIlting 
anLl a calendar taxable year. and are not 
members of a controlled group: 

E\lIlIlple /. COIIJ/lllili/ioll (1/ RTMC: Sl'C/I(!I[ 45(j 
crcilii/illlilllli(lli i.I,W/ ('\(cl''/",I. (i) G i.> a Cia,s II 
railmau that owns or ha., iea,cd to it J.OOO miles of 

railroau track within the Uniteu Stale, on De<:ember 
31. 2006. H is a manufacturer Ihat ill 20Ut'l. trans· 
ports its product, by rail using the rail facilities oj G. 

In COOl>. [or purpo"" of seelioJl 45G. G il"ign, 100 

miles of eligible railroad tr<Kk to II anu doe, nOlmake 
any "Iher assignments Ilf railroau irae~ mile,. H did 
not reC"ci\c any other a"ignnenb of railroad traC"k 
mile, in 2()Ot'l. Dunng 2()06. (j IIKlIIT~<.I (JRI ME in 
the amount of $1.5 million and H incurred QRTME 

in Ihc amount of 'l>200.1I00. 

(ii) For 2006. G determincs the lenl.1li,c ,1I11llunt 
of RTMe unuer paragraph (Cl( I) of thi, section to he 
S I .250.0()() (SO'Ir llluitipi i~u by ~2.50{J.IIU() QRTME 

incurred hy G during 20(6). G further dClwnine, 
(J" credit limitation lIIld~r paragraph te I( 211 i) I)f thi, 
sedioll for 2()06 10 he '!>3. I 50.0()O (:b3.500 Illultipli<:u 

by <Jon miles of eligible railroad track (1.IlOIl miles 
0\\ ned hy. or lea\ed to. G [In Decemher 3 I. 2111lfl. less 
JO(J nllbassigneJ hy G ((J H In 20(6)). BecJu,c G', 

tenlative a1l1oullt of RTt>.K U(le\ not exceed G" s creuit 
limilation anlllunt for 2110(). G Illa) claim a RTMe for 
2006 in the aIllOUII( oJ· S 1.250 ()O() 

(lit) for 20()t'l. H uctCrJmllCs the tcntall\ c amount 
of RTMe under parJgrarh (eli I) of this ,c([ion to 

be SIOO.O()O (511';( multiplied b) S2()O.1I0() QRTME 
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incurred by H during 20(6). H further determine, 
H'" credit limitation under paragraph il')(; )( il) l1f thh 

,ection for 2()Ofl to he S350.lIO() (S3.S00 multiplied 

hy IOU mile, Df eliglhle railroad trac\.. a"igned h) 
G to H in 2(00). Becau,e H', tentative amount of 
RTMe tioe, not exceed H', credit 1111lltatillil amount 
for 2000. H may claim J RTt-IC in the .llnount of 

SIOO.OOO. 
E.\ulIll'lc~. COIllJ1l1[ll[ioll ofRTMC: H'c[ioll '+5(; 

ernlll lilllilUl/oll is clcfTi/"d. (i) The fach are the 
"llnc a, in Ell/IIII'll' I. except that G a"igned for pur
po"" of ,eLtion -lSG onl~ SO miles of railroad tra,'\" 
to H in 2()OO and. during 2000. H incurred QRTME 
In the amllunt (If S-l()O.O()O. 

(ii) For 2()OO. G ddcrmlnc, the tentatIle ,lnlllUll1 
of RTMC under paragraph (C)I I) of tllis ,c({ion tll hc 
S 1.250.00(l (SOC, multiplied hy S2.500.00() QRTME 

Illcurred hy G during 2000 I. G further determine, 
(j', credit limiwtion under paragraph (c)(2)(1) of this 
section for 2000 to he n.325.()()O ($3.50() multiplied 
hy 950 miles of ellglhle railroad trac\.. ( 1.00() mib 
(lwned hy. or \ca,ed to. G on Decemhcr 31. 2000. Ie,s 
50 miles a"igned hy G to H in 200fl)). Recau,e G's 
tentative amount of RTMC doe, not exceed G', credit 
limitatIOn amount for 20()6. G may claim a RTMC in 
the amollnt uf $1.250.000 

(iii) For 2006. H determines the tentative amount 
of RTMC under paragraph Ic)( I) of thi, section to 
he $2()O,O()O (SO,?, multiplied by $400.000 QRTME 
Incurred by H during 2(00). H further determines 
H', credit limitation under paragraph (c)C2)(ii) of 
this section I'or 2000 to be $175.000 ($3.500 multi
plied hy 50 miles uf eligible railroad track assigned 
by G to H in 20(0). Because H's tentatIve amount 
of RTMC exceeds H's credit limitation amount 
for 2000. H may claim a RTMC in the amount of 
$175.000 (the credit limItation amount). There is no 
carryover of the amount of $25.000 (the tentative 
amount of S200.000 less the credit limitation amount 
oj $175.0()0). 

EX(lIIlI'/e 3. Railroad [rack miles as.ligll('d for 
pUYIIlPII!. (i) J i, a Class II railroad that own, or ha, 
leased to it 1.000 miles of railroad track within the 
U niled States on December 31. 2000. K i, a corpora
tion that sells ties. hallast. and other traL'k material to 
Cia" I. Class II. and Class III railroads. During 2006. 
K sold these items to J and J inclIrred QRTME in the 
amount of S I million. Also. on December 6. 2000. 
J assigned for purposes of section 4SG ISO miles of 
eligible railroad track to K and K paid J $gOO.OOO tor 
that a';signment. K did not payor incur any QRTME 
durint! 2000 

Iii) For ::.000. in accordance with paragraph 
(c)(3 Itii) of thi, sedion. J is treated a, having 
incurreti QRTtv1E in the amount of S200.000 ($Imil
lion QRTME actually incurred by J Ie" the S800.000 
paId by K to J for the a"ignment of the railroad track 
miles in 20(0). For 200fl. J determine, the tentative 
amount of RTMC under paragraph (cl( I) of thi, 
section to he $IOO.O()O (50<;;' multiplied hy $200.000 
QRTME treated as incurred by J during. 20()6). J 
further determines]' s credit limitati(ln amount under 
paragraph (c)(2)(i) of thi, ,ection for 2006 to he 
S2.LJ7:'i.l)()() (53.S00 multiplied h) 850 miles of eligi
hie railroad track (1.000 mile, ()\~ ned b). or lea,ed 
10. J un Deccmncr J I. 2000. Ie" 150 mile, a"igned 
h) .I 10 K III 200flll. Recall,e]' s tentatiw amount of 
RTt-IC does not oceed j', credit limitation amount 
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for 2000. J may claim a RTMC in the amount of 
SIOO.OOO. 

I iii) For 20()6. K is an eligible taxpayer because. 
during 2006. K prol itied railroad-rdateti pwpert) 
to J and n:ceil cd an .]>signment of eligihle railroad 
trac\.. miles from J. lTndn paragraph (c)13)(ii) of 
this section. K is treated as having incurred QRTME 

In the amount of SXOO.()OO (the amount paid hy K 

to J for the assignment of the railroati track miles 
in 20(0). For 2000. K determines the tentatiw 
amount of RTt-1C under paragraph (eli I) of this 
section to he $-lOO.OOO (SOCk multiplied by $800.000 
QRTME treated as incurred hy K tiuring 20(6). K 

further determine, K' s credit limitation amount un
der paragraph (c)(2)(ii) of this section for 2000 to he 
$525.0001$3.500 multiplied by 150 miles of eligible 
railroad track assigned by J in 20(6). Because K's 
tentallve amount of RTMC does not exceed K\ 
credit limitation amount for 2006. K may claim a 
RTMC in the amount of $-lOO,OOO. 

Exumple 4. ReimlJUm:tllelll or QRTME. (i) L is a 
Class III railroad that own, or has leased to it SOD 
miles of railroad track Within the United States on 
December 31.2000. M is a manufacturer that in 2006 
transports its products by rail using the rail facilities 
01 L. During 2006. L did not incur any QRTME. Also. 
In 1006, L assigned for purposes of section 45G 200 
miles of eligible railroad track to M anti agreed to 
reduce L's freight shipping rates to M by $250.000 in 
exchange for M upgrading these railroad track miles. 
Consequently. during 2006. M incurred QRTME of 
$500.000 to upgrade these 200 miles of railroad track 
and L reduced L' s freight shipping rates for M by 
$250,000. 

(ii) For 2006. M is an eligible taxpayer because. 
during 2006, M transported property using the rail 
facilities of L anti received an assignment of eligi
hie railroad track miles from L. Under paragraph 
Ic)(3)(ii) of this section. the amount of QRTME 
paid or incurred by M during 2006 i, $250,000 
($500.000 QRTME actually incurred by M. less the 
reimbursement 01 $250.000 by L to M). For 2006. 
M determine, the tentative amount of RTMC un
der paragraph (c)( I) of this section to be $125.000 
(SO'?( multiplied by $250.000 QRTME incurred by 
M during 20(6). M further determines M's credit 
limitation amount under paragraph IC)( 2)( il) of this 
section for 2006 to be $700.000 ($3,500 multiplied 
by 200 miles of eligible railroad track assigned by 
L to M in 2(00). Because M's tentalive amount of 
RTMC does not exceed M's credit limitation amount 
for 2006. M may claim a RT.\1C in the amount of 
$1 25.0()0. 

(d) Assignment of track miles-( I) In 
general. An assignment of any mile of el
igible railroad track under this paragraph 
(d) is a designation by a Class II railroad 
or Class III railroad that is made solely 
for purposes of section 45G and this sec
tion of a specific number of miles of eligi
ble railroad track as being assigned to an
other eligible taxpayer for a taxable year. 
A designation must be in writing and must 
include the name and taxpayer identifica
tion number of the assignee, and the in
formation required under the rules of para-

graph (d)(4)(iii)(B) of this section. A des
ignation requires no transfer of legal title 
or other indicia of O\vnership of the eligi
ble railroad track. and need not specify the 
location of any assigned mile of eligible 
railroad track. Further. an assigned mile 
of eligible railroad track need not corre
spond to any specific mile of eligible rail
road track with respect to which the eli
gible taxpayer actually pays or incurs the 
QRTME. for purposes of this paragraph 
(d). double track is treated as multiple lines 
of railroad track, rather than as a single line 
of railroad track. Thus, one mile of single 
track is one mile, but one mile of double 
track is two miles. 

(2) Assignment e/igihili(\'. Only a Class 
II railroad or Class III railroad may assign 
a mile of eligible railroad track. If a Class 
II railroad or Class III railroad assigns a 
mile of eligible railroad track to an eligible 
taxpayer, the assignee is not permitted to 
reassign any mile of eligible railroad track 
to another eligible taxpayer. The maxi
mum number of miles of eligible railroad 
track that may be assigned by a Class II 
railroad or Class III railroad for any tax
able year is its total miles of eligible rail
road track less the miles of eligible railroad 
track that the Class II railroad or Class III 
railroad retains for itself in determining its 
RTMC for the taxable year. 

(3) Effective date of assignment. If a 
Class II railroad or Class III railroad as
signs a mile of eligible railroad track, the 
assignment is treated as being made by the 
Class II railroad or Class III railroad at the 
close of its taxable year in which the as
signment was made. With respect to the 
assignee. the assignment of a mile of el
igible railroad track is taken into account 
for the taxable year of the assignee that in
cludes the date the assignment is treated as 
being made by the assignor Class II rail
road or Class III railroad under this para
graph (d)(3). 

(4) Assignment information state
ment-(i) In general. A taxpayer must 
file Form 8900, "Qualified Railroad Track 
Maintenance Credit," with its timely filed 
(including extensions) Federal income tax 
return for the taxable year for which the 
taxpayer assigns any mile of eligible rail
road track, even if the taxpayer is not itself 
claiming the RTMC for that taxable year. 

(ii) Assignor. Except as provided in 
paragraph (d)( 4 )(iv) of this section, a Class 
II railroad or Class III railroad (assignor) 



that assigns one or more miles of eligible 
railroad track during a taxable year to one 
or more eligible taxpayers must attach to 
the assignor's Form 8900 for that taxable 
year an information statement providing-

(A) The name and taxpayer identifica
tion number of each assignee; 

(B) The total number of miles of the 
assignor's eligible railroad track; 

(C) The number of miles of eligible rail
road track assigned by the assignor to each 
assignee for the taxable year: and 

(D) The total number of miles of eligi
ble railroad track assigned by the assignor 
to all assignees for the taxable year. 

(iii) Assignee. Except as provided in 
paragraph (d)(4)(iv) of this section, an eli
gible taxpayer (assignee) that has received 
an assignment of miles of eligible railroad 
track during its taxable year from a Class 
11 railroad or Class III railroad, and that 
claims the RTMC for that taxable year, 
must attach to the assignee's Form 8900 
for that taxable year a statement-

(A) Providing the total number of miles 
of eligible railroad track assigned to the 
assignee for the assignee's taxable year; 
and 

(8) Attesting that the assignee has 
in writing, and has retained as part of 
the assignee's records for purposes of 
§ 1.6001-l(a), the following information 
from each assignor: 

(1) The name and taxpayer identifica
tion number of each assignor: 

(2) The date of each assignment made 
by each assignor (as determined under 
paragraph (d)(3) of this section) to the 
assignee; and 

(3) The number of miles of eligible rail
road track assigned by each assignor to the 
assignee for the assignee's taxable year. 

(iv) Special rule for 2005 returns. If 
an eligible taxpayer's Federal income tax 
return for a taxable year beginning after 
December 31, 2004, and ending before 
September 7,2006, is filed before October 
9,2006, and the eligible taxpayer wants to 
apply paragraph (g)(2) of this section but 
did not include with that return the infor
mation specified in paragraph (d)(4)(ii) or 
(iii) of this section, as applicable, the eligi
ble taxpayer must attach a statement con
taining the information specified in para
graph (d)(4)(ii) or (iii) of this section, as 
applicable, to either-

(A) The eligible taxpayer's next filed 
original Federal income tax return; or 

(B) The eligible taxpayer's amended 
Federal income tax return thal is filed pur
suant to paragraph (g)(2) of this section, 
provided that amended Federal income tax 
return is filed by the eligible taxpayer be
fore its next filed original Federal income 
tax return. 

(5) Special rules-{i) Effect of sub
sequent dispositions of eligible railroad 
track during the ossi[?nment yeor. If a 
Class II railroad or Class III railroad as
signs one or more miles of eligible railroad 
track that it owned or leased as of the ac
tual date of the as~ignment, but does not 
own or lease any eligible railroad track at 
the close of the taxable year in which the 
assignment is made by the Class II railroad 
or Class III railroad, the assignment is not 
valid for that taxable year for purposes of 
section 4SG and this section. 

(ii) Effect of mu[riple assignments oj el
igible railroad frock miles during the same 
toxable year. If a Class II railroad or Class 
III railroad assigns more miles of eligible 
railroad track than it owned or leased as of 
the close of the taxable year in which the 
assignment is made by the Class II rail
road or Class III railroad, the assignment 
is valid for purposes of section 45G and 
this section only with respect to the namc 
of the as~ignee and the number of miles 
listed by the assignor Class II railroad or 
Class III railroad on the statement required 
under paragraph (d)(4)(ii) of this section 
and only to the extent of the maximum 
miles of eligible railroad track that may be 
assigned by the assignor Class II railroad 
or Class III railroad as determined under 
paragraph (d)(2) of this section. If the to
tal number of miles on this statement ex
ceeds the maximum miles of eligible rail
road track that may be assigned by the as
signor Class II railroad or Class III railroad 
(as dctermined under paragraph (d)(2) of 
this section), the total number of miles on 
the statement shall be reduced by the ex
cess amount of miles. This reduction is al
located among each assignee listed on the 
statement in proportion to the total number 
of miles listed on the statcment for that as
signee. 

(6) Examples. The application of this 
paragraph (d) is illustrated by the follow
ing examples. In none of the ex.amples 
are the taxpayers members of a controlled 
group: 

Example}. Assignor and assignee /tare the same 

taxable year. (i) N, a calendar year taxpayer, is a 

CIa" II r<lllroad th~t Dwn, 500 mIles of railroad track 
within the United Stat", on December .\ I. 2006. O. 
a calendar year taxpayer. i, not a railroad. but i, a 
taxpayer that provide" railm;td-related property to N 
durmg 2006. On November 7. 20()6. N a"igns for 
purpo,e, of scction 4SG ..\00 miles of eligible railroad 
tralk to O. 0 receives 11': other as,igllment of eligi
ble railroad track in 2006. 0 pays or incur, QRTME 
in the amount of $100,000 in l\O\·ember 2006, and 
$5(),(}00 in FebruHY 2007. Nand 0 each tile Form 

8900 wnh their timely fJ;ed Federal income tax re
turns for 2006 and attach the ,tatement required by 

paragra?h IdJ(4)(ii) and [iii). respectively, ot thi, ,ee
tion reporting the a"ignment of the 3()0 miles of eli
gible railroad track to O. 

(ii) The assignment of the 31J{J miles of eligible 
railroad track made by N to 0 on NO\ember 7, 2006, 
is treated as made un December 3 i, 2006 lat the close 
of the N's taxable year). Consequently, the ussign
ment is taken into account by 0 for 0\ ta.xable year 
ending on December 31. 2006. For 2006. 0 IS an eli
gible taxpayer because. during 2006, 0 provides rail
road-related property to Nand recei,es an assignment 
of 300 eligible railroad track miles from :-l. For 2006, 
o determines the tentative amount of RTMC under 
raragraph (e)( I) of thi, ~ecti()n to be $50.000 (50'7c 
multiplied by 5100,000 QRTME paid or incurred by 

o during 2(06). 0 further determines the credit lim
itation amount under paragraph (c)l2)[i) of this sec
lion for 200610 be $ I.OSO.OOO ($3.500 multiplied by 
300 miles of eilgible railroad track assigned by N to 
o on December 3 L 20(6). Because O's tentative 
amount of RTMC does not exceed O's cred,t limita
tion amount for 2006,0 may claim a RMTC for 2006 
In the amount of 'J;50.000. 

txwnple 2. AssiRllor and assiRnee han' dijferel11 
ill.wbie It'un. (i) The lacl, are the same as in Exam
ple 1, except that O's taxable year ends on March 31. 

(ii) The assignment of the 300 mib of eligible 
railroad track made by N to 0 on November 7,2006, 
is treated as made on December 3 L 2006. As a re
sult. the a"ignrnent " taken inlo aCCDum by 0 for 
O·s taxable year ending on March 31. 2007. Thus, 
for the taxable year ending on March 31. 2007, 0 de
termines the tentative amount of RMTC under para
graph (cJ( I ) of this seclion 10 be $75,000 (50'7c mul
tiplied by $150,000 QRTME Incurred by 0 during its 
ta~able year ending Marcb 31. 200h Because O's 
lentative amount of RTrvlC does not exceed O's credit 
limitation amount for 2U06. 0 may claim a RMTC for 
2006 in the amount of $75,000. 

Example 3. AS.liKl1menl lOCal/Oil diJIi:r.1 from 
QRTIo,1E localion. (,) P, a calendar-year taxpayer, 
is ,l Class III railroad that owns or has leased to it 
~OO miles of railroad track within the Umted States 
on December 31, 2006. P owns 50 miles of this 
railroad lrack and leases I SO miles of L~is railroad 
track from Q, a Class I railroad. On February 8, 
2006, P ""igns for purposes of section 45G 50 miles 
of eliglble railroad track to R. R i, not a railroad. but 
1\ a taxpayer that ships producb ulin!! the 50 miles 
of eligible railroad track owned by P. and R pa1d 
$100.000 in 2006 to P to enable P to upgrade the,e 
50 miles of eligible railroad track. In March 200n. P 
also assigns for purpc'ses of section 45G I SO miles 
nl eli['.ible railroad track 10 S. S is not a railroad, bUI 
IS a taxpayer that provides railroad-related properly 
to P. and Spaid $400.000 to P to enable P to upgrade 
P's 200 miles of eligible railroad track. For 2006. P 
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rel>' or InCUI, QRT\]E III lh~ ellllllUl11 01 S:iOO,O()O to 

upgr~HJe th~ 1<;0 lllib "I eligible railroad trac~ lhal 
J! \ca,c' Inllll Q ilnd pa\' pr inc'ur, 110 QRTi\]E ,111 

lhe :ill mile, 01 c11~lbk rarirodd lrac'k lhat il ,'\\ 11\, 

I-or 2 ()()fl , P rCC'c'l\ L" 11(1 olhel a"ignl1lt'llt 01 eligible 

rJilroad tr,l(k milt> ~lI1J ,lid l1"t ret,111l Jl1\ eli~ihle 

1,lIlr".ld lr,I(~ 1ll11L', fur Ihcil -\1>", R ,1I1U S d" Iwt 

ra~ or Incur ,Ill) "ther anwunt, lh;ll \\olrld quallf! 
,I' QRT".]E dunll~ 2(1(1f>, p, R, and S c;I,'h file Form 

X9()() \\ nil lli"lr lillll'l) r'ikd F,'dn,tI II1ClllllC W\ 'L'
turn, fur 21l0h ;llld <I\I<leh thc' ,lalL'menl requirl'd h\ 

p,lr;lglaph Idll-llllli or liill llt tim "'l'Uon, \\hich,'ler 
;Ipplll", r,'pllr!ll1;: till' d"lgl1111l'nl III cilgit->\c railroad 
lrac~ hI P 1" R ,11 S in 21l0h 

Iii I I'll I 20116, In a(Cll"l.lI1ce \I nh raragraph 
Illl,lHI11 III lhl' ,,'C\I'll!. Pi, IIL'ated ,1\ hill'ing in
curred QRTi\]L in the alllllunt of 'SO 1$5()IU)()() 

OR'!\!E adu;rill llKllrrcd b\ P k" thL' SIOD,DOD 
p,liu h) R t" l' fllr thc d"igl1lllcl1t ,,1' the 50 Illite, (11' 

c'll~ihk ralirllad tlack al1d tilt' S-+IlIl,OO(l paid hy S 
t" P for the a"l~nIllL'nt or the 150 mile, of eligible 
Idilnldd track I. Further. P ,I"igned illl of ih eligible 
1;lIlmad tlad mile, tIl Rami S tor 20116, Accord-
1I1!!I\', for 2110h, Pilla) rlllt claim any RTivlC. 

t iii I For 200h, R is "n eligible taxp"l'er because, 
during 20()f>, R ,hirs property u,rng the rail faclli

tIC' of P and recei\'es an assignment of 50 eligible 
r"IIroad track miles from p, In accordance with para
graph (c-)(J)(ii) of this sectilln, R is treated as ha\,

In~ im:urred QRTME in the amount of S I 00,000 (the 
amount paid h) R to P fpr the aSSignment of the eligi
ble railroad trad miles In 201101 e\'en though no work 
\I a, perfurmcd on the 50 mile, of eligible railroad 
tracK that was a"igneu oy P to R, For 2006, R de
termine, Ihe teillatile amllunt or RTMC under para
graph te I( II of thi, seellon to he $511,000 (SOCh mul
tiplieJ hI' SIOO,OOO ()RTME treated as Inc-urred by R 
during 2()061, R further delcrmine, the credit IimilU
tlOn amounl under par<lgr;lph (c)12)(ii) of this st'clion 
III bc S175,OOIJ 1'i>-,,5110 Illultiplied hy 50 miles of el
Igihle railroad track as,i!!ned by P to R In 200f», Be
cau,c' R's (entatm: amount of RI MC does not exceed 
R', cTcdltllmltatilln amount for 20llfl, R may daim a 
RTr-.lC for 200h in the amount nl $SIJ,OOO, 

1. i\ 1 h'r 2IJOh, S i, dn eligihle ta\payer bccau,c, 
during 2006, S prmidcs railroad-related property tll 
P .md receilc, an ,lssignlllcllt of 150 eiIglhle ratlroad 
track mile, I'roll1 p, III al'c()rdanc~ \\ itb paragraph 
(cld)(iil ()f thi, section, S i, lreat~d as hasing in
currcu ()RTM F, 111 the amoullt of S-lOO,OOO (amount 
p;lId h) S tll P lor the a"ignment of the eligible rail
rO'ld tfOld mile" ill ~(}(J6I, I'm 21106, S detc'rlllrnes thL' 
lelltatile alllllUllt of RTMC ullder paragraph ICI( II 
o( thi, sedlon to he ~~O{U)tJ() 150'; multiplied by 
'>-iO(),(lOO QR 1M!: trc\lled '" lneurrl'd ny S durm)! 
2()()61, S turther delnilline, the credit limitation 
JIIl')]lJ1t ullder p;lra~raph IC112l(iil of this ,eL'lion 
1(1 k ... )2),000 IS,1.:iO() IIlUlliplicd hy I 'it) miles o( 
,'Ii~ihlc ratlmaJ Irac'k a"ign~d h) P to S in 200hl. 
Hec';!ll'C S', tL'lltatl\ L' amount 01 RTMe docs not 
l'\cecd S's crL'Lht IimJl,ltion alllount (or 20llh, S llla! 
l'lall11 a RTr-.1C (or ~()lIflln th~ amount of S21111,OOli 

L1'(llIl/'/1' -/, .I/II/lil'/" i1,\\i~III1I"II\ /If flUd lIIi1n, 

III T, 'I e'aknJar,\ear t;l\payer. i, a Cia" III railroad 
t 1l;ltll\1 ll' or has lea,eel to It 2()O III i Ie, of r,li lroad track 
\I 1111111 the' L'llilcJ St;t1e, <'n Dec:cmber 31, 2006, T 
,ll\rh 7<; mile, "f thi, r;lilroad track and ka'es 125 
III I Ie, ,It thh r,III](),IJ tr.lcK fnlill L:, a Cl:t" I railwad, 
\' ,lIlJ \\' arc ll()t r.lllr";I,,,- hUI are h,)lh Ll\pa)er' that 
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prm ide r;lilnlad-rciated sen Il'CS tIl T during 2006, 

On Januar) I 'I, ~O()f>, T assigns for purpos6 of ,ee
non -i'iG 2tlO miics of eiIglhle railroad trd(~ to V V 
;1~rL'c, 10 IIll'lIf, in ~006, S I A million of QRTME to 

upgradc a portion of/segmcnt Ilf these 200 milcs of 

eligible railroad tracK. Due to unnpected financial 
JIllieultie" V onl! inclIIs S2'iO,OOO Ill' QRT\!E dur

ing 2006 allli on MJ) ] S, ~006, T learn, that V is lIn

able til IIll'Ur the rcmainder of the QRTi\IE, On June 
1:\ ~006, T a"ign, for purposes of seL'lion -i5G Iht 
200 mile, of railroad (rad, to VIi In 2006, \V incur, 

"1,100,000 of QRTi\IE to upgrade a portion of/seg
Illcnt of thl' railroad track. For 2(}O!>, T rCc,til es no 

other a"ignlllcnt of eli!!lhk rail mad tracK mdes and 
did nIH retain allY eligible railroad track miles I'm it
,elf, V and W do not recei"e any other as'lgnment, 
of mile, llf cligihle railroad track miles from a Class 

\I railroall or CIaS\ III railroad during 2006, T amI W 
each file Form KlJOO with their timely filed Federal in

come tax returns for 2006, and attach the statement re
qum;d by paragraph (d)H)(]il and (iii), respectiyely, 
of this section, reporting the assignment of 10() miles 

of eligible railroad track to W 
(H) l3ecause T did not rClain any miles of eligiblc 

railroad track for itself for 200f>, the maximum miles 

of eligible milroad track that may be assigned by T 
for 2006 is 200 miles pursuant to paragraph (d)(2) of 
this section, On the statement required by paragraph 

(dll-il(iil of this section, T assigned a total of 200 
miles of eligible radroad track III W, Consequently, 
because T did not list V as an assignee on r s state
Illent requlfed hy paragraph (d)( -i Ii i i) of this section, 
V did not receive an assignment of e1igihle railroad 
(rack miles from T during 2()Oh and V is nO! an eli
gihle taxpayer for 200f>, Thus, for 2006, V may not 
claim any RTMe even thllugh V incurred QRT!\1E in 
the alllount of $250,000, 

t iii) For 200fl, W is an cligihk taxpayer because, 
during :W06, W provides rallmad-re\ated ser\'ices to 
T and receives an assignlllent of 200 eligIble raIl
road track miles from T W determines the tentative 
amount of RTMC under paragraph (ei( II of (his sec
tion to be 5550,000 (SOCk multiplied by $1.100,000 
QRTME Inl'llrred by W during ~0(6), W further 
determines the credil limitation alllount under para
graph I cJ(2)( ii 101' thi, section to be $700,01J0 ($3,500 
Illultiplied hy the 200 miles of eligible railroad track 
assigned by T 10 Win 20061. Because W's tentative 
amount of RTMe does not exceed W's credit limita
tion amount for 200fl, W may claim a RTMC for 200fl 
III thc amount of $S50,OOIJ, 

Example 5, MI."tll>le (/.\'sigJllllem,\' of track 1Ii1les, 

I II Sallie f'lL"\\ a' in EIlIIl1{l/e 4, e\cept T to its Form 
K900 for ~006, attaches the statement required by 
paragraph (d)(-i)(ii) of this section assigmng 200 
miles of ellgihle railroad track tll Wand 200 miles of 
eligihle railroad track to V 

(iii Bel'ause T Jid not relain any miles of eligible 
railroad track fllr it,elf for 2006, the maximum miles 
of eligible railroad track that may he assigned hy T 
for ~O()fl i, 200 miles pursuant to paragraph (dl(2) of 
thi, section However, on the statement required by 

pal'agraph (d 11-+)1Ii 1 of this section, T assigned a total 
of -iOO miles of eligible railroad track (200 miles to 
\\' and 200 miles to V), Consequently, the 400 miles 
of eligible railroad track on this statement must be re
du,'eo to the 200 maximum miles of eligible railroad 
tr>il'k al'dilable for assignment for 2006, Because the 
statement reports 200 miles of eligible railroad track 

"sslgncd tIl cadI \\' Jnd \', the rl'JUL't1l11111f 200 miles 
t -iOO tntalllllit's III digibk r;lIlnlad tral'k nn lilt." state
llleIll /C" 200 1I1,!\illllli1l Illll.:, Llf L'b~ihle railroad 

tra,~ a\ ail.lhle fIll ,I"ignmcntl I' allllc'ated I'ro-rata 

bl't\\L'cn \\' and \' and, therc'fllrt', 1110 miles each to 
\\' and \' Thus, pUNI;1l1\ tll p;lral'rJph (d)(5)(ii) of this 

sc(tioll, lhL' number Ilf I1Ille's nf l'iigibk railroad track 

.lsSlgned b~ T to Wand \' for 200b is 100 miles ~ach, 
(iii) for 20()(1, \' IS an L'llgiblc taxpayer bCL'ause, 

during 2{)Oh, \' pHn idl" railmad-rel;lIt'd sell iL'es to 

T Jnd recL'ilC\ ;111 ;1"lgl1l11l'llI of 100 l'ilgiblc r"i/, 
road trac/.. miles frnm T V determines thc tenlalile 
alllllunt of RTi\IC under paragraph (e)( I) of this Sl'l', 
tion tll bc S I 25,()()() (50S, multirlied hy $250,000 

QRTME in,'urred b) V during 20(6), V furthcrdeter, 

mines the crL'dit Iimitatloll amount lIndt'r paragraph 
(e)(2)(ii) PI' this sectiol1 (0 he $.'50,000 (S,UOO mul

tiplied b) the 100 miles of digible rarlroad tracK as, 
,igned by T to V in 2006L Because V's tl'lltati\'e 
amount of RIMC does not eXL'eed W's creditlimita
tion amount for 200f>, V may c1allll a RIMC lilr ~O()6 
III the al1lount of $125,000, 

(il') For 200f>, W is an eligible ta"payer bt'Cause, 
during 2006, W pn1\'ldes railroad-related sen ices to 
T and receives an assignment of 100 eligible rail
road track miles from T W determines the tentative 
amount of RTMC under paragraph (e)( I 101' this sec
tion to be $550,000 (5OC!c multiplied by $1.\00,000 
QRTME incurred by W during 200f» W further 
determines the credit limitation amount under para
graph (c)(2)(ii) of this secllon to be $350,000 ($3.500 
multiplied by the 100 miles of eligible railroad track 
aSSigned hy T to W in 20(6), Because W's tenta
tive amount of RTMe exceed, W's credit limitation 
amount for 2006, W may claim a RTMC for 2006 in 
the amount of $350,000 (the credit limitation), There 
is no carryllva uf the amount of' $200,OO() (the ten
tative amount of $5S0,OOO less the credit limitation 
amount of $350,O()(I), 

(e) Special ru/es-( I) Adjustments 10 

bu.\is-(i) III t;cllcml. All or some of 
the QRTME paid or incurred by an el
igible taxpayer during the taxable year 
may be re4uired to be capitalized under 
section 263(a) as a tangible asset or as 
an intangible asset. See, for example, 
§L263(a)-4(d)(8), which requires cap
italization of amounts paid or incurred 
by a taxpayer to produce or improve real 
property owned by another (except to the 
extent the taxpayer is selling services at 
fair market value to produce or improve 
the real property) if the real property can 
reasonably be expected to produce signif
icant economic benefits for the taxpayer. 
The basis of the tangible asset or intangi
ble asset includes the capitalized amount 
of the QRTME, 

(ii) Basis adjllsflncnt made to railroad 
track, An eligible taxpayer must reduce 
the adjusted basi" of any railroad track 
with respect to which the eligible taxpayer 
claims the RTMC. For purposes of section 
45G(e)(3) and this paragraph (e)(l), the 



adjusted basis of any railroad track with re
spect to which the eligible taxpayer claims 
the RTMC is limited to the amount of 
QRTME, if any, that is required to be cap
italized into the qualifying railroad struc
ture or an intangible asset. The adjusted 
basis of the rai I road track is reduced hy 

the amount of the RTMC allowable (as de
termined under paragraph (c) of this sec
tion) by the eligible taxpayer for the tax
able year, but not below zero. This re
duction is taken into account at the time 
the QRTME IS paid or incurred by an el
igible taxpayer and before the deprecia
tion deduction with respect to such rail
road track is determined for the taxable 
year for which the RTMC is allowable. If 
all or some of the QRTME paid or incurred 
by an eligible taxpayer during the taxable 
year is capitalized under section 263(a) to 
more than one asset, whether tangible or 
intangible (for example, railroad track and 
bridges), the reduction to the basis of these 
assets under this paragraph (e)( I )(ii) is al
located among each of the assets subject 
to the reduction in proportion to the unad
justed basis of each asset at the time the 
QRTME is paid or incurred during that tax
able year. 

(iii) Examples. The application of this 
paragraph (e)( I) is illustrated by the fol
lowing examples. In each example, all 
taxpayers use a calendar taxable year, and 
no taxpayers arc members of a controlled 
group. 

Example I. (iJ X is a Class II railroad that owns 
500 miles of railroad track within tbe United States 
on December 3 L 2006. During 2006. X incurs $1 
million of QRTME for maintainIng thiS railroad 
track. X uses the track maintenance allowance 
method for track structure expenditures (for further 
guidance. sec Rev. Proc. 2002-65,2002-2 CB. 700. 
and §601.60I(d)(2)(ii)(b) of this chJpter). Assume 
all of the $1 million QRTME is track structure ex
penditures and none of It was expended for new track 
structure. 

(ii) For 2006. X determines the tentative amount 
of RTMe under paragraph (c)( I) of this section to be 
$500.000 (50% multiplied by $1 million QRTME in
curred by X during 2006 J. X further determines the 
credit limitation amount under paragraph (c)(2)(i) of 
this section for 2006 to be SI ,750.000 ($3.500 mul
tiplied by 500 miles of eligible railroad track!. Be
cause X's tentative amount of RTMC does not exceed 
X'; credit limitation amount fur 2006. X may claim d 

RTMC for 2006 in the amount of $500,000. 
(iii) Of the $\ million QRTME incurred by X dur

ing 2006, X determines under the track maintenance 
allowance method that $750,000 is the track main
tenance allowance under section 162 and $250,000 
is the capitalized amount for the track <;lructure. In 
accordance with paragraph (e)( I )(ii) of this section, 

X reduces the capitalized amount 01 $250.000 by 
the RTMe of $SOO.OOO claimed by X for 2006, but 
nOl below zero. Thus. the capitaliLed UfTll)Unt or 
$250.000 is reduced to fern. X al,o dedllch un
der section 162 a track maintenance allowance of 
$7S0.()()() on ih 2[)06 Federal income tax return. 

E.wlllple 2. (i) Y IS d Ciass II railrnad ,hat owns 
or has leased to it SOO miles of eligible railroad track 
within the United States on Dcccmbe( 31. 2()06. Z is 
not a railroad. but is a taxpayer that. in 20()(,. tran,
pons ih products using the rai I facilities ofY. In 21J06. 
Y assigns for purpo~e" of section -l5G 30() miles of el
igible railroad [rack to Z. Z does not reveive any other 
assignments of eligible railroad track miles in 2006 
During 2006, Z incurs QRTME in the amount of 51 
million. and Y does not incur any QRTME. Y anu Z 
each file Form lit/~O witl theirtimely filed Federal in
come tax returns for 2006 and atldch the statement ['e
quired by paragraph Id)(4)lii) and (iii). respectively. 
of thi, section reporting the as,ignmcnt of the JOO 
miles of eligible railroarl track to Z. 

(ii) For 2006. Z determines the tentative amount 
of RTMC under paragraph (cj( I) of thiS secllon to be 
$500.000 (50'7c multiplieu by $1 million QRTME in
curred by Z during 20(6). Z further determines the 
credit limitation amount LInder p:,ragraph (cJ(1)lii) 
of this section lor 2006 to be $1.050.000 ($3.5()O 
multiplied by 300 miles of eligible railroad track as
,igned by Y to Z in 2006). Because Z's tentative 
amount of RTMC docs not exceed Z·s credit limita
tion amount for 2006, Z may claim a RT\1C for :2006 
in the amount of $'iOO.OOO 

(iii) For 2006. Z also must determme the portion 
of the $1 million QRTME that Z incurs that" re
quired to be capitalized under section 263(a). and the 
ponion that is a section 162 expense. Because Z is not 
a Class II railroad or Class III railroad. Z cannot use 
the track maintenance allowance method. Assume 
that all of the QRTME constitutes an intangible as,et 
under § 1.263(a)-4(d)(8) and. therefore, is required to 
be capitalized by Z under section 263(a) as an intan
gible asset. In accordance with paragrarh (eli I )(ii) of 
this section. Z reduces the capitalized amount of S I 
mIllion by the RTMe uj' $500,000 claimed by Z fOl 
2006. Thm. the capitalized amount of $1 million for 
the intangible asset is reduced to $500.()OO. Further. 
pursuant to § 1.167(a)-3(b)( I )(ivl. Z may treat this in
tangible asset with an adjusted basis of $500.000 as 
having a useful life of 25 years for purpose, of the 
depreciatIOn allowance under ,ectlOn 167(a). 

(2) Coordination with section 61. Ex
cept as specifically provided in the Code 
and regulations under the Code, the owner 
of qualifying railroad structure has gross 
income if another person paid or incurred 
QRTME for the owner's qualifying rail
road stlllcture and that person does not 
have a depreciable interest in the tangi
ble improvements made by the QRTME. 
See, for example, section 109, which ex
cludes from gross income of the lessor, the 
value of property attributable to buildings 
or other improvements made by a lessee. 

(f) Controlled groups-( I) III geneml. 
Pursuant to section 4SG(e)(2), if an eligi
ble taxpayer is a member of a controlled 

group of corporations. rules ~imilar to the 
rules in * 1.41-6T apply for determining 
the amount of the RTMC under section 
4SG(a) and this section. To determine the 
amount of RTMC (if any) allowable to 
a trade or business that at the end of it~ 
taxable year is a member of a controlled 
group. a taxpayer must-

(i) Compute the group credit in the man
ner described in paragraph (f)(3) of this 
section: and 

(ii) Allocate the group credit among the 
members of the group in the manner de
scribed in paragraph (f)(4) of this section. 

(2) Deflniti()l1s. For purposes of section 
45G(e)(2) and paragraph (t) Df this sec
tion-

(i) A trade or business is a sole propri
etorship. a partnership. a trust, an estate, 
or a corporatiDn that is carrying on a trade 
or business (within the meaning of section 
\62). Any corporation that is a member 
of a commonly controlled group shall be 
deemed lO be carrying on a trade or busi
ness if any other member of that group is 
carrying on any trade or business: 

(ii) GWlIp and control/ed group means 
a controlled group of corporations, as de
fined in section 41 (f)(5), or a group of 

trades or businesses under common con
trol. For rules for determining whether 
trades or hu~inesses are under common 
control, see §I.S2-I(b) through (g); 

(iii) Group credit means the RTMC (if 
any) allowable to a controlled group; 

(iv) Consolidated xroUfJ has the mean
ing set forth in * 1.1502-1 (h): and 

(v) Credit year means the taxable year 
for which the member is computing the 
RTMC. 

(3) Computation of the grollp credit. 
All members of a controlled group are 
treated as a single taxpayer for purpo~es 
of computing the RTMC. The group credit 
is computed by applying all of the sec
tion 45G computational rules (including 
the rules set forth in this section) on an ag
gregate basis. 

(4) Alloc(l{ioll of Ille r;rottp credit-(i) 
In general. (A) To the extent the group 
credit (if any) ccmputed under paragraph 
([)(3) of this section doe~ not exceed the 
sum of the stand-alone entity credits of 
all of the members of a controlled group. 
computed under parugraph (O( 4 )(Ii) of thi~ 
section. such group credit ~hall be allo
cated among the members of the controlled 
group in proportion to the stund-alone en-
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tity credits of the memher\ of the con- trolleu group. computed under paragraph 
(f)(-i)(ii I of this section: 

group credit that does not exceed slim of all the members' 
stand-alone entity credits 

member's stand-alone entity credit 

(B) To the extent that the group credit (it 
any) cllmputed LInder paragraph (1')(3) of 
thi~ section exceeds the sum of the stand
alone entity credits of all of the members 

x 

Sum of all the members' stanu-alone entity credits. 

of the controlled group. computed under 
paragraph (O( -i)( ii) of this section. such ex
cess shall he allocated among the memhers 
of a controlled group in proportion to the 

QRTMEs of the members of the controlled 
group: 

(group creuit Ie"s the sum of all the members' stand-alone 
entity credits) 

QRTMEs of members that are eligible taxpayers 

(ii) Stlllll/-alone en tin' credit. The term 
.Iflllu/-alone ell tit\" credit means the RTMC 
(if any) that would he allowahle to a mem
her of a controlled group if the credit were 
computeu as if section 4SG(e)(2) did not 
apply, except that the member must apply 
the rules provided in paragraphs (f)(S) (re
lating to consolidated groups) and (fI(8) 

(relating to intra-group transactions) of 
this section. 

(5) Special rules .f(J/- consolidated 

grollps-(il In general. For purposes of 
applying paragraph (fI{ 4) of this section, 
a consolidated group whose members are 
members of a controlled group is treated 
as a single member of the controlled group 
and a single stand-alone entity credit is 
computed for the consolidated group. 

(Ii) Special mlejrJ/' aI/oration o{group 

credit (l/II0llg cOllsolidated group l11ell1-

hers. The portion of the group credit that 
is allocated to a consolidated group is allo
cated to the members of the consolidated 
group in accordance with the principles 
of paragraph (f)l4) of this section. How
ever, for this purpose, the stand-alone 
entity credit of a member of a consoli
dated group is computed without regard to 
section 45G(e)(2). 

(6) Tax accoullting periods IIsed-( i) III 

gell('ml. The credit allowable to a member 
of a controlled group is that member's 
share of the group credit computed ;1'; of 
the end of that memher's taxable year. In 
computing the group credit for a group 
\\ hlhe members have different taxable 
yeelrs. a member generally ~hould treat the 
taxahle \ ear of another member that ends 
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x 
sum of QRTMEs of all members that are 

eligible taxpayers. 

with or within the credit year of the com
puting member as the credit year of that 
other member. For example, Q, R, and 
S are members of a controlled group of 
corporations. Both Q and R are calendar 
year taxpayers. S files a return using a 
fiscal year enuing June 30. For purposes 
of computing the group credit at the end 
of Q's and R's taxable year on December 
31, S' s fiscal year ending June 30, which 
ends within Q's and R's taxablc year, is 
treated as S' s credit year. 

(ii) Special rule when timing ofQRTME 

is manipulated. If the timing of QRTME 
by members using different tax accounting 
periods is manipulated to generate a credit 
in excess of the amount that would be al
lowable if all members of the group used 
the same tax accounting period, then the 
appropriate Internal Revenue Service offi
cial in the operating division that has ex
aminationjurisdiction of the return may re
quire each member of the group to calcu
late the credit in the current taxable year 
and all future years as if all members of the 
group had the same taxable year and base 
period as the computing member. 

(7) Membership during taxable year in 

more thall olle group. A trade or business 
may be a member of only one group for 
a taxable year. If, without application of 
this paragraph (f){7), a business would be 
a member of more than one group at the 
end of its taxable year, the business shall be 
treated as a member of the group in which 
it was included for its preceding taxable 
year. If the business was not included for 
its preceding taxable year in any group in 

which it could be included as of the end 
of its taxable year, the business shall des
ignate in its timely filed (incIuuing exten
sions) federal income tax return for the tax
able year the group in which it is being in
cluded. If the business does not so desig
nate, then the appropriate Internal Revenue 
Service official in the operating division 
that has examination jurisdiction of the re
turn will determine the group in which the 
business is to be included. If the Federal 
income tax return for a taxable year begin
ning after December 31, 2004, and ending 
before September 7, 2006, is filed before 
October 9, 2006, and the business wants to 
apply paragraph (g)(2) of this section but 
did not designate its group membership in 
that return, the business must designate its 
group membership for that year either-

(i) In its next filed original Federal in
come tax return; or 

(ii) In its amended Federal income 
tax return that is filed pursuant to para
graph (g){2) of this section, provided that 
amended Federal income tax return is filed 
by the business before its next filed origi
nal Federal income tax return. 

(8) Intra-group transactions-(i) In 

general. Because all members of a group 
under common control are treated as a sin
gle taxpayer for purposes of determining 
the RTMC. transfers between members of 
the group are generally disregarded. 

(ii) Payment for QRTM E. Amounts paid 
or incurred by the owner (or lessor) of 
eligible railroad track to another member 
of the group for QRTME shall be taken 
into account as QRTME by the owner (or 



lessor) of the eligible railroad track for pur
poses of section 45G only to the extent of 
the lesser of-

(A) The amount paid or incurred to the 
other member; or 

(B) The amount that would have been 
considered paid or incurred by the other 
member for the QRTME, if the QRTME 
was not reimbursed by the owner (or 
lessor) of the eligible railroad track. 

(g) Effective date-( I) In general. (i) 

Except as provided in paragraphs (g)(2) 
and (g)(3) of this section, this section ap
plies to taxable years ending on or after 
September 7, 2006, and beginning before 
January I, 2008. 

(ii) The applicability of this section ex
pires on September 7, 2009. 

CFR part or section where 
identified and described 

* * * * * 
1.4SG-IT 

* * * * * 

Mark E. Matthews, 
Deputy C()mmissioner 

for Services and Enforcement. 

Approved August 24, 2006. 

Eric Solomon, 
Acting Deputy Assistant SecreTary 

of the Treasury (Tax Polic}'}. 

(Filed b) the Oftice of the Federal Regi,ter on Septemher 
7,2006,8:45 a.m., and published in the i"ue of the Federal 
Regbter for September &. 200n. 71 F R 5,00')) 

Section 62.-Adjusted 
Gross Income Defined 
26 CFR 1.62-2. Rfimbursemenll iJnd olner expense 

allowance arrangements. 

Rules are provided under which a reimbursement 
or other expense allowance arrangement for the cost 

of lodging, meal, and incidental exper.ses, or of 

meal and incidental expenses Dnly. incurred by an 
employee while traveling away from home, satisfies 
the requirements of ~ 62( c) of the Code for substan

tiation of the amount of the expenses. See Rev. Proc. 
2006-41, page 777. 

(2) Application of regula/ion project 
REG-142270-05 to pre-effectire date. A 
taxpayer may apply this section to taxable 
years beginning after December 31, 2004, 
and ending before September 7, 2006, 
provided that the taxpayer applies aJl pro
visions in this section to the taxable year. 

(3) Special rules for 2005 returns. If a 
taxpayer's Federal income tax return for 
a taxable year beginning after December 
31, 2004, and ending before September 7, 
2006, is filed before October 9, 2006, and 
the taxpayer is not filing an amended Fed
eral income tax return for that taxable year 
pursuant to paragraph (gJ(2) of this sec
tion before the taxpayer's next filed orig
inal Federal income tax return, see para
graphs (d)(3)(iv) and (0(7) of this section 
for the statements that must be attached to 

Section 162.-Trade or 
Business Expenses 
26 CFR 1.162-17: ReportillK and .luhstantiatiol1 of 

calain busl/less expenses of emplowes. 

Ru les are pf(lvided tor subslanttating the amount 
of a deduction for an expense for meal and incidental 
expenses, or for incidenlal expenses only, incurred 
while traveling away from home. See Rev. Proc. 
2006-41, page 777. 

Section 4261.-lmposition 
of Tax 
26 eFR 49.4261-2: Applicatwn of Tax 
(A/so' 42<}1) 

Resellers of air transportation. This 
ruling explains the tax consequences under 
section 4261 of the Code when a traveler 
purchases a ticket for taxable transporta
tion from a third party intermediary other 
than the airline. Rev. Ruls. 75-296 and 
80-31 distinguished. 

Rev. Rul. 2006-52 

ISSUES 

the taxpayer's next filed original Federal 
income tax. return. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 5. In ~()02.1 0 I, paragraph (b) is 

amended by adding the following entry in 
numerical order to the table to read as fol
lows: 

.9602.101 OMB cuntroillumbers. 

*" * * * * 
(b) * * * 

Current OMB 
c.:on tro I No. 

1545-2031 

for purposes uf the tax imposed by § 4261 
of the Internal Revenue Code, which per
son is liable for the tax, and which person 
is responsible for collecting the tax, filing 
the rcquired return, and paying over the tax 
to the government? 

FACTS 

Traveler wants to travel between two 
cities in the United States on a scheduled 
commercial airline (Airline). Instead of 
contacting Airline directly for a ticket 
Traveler contacts Intermediary, which 
is in the travel services industry. When 
Traveler orders a ticket, Traveler pays 
lnterrnediary Price X plus Fee Y. Traveler 
also pays Intermediary the amounts Air
line charges on account of the tax imposed 
by 9 4261 and the passenger facility charge 
(PFC) imposed under § 1113(e) of the Fed
eral Aviation Act of 1958. (See Rev. Rul. 
91-61, 1991-2 C.B, 377, for additional 
information regarding the PFC.) Traveler 
could have bought a ticket with the same 
itinerary and class of service from Airline 
without using Intermediary. 

Intermediary is neither related to Air-
In the situation described below, what is line nor under it~ supervision or controL 

the amount paid for taxable transportation thu~. each tran,action between Intermedi-
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ary and Airline i~ made at arrn'~ length, 

Intermediar) neither uperate\ lIor chartt'r\ 
~liITr,ln TIll' ;lIllOlllll of Il'L' } I' 'L't ,okl\ 

by Intcrmelllar). I el' } l'llmpen\all'\ lntcr
mcdlan lor till' ,cr\ ice PI' f;ll'iliLllin~ Tr,l\
ek(, plilcila'l' ,If ;11l ;Ii r1i ilL' [I("L'[. IlHl'I

Ilh:didr) I, i1llt l'(llllpl'n',lkd h)\lrlinl' for 

;my 'en Il'l''' Illll'rllll'dl,ln pnl\ Ilk.,. 
1i1[l'J'llll'Ii!:II\ P,I',l'\ Oil I(! .\illllll' 1'1 iL'c 

.\ and [hl' ;IIIHlunh AirlinL' cil,lrgL'\ (Ill ac

l'\lllll[ of thL' [;IX 1l1lPlhl'd b) * -+2h I ,lIld 
till' I'll'. IntLTIllt'Lii;ln rl'tain, I:ec Y. Pnce 
\ Jlld Iht' anHlllnh ,\irllllt' cilarge, OIl ac

(OLIllt ,If thl' 1;1\ IIIlPO\l'd h\ * -+2(1 I and 
the PIC ,Ire thc onl) ,111HIUII[, required to 

hl' p;lid 10 AlIl1nl' ;1' a condition to Tra\'
ckr ''L'l'L'i\ in;! air lran')1ortalillil from Air-
1111l', ,lIld '\lIlinl' "'UL" a [ldCl 10 Travelcr 
In L'\changl' fllr InterlllL'diar) '\ P,I)IlICill of 
thc,e <I111()UIll\. 

LAW t\ND ANALYSIS 

SCl·tion -+2()!(a) im[lo\cs a lax Oil the 
aillount p<lid for taxable tran,portation (as 
lIL-fincd in ~ -+2(2) of any persoll by air 
and ~ -+261 (b) Impose, a tax on the amount 
paid for each dOlllestic ,egillent of t:lX
ahle tr;1I1spoltatillll, The ~ -i261 (a) tax is 
a percentage of the aillount paid anu the 
* -i261(b) t~l\ i~ a fixed dollar amount for 
cal'll ,egl11l'nt. 'Taxable tran sportation" 
generally illl'lulle, air tran,port;ltion that 
hegins and elld\ in the Unikd States. 

Section ..+26 I (d) prmide, that the tax 
impo,ed hy ~ -i2h I ,hall be paid hy the 
per\lln making the payment \uhject to tax 
and ~ ",),291 generally provide, that any per
son rcceiving any payment I'm taxahle air 
transpmtation must collect the amount uf 
the tdX fn>nl tilt.: person lIl<lking the pay
lIlent. Thl' collector is generally required 
by regulations to ma"e depusib, fik re
Imn,. <lIld pay ll\ cr tIlt: tax to the gll\'ern
Ille n t. 

Rev. Rul. 7S-:~96, I LnS~2 C.B. -+-iO, 
L'unsiJl'Is Ihe <1[1[11 il'ation of the ~ -i261 tax 
to two ,itu;ltions ill\ 01\ ing trawl agellcie" 
Olle travel agellCy (Agency A) is an in
dependent hruh.er that charter, all aircratt 
from an airillle and sells tours to individ
ual, and groups. The other travel agency 
(;\gl'lIl'y 13 i, \\hidl rt'prt".,enlS an airline 
<llld I' Linder the ,upenision and l'LlI1t(() I 
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(if that airline. is not licensed as a bro
ker. \Vhel1 Agency B ,ells (ours it retains 
~I C(llllllli\sion and remits the remainder of 
the alllount collected to the airline, The 
ruling holds that Agenc) A is operJ(ing as 
,I prinCipal allliis I'cljuin::d (0 collect the tax 
;lnd pay it over til the gO\ emment. Agency 
B, hl'l'ame it operate, under the control of 
thl' airline, IS an agent of the airline. As 
the airlille' s agent. Agcllcy B must collect 
(hc ta\ and remit it to the airline, which, in 
turn, Illmt pay it over to the government. 

Rev, Rul. ~()~31. 19~O~1 C.B, 25L 

considers the application of the * 4261 tax 
(0 a ~enice charge added by an airline to 
the price of it ticket for the administrative 
costs involved in the use of that ticket by 
another person ill another ci ty, The rul
ing concludes that the charge was not an 
amount paid for taxable transportation be
caw,e the service is optional. not reason
ably necessary to the air transportation it
self. and hears a reasonable relation to the 
L'(Jq of proviuing the service. 

S, Rep, No, lOS 33, at 158 (1997), 
1997-4 C,B, 1067, I23S (relating to the 
Icgislation that became Pub, L. I 05~94, 
1997 4 (Vol. I) C.B. L which made nu
merous changes to the air transportation 
tax), notes that the "air passenger trans
portation excise taxes are imposed on pas
sengers: transportation providers (gener
~Jily airlines) are responsible for collecting 
<lnd remitting the taxes to the Federal Gov
ernment." 

Under the facts of this revenue ruling, 
Airline is providing the transportation to 
Traveler. Intermediary is no( providing 
transportation either directly or indirectly: 
it is silllply facilitating the purchase uftax
able transportation, Intermediary is simply 
a conduit through which Traveler pays Air
line for taxable transportation, Thus, Trav
eler is the person that makes the payment 
subject to the * 4261 tax and Airline is the 
person that recei yes the t:lx:lble payment. 

An airline'~ costs associated with seil
ing tickets are generally necessary to the 
air transportation the airline provides, 
This includes the airline's costs of selling 
tickets through an unrelated third party, 
However, Intermediary'S selling costs and 
profit. If any, are not charged by, or passed 
on to, .l\irline and are not reasonably nec-

essary to the air transportation Airline 

pwyides to Traveler. 
Fcc}' i\ !lut rccei\ed by Airline or by 

an agent of Airline, and is not an "amount 
paid" fllr taxable transpoI1ation, Rather, 
fcc } compensates Intermediary for the 
service of facilitating Tra\'cler\ purchase 
of an airline ticket. Therefore, Price X is 
the amount paid for taxable transportation 
and is the base 011 which the § 4261 (a) tax 
is calcula(eu, 

Re\', Rul. 75~296 is distinguishable 
from this case since that ruling addresses 
only situations in which a travel agent is ei
ther acting as a principal on its own behalf 
by chartering an entire aircraft or acting as 
an agent of the airline in selling individ
ual tickets. It docs not address the situation 
here in which Intermediary is not unuer the 
supervision or control of Airline anu is act
ing on behalf of. and receiving compensa
tion from, Traveler. 

Rev, Rul. 80~3 I is distinguishable 
from this ease because that ruling did not 
involve :lmounts paid to an independent 
third party that is not under the airline's su
pervision or control. 

HOLDINGS 

Price X is the amount paid for taxable 
transportation, Traveler is liable for the tax 
imposed on Price X, and Airline is respon
sible for collecting the tax from Traveler, 
filing the required return, and paying over 
the tax to (he government. Airline may 
collect the tax and the PFC through Inter
mediary as part of the transaction in which 
it recei ves payment of Priee X, 

EFFECT ON OTHER DOCUMENTS 

Rev. Ruls, 75-296 and 80~31 are dis
tinguished. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is T:lylor Cortright of the Office of 
Associate Chief Counsel (Passthroughs & 
Special Industries), For fUI1her informa
tion regarding this revenue ruling, contact 
Ms, Cortright at (202) 622~3l30 (not a 
toll-free call), 



Part III. Administrative, Procedural, and Miscellaneous 
Additional Transition Relief 
Under Section 409A 

Notice 2006-79 

SECTION I. PURPOSE 

This notice provides transition rc
lief under section 409A of the Internal 
Revenue Code (Code), applicable to non
qualified deferred compensation plans. 
The IRS and Treasury Department are 
currently in the process of finalizing the 
proposed regulations under section 409A 
that were published October 4, 2005. The 
proposed regulations contained a proposed 
effective date of January I, 2007 for the 
final regulations. Although the IRS and 
Treasury Department expect to issue the 
final regulations before the end of 2006, 
commentators have expressed concern 
that there wi)) not be sufficient time he
tween the issuance of the final regulations 
and the proposed effective date for tax
payers to analyze the final regulations and 
come into compliance with them. Com
mentators have also raised questions and 
concerns about certain other aspects of the 
transition relief. 

Accordingly, as described in more de
tail below, this notice provides further tran
sition relief by: 

• Announcing that the final regulations 
will not become effecti ve until January 
1,2008 

• Generally extending through 2007 thc 
transition relief provided for 2006 in 
the preamble to the proposed regula
tions except with respect to certain dis
counted stock rights 

• Providing additional transition relief 
for certain payment elections in linked 
plans and certain collective bargaining 
arrangements 

• Ex.tending the amendment date for cer
tain plans that took advantage of tran
sition relief provided for 2005 

SECTION 2. BACKGROUND 

Section 409A was added to the Code 
by section 885 of the American Jobs Cre
ation Act of 2004, Public Law 108-357 

(118 Stat. 1418). Section 409A generally 
provides that unless certain requirement, 
are met, amounts deferred under a non
qualified deferred compensation plan for 
all taxable years are currently includible in 
gross income to the extent not ~ubject to 
a substantial risk of forfeiture and not pre
viously included in gross income. Section 
409A also include~ rules apphcable to cer
tain trusts or similar arrangements associ
ated with nonquali fied deferred compen
sation, where such arrangements are lo
cated outside of the United Slates or are 
restricted to the provision of benefits in 
connection with a decline in the financial 
health of the sponsor. 

On December 20, 2004, the IRS is
sued Notice 2005-1, 2005-2 I.R.B. 274 
(published as modified on January 6. 
200S)), settmg forth initial guidance 
with respect to the application of section 
409A, and supplying transition guidance 
in accordance with the statutory provi
sions. A notice of proposed rulemaking 
(REG-l 58080-04, 2005-43 I.R.B. 786 
[70 FR 579301) was published in the Fed
eral Register on October 4, 2005. The 
preamble to the proposed regulations clar
ified and extended certain provisions of 
the transition guidance provided in Notice 
2005-\, generally through December 31. 
2006. 

Under the proposed regulations, the fi
nal regulations were proposed to become 
effective January I. 2007_ The Treasury 
Department and the IRS anticipate that the 
final regulations will be published in 2006. 
However, in order to allow sufficient time 
for taxpayers nnd their representatives to 
analyze the final regulations and come into 
compliance, the effective date for the fi
nal regulations is expected to be January 
I, 2008. Accordingly, this notice pro
vides additional transition relief applicable 
through December 31, 2007. 

SECTION 3. TRANSITION RELIEF 

_01 _ Amendment and operuJioll ofplulls 
adopted on or before December 3 J, 2007 

A plan adopted on or before December 
31, 2007 will not be treated as violating 
section 409A(a)(2), (3) or (4) on or before 
December 31, 2007 if the plan is operated 
through December 3 1,2007 in reasonable, 
good faith compliance with the provisions 

of ,ection 409A and applicable provisions 
of Notice 20U5-1 and any other generally 
applicahle guidance puhli,heu with an ef
fective date prior to January I. 2()()~. and 
the plan is amended 011 or hefore Decem
ber 31_ 2007 to conform to the pr()\ isioll', 
of section 409 A and the final ['egulations 
with re,pect to all10unh subject to section 
409A. For such periods, to the extent an 
i'isue is not addrc\sed in an applicable pro
vision of Notice 2005~ I or other published 
guidance with an effective date prior to 
January I, 200S, the plan must be oper
llted consistent with a good faith. reason
able interpretation of section 409A and, to 
the extent not inconsistent therewith. the 
plan \, terms. 

Compliance with the proposed regula
tions, or the final regulations prior to their 
effective date. is not required. However, 
for periods before January I, 2008, com
pliance with the proposed regulations or 
the final regulations will constitute rea
sonable, good faith compliance with the 
statute. To the extent that a provision of 
either the proposed regulations or the fi
nal regulations is inconsistent with a provi
sion of Notice 2005-1. or a provision of the 
proposed regulations is inconsistent with a 
provision of the final regulations, the plan 
may comply with the provision of the pro
posed regulntions, the final regulations or 
Notice 200'i~ L 

A plan will not be operating 1Il good 
faith compliance if discretion provided un
der thc terms of the plan is exercised in a 
manner that causes the plan to fail to meet 
the requirements of section 409A. For ex
ample_ if an employer retains the discretion 
under the terms of the plan to delay or ex
tend payments under the plan in a manner 
that violates section 409A and exercises 
such discretion, the plan will not be con
sidered to be operated in good faith com
pliance with section 409A with regard to 
any plan participant. However, an exercise 
of a right under the terms of the plan by a 
participant solely with respect to that par
ticipanf s benefits ul1derthe plan. in a man
ner that causes the plan to fall to meet the 
requirements of section 409A, will not be 
considered to result in the plan faillllg to 
be operated in good faith compliance with 
re~pect to other participants. For example, 
the request for and receipt of an immediate 
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payment permitted under the terms of the 
plan if the participant forfeits 20 percent of 
the participant'~ benefits (a haircut) will be 
considered a failure of the plan to meet the 
requirements of section ·toYA with re~pect 
to that participant. but nut with re"pect to 
all other participants under the plan. 

.02. Chullgl' ill /)(1\"1111'111 e/I'ctiolls or 

colldlliollS (Ill or be/lire neei'll/her 3/. 
20()7 

The transition relief provided in sec
tion Xl.c. of the preamble to the proposed 
regulations generally continues to apply 
through December 31. 2007. with certain 
clarifications described below, and subject 
to limitations for certain discounted stock 
rights also described below. Accordingly, 
with respect to amounts subject to section 
409A, a plan may provide, or be amended 
to provide, for new payment electiom on 
or before December 31, 2007, with respect 
to both the time and form of payment of 
such amounts and the election or amend
ment will not be treated as a change in 
the time or fonn of payment under section 
409A(a)(4) or an acceleration of a pay
ment under ~ection 409A(a)(3), provided 
that the plan is so amended and elections 
are made on or before December 31, 2007. 
With respect to an election or amendment 
to change a time and form of payment 
made on or after January 1, 2006 and on 
or before December 31, 2006. the election 
or amendment may apply only to amounts 
that would not otherwise be payable in 
2006 and may not cause an amount to be 
paid in 2006 that would not otherwise be 
payable in 2006. With respect to an elec
tion or amendment to change a time and 
form of payment made on or after January 
1, 2007 and on or before December 31, 
2007, the election or amendment may ap
ply only to amounts that would not oth
erwise be payable in 2007 and may not 
cause an amount to be paid in 2007 that 
would not otherwise be payable in 2007. 
So, for example, where an amount would 
otherwise be payable upon an event, such 
as a separation from service, an election in 
2006 cannot change the :.tmount that would 
be payable in 2006 if the service provider 
separated from service in 2006. In addi
tion, a deferral election may be made with 
respect to an amount that is a short-term 
deferral within the meaning of proposed 
* 1...J.09A-\(b)14), provided that the elec
tion is made before January 1. 2008 and 
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before the year in which the amount would 
otherwise have been paid. 

This provision applies to elections or 
amendments by a service provider. a ser
\ICe recipient. or both a service provider 
and a service recipient. A service provider 
or service recipient may make more than 
one change or amendment under this relief, 
provided that each such change or amend
ment is made in accordance with the dead
lines and conditions set forth in the ap
plicable transition relief. For example, a 
service provider that in 200S elected to 
change the time and form of payment of 
deferred compensation to a lump sum pay
ment in 2010, may elect again in 2006 or 
2007 to change the time and form of pay
ment in accordance with this paragraph. 
However, a service provider that in 2005 
elected to be paid an amount in 2006 may 
not in 2006 change the time and fonn of 
payment to be paid in a later year. 

Similarly, except as provided below 
with respect to certain discounted stock 
rights, an outstanding stock right that 
provides for a deferral of compensation 
subject to section 409A may be amended 
to provide for fixed payment terms con
sistent with section 409A, or to permit 
holders of such rights to elect fixed pay
ment terms consistent with section 409A, 
and such amendment or election will not 
be treated as a change in the time and form 
of payment under section 409A(a)(4) or 
an acceleration of a payment under sel:tion 
409A(a)(3). provided that the option or 
right is so amended and any elections are 
made, on or before December 31, 2007. 
For this purpose, a stock right will not be 
treated as payable in a year solely because 
the stock right is exercisable during that 
year, if the stock right is also reasonably 
expected to be exercisable in a subsequent 
year. 

.03 Pa.vments linked to qualified plans 
The ability to link a payment election 

under a nonqualified deferred compensa
tion plan to an election under a qualified 
plan has also been extended through 2007. 
In addition, this relief is extended to 
payment elections under nonqualified de
ferred compensation plans that are linked 
to cellain additional employer plans, in
cluding section 403(b) annuities, section 
457(b) eligible plans, and certain foreign 
broad-based plans. Accordingly, for pe
riods ending on or before December 31, 
2007, an election as to the time and fonn of 

a payment under a nonqualified deferred 
compensation plan that is controlled by 
a payment election made by the service 
provider or beneficiary of the service 
provider under a qualitied employer plan 
described in proposed § 1 A09A-1 (a)(2), 
a plan that includes a trust described in 
section 402( d), a plan described in section 
I022(i)( 1) or (2) of the Employee Retire
ment Income Security Act, or a foreign 
broad-based plan described in proposed 
§ 1.409A-I(a)(3)(v), will not violate the 
requirements of section 409A, provided 
that the determination of the time and form 
of the payment is made in accordance with 
the terms of the nonqualified deferred 
compensation plan that govern payment 
elections, as in effect on October 3, 2004. 
For example, where a nonqualified de
ferred compensation plan provides as of 
October 3, 2004, that the time and form 
of payment to a service provider or bene
ficiary will be the same time and form of 
payment elected by the service provider or 
beneficiary under a qualified plan, it will 
not be a violation of section 409A for the 
plan administrator to make or commence 
payments under the nonqualified deferred 
compensation plan on or after January 
I, 2005, and on or before December 31, 
2007, pursuant to the payment election 
under the qualified plan. Notwithstanding 
the foregoing, other provisions of the In
ternal Revenue Code and common law tax 
doctrines continue to apply to any election 
as to the time and fonn of a payment un
der a nonqualified deferred compensation 
plan. 

.04 Substitutions of non-discounted 
stock uptiofl5 and stock appreciation rights 
for discounted stock options and stock ap

preciation rights 
Notice 2005-1, Q&A-18( d) provides 

that it will not be a material modification 
to replace a stock option or stock appre
ciation right otherwise providing for a de
ferral of compensation under section 409A 
with a stock option or stock appreciation 
right that would not have constituted a de
ferral of compensation under section 409A 
if it had been granted upon the original 
date of grant of the replaced stock option or 
stock appreciation right, provided that the 
cancellation and reissuance occurs on or 
before December 31, 2005. Section XI.H. 
of the preamble to the proposed regula
tions extended the period during which the 
cancellation and reissuance may occur un-



til December 31, 2006, but only to the ex
tentacancelJation and resissuance in 2006 
does not result in the cancellation of a de
ferral in exchange for cash or vested prop
erty in 2006. Except with respect to certain 
discounted stock rights described in sec
tion 3.07 below, the period during which 
the cancellation and reissuance may occur 
is extended until December 31, 2007, but 
only to the extent such cancellation and 
reissuance in 2007 does not result in the 
cancellation of a deferral in exchange for 
cash or vested property in 2007. For ex
ample, a discounted option generally may 
be replaced through December 31. 2007 
with an option that would not have pro
vided for a deferral of compen~atiuIl, al
though the exercise of such a discounted 
option in 2007 before the cancellation and 
replacement generally would result in a vi
olation of section 409A. 

Where replacement stock options or 
stock appreciation rights that would not 
constitute deferred compensation subject 
to section 409A are issued in accordance 
with the conditions set forth in Notice 
2005-1, Q&A-18(d), the preamble to the 
proposed regulations and this notice, such 
replacement stock options or stock appre
ciation rights will be treated for purposes 
of section 409A as if granted on the grant 
date of the original stock option or stock 
appreciation right. For a discussion of cer
tain methods that commentators proposed 
to use to compensate option holders for 
the value of a lost discount. see section 
XI.H. of the preamble to the proposed 
regulations. 

.05 Collectively bargained arrange
mertts. 

A nonqualified deferred compensation 
arrangement maintained pursuant to one or 
more collective bargaining agreements in 
effect on October 3, 2004 is not required 
to comply with the provisions of section 
409A on or before the earlier of the date on 
which the last of such collecti ve bargaining 
agreements terminates (determined with
out regard to any extension thereof after 
October 3, 2004) or Decem ber 31, 2009. 

.06 Other transition issues 
Notice 2005-1, Q&A-21 provided re

lief with respect to certain initial deferral 
elections, generally providing that (;ertain 
requirements would not be applicable to 
elections made on or before March 15, 
2005. One of the conditions of the re
quirement was that the plan be amended to 

comply with the requirements of section 
409A in accordance with Notice 2005-1, 
Q&A-19. Notice 2005-1, Q&A-19 gen
erally required that plans be amended 
by December 31,2005. The March 15. 
2005 deadline for initial deferral elections 
was not extended in the preamble to the 
proposed regulations; however, the plan 
amendment requirement generally was ex
tended to December 31, 2006. Although 
the initial deferral election relief contained 
in Notice 20OS-1, Q&A-21 only referred 
to the requirements of Notice 2005-1. 
Q&A-19, the Treasury Department and 
the IRS have become aware that many 
taxpayers interpreted the extension of 
the plan amendment deadlines as flow
ing through to the requirements of Notice 
2005-1, Q&A-21. To avoid unintentional 
noncompliance in this area. the deadline 
for a plan to be amended to reflect use 
of the relief provided in Notice 2005-1, 
Q&A-21 is extended to December 31. 
2007. However. taxpayers retain the bur
den of demonstrating satisfaction of the 
requirement by showing that the defer
ral election was made by the March 15, 
2005 deadline, in accordance with the plan 
terms in effect on or before December 31. 
2005 (other than a requirement to make a 
deferral election on or before March IS. 
2005). See Notice 2005-1, Q&A-21. 

.07 Transition relief not extended for 
certain discounted stock rights 

The transition relief provided in the 
preamble to the proposed regulation5 and 
described in this notice is not extended 
for any stock option or stock appreciation 
right (stock right) that: 

(A) was granted with respect to stock of 
a corporation that as of the date of grant 
had issued any class of common equity 
securities required to be registered under 
section 12 of the Securities Exchange Act 
of 1934; 

(B) was granted to a person who, as 
of the date of grant, was subject to the 
disclusure requirements of section 16( a) of 
the Securities Exchange Act of 1934 with 
respect to such issuer; and 

(e) with respect to the grant of such 
stock right, such corporation either has re
ported or reasonably expects to report a fi
nancial expense due to the issuance of a 
stock right with an exercise price lower 
than the fair market value of the underly
ing stock at the date of grant that was not 
timely reported on financial statements or 

reports for the period in which the related 
expense should have been reported under 
generally accepted accounting principles. 

SECTION 4. APPLICATION OF FINAL 
REGULATIONS TO OUTSTANDING 
DEFERRALS 

Commentators to the proposed regula
tions expressed concerns regarding the ap
plication of the final regulations. once ef
fective, to outstanding deferrals such as, 
for example, outstanding stock rights. The 
Treasury Department and the IRS antici
pate addressing these issues in connection 
with the issuance of the final regulations. 

SECTION S. EFFECT ON OTHER 
DOCUMENTS 

Nothing in this notice is intended to 
limit the scope or applicability of the tran
sition relief provided in Notice 200S-1 
and the proposed regulations. In addition, 
this notice is not intended to limit the 
scope or applicability of the guidance pro
vided in Notice 2005-94, 2005-52 I.R.B. 
1208 (transition guidance with respect 
to 2005 reporting and withholding obli
gatioll~); Notice 2006-4, 2006-3 I.R.B. 
307 (transition guidance with respect to 
certain outstanding stock rights): Notice 
2006-33, 2006-5 I.R.B. 754 (transition 
guidance with respect to the application 
of section 409A(b»; or Notice 2006-64, 
2006-29 I.R.B. 88 (transition guidance 
with respect to the <lpplication of section 
409A to accelerated payments necessary 
to meet federal ethics requirements). 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this notice IS 

Stephen B. Tackney of the Office of Di
vision Counsell Associate Chief Counsel 
(Tax Exempt and Government Entities). 
However. other personnel from the IRS 
and the Treasury Department partici
pated in its development. For further 
information regarding this notice. contact 
Mr. Tackney at (202) 927-9039 (not a 
toll-free call). 
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Determination of Housing Cost 
Amount Eligible for Exclusion 
or Deduction 

Notice 2006-87 

Thi\ notice pnmdes adjustments to the 
limitation un hllu,ing expenses for pur
po~e, of,ection l) II ()f the Internal Rev
enue Code (COLic) for "pecific locations. 
on the ha,h of geographic differences in 
hou,ing L"(]\h relati\ e to housing costs in 
the l'nitl.'d St~ltes 

Section l) Ilia) of the C()de allows a 
qualificd imh\ ILiual to elect to exclude 
from U.S. gnlss income the foreign earned 
income and housing cost amount of such 
indl\·idual. Section l)1 I(cl( I). as amended 
hy section 515 of the Tax Increase Pre
\entioll and Reconciliation Act of 2005 
1 TIPRA l. defines the term "housing cost 
anlllunt" as an amount equal to the excess 
of IAl the housing expenses of an indi
vidual for the taxahle year to the extent 
,uch expense, do not exceed the amount 
dclerlll i ned under >;ection 911( c )(2). over 
(B) 16 percent of the exclusion amount 
(computed on a daily hasis) in effect under 
section 91I(b){2)(D) for the calendar year 
in which such taxable year begins ($67.73 
per day for 2006. or S82.400 for the full 
year), multiplied by the number of days 
of that taxahle year within the applica
hie period described in section 911 (d)( I). 
The applicable period is the period during 
which the individual meets the tax home 
requirement of section 911 (d)( I) and ei
ther the /Jollo/iile re~idence requirement of 
section 91 \(d)( I HA) or the physical pres
ence requirement of section 91 HellO )(B). 
A~slllIlillg that the entire taxable year of 
a qualified individual is within the ap
plicable period. the section 911(c)( I )(B) 
"Illount for 2006 is $13.184 ($82.400 x 

.16). 
Sedion 515 of TIPRA also added a 

nc\\ ~eLtion lJ1 !(c)(2)(A) of the Code. 

into account in section 911(c)( I hAl to 
an amount equal to the product of - (i) 
30 percent (adjusted as may be provided 
under the Secretary's authority under sec
tion 911 (c)(2)( B)) of the amount in effect 
under section 911(b)(2)(D) for the cal
endar year in which the taxable year of 
the individual begins. multiplied by (ii) 
the number of days of that taxable year 
within the applicable period described in 
section 911 (d)( I). Thus. for the year 2006. 
a qualified individual whose entire tax
able year is within the applicable period is 
limited to maximum housing expenses of 
$24.720 ($82.400 x .30). Accordingly. the 
maximum hOllsing cost amount a qualified 
individual may exclude from income in 
year 2006 is $11,536 ($24.720 - $13.184). 
The TIPRA changes apply to taxable years 
beginning after December 31. 2005. 

To the extent the housing cost amount 
of any individual for any taxable year 
is not attributable to employer provided 
amounts. section 911 (c)(4)(A) of the Code 
provides that such amount shall be treated 
as a deduction in computing adjusted gross 
income. Under section 911 (c)(4)(B). how
ever. the amount of this deduction is 
limited to the excess of the foreign earned 
income of the individual for the taxable 
year over the amount of such income ex
cluded from gross income under section 
911 (a). 

In addition. section 911(d)(7) of the 
Code prohibits the total amount excluded 
or deducted under section 911 for the tax
able year from exceeding the individual's 
foreign earned income for such year. Fur
ther. section 911 (b)( I )(B) excludes from 
the definition of foreign earned income 
certain amounts. including amounts paid 
by the United States or an agency thereof 
to an employee of the United States or an 
agency thereof. As a result, the exclusion 
or deduction from gross income of the 
housing cost amount under section 911 
is not availahle to an individual whose 

paid by the United States or an agency 
thereof to an employee of the United 
States or an agency thereof. 

Section 911(c)(2)(B) of the Code au
thorizes the Secretary to issue regulations 
or other guidance to adjust the percentage 
under section 911(c)(2)(A)(i) based on 
geographic di fferences in housing costs 
relative to housing costs in the United 
States. The Joint Explanatory Statement 
of the Committee of Conference accompa
nying TIPRA states the conferees' intent 
that the Secretary be permitted to use pub
licly available data. such as the Quarterly 
Report Indexes published by the U.S. De
partment of State or any other infonnation 
that the Secretary deems reliable. in mak
ing adjustments. See H.R. Conf. Rep. No. 
304, 109th Cong., lSI Sess. 309 (2005). 

Accordingly. the following table. which 
was derived from the Living Quarters Al
lowance table prepared by the Office of Al
lowances of the U.S. Department of State 
as of August 20, 2006. identifies loca
tions within countries with high housing 
costs relative to housing costs in the United 
States. and provides an adjusted limita
tion on housing expenses for a qualified 
individual incurring housing expenses in 
one or more of these high cost localities 
in 2006 to use (in lieu of the otherwise 
applicable limitation of $24,720) in deter
mining his or her housing expenses under 
section 911(c)(2)(A) of the Code. The ta
ble will be updated each year by admin
istrative pronouncement (e.g., through is
suing a notice. amending Form 2555 or 
the instructions thereto, or by making a re
vised table available on the IRS website 
at http://www.irs.gov). beginning in 2007, 
based on the living quarters allowance for 
employees of the U.S. Department of State 
who are in Group 2. with family. contained 
in the first Living Quarters Allowance ta
ble released in that calendar year by the Of
fice of Allowances of the U.S. Department 
of State. 

\\ hich limit, the housing expenses taken earned income consists solely of amounts 

Limitation on Housing Limitation on Housing 
Country Location Expenses (daily) Expenses (full year) 

Argcl1tll1a Buenos Aires 120.27 43.900 

...\lI~tna Vienna 74.52 27.200 

l:3ailallla" The Nassau 136.16 49}00 

Bahrain Bahrain 120.55 44.000 
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Limitation on Housing Limitation on Housing 
Country Location Expenses (daily) Expenses (full year) 

Barbados Barbados 103.29 37,700 

Belgium Brussels 124.93 45,600 

Belgium SHAPE/Chievres 91.23 33.300 

Bennuda Bermuda 71.78 26,200 

Bosnia-Herzegovina Sarajevo 74.52 27,200 

Brazil Brasilia 86.30 31,500 

Brazil Rio de Janeiro 96.16 35,100 

Brazil Sao Paolo 127.40 46,500 

Canada Ottawa 107.40 39,200 

Canada Calgary 73.42 26,800 

Canada Halifax 68.49 25,000 

Canada London, Ontario 70.41 25.700 

Canada Montreal 138.90 50,700 

Canada Toronto 113.70 41,500 

Canada Vancouver 106.85 39,000 

Canada Victoria 76.71 28,000 

Canada Winnipeg 68.22 24,900 

Chile Santiago 96.71 35,300 

Colombia Bogota 148.22 54,100 

Colombia All cities other than Bogota 123.D1 44,900 
and BarranquiIIa 

Costa Rica San Jose 71.78 26,200 

Dominican Republic Santo Domingo 110.96 40,500 

Ecuador Quito gl.92 29,900 

Ecuador Guayaquil 84.38 30,800 

El Salvador San Salvador 69.04 25,200 

France Paris 217.26 79,300 

France Le Havre 97.26 35,500 

France Lyon 139.45 50,900 

France Marseille 117.81 43,000 

France Montpellier 115.34 42,100 

Germany Berlin 132.05 48,200 

Germany Bad Aibling 92.05 33,600 

Germany Baumholder 98.08 35,800 

Germany Berchtesgaden 70.14 25,600 

Germany Darmstadt 107.67 39,300 

Germany Frankfurt am Main 112.88 41,200 

Germany Friedberg 86.03 31,400 

Germany Garmisch-Partenkirchen 93.15 34,000 
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Limitation on Housing Limitation on Housing 
Country Location Expenses (daily) Expenses (full year) 

Germany Geilenkirchen 73.97 27,000 

Germany Germersheim 81.64 29,800 

Germany Giessen 84.38 30,800 

Germany Grafenwoehr 69.86 25.500 

Germany Hanau 116.44 42,500 

Germany Hannover 80.55 29,400 

Germany Heidelberg 107.40 39,200 

Germany Kaiserslautern, Landkreis 121.64 44,400 

Germany Munich 115.62 42,200 

Germany Nuemberg 68.22 24,900 

Germany Stuttgart 113.97 41,600 

Germany Wiesbaden 129.04 47,100 

Germany Wuerzberg 93.42 34,100 

Germany All cities other than Augsburg, 92.60 33,800 
Bad Aibling, Bad Kreuznach, 
Baumholder, Berchtesgaden, 
Berlin, Bonn, Bremen, 
Bremerhaven, Cologne, 
Darmstadt, Duesseldorf, 
Flensburg, Frankfurt 
am Main, Friedberg. 
Garmisch-Partenkirchen, 
Geilenkirchen. Germersheim, 
Giessen, Grafenwoehr, 
Hamburg, Hanau, Hannover, 
Heidelberg, Heilbron, 
Kaiserslautern, Landkreis, 
Karlsruhe, Kerpen, 
Koblenz, Leipzig, Muenster, 
Munich, Nuernberg, 
Osterholz-Scharmbeck, 
Rheinberg, Stuttgart, 
Wicsbaden, Worms, and 
Wucrzburg. 

Greece Athens 86.85 31,700 

Greece Thessaloniki 84.11 30,700 

Guatemala Guatemala City 103.01 37,600 

Holy See, The Holy See, The 146.58 53,500 

Hong Kong Hong Kong 313.15 114,300 

Hungary Budapest 89.04 32,500 

Ireland Limerick 69.04 25,200 

Italv Rome 146.58 53,500 

Italv Catania 75.89 27,700 

Italy Genoa 103.29 37,700 

Italy Gioia Tauro 85.48 31,200 
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Limitation on Housing Limitation on Housing 
Country Location Expenses (daily) Expenses (full year) 

Italy Leghorn 91.78 33.500 

Italy Milan 218.63 79,800 

Italy Naples 120.82 44,100 

Italy Pordenone-Aviano 100.82 36,800 

Italy Sardinia 74.79 27,300 

italy Turin 109.32 39,900 

Italy Verona 69.86 25,500 

Italy Vicenza 101.92 37,200 

Italy All cities other than Avellino, 84.11 30,700 
Brindisi, Catania, Florence, 
Gaeta. Genoa, Gioia Tauro, 
Leghorn, Milan, Naples, 
Nettuno, Pordenone-Aviano, 
Rome, Sardinia, Turin, 
Verona, and Vicenza. 

Jamaica Kingston 112.88 41,200 

Japan Tokyo 234.79 85,700 

Japan Akizuki 69.04 25,200 

Japan Gotemba 75.07 27,400 

Japan Misawa 69.32 25,300 

Japan Nagoya 80.00 29.200 

Japan Okinawa Prefecture 123.56 45,100 

Japan Osaka-Kobe 78.08 28,500 

Japan Sasebo 81.10 29,600 

Japan Tokyo-to 99.73 36,400 

Japan Yokohama 131.23 47,900 

Japan Yokosuka 113.42 41,400 

Korea Seoul 153.97 56,200 

Korea Chinhae 78.90 28,800 

Korea Chunchon 73.70 26,900 

Korea Kwangju 78.08 28,500 

Korea Os an AB 88.77 32,400 

Korea Pusan 81.92 29,900 

Korea Taegu 92.88 33,900 

Korea Tongduchon 72.33 26,400 

Korea Uijongbu 101.92 37,200 

Korea Waegwan 74.25 27,100 
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Limitation on Housing Limitation on Housing 
Country Location Expenses (daily) Expenses (full year) 

Korea All cities other than 83.29 30AOO 
Changwon. Chinhae. 
Chullchon. Kunsun. Kwangju. 
Os an AH. Pusan. Seoul. Taegu. 
TongliuchllIl. Uijonghu. and 
Waegwan. 

Kuwait Kuwdit City 163.84 59.800 

Kuwait All cities other than KUWJit 146.85 53.600 
City 

Luxembourg Luxembourg 120.27 43. 900 

!'Yli.lcedonia Skopje 96.99 35,400 

Malaysia Kuala Lampur 96.71 35.300 

Mabpia All cities other than Kuala 92.33 33,700 

Lampur 

Malta Malta 100.00 36,500 

Mexico Mexico City 102.74 37,500 

Nethcrland~ Hague, The 150041 54,900 

Netherlands Amsterdam 144.93 52,900 

Netherlands Brunssum 83.01 30,300 

Netherlands Rotterdam 105048 38,500 

Netherlands All cities other than 76.71 28,000 
Amsterdam, Brunssum, 
Coevorden, the Hague, 
Margraten. and Rotterdam. 

Netherlands Antilles Aruba 90041 33,000 

New Zealand Wellington 73.15 26,700 

New Zealand Auckland 77.26 28,200 

Norway Oslo 70.96 25,900 

Nmway Stavanger 90.41 33,000 

Non-vay All cities other than Oslo and 91.78 33,500 
Stavanger. 

Panama Panama City 88.22 32,200 

Peru Li ma 74.79 27,300 

Portugal Lisbon 133.70 48,800 

Rus~la Mosco,,' 75.34 27,500 

Rwanda Kigali 86.30 31,500 

Singapore Singapore 117.53 42,900 

Spain Madrid 99.18 36,200 

Spain Rota 85.48 31,200 

Spain Valencia 102.74 37,500 

SII itft.'riand Bern 139.45 50,900 

S\\ ilfcriclild Gelltl·a 192.60 70,300 
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Limitation on Housing Limitation on HOllsing 
Country Location Ex penses (dai I y) Expenses (full year) 

Switzerland All cities other than Bern and 90.14 
Geneva. 

Thailand Bangkok 100.27 

Turkey Ankara 84.93 

Turkey Izmir -Cigli 86.58 

Ukraine Kiev 76.99 

United Kingdom London 197.53 

United Kingdom Bath 103.84 

United Kingdom Bristol 78.08 

United Kingdom Cambridge 109.32 

United Kingdom Caversham 187.40 

United Kingdom Cheltenham 11l.5 I 

United Kingdom Fairford 88.49 

United Kingdom Farnborough 130.14 

United Kingdom Felixstowe 110.96 

United Kingdom Harrogate 110.41 

United Kingdom High Wycombe 157.53 

United Kingdom Lakenheath 140.00 

United Kingdom Loudwater 133.42 

United Kingdom Oxfordshire 79.18 

United Kingdom Rochester 101.37 

United Kingdom Wiltshire 96.16 

United Kingdom All cities other than Bath, 96.16 
Belfast. Birmingham, 
Bristol. Brough. Bude, 
Cambridge. Caversham, 
Chelmsford, Cheltenham, 
Chicksands, Dunstable, 
Edinburgh, Edzell, Fairford, 
Farnborough. Felixstowe. 
Ft. Halstead, Glenrothes, 
Harrogate, High Wycombe, 
Hythe, Lakenheath, London, 
Loudwater, Nottingham, 
Oxfordshire, Rochestcr, 
Welford, West Byfleet, and 
Wiltshire. 

Venezuela Caracas 143.56 

Vietnam Hanoi 128.22 

A qualified individual incurring hous
ing expenses in one or more of the high 
cost localities identified above for the year 
2006 may use the adjusted limit provided 
in the table (in lieu of $24,720) in deter-

mining his or her hou~ing cost amount on 
Form 2555, Foreign Earned Income. A 
qualified individual who does nDt incur 
housing expenses in a locality identified 
above for the year 2006 is limited to max-

32,900 

36,600 

31,000 

31,600 

28.100 

72,100 

:n.900 

28,500 

39,900 

68.400 

40,700 

32.300 

47,500 

40,500 

40,300 

57,500 

51,100 

48,700 

28,900 

37,000 

35.100 

35,100 

52AOO 

46,800 

imum housing expenses of $67.73 per day 
($24,720 per year) in determining his or 
her housing cost amount. 
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EFFECTIVE DATE 

Thi" notice i~ effectiw for taxable years 
beginning on or after January I, 20[)6, 

DRAFTING INFORMATION 

The principal authur of thi" notice i~ 

Pall I ], Carlino of the Offil'e of Associate 
Chief COLlmel (International), Fur further 
infllfll1atioll n:garuing this notice. contact 
Mr Carlino at (202) 622-38.+D (not a (011-
free call). 

Request for Comments 

COIl1IllCnh are reljuel.,ted on the method 
iuentifieu in the notice I'llI' annual updates 
to the list contained ill this notice, If a 
taxpayer be lines that the average hous
ing cost" for a specific location differ 
I.,ignificantly from the amount provided 
in this nutice, the IRS and Treasury De
partment arc particularly interested in 
information on housing costs that can 
be verifieu through publicly available 
data, Comments may be submitted to 
CC:PA:LPD:PR (Notice 2006-87), Room 
5203. Internal Revenue Service. PO Box 
760'+, Washington. DC 20044, Submis
sions may also be hand-delivered Mon
day through Friday between the hours of 
8 a,m, anu 4:30 p.m. to Crystal Mall 4. 
room lOS. 190 I South Bell Street. Ar
lington. VA 22202. Attn: CC:PA:LPD:PR 
(Notice 2006-S7). Submissions may 
also be sent electronically via the in
ternet to the following email address: 
N (I( icc. ('0/111//{'1/ ts@ i rsclIlIlIsc!. t r(:'(I.\'. KOI '. 

Incluue the notice number (Notice 
2000-X7) in the subject line. 

Transition Relief for Indian 
Tribal Governmental Plans 

Notice 2006-89 

I. PUrp(be 

Thi\ notice summanzes the changes 
made to * 4) 4( d) of the Internal Revenue 
Code (the Code) by section 906 of the 
Pension Protection Act of 2000 (PPA '06) 
under which plans established and main
tai ned hy Inuian tribal gll\ernments and 

certain related entities are governmental 
plans. This notice also provides transition 
relief under a reasonable and good faith 
standard with respect to compliance with 
the PPA '06 changes to § ..J.I..J.(d) pending 
further guiuance, anu invites comments 
from the public on whether additional 
transition issues need to be addressed. In 
addition, this notice provides approaches 
that give Indian tribal governments until 
Septemher 30. 2007, to implement a new 
plan for commercial employees to satisfy 
the reasonable and good faith compliance 
standard as part of this transitional relief. 

II. Background 

Section 414(d) of the Code generally 
provides that a "governmental plan" in
cludes a plan established and maintained 
for its employees by the Government of 
the United States. by the gove!11ment of 
any State or political subdivision thereof. 
or by any agency or instrumentality of any 
of the foregoing. A governmental plan 
is exempt from many of the plan quali
fication requirements under § 40 I (a) and 
other sections of the Code. For exam
ple. governmental plans are exempt from 
the minimum participation and vesting re
quirements under §§ 410 and 411. cer
tain nondiscrimination and coverage re
quirements. funding requirements under 
§ 412. and the joint and survivor annuity 
rules under § 417. See the last sentence 
of § 40 I (al (the tlush language following 
§ 401(a)(36)). 

PPA '06 changed * 414(d)i to amend 
the definition of ""governmental plan" with 
respect to plans of an Indian tribal gov
ernment. a subdivision of an Inuian tribal 
government, or an agency or instrumental
ity thereof (lTG). Section 906(a)( I) of PPA 
'00 states: 

The term 'governmental plan' includes 
a plan which is established and main
tained by an Indian tribal government 
(as defined in section 7701(a)(40». a 
subdivision of an Indian tribal govern
ment (detennined in accordance with 
section 7871 (d». or an agency or in
strumentality of either, and all of the 
participants of which are employees of 
such entity substantially all of whose 
services as such an employee are in the 

perfonnance of essential governmenta 
functions but not in the performance 0 

commercial activities (whether or no 
an essential gOYerl1ment function), 
The Joint COIllmittee on Taxation'~ 

Technical Explanation 2 provides that ar 
employee all of whose services for an ITG 
are in the performance of essential govern· 
mental services and not in the performance 
of commercial activities (whether or not 
such activities are an essential govern
mental function) is an employee who can 
be covered under a governmental plan as 
described in § 414(d) of the Code. For 
ex.ample, a governmental plan includes 
a plan of a tribal government all of the 
paIticipants of which are teachers in tribal 
schools, but a governmental plan does not 
include a plan covering tribal employees 
who are employed by a hotel, casino, ser
vice station, convenience store, or marina 
operated by a tribal government. 

Section 906(c) of PPA '06 provides that 
the amendments made by section 906 ap
ply to any year beginning on or after the 
date of enactment, which is August 17, 
2006, The Joint Committee on Tax.ation's 
Technical Explanation (p. 244) states that 
the amendments apply to plan years begin
ning on or after the date of enactment. 

Under section 1107 of PPA '06, a plan 
amendment made pursuant to any amend
ment made by PPA '06 may be retroac
tively effective. and does not violate the 
anti-cutback rules of § 411(d)(6) of the 
Code, except as provided by the Secretary 
of the Treasury, if. in addition to meet
ing the other applicable requirements. the 
amendment is made on or before the last 
day of the first plan year beginning on or 
after January I. 2009 (20 II in the case of 
a governmental plan). Thus, an ITG must 
operate in accordance with the applicable 
changes to § 4l4(d) made by PPA '06 as of 
the related PPA '06 effective date. i.e., the 
first day of the first plan year beginning on 
or after August 17, 2006. Further. a plan 
established and maintained by an ITG that 
is designed to be a governmental plan un
der § 414(d) as amended by PPA '06 must 
be amended to the extent necessary to re
flect these changes by the last day of the 
first plan year beginning on or after Jan
uary I, 20 I L This relief applies only if 

"'"', 11\1111.)11(\( ,11\,1 PP\ 'Oh Ill.ld ... ' "lllllLlr .1 IllCI1d:ll('nt-. hi "L'I.:tlt)ll _\\ ?.:~) Jnu "t'ctlon 40~ HhJ(21 Df the Employee Retirement Income Security Act of 1974 (ERISA). 

-' .1\11.11 CIIIIII11III1.:1..' \'11 1.1U!I\lll, Tt' .... hrlll,ill-.\pLHldllllll ttl H.R -4. thl..' "Pcn"HIIl Protectiull Al..,t of 2()06" as passed by the Hou<.,e on July 28. 2006, dnd con ... idered hy the Senate on August 3. 
~(111(~ .It \ ~\ Ilhl \ll~LI"[ '. ~OOn. [()qlll ('(IllS. 2nd ~l'''''' ~-f-4 (~(I()hl 
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the amendment is effective as of the re
lated PPA '06 effective date and the plan 
has been operated in accordance with the 
amendment. 

Ill. Transition Relief 

A. Reasonable Good Faith Compliance 
Pending Guidance 

1. In General. The IRS and the De
partment of the Treasury anticipate issuing 
guidance on § 414(d) of the Code, includ
ing the amendment made by section 906 of 
PPA '06. Until such guidance is issued, a 
plan established and maintained by an ITG 
for its employees (fTG plan) will be treated 
as satisfying the requirements of section 
906(a)(1) ofPPA '06 to be a governmental 
plan under § 414( d) of the Code if it com
plies with tho~e requirements based on a 
reasonable and good faith interpretation of 
the amendment made by section 906( a)( I) 
of PPA '06. 

2. Commercial Activities. The rea
sonable and good faith interpretation stan
dard extends to the question of whether 
activities are commercial for purposes of 
§ 414(d) of the Code. However, for pur
poses of section 1I1.A.1, it is not a reason
able and good faith interpretation of sec
tion 906(a)( I) of PPA '06 that an ITG plan 
is a governmental plan if employees who 
perform the following commercial activi
ties continue to accrue benefits under the 
JTG plan. These are employees who are 
employed by a hotel, casino, service sta
tion, convenience store, or marina oper
ated by the ITG from the first day of the 
first plan year beginning on or after August 
17,2006 (disregarding employees substan
tially all of whose services as an employee 
ofthe ITG are in the performance of essen
tial governmental functions but not in the 
performance of services for a hotel, casino, 
service station, convenience store, or ma
rina operated by the ITG). 

B. Relief for Mixed ITG plans that Cover 
Both Governmental and Commercial 
Employees 

Some ITG plans ("mixed ITG plans") 
provide benefits both to employees sub
stantially all of whose work is in essen
tial governmental functions that are not 
commercial activities ("governmental rTG 

employees") and to employee~ who per
fOfm commercial activities ("commercial 
ITG employees''). Furthermore, section 
906(a)( I) of PPA '06 is effective for some 
ITG plans soon after its enactment. The 
IRS and the Department of the Treasury 
recognize that mixed rTG plans may have 
substantial difficulty in complying in oper
ation with this provision by the provision' s 
effective date. Accordingly, this section 
III.B provides guidance under which, until 
September 30. 2007, an ITG plan for com
mercial ITG employees will be treated as 
a continuation of the mixed ITG plan. 

From the first day of the first plan year 
beginning on or after August 17, 2006, an 
existing mixed ITG plan ""ill be treated for 
that plan year as satisfying the reasonable 
and good faith compliance standard for 
transitional relief under this notice if, by 
Septemher 30, 2007, it takes the following 
steps to provide coverage for governmen
tal ITG employees and commercial ITG 
employees under separate ITG plans. If an 
existing mixed ITG plan freezes benefits 
for the commercial JTG employees. and 
adopts a new plan covering those commer
cial ITG employees, in accordance with 
the steps below, the new JTG plan cov
ering the commercial ITG employees will 
be treated as a continuation of the relevant 
portion of the mixed ITG plan that covered 
the commercial JTG employees prior to the 
first day of the first plan year beginning on 
or after August 17, 2006. These steps are: 

(I) not later than September 30, 2007, 
the ITG adopts a separate plan covering 
commercial ITG employees and that plan 
complies with the applicable qualification 
rules under § 401 (a) for plans that are not 
governmental plans under § 414(d) effec
tive as of the first day of the first plan year 
beginning on or after August 17, 2006; 

(2) the ITG takes action, not later than 
September 30, 2007. to freeze benefit ac
cruals under the mixed ITG plan for com
mercial ITG employees (including com
mercial rTG employees who perform ser
vices for a hotel, casino, service station, 
convenience store, or marina operated by 
the rIG), effective as of the first day of the 
first plan year beginning on or after August 
17,2006; and 

(3) there is no reduction m the bene
fit formula provided to participants in the 
continuing commercial JTG plan for the 
first plan year beginning on or after August 

17. 2006 (i,!! .. the level of accruals or non
elective contributions (including matching 
contributions) under that plan is not re
duced for this year). 

This relief applies even if benefits for 
commerciallTG employees for service be
fore the first day of the first plan year be
gmning on or after August 17. 2006 are re
tained under the ITG plan covering gov
ernmental employees, 

C. Example 

The following example illustrates the 
relief provided in A. and B. of this section 
Ill. 

Example, (i) Fach, An ITO maintain; a mixed 
ITCI plan (Plan AI for ih employee,> Plan A cov
ers governmentallTG employees suhstantially all of 

whose services are in the performance of e,sentlal 
governmental functionl that arc not commercial ac
tivitie'>. and al,o commercial ITG employee,. i,e .. 

emrloyees whose services are for commercial activ
Ities (such as a hotel. ,asino. service station. conve
nience sture. or marina operated by the ITG), The first 
day of Plan A' s plan year is O,tober I, A,curdingly, 
section 906(al( I) of PPA '06 is effective for Plan A 

on October I. 2006. 
(ii) Reasolluhie IIl1d goud fwth compliallct', In 

order to comply with the requirementl of ,ectilln 
906( aj( I) of PPA '06 to be a governmental plan, 
action is taken by the ITG on July l. 2007. to freeze 
henefits under Plan A with relpect to the commercial 
ITG employees. as of September 30, 2006. so that 
Plan A only provide, benefits for [he commercial 
ITG employees for year) of service before October I. 
1006. A continuing pl~n (Pbn B) is adopled on July 

I. 2007. effective as of October I. 200n. the terms of 
which are the sarne as Plan A. but which only applies 
10 the commercial ITG employees, Since October 
I, 2006, Plan B provide, the same level of benefits 
a, were provided uncler Plan A before October I. 
2006. and Plan B complies with the qualification re

quirement' for plans that are not governmental plans 
(includmg the operations of Plan B being consistent 
With the terms of Plan B), Accordingly, Plan B is 
treated as a conlIllll31ion of Plan A from and after 
Octoher I, 200li, 

(iii) Ailertllllil'e rea,l{)Iwhle and good faith mm· 

pliance, As an alternative to the action under (ii) of 
thi'> Example, the ITG takes action on July l. 20(J7, 
effective as Df Octoher I. 2006. to spin off all (or a 
portion) of the a;sets and liahilities of Plan A with 
respect to cummerCial ITG employees as a separate 
Plan B for service from and after October I. 2000. 
Since Octoher I. 2000. Plan B rro\ ides the same level 
of henelits <1\ were provided uncler Plan A hefore Oc
tober I. 2006. and Plan B (including benefit, foroer
lice before October I 2001i) complies with the qual

ification requirements for plan' that are not govern· 
mental plum beginning on OCloher I. 2006 (includ
ing the operations of Plan Il heIng consiqent w ilh the 

terms of Plan B I AccordIngly. Plan B is treated as 
a continuation of Plan A from and after October I. 
2()06 
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D. Dcfinitlun or Esscntial GII\ ernl11l'ntal 

Function 

Tht.' ddinillon oj all t.'sst.'IHial gll\ erll-
1l1t.'lltal functloll L1lllkr ~ 7X71!L') Ilf till' 
COl.k Illr I1lll'PIN's 01 dl'll'rl1linlllt: till' 
:l\adahiht) oj t:I\-C\l'mpt hond lilLlllcin)2 
tor an IlCi ! lnLluding thc SL\I11I11;lr) nl 
\\hid) adi\ IIIL's arc cllnsilkrL'd Cln t.'sst.'l1-
tial g()\ ernl11l'lltal IUI1L·tioll custul11aril:. 
performed hy Stall' Clnd local )2o\t.'rn
menls) dt.'sLTihed in the ad\ ance Ilutict.' of 
proplhed ruklllaj.,ill)2 L1ndl'r ~ n71 puh
ltsht.'d h\ the IRS on .. \lI~lht 9. ~tl()61 \\ill 
'. c 

he L'illNderl'd a rl';l,onahk and gllllli faith 
lll1CrprL'(;ltlonl lt'\\'hat C()ns(illlles Cllll'\\l'!l
tial gll\ernml'llt funL'tion undt.'r ~ .+I.+(dl. 

E. Reliel Onl) Applies Pt.'nding Further 
(Juidalll'l' 

The relief pn)\'idt.'d in this section \II 
applies pL'nding the issuance lIf further 
guidance relating to ~ .+1-1-(d). including 
lill' Clllll'ndl11enllmde by section 900(a)( I) 
of PPA '06. 

IV Request for Comments 

The IRS and the Department of the 
Trea,ury lequest public cOl11menh on is
sues relating to the amcndment maul' hy 
,ellilln LJ06(a)( I) lIf PPA '06. including 
transitional i"sucs not addn:sscd in thi . ., 
notice (sllch as issues I'm ITG plans with 
a cash or dekrred arrangement under 
~ '+O](j.,)). Written comments should he 
suhmitted hy Janll:lry ~~. ~[)07. Send 
submissions to: CC:PA:LPD:PR (Notice 
~O()()-Xl)L mum )~()3. Intern~t1 Revenue 
Senice. POR 7hO'+. Ben Franj.,lin Station. 
Wa,hington. DC 2()O'+'+. Suhmi"ions 
rnay he hand dl'li\ered 1\·111llday through 
Frid;!y hetween tht.' hours of X:30 a.lll. 
and .+:30 p.m. to: Crystal \r1all .+ Build
in~. I l)OI S. Rell St .. room lOX. Arling
ton. VA ~~202. Alternati\el~. t,\xpa)ers 
m.l) ,1Ihnllt L'ommenh ckctrulllcally to 
/I( II i,·('. ('( 1/11/1/(, 111.1 «(I. i 1'.\ ('( 1[( /1.1 (' I.r re(/.I .g( 1\ 

t Nllticl' 2006-H9 I. 

Draftlllg Information 

The rrincipal ;llltilllr of this notice is 
Ingrid Cjrtndc Ilf the Employee Pla!)s. Tax 
!- \empt ;lI1d Gm crnmcnt Enlitic\ Di\ i
,Illl). For further information regarding 
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this nollce. please contact the Employee 
Plans (;j \ payt'r assi stance telephone ser
\ ICC <It (sn) S2l)-5500 (a toll-free Bum
ht'rJ between the hours of X:30 am and 
'+:3() pm Llstern Time, Monday through 
!-I'llla) . IVIs. Grinde may he reached at 
t2()~ I 2X3-L)HXX (not a toll-free number), 

Alternative Fuel and 
Alternative Fuel Mixtures; 
Blood Collector Organizations 

Notice 2006-92 

St'ction I. PURPOSE 

This notice provides guidance on: (I) 

the credit and payment provisions for 
alternJtive fuel and alternative fuel mix
tures under ~~ 3'+, M26(d). 6426(e). and 
6.+27(e) of the Internal Revenue Code; and 
(2) the imposition of tax on alternative 
fuel and alternative fuel mixtures under 
~~ '+()'+I(a)(~). '+041Ia)(3). and '+08I(b). 
The,e prmision, were added by the Safe. 
Accountable. Flexible. Efficient Trans
portation Equity Act: A Legacy for Users 
(Pub. L. I (ll)-)9) and are effective Oc
tober I. 2()06. This notice also provides 
guidance on the excise tax exemption for 
blood collector organiLatiol1s added by the 
Pension Prott.'ction Act of 2006 (Pub. L. 
I Ol)-~XO). Reference~ to regulation~ in 
this notice are to the Manufacturers and 
Retailers Excise Tax Regulations, 

Section ~. DEFINITIO[\;S 

(a) AlfcrJ/ulil'c filel hal, the meaning 
given to the term hy ~ 6426(d)(2). Sec
tion 6.+26( d)( 2) provides that alternarire 
jill'l me am I iquefied petroleum gas, P 
Series Fueb (as defined by the Secretary 
oJ' Energy under 4~ U.S.c. 13211(2)), 
compressed or liquefied natural gas. liq
uefied hydrogen. any liquid fuel derived 
from coal (including peat) through the 
Fischer-Tropsch process. and liquid hy
dme arbons deri ved from biomass (as 
defined in ~ '+)K(c)(3)). The term does 
not include ethanol. methanol. biodiesel. 
or rene\vable diesel. (For the definition of 
hiodie\el. see ~ 40A(d)(I). For the defi
nition of renewable diesel and treatment 

of renewable diesel in the same manner as 

hiodiesel. see ~ '+OAUl) 
(h) Alfl'm(J{il'c jill'/ lIli.I/UIt' means a 

mixture of alternati\t' fuel and taxable 
fuel that contains at Il'ast O. I percent (by 
\olul11el of taxahle tuel las defined in 
~ '+OK3Ial( I It 

(c) A!terlllltil'(, jilclcr means a person 
that-

(I) Is an alternatire rueler (unmixed 
fuel): or 

(2) Produces alternative fuel mixtures 
for sale or usc in its trade or business. 

(d) The a/lef/Ullin' lile/er (ul/mixed 
file/) with respect to any alternative fuel is 
the person that-

(I) Is liable for tax on the alternative 
fuel imposed by ~ 4041(a)(2) or (3) (de
termined in the case of compressed natural 
gas after the application of ~ 48.4041-21 
and in the case of any other alternative fuel 
after the application of rules similar to the 
rules of ~~ 48.4041-3 and 48.1041-5): or 

(2) Would be so liable for such tax but 
for the application of an exemption pro
vidcd by ~ 4041(a)(3)(B), (b), (0, (g), or 
(h). 

(e) MOlor I'ehicle has the meaning given 
to the term by § 48.4041-8(c). 

(f) Use as u filel. The following def
initions apply for purposes of section 4 of 
this notice (relating to alternative fuel mix
tures): 

(I) A mixture is used (IS (! file! when it 
is consumed in the production of energy. 
Thus, for example, a mixture is used as 
a fuel wilen it is consumed in an internal 
combustion engine to power a vehicle or in 
a furnace to produce heat. A mixture that 
is destroyed in a fire or other casualty loss 
i~ not used as a fuel, 

(2) A mixture producer sells a mixture 
for lise as a fuel if the producer has reason 
to believe that the mixture will be used 
as a fuel either by the person buying the 
mixture from the producer or by any later 
buyer of the mixture. 

Section 3. ALTERNATIVE FUEL 

(a) Ol't'rl'iew, This section provides 
rules under which a credit or payment may 
be obtained under § 6426 (the alternative 
fuel excise (ax credit), ~§ 34 and 6427 
(the alternative fuel income tax credit), or 
~ 6427 (the alternative fuel payment) for 



alternative fuel that is sold for use or used 
as a fuel in a motor vehicle or motorboat. 
The amount of the credit or payment al
lowed with respect to alternative fuel is 
based on the amount of alternative fuel 
sold or used. 

(b) Conditions to aUa;l'ance-(l) Ex
cise tax credit. A claim for the alternative 
fuel excise tax credit with respect to alter
native fuel sold for use or used as a fuel 
in a motor vehicle or motorboat is allowed 
under § 6426 only if the claimant-

(i) Is the alternative fueler (unmixed 
fuel) with respect to the fuel: 

(ii)(A) Is registered under § 4101 as an 
alternative fueler: or 

(8) In the case of a claim made before 
July 1. 2007, is registered under § 410 I for 
any purpose: 

(iii) Has made no other claim with re
spect to the alternative fuel: 

(iv) Has filed a timely claim on Form 
720, Quarterly Federal Excise Tax Return, 
and the claim contains all the information 
required by the claim form de~cribed in 
paragraph (c) of this section; and 

(v) Has § 4041 liability for the period 
of the claim and the total amount of the 
alternative fuel excise tax credit claimed 
under § 6426 for the period of the claim 
does not exceed such Jiability. 

(2) Refundable income tax credit-(i) 
In general. A claim for the alternatIve fuel 
income tax credit with respect to alterna
tive fuel sold for use or used as a fuel in a 
motor vehicle or motorboat is allowed un
der §§ 34 and 6427(e)(2) only if-

(A) The conditions of paragraphs 
(b)(1 )(i) and (ii) of this section are met; 

(B) The sale or use of the alternative 
fuel is in the claimant's trade or business; 

(C) The claimant has filed a timely 
claim for credit on Form 4136, Credit for 
Federal Tax Paid on Fuels, and the claim 
contains all the information required by 
the claim form described in paragraph (C) 

of this section; and 
(0) The amount claimed under §§ 34 

and 6427(e)(2) as an alternative fuel in
come tax credit is the amount that exceeds 
the claimant's § 4041 liability for the pe
riod of the claim. 

(ii) Estimated tax reduction. For pur
poses of determining the amount of re
quired estimated tax payments, the alter
native fuel income tax credit claimed on 
Form 4136 is subtracted from total tax and 
reduces estimated tax payments. Thus, a 

taxpayer may benefit from the credit be
fore filing an income tax return. See, for 
example, Form 1120-W, Estimated T([xfor 
Corporatiolls. 

(3) Payments. A claim for the alterna
tive fuel payment with respect to alterna
tive fuel sold for use or used a, a fuel in a 
motor vehicle or motorboat i~ allowed un
der § 6427(e)(2) only it'-

(i) The claimant is
(A) The Cnited States; 
(8) A State (a~ defined III 

§ 48.4081-I(b)): or 
(C) A § 501(a) exempt organization 

(other than an organization required to 
file a Form 990-T, Exempt Org(/lIi~(jfi(l1l 

Business Il1coll1e Tax Return); 

(ii) The conditions of paragraphs 
(b)(l )(i) and (ii) of thi~ section are met: 

(iii) The sale or use of the alternative 
fuel is in the claimant's trade or bu~ine,s; 

(iv) The claimant has filcd a timely 
claim for payment on Form 8849, Ciuilll 
flJ/' Refulld of Excise Tcne,), and the clJim 
contains all of the information required by 
the claim form described in paragraph (e) 

of this section; and 
(v) The amount claimed undcr 

* 6427(c)(2) as an alternative fuel payment 
is the amount that exceeds the claimant'" 
§ 4041 liability for the period of the claim. 

(c) Content of claim. The claim form 
will provide that each claim for an alter
native fuel credit or payment must contain 
the following information with respect to 
the alternative fuel covered by the claim: 

(I) The amount of alternati ve fuel sokl 
Or used. 

(2) A statement that the conditions to 
allowance described in paragr::lph (b) of 
this section have been met. 

(3) A statement that the claimant ei
ther-

(i) Produced the alternative fuel it sold 
or used; or 

(ii) Has in its possession the name, ad
dress, and employer identification nUlTI
ber of the person(s) that sold the alterna
tive fuel to the claimant, the date of pur
chase, and an invoice or other documenta
tion identifying the alternative fuel. 

(d) Amount oj the credit. The amount 
of credit for any alternative fuel other than 
compressed natural gas i, the product of 
$0.50 and the number of gallons of alter
native fuel. The amount of the credit for 
compressed natural gas is $0.50 per i 21 
cubic feet. 

Section -I. ALTERNATIVE FUEL 
MIXTURES 

(<1) OI'I'ITint". This section prm'ides 
rules under which a credit or payment may 
be obtained under § 6-1-26 I the alternativc 
fuel mixture excise tax credit), §§ Hand 
6-1-27 (the alternati \e fuel mixture income 
tax credit), or § 6427 (the alternative fuel 
mixture payment) for an alternative fuel 
mixture that is sold for use or used as a fuel 
by the person producing the mixture. The 
amount of the credit or payment allowed 
with re~pect to an alternative fuel mixture 
i.'. based on the amount of alternati ve fuel 
ll~ed to produce the mixture. 

(bl Conditions to allmmncl'-( I) Ex
ci.\e tax credit. A claim for the alternative 
fuel mixture exci~e tax credit with respect 
to an alternati ve fuel mixture is allowed 
under ~ 6426 only if the claimant-

(i) Produced the alternative fuel mixture 
for ~ale or use JI1 the trade or business of the 
claimant: 

(ii)(A) Sold the alternative fuel mixture 
for u~e a\ a fuel: or 

(B) U~ed the alternative fuel mixture as 
a fuel: 

(iii)(A) h registered under § 4101 as an 

alternati ve fueler: or 
<B) In the case of claims made before 

July 1.2007,isregistercdunder§4101 for 
any purpose; 

(iv) Has made no other claim with re
spect to the amount of alternative fuel in 
the mixture or, It a payment with respect 
to the amount of alternative fuel was er
roneou"ly claimed under ~ 6427 and re
ceivcd, claimant has repaid the govern
ment With intere~c 

(v) Has filed a timely claim on Form 
720 and the claim contain~ all the informa
tion required by the claim form described 
in paragraph (c) of this section: and 

(vi) JJa~ § 4081 liability for the period 
of the claim and the total amount of the 
alternative fuel mixture excise tax credit 
claimed under ~ 6426 for the period of the 
claim does not exceed such liability. 

(2) PuYment or income tux credit. A 
claim for an altcrnati\e fuel mixture pay
ment under ~ 6-1-27 or an alternative fuel 
mixture income tax credit under ~~ 3-1- and 
6427 is allowed only if-

(i) The conditions of paragraphs 
(OJ( I I(i). (ii), and (iii) of this section 

are met: 
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(ii) The claimant has filed a timely 
claim for payment on Form ~8"+9 or Form 
no or fur credit on Form 4136 and the 
claim contains all the information required 
by the claim form described in paragraph 
(c) of thi~ ~ection: and 

(iii) The amount claimed under * 6427 
as an alternative fuel mixture payment or 

under ** 34 and 6..+27 as <In alternative fuel 
mixture income tax credit is the amount 
that ex.ceed~ the claimant's * ..+081 liability 
for the period of the claim. 

IC) COIiTenT or claim. The claim form 
will provide that each claim for an alter
native fuel mixture credit or payment must 
contain the following information with re
spect to the mixture covered by the claim: 

(I) The amount of alternative fuel in the 
alternative fuel mixture. 

(2) A statement that the conditions to 
allowance described in paragraph (b) of 
this section have been met. 

(3) A statement that the claimant ei
ther-

(i) Produced the alternative fuel it used 
in the mixture: or 

(ii) Has in its possession the name. ad
dress. ;md employer identification num
ber of the person(s) that sold the alterna
tive fuel to the claimant, the date of pur
chase. and an invoice or other documenta
tion identifying the alternative fuel. 

(d) AmO/lnT oj Tire credit or payment. 
The amount of credit or payment for any 
alternative fuel mix.ture is the product of 
SO.50 and the number of gallons of alter
native fuel used to produce the mixture. 

Section 5. REGISTRATION 

(a) Application jiJl' registratiol1. Ap
plication for registration as an alternati ve 
fueler is made on Form 637, App/i('(ltioll 
.lin' Registratioll (For Certain Excise Tax 
Acril'ities), in accordance with the in
structions for that form. As provided in 
~ -+8.4101-I(a)(2). a person is registered 
under ~ ..+101 only if the Service has issued 
a registration letter to the per~on. 

(b) RCljuirements. The Service will reg~ 
ister an applicant as an alternative fue\er 
only if the Sen'ice-

( I) Determines that the applicant is an 
alternative fue\er or IS likely to become an 
alternative fueler within a reasonable time 
after being registered under § 410 I: and 

(2) Is satisfied with the filing. de
posit. payment, reporting, and claim his-
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tory for federal taxes of the applicant 
and any related person (as defined in 
§ -+8AIOI-I(b)(S»). 

Section 6. TAXATION OF 
ALTERNATIVE FUEL AND 
ALTERNATIVE FUEL MIXTURES 

(a) Afrematil'e fuels-( I) Liquids. A 
liquid alternative fuel (that is, any alter
native fuel other than compressed natural 
gas) is a liquid other than gas oil, fuel ?il. 
or taxable fuel and is subject to the tax Im
posed by * 4041(a)(2) when it is sold for 
use or used as a fuel in a motor vehIcle or 
motorboat. Rules similar to the rules of 
§§ 48.4041-3 and "+8.4041-5 (relating to 
the application of the tax on sales of special 
motor fuels) apply. For exemptions from 
tax, see §§ 4041(b), (f), (g), and (h). 

(2) Compressed natural gas. Com
pressed natural gas is subject to the tax 
imposed by § 4041(a)(3) when it is sold 
for use or used as a fuel in a motor vehicle 
or motorboat. The rules of § 48.4041-21 
apply. For exemptions from tax. see 
§§ 4041(a)(3)(B). (b), (f), (g). and (h). 

(b) Alternative file I mixtures-( 1) If an 
alternative fuel mixture is taxable fuel. the 
mixture is subject to tax. imposed by § 4081 
when it is removed, entered, or sold and the 
rules of §§ 48.4081-1 through 48.4081-8 
apply. 

(2) If an alternative fuel mixture is not 
a taxable fuel and is sold for use or used as 
a fuel in a diesel-powered highway vehi
cle or diesel-powered train, the mixture is 
subject to the tax imposed by * 4041 (a)( I) 
at the time of such sale or use and the rules 
of § 48.4082-4 apply. 

(3) If an alternative fuel mixture is not 
a taxable fuel and is sold for use or used 
as a fuel in a motor vehicle (other than a 
diesel-powered highway vehicle) or mo
torboat. the mixture is subject to the tax 
imposed by ~ 4041 (a)(2) at the time of 
such sale or use and rules similar to the 
rules of *§ 48.4041-3 and 48.4041-5 (re
lating to the application of the tax on sales 
of special motor fuels) apply. For exemp
tions from tax, see §§ 4041 (b), (f). (g), and 
(h). 

(c) RaIl' oj'tax, For the rate of tax gen
erally. see 9~ 4041 and 4081. The rate of 
tax for compressed natural gas is $0.183 
per 126.67 cubic feet. 

Section 7. QUALIFIED BLOOD 
COLLECTOR ORGANIZATIONS 

(a) Ol'erl'iell·. Under the Pension Pro
tection Act of 2006 (Pub. L 109-280), 
qualified blood collector organizations are 
ex.empt from many federal excise taxes (or 
a credit or payment relating to the tax is 
available). These taxes include the taxes 
on fuel, tires, communications services, 
and heavy vehicles. This provision is ef
fective after December 31. 1006, except 
that the exemption from the highway use 
tax applies after June 30, 2007. 

(b) DefiniTion, Qualified blood coller
fOr orgalli;.ariofl has the meaning given 
to the term by § 770 I (a)( 49). Section 
7701 (a)(49) provides that a qualified blood 
collector ()rgani~ation means an organtza
tion that is described in § 501(c)(3) and is 
exempt from tax under * SOI(a), primarily 
engaged in the activity of the collection of 
human blood, registered with the Service 
for purposes of excise tax exemptions, and 
registered by the Food and Drug Adminis
tration to collect blood. 

(c) Registration-(I) In general, Each 
blood collector organization must be reg
istered by the Service as a condition for 
applying for the exemptions (or credit or 
payments) under the Code as a blood col
lector organization. Application for reg
istration is made on Form 637, Applica· 
tion for Registration (For Certain Excise 
Tax Activities), in accordance with the in
structions for that form. As provided in 
§ 48.4101-1(3)(2), a person is registered 
under § 410 I only if the Service has issued 
3 registration letter to the person. 

(2) Requirements. The Service will reg
ister an applicant as a blood collector or
ganization only if the Service-

(i) Determines that the applicant is a 
person described in § 7701 (a)(49)(A), (B). 
and (D): and 

(ii) Is satisfied with the filing, de
posit, payment, reporting, and claim his
tory for all federal taxes of the applicant 
and any related person (as defined in 
§ 48.4101-I(b)(5»). 

Section 8. EFFECTIVE DATE 

This notice is effective after September 
30, 2006, except that section 7 of this no
tice is effective after December 3 I, 2006. 



Section 9. DRAFTING INFORMATION 

The principal authors of this notice 
are Susan Athy and Deborah Karet of the 
Office of the Associate Chief Counsel 
(Passthroughs and Special Industries). For 
further information regarding thi" notice, 
please contact Ms. Athy (concerning alter
native fuel and alternative fuel mixtures) 
and Ms. Karet (concerning qualified blood 
collector organizations) at (202) 622-3130 
(not a toll-free call). 

Weighted Average Interest 
Rates Update 

Notice 2006-94 

This notice provides guidance as to the 
corporate bond weighted average interest 
rate and the permissible range of interest 
rates specified under § 412(b)(5 )(B )(ii)(II) 
of the Internal Revenue Code. In addi-

Month 

October 

For Plan Years 
Beginning in: 

30-YEAR TREASURY SECURITIES 
INTEREST RATE 

Section 417(e)(3)(A)(ii)(II) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417 (e)(1) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month beforc the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for September 2006 is 4.85 per
cent. The Service has determined this rate 
as the monthly average of the daily deter
mination of yield on the 30-year Treasury 
bond maturing in February 2036. 

tion, it provides guidance as to the interest 
rale on 30-year Treasury securities under 
§ 4l7(e)(3)(A)(ii)(II) 

CORPORATE BOND WEIGHTED 
AVERAGE INTEREST RATE 

Sections 412(b)(5)(BJ(ii) and 
412(1)(7)(C )(i), as amended by the Pension 
Funding Equity Act of 2004 and by the 
Pension Protection Act of 2006. provide 
that the intere~t rates used to calculate cur
rent liability and to determine the reqUIred 
contribution under § 412(1) for plan years 
beginning in 2004 through 2007 must be 
within a permissible range based on the 
weighted avcrage of the rates of interest on 
amounts invested conservatively in long 
term investment grade corporate bonds 
during the 4-year period ending on the last 
day before the beginning of the plan year. 

Notice 2004-34. 2004-1 c.B. 848, pro 
vides guidelines for determining the cor
porate bond weighted average interest rate 

Year 

2006 

Drafting Information 

Corporate 
Bond 

Weighted 
Average 

5.79 

The principal authors of this notice are 
Paul Stern and Tony Montanaro of the Em
ployee Plans, Tax Exempt and Govern
ment Entities Division. For further infor
mation regarding this notice, please con
tact the Employee Plans' taxpayer assis
tance telephone service at 877-829-5500 
(a toll-free number), between the hours of 
8:30 a.m. and 4:30 p.m. Eastern time, 
Monday through Friday. Mr. Stern may be 
reached at 202-283-9703. Mr. Montanaro 
may be reached at 202-283-9714. The 
telephone numbers in the preceding sen
tences are not toll-free. 

26 CFR 601. 105: E.wmill(lti{)n of retlln71 (lnd c/(lims 

for refulld. credit. or abalemenl; delaminatio/l of 
correct/ax liability. 

and the resulting permissible range of in
terest rates used to calculate current liabil
ity. That notice establishes that the corpo
rate bond weighted average is based on the 
monthly compo,ite corporate bond rate de
ri ved from designated corporate hond in
dices. The methodology for determining 
the monthly compo~ite corporate bond rate 
as set forth in :-.Jotice 2004-34 continues to 
apply in determining that rate. See Notice 
2006-75, 2006-36I.R.B. 366. 

The composite corporate bond rate for 
September 2006 is 5.95 percent. Pursuant 
to Notice 2004-34, the Service has de
termined this rate as the average of the 
monthly yields for the included corporate 
bond indices for that month. 

The following corporate bond weighted 
average interest rate was determined for 
plan years beginning in the month shown 
below. 

90% to IOOe;( 
Permissible 

Range 

5.21 to 5.79 

(A/\I) Parll. ~.9 02. 1r52. 207.274; 1.02-2. 1.ln2-17. 
/267Ia)-I. 1274-5) 

Rev. Proc. 2006-41 

SECTION I. PURPOSE 

This revenue procedure update~ Rev. 
Proc. 2005-67.2005-42 I.R.S. 729, and 
provides rules under which the amount of 
ordinary and necessary business expenses 
of an employee for lodging. meal, and in
cidental expenses, or for meal and inci
dental expenscs, incurred while traveling 
away from home are deemed substantiated 
under § 1.274-5 of the Income Tax Reg
ulations when a payor (the employer. its 
agent. or a third party) provides a pt'1" diem 
allowance under a reimbursement or other 
expense allowance arrangement to pay for 
the expenses. In addition. this revenue 
procedure provides an optional method t()f 

employees and s.elf-employed indJ\idual\ 
who are not reimbursed to use in comput
ing the deductible cost, paid or incurred 
for bu<,ine'is meal and Incidental expen'ie,,_ 
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or for incidental cxpcn~e~ only if no meal 
cost~ are paid or incurred, while tra\el
ing away from home. U~e of a method 
de~cribcd in thi~ reYl.:nue procedure i~ not 
rnamJatory. and a taxpayer may use actual 
allowable expcn~es if the taxpayer main
taill~ adequate records or other sufficient 
evidence for proper substantiation. Thi~ 

rcycnuc pron:Jure dlles not provide rules 
under which the amount of an employee's 
lodging npell.ses will be deeJl1ed~ubstan
tiated when a payor provides an allowance 
to pa) for those expenses but not meal and 
incidental expenses 

SECTION 2 BACKGROUND AND 
CHA~GES 

.01 Section 162(a) of the Internal Rev
ellue Code allows a deduction for all the or
dinary and necessary expenses paid or in
curred during the taxable year in carrying 
on any trade or business. Under that pro
\' ision, an employee or ~elf-employed in
di\idual may deduct expenses paid or in
l'urred while traveling away from home in 
pursuit of a trade or business. However, 
under * 262. no portion of the travel ex
penses that is attributable to personal, liv
ing. or family expenses is deductible. 

.02 Section 274(n) gener;.!lly limits the 
amount allowable as a deduction under 
~ 162 for any expense for food, bever
ages. or entert;'!lI1ment to 50 percent of 
the amount of the expense that otherwise 
would he allowable as a deduction. In 
the ca,e of any expenses for food or bev
erage~ consumed while away from home 
(within the meaning of ~ 162(a)(2)) by an 
indi,idual during. or incident to, the pe
riod of duty subject to the hours of service 
limitations of the Department of Trans
portation. ~ 27.+( n )(j) gradually increases 
the deductihle percentage to gO percent for 
taxable years heginning in 200X. For tax
able years beginning in 2006 or 2007, the 
deducti hie percentage for these expenses i, 
75 percent. 

.03 Section 27-l(d) prO\ides, in part, 
that no deduction is allowed under ~ 162 
for any [r,l\'el expense (including l11eab 
and ludging while away from hllIlle I un\e,s 
the t,npayer lOlllpIie~ with cert;.!in sub
stantiation requirements. Section 27'+{d) 
further pnl\ ides that regulation, may pre
~cri he that some or alll)f the sub-.tantiation 
requirement-. do Iwt apply to an expense 
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that does not exceed an amount prescribed 
by the regulations. 

.04 Section 1.27-+-5(g), in part. grants 
the Commissioner the authority to pre
scribe rules relating to reimbursement 
,mangements or per diem allowances for 
ordinary and necessary expenses paid 
or incurred while traveling away from 
home. Pur,uant to this grant of author
ity. the Commissioner may prescribe 
rules under which these arrangements or 
allowances, if in accordance with reason
able business practice, are regarded (I) as 
equivalent to substantiation, by adequate 
records or other sufficient evidence, of the 
amount of travel expenses for purposes 
of ~ 1.274-5(c), and (2) as satisfying the 
requirements of an adequate accounting 
to the employer of the amount of travel 
expenses for purposes of * 1.274-5(0. 

. 05 For purposes of determining ad
justed gross income, * 62(a)(2)(A) allows 
an employee a deduction for expenses al
lowed by Part vr (* 161 and following), 
subchapter B, chapter I of the Code, paid 
or incurred by the employee in connection 
with the performance of services as an em
ployee under a reimbursement or other ex
pense allowance arrangement with a payor. 

.06 Section 62( c) provides that an ar
rangement is not treated as a reimbursc
ment or other expense allowance arrange
ment for purposes of ~ 62(a)(2)(A) if it-

( I) does not require the employee to 
substantiate the expenses covered by the 
arrangement to the payor, or 

(2) provides the employee with the right 
to retain any amount in excess of the sub
stantiated expenses covered under the ar
rangement. 
Section 62( c) further provides that the sub
stantiation requirements described therein 
do not apply to any expense to the extent 
that, under the grant of regulatory authority 
prescribed in * 274(d), the Commissioner 
has provided that :-,ubslanliation is not re
quired for the expense. 

.07 Under ~ I.62-2(c)( I), a reimburse
ment or other expense allowance arrange
ment satisfies the requirements of ~ 62(() 
if it meeh the requirements of business 
Cllnnection, subqanti~tion, and returning 
amounts in excess of expenses as specified 
in the regulations. Section 1.62-2(e)(2) 
specifically pro\'tdes that substantiation of 
certain business expenses in accordance 
\\ith rule~ prescribed under the authority 
of ~~ 1.27-l-5(g) or 1.2N-5(j) is treated 

as substantiation of the amount of (he ex
penses for pU'l1oses of ~ 1.62-2. Under 
* 1.62-2( f)( 2). the COlllmissioner may 
prescribe rules under which an arrange
ment prO\iding per diem allowances is 
treated as satisfying the requirement of 
returning amounts in l'.'I.CI'SS of expenses. 
e\'en though the arrangement does not 
require the employee to return the por
tion of the allowance that relates to days 
of travel suhstantiated and that ex.ceeds 
the amount of the employee's expenses 
deemed suhstantiated pur.\;uant to rules 
prescrihed under * 274(d), provided the 
allowance is reasonably calculated not 
to exceed the amount of the employee's 
expenses or anticipated expenses and the 
employee is required to return within a 
reasonable period of time any portion of 
the allowance that relates to days of travel 
not substantiated . 

.08 Section 1.62-2(h)(2)(j)(B) pro
vides th;.!!, if a payor pays a per diem 
allowance that meets the requirements 
or * 1.62-2(c)( I), the p0I1ion, if any, 
of the allowance that relates to days of 
travel substantiated in accordance with 
* 1.62-2(e), that exceeds the amount of 
the employee's expenses deemed substan
tiated for the travel pursuant to rules pre
scribed under § 274(d) and * I. 274-5(g) or 
* 1.274-S(j), and that the employee is not 
required to return. is subject to withhold
ing and payment of employment taxes. 
See ** 31.3121(a)-3, 31.3231 (e)-I(a)(5), 
31.3306(b)-2, and 31.3401(a)-4 of the 
Employment Tax Regulations. Because 
the employee is not required to return this 
excess portion, the reasonable period of 
time provisions of § 1.62-2(g) (relating to 
the return of excess amounts) do not apply 
to this portion. 

.09 Under § 1.62-2(h)(2)(i)(B)(4). the 
Commi~sioner has the discretion to pre
scribe special rules regarding the timing of 
withholding and p;.!yment of employment 
taxes on per diem allowances. 

.10 Section 1.274-5(j)( I) grants the 
Commissioner the authority to establish a 
method under which a taxpayer may elect 
to use a specified amount for meals paid or 
incurred while traveling away from home 
in lieu of substantiating the actual cost of 
meals. 

.11 Section 1.274-5(j)(3) grants the 
Commissioner the authority to establish a 
method under which a taxpayer may elect 
to u~e a specified amount for incidental 



expenses paid Or incurred while traveling 
away from home in lieu of substantiating 
the actual cost of incidental expenses. 

.12 Sections 3.02(1)(a), 4.04(6), and 
5.06 of this revenue procedure provide 
transition rules for the la);t 3 months of 
calendar year 2006, 

.13 Section 5.02 of this revenue pro
cedure contains revisions to the per diem 
rates for high-cost localities and for other 
localities for purposes of section 5. 

.14 Section 5.03 of this revenue proce
dure contains the list of high-cost localities 
and section 5.04 of this revenue procedure 
describes changes to the list of high-cost 
localities for purposes of section 5. 

SECTION 3. DEFINITIONS 

.0 I Per diem allowance. The term "per 
diem allowance" means a payment under a 
reimbursement or other expense allowance 
arrangement that is-

(l) paid with respect to ordinary and 
necessary business expenses incurred, or 
that the payor reasonably anticipates will 
be incurred, by an employee for lodging, 
meal, and incidental expenses, or for meal 
and incidental expenses, for travel away 
from home in connection with the perfor
mance of services as an employee of the 
employer, 

(2) reasonably calculated not to exceed 
the amount of the expenses or the antici
pated expenses, and 

(3) paid at or below the applicable fed
eral per diem rate, a flat rate or stated 
schedule, or in accordance with any other 
Service-specified rate or schedule. 

.02 Federal per diem rate and federal 
M&IE rate. 

(I) In general. The federal per diem 
rate is equal to the sum of the applicable 
federal lodging expense rate and the appli
cable federal meal and incidental expense 
(M&IE) rate for the day and locality of 
travel. 

(a) CONUS rates. The rates for lo
calities in the continental United States 
("CONUS") are set forth in Appendix A 
to 41 c.F.R. eh. 301. However, in apply
ing section 4.0 I, 4.02, or 4.03 of this rev
enue procedure, taxpayers may continue 
to use the CONUS rates in effect for the 
first 9 months of 2006 for expenses of all 
CONUS travel away from home that are 
paid or incurred during calendar year 2006 
in lieu of the updated GSA rates. A tax-

payer must consistently use either these 
rates or the updated rates for the period Oc
tober 1,2006, through December 31,2006. 

(b) OCONUS rates. The rates for local
ities outside the continental United States 
("OCONUS") are established by the Sec
retary of Defense (rates for non-foreign lo
calities, including Alaska, Hawaii, Puerto 
Rico, the Northern Mariana Islands, and 
the possessions of the United States) and 
by the Secretary of State (rates for for
eign localities), and are published in the 
Per Diem Supplement to the Standardized 
Regulations (Government Civilians, For
eign Areas) (updated on a monthly basis). 

(c) Internet ar-cess to the rates. The 
CONUS and OCONUS rates may be found 
on the Internet at www.gsa.gov. 

(2) Locality of travel. The term "lo
cality of travel" means the locality where 
an employee traveling away from home in 
connection with the performance of ser
vices as an employee of the employer stops 
for sleep or rest. 

(3) Incidental expenses. The term "in
cidental expenses" has the same meaning 
as in the Federal Travel Regulations, 41 
c.F.R. 300-3.1 (2006). Thus, based on the 
current definition of "incidental expenses" 
in the Federal Travel Regulations, "inci
dental expenses" means fees and tips given 
to porters, baggage carriers, bellhops, ho
tel maids, stewards or stewardesses and 
others on ships, and hotel servants in for
eign countries; transportation hetween 
places of lodging or business and places 
where meals are taken, if suitable meals 
can bc obtained at the temporary duty 
site; and the mailing cost associated with 
filing travel vouchers and payment of em
ployer-sponsored charge card hillings. 

.03 Flat rate or stated schedule. 
(l) In general. Except as provided in 

section 3.03(2) of this revenue procedure, 
an allowance is paid at a flat rate or stated 
schedule if it is provided on a unifoffil 
and objective basis with respect to the ex
penses described in section 3.01 of this 
revenue procedure. The allowance may be 
paid with respect to the number of days 
away from home in connection with the 
perfonnance of services as an employee 
or on any other basis that is consistently 
applied and in accordance with reasonable 
business practice. Thus, for example, an 
hourly payment to cover meal and inciden
tal expenses paid to a pilot or flight atten
dant who is traveling away from home in 

connection with the performance of ser
vices as an employee is an allowance paid 
at a flat rate or stated schedule. Likewise, 
a payment based on the number of miles 
traveled (such as cents per mile) to cover 
meal and incidental expenses paid to an 
over-the-road truck driver who is traveling 
away from home in connection with the 
performance of services as an employee is 
an allowance paid at a flat rate or stated 
schedule . 

(2) Limitation. For purposes of this 
revenue procedure, an allowance that is 
computed on a basis similar to that used 
in computing the employee's wage<; or 
other compensation (such as the number 
of hours worked, miles traveled, or pieces 
produced) does not meet the business con
nection requirement of § 1.62-2(d), is not 
a per diem allowance, and is not paid at 
a flat rate or stated schedule, unless. as 
of December 12, 19~9, (a) the allowance 
was identified by the payor either by mak
ing a separate payment or by specifically 
identifying the amount of the allowance, 
or (b) an allowance computed on that ba
sis was commonly used in the industry 
in which the employee is employed. See 
* 1.62-2(d)(3)(ii). 

SECTION 4. PER DIEM 
SUBSTANTIATION METHOD 

.0 I Per diem allowance. If a payor pays 
a per diem allowance in lieu of reimburs
ing actual lodging, meal, and inCIdental ex
penses incurred or to be incurred by an 
cmployee for travel away from home, the 
amount of the expenses that is deemed sub
stantiated for each calendar day is equal to 
the lesser of the per diem allowance for 
that day or the amount computed at the 
federal per diem rate (see section 3.02 of 
this revenue procedure) for the locality of 
travel for that day (or partial day. see sec
tion 6.04 of this revenue procedure). 

.02 Meal and incidental expenses onil' 
per diem allowance. If a payor pays a 
per diem allowance only for meal and in
cidental expenses in lieu of reimbursing 
actual meal and incidental expenses in
curred or to be incurred by an employee 
for travel away from home, the amount of 
the expenses that is deemed substantiated 
for each calendar day is equal to the lesser 
of the per diem allowance for that day or 
the amount computed at the federal M&IE 
rate for the locality of travel for that day 

2006-2 C.B. 779 



(or partial day). A per diem allowance 
is treated as paid only for meal and lOci
dental expenses if (I) the payor pays the 
employee for actual expenses for lodging 
based on receipts submitted to the payor. 
(2) the payor provides the lodging in kind. 
(3) the payor pays the actual expenses for 
lodging directly to the provider of the lodg
ing, (4) the payor docs not have a reason
able belief that lodging expenses were or 
will be lOcurred by the employee, or (5) the 
allowance is computed on a basis similar 
to that used in computing the employee's 
wages or other compensation (such as the 
number of hours worked, miles traveled, 
or pieces produced). 

.03 Optiollal method for meal alld in

cidelltal expellSes ollly deduction. In lieu 
of using actual expenses in computing the 
amount allowable as a deduction for or
dinary and necessary meal and inciden
tal expenses paid or incurred for travel 
away from home, employees and self-em
ployed individuals who payor incur meal 
expenses may use an amount computed at 
the federal M&IE rate for the locality of 
travel for each calendar day (or partial day) 
the employee or self-employed individual 
is away from home. This amount will be 
deemed substantiated for purposes of para
graphs (b )(2) and (c) of § 1.274-5, pro
vided the employee or self-employed indi
vidual substantiates the clements of time, 
place, and business purpose of the travel 
for that day (or partial day) in accordance 
with those regulations. See section 6.05( I) 
of this revenue procedure for rules related 
to the application of the limitation under 
~ 274(n) to amounts determined under this 
section 4.03. See section 4.05 of this rev
enue procedure for a method for substanti
ating incidental expenses that may be used 
by employees or self-employed individu
als who do not payor incur meal expenses. 

.04 Specilll rules for transportlltion in
dl/stn. 

(I) III general. This section 4.04 ap
plies to (a) a payor that pays a per diem 

allowance only for meal and incidental ex
penses for travel away from home as de
scribed in section 4.02 of this revenue pro
cedure to an employee in the transportation 
industry, or (b) an employee or self-em
ployed individual in the transportation in
dustry who computes the amount allow
able as a deduction for meal and incidental 
e\.pen~e~ for travel away from home in ac-
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cordance with section 4.03 of this revenue 
procedure. 

(2) TransporTa{ioll indusrr)' defined. 

For purposes of this section 4.04, an em
ployee or self-employed individual is in 
the transportation industry only if the em
ployee's or individual's work (a) is of the 
type that directly involves moving people 
or goods by airplane, barge, bus, ship, 
train, or truck, and (b) regularly requires 
travel away from home which, during 
any single trip away from home, usually 
involves travel to localities with differ
ing federal M&IE rates. For purposes 
of the preceding sentence, a payor must 
determine that an employee or a group of 
employees is in the transportation indus
try by using a method that is consistently 
applied and in accordance with reasonable 
business practice. 

(3) Rmes. A taxpayer described in sec
tion 4.04( I) of this revenue procedure may 
treat $52 as the federal M&IE rate for any 
CONUS locality of travel, and $58 as the 
federal M&IE rate for any OCONUS lo
cality of travel. A payor that uses either (or 
both) of these special rates with respect to 
an employee must use the special rate(s) 
for all amounts subject to section 4.02 of 
this revenue procedure paid to that em
ployee for travel away from home within 
CONUS and/or OCONUS, as the case may 
be, during the calendar year. Similarly, an 
employee or self-employed individual that 
uses either (or both) of these special rates 
must use the special raters) for all amounts 
computed pursuant to section 4.03 of this 
revenue procedure for travel away from 
home within CONUS and/or OCONUS, as 
the case may be, during the calendar year. 
See section 4.04(6) of this revenue proce
dure for transition rules. 

(4) Periodic rule. A payor described in 
section 4.04( I) of this revenue procedure 
may compute the amount of the em
ployee's expenses that is deemed substan
tiated under section 4.02 of this revenue 
procedure periodically (not less frequently 
than monthly), rather than daily, by com
paring the total per diem allowance paid 
for the period to the sum of the amounts 
computed either at the federal M&IE 
rate(s) for the localities of travel, or at the 
special rate described in section 4.04(3), 
for the days (or partial days) the employee 
is away from home during the period. 

(S) Examples, 

(al E.Wl1lp/e /. TJxpayer. an employee in the 
transportation industry. tra\~b away from home on 
hllsin~,.' \I ithin C01\lIS l)1l 17 lbys [including par
tial oel) ,) durin~ a L'akndar nllllllh and receives a ptr 
dil'l1I ail()WellKC unly for meal and incidental expenses 
from a payor that uses the special rule under sel', 

tion -l.O-H 3) of this rCI·enue procedure. The amount 
deemed suhstantiated unda section -l.ll2 of this rc\
cnue pmccdur~ is equal III the lesser Df the total per 
dielll aill)\\ ance paid for the month or $8R-l (17 days 
at $52 per day I. 

[b) Eramp/,' 2. Taxpayer. a truck driver employee 
in the transportation industry, is paid a "cents-per
mile" all()wancc that qualifies as an allowance paid 
under a nat rate or stated schedule as detined in sCc
tion 3.03 of this revenue procedure. Taxpayer tral'els 
away from home on business for 10 days. Based on 
the number of miles driven by Taxpayer, Taxpayer's 
employer pays an allowance of $500 for the IO days 
of business travel. Taxpayer actually drives for 8 
days, and does not drive for the other 2 days Taxpayer 
is away from home. Taxpayer is paid under the peri
odic rule used for transportation industry employers 
and employees in accordance with section 4.04(4) of 
this revenue procedure. The amount deemed substan
tiated and excludable from Taxpayer's income is the 
full $50U because that amount does not exceed $52lJ 
(ten days away from home at $52 per day). 

(6) Transition rules. Under the calen
dar-year convention provided in section 
4.04(3), a taxpayer who used the federal 
M&IE rates during the first 9 months of 
calendar year 2006 to substantiate the 
amount of an individual's travel expenses 
under sections 4.02 or 4.03 of Rev. Proc. 
2005-67 may not use, for that individual, 
the special transportation industry rates 
provided in this section 4.04 until January 
I, 2007. Similarly, a taxpayer who used 
the special transportation industry rates 
during the first 9 months of calendar year 
2006 to substantiate the amount of an in
dividual's travel expenses may not use, 
for that individual, the federal M&IE rates 
until January I, 2007. 

.05 Optional method for incidental ex

penses only deduction. In lieu of using 
actual expenses in computing the amount 
allowable as a deduction for ordinary and 
necessary incidental expenses paid or in
curred for travel away from home, employ
ees and self-employed individuals who do 
not payor incur meal expenses for a calen
dar day (or partial day) of travel away from 
home may use, for each calendar day (or 
partial day) the employee or self-employed 
individual is away from home, an amount 
computed at the rate of $3 per day for any 
CONUS or OCONUS locality of travel. 
This amount will be deemed substantiated 
for purposes of paragraphs (b )(2) and (e) 
of § 1.274-5, provided the employee or 



self-employed individual substantiates the 
elements of time, place, and business pur
pose of the travel for that day (or partial 
day) in accordance with those regulations. 
See section 4.03 of this revenue procedure 
for a method that may be used by em
ployees or self-employed individuals who 
payor incur meal expenses. The method 
authorized by this section 4.05 may not 
be used by payors that use section 4.01, 
4.02, or 5.01 of this revenue procedure, or 
by employees or self-employed individu
als who use the method described in sec
tion 4.03 of this revenue procedure. See 
section 6.05(4) of this revenue procedure 
for rules related to the application of the 
limitation under § 274(n) to amounts de
termined under this section 4.05. 

SECTION 5. HIGH-LOW 
SUBSTANTIATION METHOD 

.01 In general. If a payor pays a per 
diem allowance in lieu of reimbursing ac
tuallodging, meal, and incidental expenses 

Key City 

Arizona 
Phoenix/Scottsdale 

(January I-March 31) 

California 
San Francisco 
Santa Barbara 

(July I-August 31) 

Santa Monica 
South Lake Tahoe 

(December I-March 31) 

Colorado 
Aspen 

(December I -April 30) 
Crested Butte/Gunnison 

(December I-April 30) 
Steamboat Springs 

(December I-March 31) 
Telluride 

(October I-April 30) 
Vail 

(December I-March 31) 

District of Columbia 

incurred or to be incurred by an employee 
for travel away from home and the payor 
uses the high-low substantiation method 
described in this section 5 for travel within 
CONUS, the amount of the expenses that 
is deemed substantiated for each calendar 
day is equal to the lesser of the per diem 
allowance for that day or the amount com
puted at the rate set forth in section 5.02 of 
this revenue procedure for the locality of 
travel for that day (or partial day, see sec
tion 6.04 of this revenue procedure). Ex
cept as provided in section 5.06 of this rev
enue procedure, this high-low substantia
tion method may be used in lieu of the 
per diem substantiation method provided 
in section 4.0 I of this revenue procedure, 
but may not be used in lieu of the meal and 
incidental expenses only per diem substan
tiation method provided in section 4.02 of 
this revenue procedure . 

. 02 Specific high-low rates. Except as 
provided in section 5.06 of this revenue 
procedure, the per diem rate set forth in this 

section 5.02 is $246 for travel to any "high
cost locality" specified in section 5.03 of 
this revenue procedure, or $148 for travel 
to any other locality within CONUS. The 
high or low rate, as appropriate. applies 
as If it were the federal per diem rate for 
the locality of travel. For purposes of ap
plying the high-low substantiation method 
and the § 274(n) limitation on meal ex
penses (see section 6.05(3) of this revenue 
procedure), the amount of the high and low 
rates that is treated as paid for meals is 
$58 for a high-cost locality and $45 for any 
other locality within CONUS. 

.03 High-cost localities. The following 
localities have a federal per diem rate of 
$197 or more, and are high-cost localities 
for all of the calendar year or the portion of 
the calendar year specified in parentheses 
under the key city name: 

County or other defined location 

Maricopa 

San Francisco 
Santa Barbara 

City limits of Santa Monica 
EI Dorado 

Pitkin 

Gunnison 

Routt 

San Miguel 

Eagle 

Washington D.C. (also the cities of Alexandria, Falls Church, and Fairfax, and the counties of Arlington and Fairfax, in 
Virginia; and the counties of Montgomery and Prince George's in Maryland) (See also Maryland and Virginia) 
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Kn City 

Florida 
Fort Lauderdale 

(January I-March 31 ) 
Fon Walton BeachlDeFuniak 
Spring ... 

(June I-July 31) 

Key West 
Miami 

(January I-March 31) 

Napb 
(February I-March 31) 

Palm Beach 
(February I-March 31) 

Stuart 
(February I-March 31) 

Illinois 
Chicago 

Louisiana 
Nevv' Orleans 

(October I-May 31) 

Maryland 
(For the counties of Montgomery and Prince George's, see District of Columbia) 

COllllty or other d(~filfed locatioll 

Brov.ard 

Okaloosa and Walton 

Monroe 
Miami-Dade 

Collier 

Boca Raton, Delray Beach, Jupiter, Palm 
Beach Gardens, Palm Beach, Palm Beach 
Shores, Singer Island and West Palm Beach 
Martin 

Cook and Lake 

Orleans, St. Bernard, Jefferson and 
Plaquemine Parishes 

Baltimore Baltimore City 
Cambridge/St. Michaels Dorchester and Talbot 

(May I-August 31) 
Ocean City 

(June I-September 30) 

Massachusetts 
Bmton/Cambridge 
Martha's Vineyard 

(July I-August 31 ) 
Nantucket 

(October I-November 30 and 
June I-September 30) 

:'-Jew York 
Floral Park/Garden City/Glen 
Co\'e/Great Neck/Roslyn 
Lake Placid 

(July I-August 31 ) 
Manhattan 

Queens 
Saratoga Springs/Schenectady 

IJuly I-August 31) 
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Worcester 

Suffolk, City of Cambridge 
Dukes 

Nantucket 

Nassau 

Essex 

The Boroughs of Manhattan, Brooklyn, the 
Bronx and Staten Island 
Queens 
Saratoga and Schenectady 



Key City 

Pennsylvania 
Philadelphia 

Rhode Island 
Jamestown/Middletownl 
Newport 

(October I-November 30 and 
March I-September 30) 

Providence 

Utah 
Park City 

(December I-March 31) 

Virginia 

COlin tv or other defined locution 

Philadelphia 

Newport 

Providence 

Summit 

(For the cities of Alexandria, Falls Church, and Fairfax, and the counties of Arlington and Fairfax, see District of Columbia) 

Washington 
Seattle 

.04 Changes in high-cost localities. 

The list of high-cost localities in section 
5.03 of this revenue procedure differs from 
the list of high-cost localities in section 
5.03 of Rev. Proc. 2005-67 (changes 
listed by key cities). 

(l) The following localities have been 
added to the list of high-cost locali
ties: Santa Barbara. California; South 
Lake Tahoe, California; Fort Lauderdale, 
Florida; Fort Walton Beach/DeFuniak 
Springs, Florida: and Stuart, Florida. 

(2) The portion of the year for which 
the following are high-cost localities has 
been changed: Aspen. Colorado; Miami, 
Florida; Chicago, Illinois; Cambridge/St. 
Michaels. Maryland; Nantucket. Mass
achusetts; and Jamestown/Middle
town/Newport, Rhode Island. 

(3) The following localities have been 
removed from the list of high-cost locali
ties: Napa, California; San Diego, Califor
nia; Silverthorne/Breckenridge, Colorado; 
Bar Harhor, Maine; Conway. New Hamp
shire; Cape May/Ocean City. New Jersey; 
RiverheadlRonkonkomaiMelville/Smith
town/Huntington Station! Amagansettl 
East Hampton/Montauk/Southampton! 
Is]andiaiCommackfMedford/Stony Brook! 
Hauppauge/Centereach, New York; 
and TarrytownlWhite Plains/New 
RochellelYonkers, New York. 

(4) The following localities have been 
redefined: Baltimore no longer includes 
Baltimore County; Manhattan. New York 

King 

no longer includes Queens; and Wash
ington, D.C. no longer includes Loudoun 
County. Virginia. 

.05 Specific limitation. 

(1) Except as provided in section 
5.05(2) of this revenue procedure, a 
payor that uses the high-low substanti
ation method with respect to an employee 
must use that method for all amounts paid 
to that employee for travel away from 
home within CONUS during the calendar 
year. See section 5.06 of this revenue 
procedure for transition rules. 

(2) With respect to an employee de
scribed in section 5.05( 1) of this revenue 
procedure, the payor may reimburse ac
tual expenses or use the meal and inci
dental expenses only per diem substan
tiation method described in section 4.02 
of this revenue procedure for any travel 
away from home, and may use the per 
diem substantiation method described in 
section 4.01 of this revenue procedure for 
any OCONUS travel away from home. 

. 06 Transition rules. A payor who used 
the substantiation method of section 4.0 I 
of Rev. Proc. 2005-67 for an employee 
during the first 9 months of calendar year 
2006 may not use the high-low substanti
ation method in section 5 of this revenue 
procedure for that employee until January 
I. 2007. A payor who used the high-low 
substantiation method of section 5 of Rev. 
Proc. 2005-67 for an employee during the 
first 9 months of calendar year 2006 must 

continue to use the high-low substantiation 
method for the remainder of calendar year 
2006 for that employee. A payor described 
in the previous sentence may use the rates 
and high-cost localities published in sec
tion 5 of Rev. Proc. 2005-67. in lieu of 
the updated rates and high-cost localities 
provided in section 5 of this revenue proce
dure. for travel on or after October I. 2006. 
and before January I. 2007, if those rates 
and localities are used consistently during 
this period for all employees reimbursed 
under this method. 

SECTION 6. LIMITATIONS AND 
SPECIAL RULES 

.01 In general. The federal per diem 
rate and the federal M&IE rate described in 
section 3.02 of this revenue procedure for 
the locality of travel will be applied in the 
same manner as applied under the Federal 
Travel Regulations, 41 C.F.R. Part 301-11 
(2006). except as provided in sections 6.02 
through 6.04 of this revenue procedure . 

.02 Federal per diem rate. A receipt 
for lodging expenses is not required in de
termining the amount of expenses deemed 
sub~tanliated under section 4.01 or S.OI of 
this revenue procedure. See section 7.0 I 
of this revenue procedure for the require
ment that the employee substantiate the 
time, place, and business purpose of the 
expense. 
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.03 Federal per diem or M&lE rule. A 
payor is not reljuired to reduce the federal 
per dielll rate or the federal M&IE rate for 
the locality of travel for meals provided in 
kind. provided the payor has a rea<,onable 
belief that meal and incidental expenses 
\Vcre or will be incurrd by the employee 
during each day of travel. 

.0-1. Pml'lliioll oj'lhefetlcru/ per dielll or 

M&IE rule. Pursuant to the Federal Tra\el 
Regulations. in determining the federal per 
diem rate or the federal M&IE rate for 
the locality of travel. the full applicable 
federal M&IE rate is available for a full 
day of travel from 1:2:01 a.m. to 12:00 
midnight. The method described in sec
tion6.04( I ) of this revenue procedure must 
be used for purposes of determining the 
amount deemed substantiated under sec
tion 4.03 or 4.05 of this revenue procedure 
for partial days of travel away from home. 
For purposes of determining the amount 
deemed substantiated under section 4.0 I, 
-1..02, 4.04. or 5 of this revenue procedure 
for partial days of travel away from home, 
either of the following methods may be 
used to prorate the federal M&IE rate to 
determine the federal per diem rate or the 
federal M&IE rale for the partial day~ of 
travel: 

( I) The rate may be prorated using the 
method prescribed by the Federal Travcl 
Regulations. Currently the Federal Travel 
Regulations allow three-fourths of the ap
plicable federal M&IE rate for each partial 
day during which the employee or self-em
ployed individual IS traveling away from 
home in connection with the performance 
of services as an employee or self-em
ployed individual. The same ratio may be 
applied to prorate the allowance for inci
dental expenses descrihed in section 4.05 
of this revenue procedure; or 

(2) The rate may be prorated using any 
method thal is consistently applied and in 
accordance with reasonable business prac
tice. For example. if an employee travels 
away from home from 9 a.m. one day to 
5 p.m. the next day. a method of proration 
that results in an amount equal to two times 
the federal M&IE rate will be treated as 
being in accordance with reasonable busi
ness practice (even though only one and a 
half tlmes the federal M&IE rate \vould be 
allO\\ ed under rhe Federal Travel Regula
tions\. 

. 05 .4Pf!iimli(l1l of The llppropriare 

~ ::7-1(11) lillliwiiull olllllcul npel1ses. Ex-
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cep! as provided in section 6.05(4). all or 
part of the amount of an expense deemed 
suhstantiated under this revenue procedure 
is subject to the appropriate limitation un
der 9 ]74(n) (see section 2.02 of this 
revenue procedure) on the deductibIlIty of 
food and beverage expenses. 

( I ) I f an amount for meal and incidental 
expenses is computed pursuant to section 
H)3 of this revenue procedure, the tax
payer must treat that amount as an expense 
for food and beverages. 

(2) If a per diem allowance is paid only 
for meal and incidental expenses, the payor 
must treat an amount equal to the lesser of 
the allowance or the federal M&IE rate for 
the locality of travel for each day (or partial 
day, see section 6.04 of this revenue pro
cedure) as an expense for food and bever
ages. 

(3) If a pc r diem allowance is paid for 
lodging. meal, and incidental expenses, the 
payor must treat an amount equal to the 
federal M&IE rate for the locality of travel 
for each calendar day (or partial day) the 
employee is away from homc as an ex
pense for food and beverages. For pur
poses of the preceding sentence, if a per 
diem allowance for lodging, meal, and in
cidental expenses is paid at a rate that is 
less than the federal per diem rate for the 
locality of travel for each day (or partial 
day), the payor may treat an amount equal 
to 40 percent of the allowance as the fed
eral M&IE rate for the locality of travel for 
each day (or partial day). 

(4) If an amount for incidental expenses 
is computed under section 4.05 of this rev
enue procedure. none of the amount so 
computed is subject to limitation under 
* 27 4(n) on the deductibility of food and 
beverage expenses. 

.06 No double reimbursement or deduc
lion. If a payor pays a per diem allowance 
in lieu of reimbursing actual lodging, 
meal, and incidental expenses, or meal 
and incidental expenses, in accordance 
with section -1. or 5 of this revenue proce
dure, any additional payment with respect 
to those expenses is treated as paid un
der a nonaccountable plan, is included in 
the employee' s gross income, is reported 
as wages or other compensation on the 
employee's Form W-2, "Wage and Tax 
Statement," and is subject to withhold
ing and payment of employment taxes . 
Similarly, if an employee or self-em
ployed individual computes the amount 

allowable as a deduction for meal and 
incidental expenses for travel away from 
home in accordance with section 4.03 or 
4.04 of this revenue procedure, no other 
deduction is allowed to the employee or 
self-employed individual with respect to 
those expenses. For example, assume an 
employee receives a per diem allowance 
from a payor for lodging, meal. and inci
dental expenses, or for meal and incidental 
expenses, incurred while traveling away 
from home. During that trip, the employee 
pays for dinner for the employee and two 
business associates. The payor reimburses 
as a business entertainment meal expense 
the meal expense for the employee and 
the two business associates. Because the 
payor also pays a per diem allowance to 
cover the cost of the employee's meals, 
the amount paid by the payor for the 
employee's portion of the business enter
tainment meal expense is treated as paid 
under a nonaceountable plan, is reported 
as wages or other compensation on the 
employee's Form W -2, and is subject to 
withholding and payment of employment 
taxes . 

. 07 Related parries. Sections 4.01 and 
5 of this revenue procedure do not apply if 
a payor and an employee are related within 
the meaning of § 267(b), but for this pur
pose the percentage of ownership interest 
referred to in § 267(b)(2) is 10 percent. 

SECTION 7. APPLICATION 

.01 If the amount of travel expenses is 
deemed substantiated under the rules pro
vided in section 4 or 5 of this revenue pro
cedure, and the employee substantiates to 
the payor the elements of time, place, and 
business purpose of the travel for that day 
(or partial day) in accordance with para
graphs (b)(2) and (c) (other than subpara
graph (2)(iii)(A) thereof) of § 1.274-5, the 
employee is deemed to satisfy the adequate 
accounting requirements of § 1.274-5(f) 
as well as the requirement to substantiate 
by adequate records or other sufficient ev
idence for purposes of § 1.274-S(c). See 
§ 1.62-2( e)( I) for the rule that an anange
ment must require business expenses to be 
substantiated to the payor within a reason
able period of time. 

.02 An arrangement providing per diem 
allowances will be treated as satisfying the 
requirement of § 1.62-2(f)(2) of return
ing amounts in excess of expenses if the 



employee is required to return within a 
reasonable period of time (as defined in 
§ 1.62-2(g) any portion of the allowance 
that relates to days of travel not substan
tiated, even though the arrangement does 
not require the employee to return the por
tion of the allowance that relates to days 
of travel substantiated and that exceeds 
the amount of the employee's expenses 
deemed substantiated. For example, as
sume a payor provides an employee an ad
vance per diem allowance for meal and in
cidental expenses of $250, based on an an
ticipated 5 days of business travel at $50 
per day to a locality for which the fed
eral M&IE rate is $39, and the employee 
substantiates 3 full days of business travel. 
The requirement to return excess amounts 
is treated as satisfied if the employee is 
required to return within a reasonable pe
riod of time (as defined in § 1.62-2(g» the 
portion of the allowance that is attribut
able to the 2 unsubstantiated days of travel 
($100), even though the employee is not 
required to return the portion of the al
lowance ($33) that exceeds the amount of 
the employee's expenses deemed substan
tiated under section 4.02 of this revenue 
procedure ($117) for the 3 substantiated 
days of travel. However, the $33 excess 
portion of the aIlowance is treated as paid 
under a nonaccountable plan as discussed 
in section 7.04 of this revenue procedure. 

.03 An employee is not required to in
clude in gross income the portion of a 
per diem allowance received from a payor 
that is less than or equal to the amount 
deemed substantiated under the rules pro
vided in section 4 or 5 of this revenue pro
cedure if the employee substantiates the 
business travel expenses covered by the 
per diem allowance in accordance with 
section 7.01 of this revenue procedure. See 
§ 1.274-5(f)(2)(i). In addition, that por
tion of the allowance is treated as paid un
der an accountable plan, is not reported as 
wages or other compensation on the em
ployee's Form W-2, and is exempt from 
the withholding and payment of employ
ment taxes. See § 1.62-2(c)(2) and (c)(4). 

.04 An employee is required to include 
in gross income only the portion of the per 
diem allowance received from a payor that 
exceeds the amount deemed substantiated 
under the rules provided in section 4 or 5 
of this revenue procedure if the employee 
substantiates the business travel expenses 
covered by the per diem allowance in ac-

cordance with section 7.0 I of this revenue 
procedure. See § t.274-5(f)(2)(ii). In ad
dition, the excess portion of the allowance 
is treated as paid under a nonaccountable 
plan, is reported as wages or other compen
sation on the employee's Form W-2, and 
is subject to withholding and payment of 
employment taxes. See § t.62-2(c)(3)(ii), 
(c)(5), and (h)(2)(i)(B). 

.05 If the amount of the expenses that 
is deemed substantiated under the rules 
provided in section 4.0 I, 4.02, or 5 of this 
revenue procedure is less than the amount 
of the employee's business expenses for 
travel away from home, the employee 
may claim an itemized deduction for the 
amount by which the business travel ex
penses exceed the amount that is deemed 
substantiated, provided the employee sub
stantiates all the business travel expenses, 
includes on Form 2106, "Employee Busi
ness Expenses," the deemed substantiated 
portion of the per diem allowance recei ved 
from the payor, and includes in gross in
come the portion (if any) of the per diem 
allowance received from the payor that 
exceeds the amount deemed substantiated. 
See § 1.274-5(f)(2)(iii). However, for pur
poses of claiming this itemized deduction 
with respect to meal and incidental ex
penses, substantiation of the amount of the 
expenses is not required if the employee 
is claiming a deduction that is equal to or 
less than the amount computed under sec
tion 4.03 of this revenue procedure minus 
the amount deemed substantiated under 
sections 4.02 and 7.0 I of this revenue pro
cedure. The itemized deduction is subject 
to the appropriate limitation (see section 
2.02 of this revenue procedure) on meal 
and entertainment expenses provided in 
§ 274(n) and the 2-percent floor on mis
cellaneous itemized deductions provided 
in § 67. 

.06 An employee who pays or incurs 
amounts for meal expenses and does not 
receive a per diem allowance for meal and 
incidental expenses may deduct an amount 
computed pursuant to section 4.03 of this 
revenue procedure only as an itemized de
duction. This itemized deduction is sub
ject to the appropriate limitation on meal 
and entertainment expenses provided in 
§ 274(n) and the 2-percent floor on miscel
laneous itemized deductions provided in 
§ 67. See section 7.07 of this revenue pro
cedure for the treatment of an employee 
who does not payor incur amounts for 

meal expenses and does not receive a per 
diem allowance for incidental expenses. 

.07 An employee who does not payor 
incur amounts for meal expenses and does 
not receive a per diem allowance for in
cidental expenses may deduct an amount 
computed pursuant to section 4.05 of this 
revenue procedure only as an itemized de
duction. This itemized deduction is sub
ject to the 2-percent floor on miscellaneous 
itemized deductions provided in § 67. See 
section 7.06 of this revenue procedure for 
the treatment of an employee who pays or 
incurs amounts for meal expenses and does 
not receive a per diem allowance for meal 
and incidental expenses. 

.08 A self-employed individual who 
pays or incurs meal expenses for a calen
dar day (or partial day) of travel away from 
home may deduct an amount computed 
pursuant to section 4.03 of this revenue 
procedure in detennining adjusted gross 
income under § 62(a)(I). This deduction 
is subject to the appropriate limitation on 
meal and entertainment expenses provided 
in § 274(n). 

.09 A self-employed individual who 
does not pay or incur meal expenses for 
a calendar day (or partial day) of travel 
away from home may deduct an amount 
computed pursuant to section 4.05 of this 
revenue procedure in determining adjusted 
gross income under § 62(a)(1). 

.10 If a payor's reimbursement or 
other expense allowance arrangement ev
idences a pattern of abuse of the mles of 
§ 62(c) and the regulations thereunder, 
all payments under the arrangement will 
be treated as made under a nonaccount
able plan. See § 1.62-2(k). Thus, these 
payments are included in the employee's 
gross income, are reported as wages or 
other compensation on the employee's 
Form W-2, and are subject to withholding 
and payment of employment taxes. See 
§ 1.62-2(c)(3), (c)(5), and (h)(2). 

SECTION 8. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT TAXES 

.01 The portion of a per diem al
lowance, if any, that relates to the days 
of business travel substantiated and that 
exceeds the amount deemed substantiated 
for those days under section 4.0 I. 4.02, or 
5 of this revenue procedure is subject to 
withholding and payment of employment 
taxes. See § 1.62-2(hJ(2)(i)<B). 
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.02 In the case of a IJ('/" diclIl allowance 
paid as a reimhur~eIllenl, the eXL'es, de
\LTibed in ,eetlon IS.OI of this re\'("nlle pro
cedure is suhJect to withholding and pay
Illent of employlllL'llt taxes in the rayroll 
period III \'vhieh the paYl'r rellllhur,e, the 
expen,e, for the days of tra\e! substanti
ated. See~ ifl2·2(h)(2)li)(B)(21. 

.0.1 In the case of a pn dielll allowance 
paid as an advance, the excess described 
in seL'lioll IS.OI of this reyenue procedure 
i, subject to withholding and payment of 
employment taxes no later than the fiN 
payroll period following the payroll period 
in which the days of travel with respect 
to which the advance was paid are suh
stantiated. See ~ Ifl2-2Ih)(2)(i)(B)(3l. If 
sOllle or all of the days of travel with re
spect to which the advance was paid are 
not substantiated within a reasonable pe
riod of time and the employee does not re
turn the portion of the allowance that re
lates to those days within a reasonable pe
riod of tune, the portion of the allowance 
that relates to those days is subject to with
holding and payment of employment taxes 
no later than the first payroll period follow
ing the end of the reasonable period. See 
~ 1.62-2(h)(2)(i )(A). 

.04 In the case of a fin diclIl allowance 
only for meal and IIlcidcntal expenses for 
travel away from home paid to an em
ployee in the transportation industry hy a 
payor that IIses the rule in section 4.04( 4 ) 
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of this rcn~I1UC procedure, the excess of 
the IlI'r diem allowance paid for the pe
riou o\cr the amount deemed substanti
ated for the period under section 4.02 of 
thi\ revenue procedure (after applying sec
tion .l.(14(4) of this revenue procedure). 
is subject to withholding and payment of 

employment taxes no later than the first 
payroll period following the payroll pe
riod in which the excess IS computed. See 
~ I 62-2(h)(2)(i)(B)(4). 

.0) For example, assume that an em
ployer pays an employee a per diem al
lowance to cover husiness expenses for 
meals and lodging for travel away from 
home at a rate of 120 percent of the federal 
fief diem rate for the localities to which 
the employee travels. The employer does 
not require the employee to return the 20 
percent by which the reimbursement for 
those expenses exceeds the federal per 
diem rate. The employee substantiates 6 
days of travel away from home: 2 days 
in a locality in which the federal per diem 

rate is $160 and 4 days in a locality in 
which the federal per diem rate is $120. 
The employer reimburses the employee 
$960 for the 6 days of travel away from 
horne (2 x (120% x $160) + 4 x (120% x 
$120)). and docs not require the employee 
to return the excess payment of $160 (2 
days x $32 ($192-£ 160) + 4 days x $24 
($144-$120). For the payroll period in 
which the employer reimburses the ex-

penses. the employer must withhold and 
pay employment taxes on $160. See sec
tion 8.02 of (his revenue procedure. 

SECTION 9. EFFECTIVE DATE 

This revenue procedure is effective for 
per diem allowances for lodging, meal and 
incidental expenses, or for meal and inci
dental expenses only, that are paid to an 
employee on or after October 1.2006, with 
respect to travel away from home on or af
ter October I, 2006. For purposes of com
puting the amount allowable as a deduc
tion for travel away from home, this rev
enue procedure is effective for meal and 
incidental expenses or for incidental ex
penses only paid or incuned on or afterOc
tober L 2006. 

SECTION 10. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2005-67 is superseded. 

DRAFTING INFORMATION 

Thc principal author of this revenue 
procedure is Jeffrey T. Rodrick of the Of
fice of Associate Chief Counsel (Income 
Tax and Accounting). For further infor
mation regarding this revenue procedure, 
contact Mr. Rodrick at (202) 622-4930 
(not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

Elimination of 
Country-by-Country Reporting 
to Shareholders of Foreign 
Taxes Paid by Regulated 
Investment Companies 

REG-I05248-04 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains pro
posed regulations that would generally 
eliminate country-by-country reporting by 
a regulated investment company (RIC) to 
its shareholders of foreign source income 
that the RIC takes into account and foreign 
taxes that it pays. RICs will continue to 
report this information directly to the IRS. 
The regulations will affect certain RICs 
that pay foreign taxes and the shareholders 
of those RICs. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by December 18, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD: PR (REG-I 05248-04), In
ternal Revenue Service, PO Box 7604, 
Ben Franklin Station, Washington, DC 
20044. Submissions may be sent elec
tronically via the IRS Internet site at: 
www.irs.govlregs or Federal eRulemak
ing Portal at www.regu/arions.gov (IRS 
REG-l 05248-04). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Susan Thompson Baker, (202) 
622-3930; concerning submissions of 
comments and requests for a public hear
ing, Kelly Banks, (202) 622-7180 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information contained 
in this notice of proposed rulemaking has 

been submitted to the Office of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(44 V.S.c. 3507(d)). Comments on the 
collection of information should be sent to 
the Office of Management and Budget, 
Attn: Desk Officer for the Department 
of the Treasury, Office of Information 
and Regulatory Affairs, Washington, DC 
20503, with copies to the Internal Rev
enue Service, Attn: IRS Reports Clear
ance Officer, SE:W:CAR:MP:T:T:SP. 
Washington, DC 20224. Comments on 
the collection of information should be re
ceived by November 17,2006. Comments 
are specifically requested concerning: 

The accuracy of the estimated burden 
associated with the proposed collection of 
information (see below); 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the Internal 
Revenue Service, including whether the 
information will have practical utility; 

How the quality, utility, and clarity of 
the information to be collected may be cn
hanccd; 

How Lhe burden of complying with the 
proposed collection of infonl1ation may be 
minimized, including through the appli
cation of automated collection techniques 
or other forms of information technology; 
and 

Estimates of capital or start-up costs 
and costs of operation. maintenance, and 
purchase of service to provide information. 

The collection of information in this 
proposed regulation is in §1.853-4(c) and 
(d) A RIC is required to notify the IRS of 
amounts of income received from sources 
within foreign countries and possessions 
of the United States and taxes paid to each 
such foreign country or possession in or
der that the IRS may monitor shareholder 
compliance with the foreign tax credit pro
visions. The collection of information is 
required if a RIC elects to pass through 
the benefits of the foreign tax credit to its 
shareholders. 

Estimated total annual reporting bur
den: 80 hours. 

Estimated average annual burden hours 
per respondent: 2. 

Estimated annual frequency of re
sponses: I. 

An agency may not conduct or sponsor, 
and a person is not required to respond to. a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become In<lterial in 
the auministration of any internal revenue 
law. Generally, tax returns and tax return 
information are contidential. as required 
by 26 U.S.C. 6103. 

Background 

This document contains proposed 
amendments to 26 CFR part I under 
section 853 of the Internal Revenue Code 
(Code). Section 853 provides a foreign 
tax credit or deduction to shareholders of 
a RIC that makes an election under, and 
that meets the requirements set forth in, 
that section. 

A RIC more than 50 percent of the 
value of whose total assets at the close of 
a taxable year consIsts of stock or securi
ties in foreign corporations may make an 

election under section 853 (a "foreign tax 
passthrough election''). If the RIC makes 
thiS election for that taxable year, it for
goes a deduction or credit for certain taxes 
paid to foreign countries and possessions 
of the United States (collectively, "for
eign taxe~") (but the <lJl1ount of the for
eign taxes is allowed as an addition to the 
RIC's deduction for dividends paid for the 
year). Instead, the RIC passes through to 
its shareholders a credit or deduction for 
the foreign taxes it has paid during its tax
able year. If the RIC makes this elec
tion, each shareholder includes the share
holder's proportionate share of these for
eign taxes in gross income and treats this 
proportionate share as paid by the share
holder. Each shareholder of an electing 
RIC further treats as gross income from 
sources within foreign countries and pos
sessions of the United States the sum of the 
shareholder's proportionate share of these 
taxes and the portion of any dividend paid 
by the RIC that represents income derived 
from sources within foreign countries and 
pos5essions of the United States Each 
shareholder may then deduct or claim a 
credit for the payment of a proportionate 
share of these taxes. 
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A RIC electing this treatment must pro
vide information to its shareholders and 
to the IRS. First, under section 8S.3(c) of 
the Code, the RIC must designate, in a 
written notice mailed to sharehokkrs not 
later than 60 days after the close of its 
taxable year. each shareholder's propor
tionate share of foreign taxes paid by the 
RIC and each shareholder's proportionate 
share of the RIC's gross income derived 
frum sourcc~ within any foreign country or 
possession of the United States. Section 
1.85.3-.3{a) of the current Income tax reg
ulations (the regulations) requires that this 
notice designate the shareholder's portion 
of foreign taxes paid to each such foreign 
country or posses,ion of the United States 
and the portion of the dividend that repre
sents income derived from sources within 
each foreign country or possession of the 
United States. 

Second, under § 1.853-4(a) of the reg
ulations, the RIC must file with Form 
1 099-DIV, "Dil'idends and Distributions", 
and Form \096, "Annual Summary and 
liw15mifta{ of u.s. Information Returns", 
a statement as part of its income tax return 
(Form 1120-RIC or its successor) that sets 
forth the total amuunt of income received 
from sources within foreign countries and 
possessions of the United States; the total 
amount of foreign taxes paid; the date, 
form, and contents of the notice to its 
shareholders; and the proportionate share 
of this income received and these taxes 
paid during the taxable year attributable to 
one share of its stock. The RIC must also 
file as part of its return for the taxable year 
a Form 1118, "F()reigl1 Tax Credit-C()r
poratiolJs". that has been modified so that 
it is a statement in support of the RIC's 
foreign tax passthrough election. 

The requirement of ~ l.853-3(a) of 
the regulations that an electing RIC pro
vide country-by-country infonl1ation to 
its shareholders on foreign-source in
come received and foreign taxes paid was 
originally adopted at a time when many 
sharcholdcrs generally needed the infor
mation to apply a per-country limitation 
on the foreign tax credit. Because of 
changes to the foreign tax credit provi
..,ions, shareholders generally no longer 
need country-by-collntry information on 
the amounts of foreign-source income and 
foreign taxes paid. 

The Treasury Department and the IRS 
han: received comments sllgge~ting that 
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the section X53 regulations should be 
amended to eliminate per-country report
ing to shareholders and that Form 1116. 
"Foreign Tax Credit (Jndil'idlllli. Fstat£' 
or T/"IIs!)", should be modified to indicate 
that distrihutions from RICs are exempt 
from per-country shareholder reporting. 
According to these comments. eliminating 
the reporting of thi~ information not only 
would reduce the time and expense re
quired of RICs to compile and disseminate 
thi~ tax information but also would reduce 
the confusion that their shareholders expe
rience upon receipt of the extensive tables 
used to report this per-country informa
tion. 

Even though the section 904 foreign 
tax credit limitation has been applied on 
a separate category of income basis, in
stead of on a per-country basis, since 
1976. the Treasury Department and the 
IRS have continued to require the report
ing of per-country information by RICs. 
This per-country information remains rel
evant to the IRS's monitoring compliance 
with the section 90 I rules that disallow 
credits for refundable and noncompulsory 
payments and for taxes paid to certain 
countries. See ~ 1.901-2(e)(2) and (5), 
providing that credit is not allowed for 
amounts that are in excess of final liabil
ity under foreign law for tax, and section 
90 I (j), denying credit for tax paid to coun
tries described in section 901 U)(2)(A) and 
subjecting income from sources in those 
countries to separate foreign tax credit 
limitations. 

Although per-country information with 
respect to foreign income and foreign 
taxes is needed for the IRS to monitor 
compliance, the Treasury Department and 
the IRS believe that taxpayer burden can 
be reduced by continuing to require this 
information to be supplied with the RIC's 
tax return but generally not requiring it to 
be reported to the RIC' '; shareholders as 
well. Accordingly, the proposed regula
tions would revise § I.S53-3 and § I.S53-4 
to require that a RIC provide aggregate 
per-country information on a statement 
filed with its tax return and would re
quire that only summary foreign income 
and foreign tax amounts be reported to 
its shareholders. Once this proposed rule 
become~ finaL the instructions to Forms 
1116 and IllS will be modified to permit 
summary reponing at the ~hareholder level 
~imilar to the summary reporting currently 

pennitted with respect to "section 863(b) 
income" on Forms 1116 and IllS. 

Explanation of Prmisions 

Proposed amendments to § 1.853-1 of 
the regulations would update the regu, 
lations to retlect statutory amendments 
providing that the foreign tax passthrough 
election is not applicable to taxes for 
which the RIC would not be allowed a 
credit by reason of section 90 \(j) (denying 
credit for taxes paid to certain countries, 
including those with which the United 
States does not have diplomatic relations), 
section 90 I (k) and (I) (denying credit for 
withholding taxes paid on certain income 
where certain holding period requirements 
are not met), or any similar provision. 

The proposed amendments would 
change in two ways the regulations that 
set forth requirements for a RIC seeking 
to make and to notify shareholders of a 
foreign tax pass through election: 

First, references in § 1.853-3(a) and 
(b) of the regulations to required state
ments to shareholders of dollar amounts 
of taxes paid to specific countries, and to 
dollar amounts of income considered as 
rcceived from specific countries, would 
be changed to require that a RIC (or a 
shareholder of record of the RIC who is a 
nominee acting as a custodian of a unit in
vestment trust) state only the total amount 
of the shareholder's proportionate share 
of creditable foreign taxes paid, income 
from sources within countries described in 
section 90 I U), if any, and income derived 
from sources within other foreign coun
tries or possessions of the United States. 

Second, proposed amendments to 
§ I.S53-3(b) extend various deadlines 
to reflect statutory changes since the reg
ulations were i.5sued. Thus the number 
of days following the close of its tax
able year by which a RIC must notify its 
shareholders in writing of the making of a 
foreign tax passthrough election would be 
increased to 60. References to the number 
of days following the close of the taxable 
year by which a nominee acting as a custo
dian of a unit investment trust must notify 
holders of interests in the unit investment 
trust would be increased to 70. Similarly, 
references to the number of days following 
the close of a RIC's taxable year by which 
a statement that holders of interests in unit 
investment trusts have been directly no-



tified by the RIC (or a statement that the 
RIC has failed or is unable to notify these 
holders of interests) must be filed with the 
IRS and transmitted to a nominee would 
be increased to 60. 

Section 1.853-4 of the regulations 
would be modified to create more flexi
bility in the references to specific forms. 
The current regulations require a RIC to 
file statements with Form 1099 and Form 
1096 and to file, as a part of its return for 
the taxable year, a Form 1118. modified 
so that it becomes a statement in support 
of the election made by a RIC to pass 
through taxes paid to a foreign country 
or a possession of the United States. The 
first of these requirements, the require
ment to file statements with Forms 1099 
and 1096, is proposed to be eliminated. 
The proposed regulations would retain the 
general requirement that a RIC must file as 
part of its return a statement that elects the 
application of section 853 for the taxable 
year. 

Section 1.853-4(a) of the regulations 
would also require that a RIC agree 
to provide certain information on for
eign-source income received and foreign 
taxes paid. The information required to be 
provided is set forth in §1.853-4(c). Sec
tion 1.853-4(d) would provide that this 
required information is to be provided on 
or with a modified Form 1118 but would 
add that it may instead be provided in such 
other form or manner as may be prescribed 
by the Commissioner. This change would 
facilitate future changes in administrative 
practice if, for example, fonus are renum
bered or become obsolete. 

Special Analyses 

It has been determined that this notice 
of proposed ruIemaking is not a signifi
cant regulatory action as defined in Ex.ec
utive Order 12866. Therefore, a regula
tory assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) does not apply to these regu
lations, and, because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U .S.c. chapter 6) does not apply 
Pursuant to section 7805(f) of the Inter
nal Revenue Code, this regulation has been 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 

for comment on its impact on small busi
ness. 

Comments and Requests for Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and 8 copies) or electronic com
ments that are submitted timely to the IRS. 
The IRS and Treasury Department request 
comments on the clarity of the proposed 
rules and how they can he made easier to 
understand. All comments will be avail
able for public inspection and copying. 
A public hearing will be scheduled if 
requested in writing by any person lhat 
timely submits written comments. If a 
public hearing is scheduled, notice of the 
date, time, and place for the public hearing 
will be published in the Federal Register. 

The Treasury Department and the IRS 
invite suggestions regarding any provi
sions that should be added to the proposed 
regulations if the reporting of per-country 
information to shareholders is to be elimi
nated for calendar year 2006. In addition, 
the Treasury Department and the IRS in
vitc comments both on the date by which 
final regulations should be published in 
order for a change in rep0l1ing practice to 
be practical for 2006 and on any etlective 
date concerns regarding the reporting of 
per-country information to the IRS. 

Drafting Information 

The principal author of this regulation 
is Susan Thompson Baker of the Office of 
Associate Chief Counsel (Financial Insti
tutions and Products). 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read in part as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.853-1 also issued under 26 

U.s.c. 901(j). 

Section 1.853-2 also issued under 26 
U.s.c. 901(j). 

Section 1.853-3 also issued under 26 
US.c. 901(j). 

Section 1.853-4 also issued under 26 
USc. 901(j) and 26 U.S.c. 60J I. * * * 

Par. 2. Section 1.853-1 is amended by 
adding a sentence at the end of paragraph 
(a) to read as follows: 

,91.853-1 Foreign lux credil ullawed to 
shareholde rs. 

(a) 111 gel/era I. * * * In addition, the 
election is not applicable to any tax with 
respect to which the regulated investment 
company is not allowed a credit by reason 
of any provision of the Internal Revenue 
Code other than section 853(b)( I), includ
ing, but not limited to, section 901 (j), sec
tion 901(k), or section 901(1). 

* * * * * 
Par. 3. Section 1.853-2 is amended by 

revising paragraph (d) to read as follows: 

§1.853-2 Eifeci of election. 

* * * * * 
(d) Example. This section is illustrated 

by the following example: 
Examplf. (i) Fum. X Corpoj'~tion. a regu

lated inve~tment company with 250.000 shares of 
common stoe k outstanding. has total assets, at the 
close of the taxable year, of $10 million ($4 million 
investeu in uomestic corporations, $3.5 million in 
Foreign Country A corpor~tions, and $2.5 million 
in Foreign Country B corporations). X Corporation 
received dividend income of $800,000 from the 
[·ollowing sources: $300,O()() from domestic cor
poration>, $250.000 from Country A corporations. 
and $250.000 from Country B corporations. All 
dividends from Country A corporations and from 
Country B corporations "ere properly characterized 
as income from source, without the United States. 
The dividellds from Country A corporations were 
>ubject to a 10 pel cent withholding tax ($25,000) 
and the dividend, from Country B corporations were 
subject to a 20 percent withholding tax ($50.000). 
X Corporalion's only expenses for the taxable year 
were $80.000 of operation and management expenses 
related to both its U.S. and foreign investments. In 
this case. Corporation X properly apportioned the 
$80.000 expense based on the relallve amounts of 
its US. and foreign source gross income. Thus. 
550.000 in expense was apportioned to foreign 
,ource income ($80.000 x $500,000/$800.000. lO

tal expense times the fraction of foreign dividend 
income over total diVidend income) and $30,000 
In expense was apportioned to U.S ,Ollrce income 
($80.000 x $300,0001$800.000. total expense times 
the fraction of US. ,ouree dividend income over 
total dividend income). During the taxable year. X 
Corporation di,trihute, to its shareholders the entire 
$645.000 income that is available for distribution 
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\I'n" ineOlll,' ol'lhe RIC trea[ed Ci' deriled from for
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Par. 4. Section 1.853-3 is amended by: 
I. Revising paragraph (a). 
~. Removing the number "55th .. and 

adding the number "70Ih" in its place in the 
first sentence of paragraph (b). 

3. Revising the second sentence of 
paragraph (b). 

-L Removing the number "45" and 
adding the number "60" in its place in each 
place in whieh it appears in the fifth sen
tence of paragraph (b). 

The revisions read as follows: 

,~1.853-3 Notice to s!/(/re!1IJ Ide r.l. 

(a) Gel/cra/mlc. If a regulated invest
ment company makes an election under 
section 8.'i3(a), in the manner provided 
in * 1.8.'i3-4, the regulated investment 
cOll1pany is reyuired under section 853(c) 
to fUfIlish its shareholders with a written 
notice mailed not later than 60 days after 
the close of its taxable year. The notice 
l1lust designate the shareholder's portion 
of creditable fon?ign taxes paid to foreign 
countries or pos,essions of the United 
State, and the portion of the dividend that 
repre,enh income derived from sources 
\\ ithin eal'h country that is attributable 
to a period during which section 90 Uj) 
applies to such country, if any, and the 
pmtlOI1 of the dividend that represents in
L'Oll1e deriYed from other foreign countries 
and plhsessions of the United States. For 
purpo,es of ,ection 853( b)( ~) and para
graph (h) of ~ U\53-~. the amount that a 
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,hareholder may treat as the shareholder's 
proportionate share of foreign taxes paid 
and the amount to be included as gross 
Income deriwd from any foreign coun
try that i, attnolltable to a paiod during 
\\ hich section l)O I (j) applies to slIch coun
try or gross income from sources within 
other foreign countries or possessions of 
the United States shall not exceed the 
amount so designated by the regulated in
vestment company in such written notice, 
If. howe\'er. the amollnt designated by 
the regulated investment company in the 
notice exceeds the shareholder's proper 
proportionate share of foreign taxes or 
gross income from sources within foreign 
countries or possessions of the United 
States, the shareholder is limited to the 
amount correctly ascertained, 

(b) Shareholder of record clistodiail of 

certain lIllit il/\,estment trllsts. * * * The 
notice shall designate the holder's propor
tionate share of the amounts of creditable 
foreign taxes paid to foreign countries or 
possessions of the United States and the 
holder's proportionate share of the di vi
dend that represents income derived from 
sources within each country that is attrib
utable to a period during which section 
90 I (j) applies to such country. if any. and 
the holder's prop0J1ionatc share of the di v
idend that represents income derived from 
other foreign countries or possessions of 
the United States shown on the notice re
ceived by the nominee identified as sLlch. 

* * * 

* 8: * * * 
Par. 5. Section 1.853-4 is amended by: 
I. Revising paragraphs (a) and (b). 
2, Adding paragraphs (c) and (d). 
The revisions and additions read as fol

lows: 

,~Ui53......J Ma/lner o{lIlaking electioll. 

(<1) Gmeral rule. To make an elec
tion under section 853 for a taxable year, 
a regulated investment company must file 
a statement of election as part of its Fed
eral incomc tax return for the taxable year. 
Thc statement of election must state that 
the regulated investment company elects 
the application of section 853 for the tax
able year and agrees to provide the infor
mation required hy paragraph (c) of this 
section. 

(b) Irrel'Ocobility of the elecrion. The 
election shall be made with respect to all 

foreign taxes descrihed in paragraph (c)( 
of this section, and must be made not lat 
than the ttlne prescrihed for filing the r, 
tllrn (including extensions). This electio 
if made, shall he irrnocahle with respe 
to the dividend (or portion) and the forei~ 
taxes paid with respect thereto. to whic 
the election applies . 

(c) Rei/llired illjimllarioll. A regulate 
investment company making an e1ectio 
under section 853 must provide the follo\\ 
ing information: 

(I) The total amount of taxable incorn 
received in the taxable year from source 
within foreign countries and possession 
of the United States and the amount of tax 
able income received in the taxable yea 
ti'om sources within each such foreigi 
country or possession. 

(2) The total amount of income. wa 
profits, or excess profits taxes (describec 
in section 90 I (b)( I )) to which the electiol 
applies that were paid in the taxable year « 
such foreign countries or possessions anc 
the amount of such taxes paid to each sud 
foreign country or possession. 

(3) The amount of income. war prof 
its, or excess profits taxes paid during tht 
taxable year to which the election doel 
not apply by reason of any provision 0 

the Internal Revenue Code other than sec· 
tion 853(b), including, but not limited to 
section 901(j), section 901(k). or sectior 
90 I (l). 

(4) The date, form, and contents of tht 
notice to its shareholders. 

(5) The proportionate share of credo 
itable foreign taxes paid to each such 
foreign country or possession during the 
taxable year and foreign income received 
from sources within each such foreign 
country or possession during the taxable 
year attributable to one share of stock of 
the regulated investment company. 

(d) Time and manner of providing in· 

jiJrmation. The information specified in 
paragraph (c) of this section must be pro
vided at the time and in the manner pre
scribed by the Commissioner and, unless 
otherwise prescribed, must be provided on 
or with a modified Form I I 18 filed as part 
of the RIC's timely filed Federal income 
tax return for the taxable year. 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 

Services and Enforcement, 
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Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 
and Notice of Public Hearing 

Railroad Track Maintenance 
Credit 

REG-142270-0S 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions and notice of public hearing. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9286) under section 45G of the In
ternal Revenue Code relating to the rail
road track maintenance credit determined 
for qualified railroad track maintenance 
expenditures paid or incurred by a Class 
II or Class III railroad and other eligible 
taxpayers during the taxable year. The 
temporary regulations reflect changes to 
the law made by the American Jobs Cre
ation Act of 2004 and the Gulf Opportunity 
Zone Act of 2005. The text of those tem
porary regulations also serves as the text 
of these proposed regulations. This docu
ment also provides notice of a public hear
ing on these proposed regulations. 

DATES: Written or electronic comments 
must be received by December 7, 2006. 
Outlines of topics to be discussed nt the 
public hearing scheduled for Tuesday. Jan
uary 9, 2007, at 10 a.m. must be received 
by December 8, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-l 42270-05), room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washington, 
DC 20044. Alternatively, submissions 
may be sent electronicnlly, via the IRS 
Internet site at http://l\'~m:irs.gO\: regs 

Or via the Federal eRulemaking Por
tal at http://www.regu!arions.gov (IRS 

REG-142270-05). The public hearing 
will be held in the auditorium of the New 
Carrollton Federal Building, 5000 Ellin 
Road, Lanham. MD 20706. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regUlations, Winston H. Douglas, (202) 
622-3110: concerning submission~ of 
comments, the hearing, and/or to be 
placed on the building access list to at
tend the hearing, Kelly D. Banks, (202) 
622-7180 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed rulemak
ing have been submitted to the Office of 
Management and Budget for review in 
accordance with the Paperwork Reduc
tion Act of 1995 (44 USc. 3S07(d)). 

Comments on the collections of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of the Trea
sury, Office of Information and Regula
tory Affairs. Washington. DC 20503, with 
copies to the Internal Revenue Service, 
Attn: IRS Reports Clearance Otlicer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224. Comments on the collection of in
formation should be received by Novem
ber 7, 2006. Comments are ~pecifically 
requested concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the Internal 
Revenue Service, including whether the 
information will have practical utility: 

The accuracy of the estimated burden 
associated with the proposed collection of 

information (see below): 
How the quality, utility, and clarity of 

the information to be collected may be en
hanced: 

How the burden of complying with the 
proposed collections of informntion may 
be minimized, including through the appli
cation of automated collection techniques 
or other forms of information technology; 
and 

E~lilllates of capital or start-up costs 
and costs of operation, maintenance, and 
purchase of service to provide information. 

The collections of information in this 
notice of proposed rulemaking are in 

* 1.45G-l T(d L This information is re
quired to verify the assignments of railroad 
track miles made under section 45G(b). 
This information will be used by the 
Service for examination purposes. The 
collection of information is required to ob
tain a benefit. The likely respondents are 
business or other for-profit institutions. 

Estimated total annual reporti llg: lJ 75 
hours. 

The estimated annual burden per re
spondent varies from 1 hour to 4 hours, de
pending on individual circumstances, with 
an estimated average of 2.5 hours. 

Estimated number of respondents: 550. 
Estimated frequency of responses: An

nually. 
An agency may not conduct or sponsor, 

and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential. as required 
by 26 U.s.c. 6103. 

Background 

Temporary regulations in this issue of 
the Bulletin amend 26 CFR part 1 relat
ing to section 45G of the Internal Rev
enue Code (Code). The temporary regula
tions contain rules for claiming the railrond 
track maintenance credit for qualified rail
road track maintenance expenditures paid 
or incurred by a Class II or Class III rail
road and other eligible taxpayers during 
the taxable year. The text of those tempo
rary regulations also serves as the text of 
these proposed regulations. The preamble 
to the temporary regulations explains the 
temporary regulations and these proposed 
regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significi.il1\ 
regulatory action as defined in Executive 
Order 12R66. Therefore. a regulatory as

sessment is not required It also has been 
determined that section 553(b) of the Ad
ministrative PnKedure Act (5 U .S.C. chap
ter 5) does not apply to these regulations 

2006-2 C.B. 791 



and. because the~e regulation, do not Im

pose on small entities a collcctillfl of infor
mation requm:ment. the Regulatory Flex
ibility Act (5 USc. chapter 6) docs not 
apply. Therefore, a Regulatory Fkxlbility 
Analysis is not required. Pursuant to sec
tion 7X05( fl of the I nternal Revenue Code. 
this regulation ha\ been submitted to the 
Chief Counsel for Advocacy of the Sm~lil 
Business Admini,tratioll for comment on 
its impact ()n small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations. consideration 
will be given to any written comments 
(a signed original ~I nd eight l~) copies) 
or electronic comments that are submit
ted timel y to the IRS . The IRS and Trea
sury Department specifically request com
ments on the clarity of the proposed rules 
and how they may be made easier to un
derstand. A 11 comments will be available 
for public inspection and copying. 

A public hearing has been scheduled 
for Tuesday, January 9, 2007, beginning at 
10 a.m . in the auditorium of the New Car
rollton Federal Building. 5000 Ellin Road, 
Lanham, MD 20706. Due to building se
curity procedures, visitors must enter at 
the main front entrance. In addition, all 
visitors must present photo identification 
to enter the building . Because of access 
restrictions, visitors will not be admitted 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing. see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
preamble . 

The rules of 26 CFR 601 .60 I (a)(:3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit wrilten or electronic comments and 
an outline of the topics to be discussed and 
the time to be devoted to each topic (signed 
original and eight nil copies) by Decem
her X. l OOn. A period of 10 min utes will 
he allotted tll each person for making com
ments. An agenda showing the scheduling 
of the ~reakers will he prepared after the 
deadline for receiving olltlines has passed. 
Copies of the agenda will be a\ ailable free 
or charge at the hearing. 
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Drafting Information 

The principal author of these regula
tions is Winston H. Douglas, Office of the 
Associi.lte Chief Counsel (Passthroughs 
and Special Industries). 

* * " " * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follow s: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continucs to read as follows : 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.45G- 0 is added to 

read as follows : 

,~1.45G-O Table of contents for [he 
railroad track maintenance credit rules. 

[The text of this proposed section is the 
same as the text of § I.4SG- OT published 
elsewhere in this issue of the Bulletin]. 

Par. 3. Section 1.45G-1 is added to 
read as follows: 

~1.45G-l R([ilroad Tra ck lIlaintellance 
credit. 

IThe text of this proposed section is the 
same as the text of ~ 1.45G-1 T published 
elsewhere in this issue of the Bulletin J. 

Mark E. Matthews, 
DeplIty Commissioner for 
Services and Enforcemellt. 

(Fikd hy tht;~ Offi ce ()f the Fedt:r,l1 Register on S~ pte rnher 

7. 2(X I6. H:"5 a.m .. and puoli_hcJ in the i" uc or the Fcdcral 
Registe r li lr September X, 2( XJ6. 71 F.R . 5:1052) 

Guidance Under Section 7874 
Regarding Expatriated Entities 
and Their Foreign Parents; 
Correction Notice 

Announcement 2006-79 

AGENCY: Internal Revenue Service 
<IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions and notice of public hearing ; correc
tion. 

SUMMARY: This d()cum~n{ comains 
corrections to notic~ of proposed rute
maklllg hy cross-rl'kr~'IKt' to temporary 
regulations and notice of public hearing 
(REG-I I 29l)4-06. 2006-27 I.RE. 47) 
that was published in the Fed~ral Register 
on Tuesday. June 6, 2006 (71 FR 32495) 
relating to the determination of whether 
a foreign enti ty shall be treated as a sur
rogate foreign corporation under section 
7874(a)0)(B). 

FOR FURTHER INFORMATION 
CONTACT: Milton Cahn at (202) 
622-391 X (not a toll-free number). 

SUPPLEMENTARY INFORMATION : 

Background 

The notice of proposed rulemaking 
by cross-reference to temporary reg
ulations and notice of public hearing 
(REG-I 12994-06) that is the subject of 
these corrections are under section 7874 
of the Internal Revenue Code. 

Need for Correction 

As published, the notice of proposed 
rulemaking by cross-reference to tempo
rary regulations and notice of public hear
ing (REG- I 12994- 06) contains errors that 
may prove to be misleading and are in need 
of correction. 

Correction of Publication 

Accordingly. the notice of proposed 
rulemaking by cross reference to tem
porary regulations and notice of public 
hearing (R EG-112994-06). that was the 
subject of FR Doc. E6-8698, is corrected 
as follows : 

I. On page 32495, column 2, in the pre
amble. under the caption SUMMARY, line 
8, the language "of the Code. The text of 
those " is corrected to read "of the Internal 
Revenue Code. The text of those" . 

2. On page 32495, column 2, in the 
preamble, under the caption DATES. lines 
5 and 6, the language "24, 2006 at 10 a.m. , 
must be received by October 3, 2006" is 
corrected to read "3 1, 2006, at 1 0 a.m., 
must be received by October 10.2006". 

3. On page 32495, column 2, in the pre
amble, under [he caption ADDRESSES, 
lines 2-11 , the language "CC:PA:LPD:PR 
(REG-l 12994-06), fOom 5203, Inter
nal Revenue Service, PO Box 7604, Ben 



Franklin Station, Washington, DC 20044. 
Submissions may be hand-delivered Mon
day through Friday between the hours of 
8 a.m. and 4 p.m. to: CC:PA:LPD:PR 
(REG-l 12994-06 ), Courier's Desk, In
ternal Revenue Service, 1111 Constitu
tion Avenue, N.W., Washington, DC, or 
sent". is corrected to read CC:PA:LPD 
(REG-I 12994-06), Internal Revenue Ser
vice, PO Box 7604 Ben Franklin Station. 
Washington, DC 20044 or sent". 

4. On page 32495, column 2, in the pre
amble, under the caption ADDRESSES, 
lines 1-3 from the bottom of the paragraph. 
the language, "held in the auditorium. In
ternal Revenue Building, 1111 Constitu
tion Avenue, NW, Washington DC" is cor
rected to read "held in the auditorium. In
ternal Revenue Service, New Carrollton 
Federal Building (NCFB), 5000 Ellin Rd., 
Lanham, MD 20706" . 

5. On page 32495, column 2, in the 
preamble, under the caption FOR FUR
THER INFORMATION CONTACT, line 
3, the language "Milton Cahn at (202) 
622-3860;" is corrected to read "Milton 
Cahn at (202) 622-3860". 

6. On page 32495, column 3, in the 
preamble, under the caption FOR FUR-

THER INFORMATION CONTACT, lines 
2 and 3 from the top of the column, the 
language "Treena Garrett, (202) 622-7180 
(not toll-free numbers)" is corrected to 
read "Kelly Banks, (202) 622-0392 (not 
toll-free numbers)". 

7. On page 32495, column 3. in the 
preamble, under the paragraph heading 
"Background and Explanation of Pro
visions", line 5 from the bottom of the 
paragraph, the language "7874(a)(2)(B) of 
the Code. The text of" is corrected to read 
"7)574(a)(2)(B) of the Internal Revenue 
Code. The text of". 

8. On page 32495, column 3, in the 
preamble, under the paragraph "Special 
Analyses". line 5 from the bottom of the 
paragraph, the language "of the Code, this 
notice of proposed" is corrected to read 
"of the Internal Revenue Code, this notice 
of proposed" . 

9. On page 32496, column I, in the 
preamble, under the paragraph heading 
"Comments and Public Hearing", first 
paragraph of the column, lines 2 through 
5, the language "for October 24, 2006, at 
10 a.m. in the auditorium, Internal Rev
enue Building. 1111 Constitution Avenue, 
NW, Washington, DC." is corrected to 

read "for October 31, 2006, at to a.m. in 
the auditorium, Internal Revenue Service, 
New Carrollton Federal Building, 5000 
Ellin Road, Lanham. MD 20706." 

I O. On page 32496, column I. in the 
preamble, under the paragraph heading 
"Comments and Public Hearing", second 
paragraph of the column, lines 2 through 
5, the language "for October 24, 2006. at 
10 a.m. in the auditorium, Internal Rev
enue Building, IIII Constitution Avenue, 
N.W., Washington, DC. Due to building" 
is corrected to read "for October 31, 2006, 
at 10 a.m. in the auditorium, Internal 
Revenue Service, New Carrollton Federal 
Building, 5000 El1in Road, Lanham, MD 
20706." 

Guy R. Traynor, 
Chief, Publications and 

Regulations Branch, 
Legal Processing Division, 

Office of Associate Chief Counsel 

(Procedure and Administration). 

[Filed by the Office of the Federal Regi,[er on August 15. 
2006. 8:45 a m. and pllb[i,hed in the "slIe of (he Federal 
Reg;,(er for Augu,( [6. 2U06. 7[ F.R.47158) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 330 (31 
USC}.-Best Practices 
for lax Advisors 

T.D.9288 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 300 

User Fees Relating to 
Enrollment 

ACiENCY: Internal Re\el1ue Service 
(\ RS), Trea~lII}. 

ACTION: Final regulation,. 

SUMMARY: TIm document contains 
amendillenh tll the regulations relating to 
lIser fees for the specIal enrollment cx
amin,ttion to hecome an enrolled agent. 
the application for enrollment of enrolled 
agents, and the renewal of this enrollment. 
The charging of user fees i, authorized hy 
the Independent ()flicc~ Appropriations 
Act (lOAA) of Il»)~. 

DATES: """Iln/irc f)({lc: November 6, 
~()()(l. 

AII/I/ic((/Jililr n({te: For date of applica
hility. sc'e ~.j()O.Ok) 

fOR FURTHER INFORMATION 
CONTACT: COllcerning cost methodol
ogy, Eva Williams, (~()~) 6~2-64()(): l'on
ceming the reguhltions. Matthew Cooper, 
12()2) 622~l)4() (1I0t toll-free IlLlmbers). 

SUPPLEMENTARY INFORrvlATION: 

Background 

This documcnt amcnds thc regulations 
relating to user ke~ for the special enroll
ment e\amination to become an cmollnl 
agent, the applicatIon for enrollment of en
rolled agent" and the rcnewal of this en
mllll1ent. The charging of user fees is au
thorized hy the IOAA of lY52, which is 
cotlified at ~ I USc. l)7() I. 

The IOAA of Il))~ <lllthori/C'i agt'n
cie, to prt'~nibe feglll,ttions thelt estah
Iish chargt'~ tor st'nic'es rrmided hy the 
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Cigenc),. Tht' charges must be fair and be 
bdsed on tile cosh to the govef1lmt:nt, the 
value of the sen'iee to the recipient. the 
public policy or intacst served. and other 
relevant facts. The IOAA of 1952 pro
\ ides that regulations implementing user 
tees are subject to policies prescribed by 
the President, which arc L'lllTently set forth 
in OMB Circular A-2S. SS FR 3S 142 (July 
IS, 1993) (the OM8 Circular). 

The OMB Circular encourages user 
fees for government-provided services 
that confer benefits on identifiable re
cipients over and above those benefits 
received by the general public. Under the 
Ol\lB Circular. an agency that seeks to 
impose a user fee for Government-pro
vided services must calculate its full cost 
of providing those services. In general. 
a user fee should be set at an amount in 
order for the agency to recover the cost of 
providing the special service, unless the 
Office of Management and Rudget grants 
an exception. 

On Auguq 29, 2006. a notice of pro
posed rulemaking (REG-1451S4-05, 
2()06-39 I.R.B. 567) was published in 
the Federal Register. Approximately 
4() written COllllnents responding to the 
proposed regulations were received. A 
public hearing wa~ held on September 29. 
2006, but there were no re4ue-;ts to speak 
at the hearing. After consideration of the 
comments, the proposed regulations are 
adopted by this Tre,tsury decision, 

Enrolled Agent Program 

Section 330 of Title 31 of the tJ nited 
States Codc authorizes the Secretary of the 
Treasury to regulate practice before the 
Treasury Department. Pursuant to section 
330 of Title 31. the Secretary has published 
regulations governing practice before the 
IRS in 31 CFR part 10 and reprinted them 
as Treasury Department Cilcular )10. 230 
(Circular 230). These regulations are ad
ministered by the IRS Office of Profes
sionwl Respon"ibility (OPR). 

Section 10J of Circular no generally 
authorize, attorneys, certified public ac
countants. enrolled agents and enrolled ac
tuaries to practice before the IRS. An en
rolled agent IS defined as an individual en-

rolled as un agent pursuant to the provi
~ion, of Circular 230. The pnH'isions of 
Circular 230 provide that an individual de
siring to become an enrolled agent is eligi
ble for enrollment through either the suc
ce"ful passing of a written examinution 
or through demonstration of sufficient ex
pertise in tax administration based on for
mer employment with the IRS. Specifi
cally. ~ IO.-i(a) authorizes the Director of 
OPR to grant enrollment to an applicant 
who demonstrates special competence in 
tax matters by passing a written examina
tion administered by. or administered UIl

der the oversight of. the Director of OPR 
and who has not engaged in any conduct 
that would justify the censure, suspension. 
or disbarment of any practitioner under the 
provisions of Circular 230. Accordingly. 
every year OPR develops and administers 
a Special Enrollment Examination (SEE) 
that is given to all applicants desiring to be
come enrolled agents so that they can prac
tice before the IRS. The IRS charged ap
plicants a user fee of $55 ($45 if taking the 
examination in parts) in order to take the 
2005 SEE. 

Section 1O.4(b) authorizes the Director 
of OPR to grant enrollment for former IRS 
employees if the former employee meets 
certain requirements. including length of 
employment with the IRS and substantive 
tax expertise. Application for enrollment 
based on former employment with the IRS 
must be made within three years from the 
date of separation from such employment. 

Once eligible for enrollment, by either 
passing the examination or because of for
mer employment with the IRS, an appli
cant must file an application for enroll
ment on Form 23, "Applicationjor Enroll
ment to Practice Bejore the internal Rev
eflue Service," with the Director of OPR. 
As part of the application for enrollment 
process, the applicant must enclose a check 
or money order payable to the IRS in the 
amount set forth on Form 23, which consti
tutes a fee charged to each applicant for en
rollment. The fee is nonrefundable regard
less of whether the applicant is granted en
rollment. The current user fee for enroll
ment on the Form 23 (Rev. February 2005) 
is $80. The Director of OPR will act upon 
an application for enrollment and issue an 



enrollment card to each individual whose 
application for enrollment to practice be
fore the IRS is approved. 

pursuant to § IO.6(d), each individual, 
once enrolled, is required to renew the en
rollment every three years to maintain an 
active enrollment to practice before the 
IRS. In order to qualify for renewal, an ap
plicant must certify the completion of the 
continuing professional education require
ments set forth in § I 0.6(e) of Circular 230. 
A nonrefundable user fee of $80 is cur
rently charged for each application for re
newal of enrollment filed with the Direc
tor of OPR on Form 8554, "Application for 
Renewal of Enrollment to Practice Before 
the Internal Revenue Service." 

Contracting Out of Special Enrollment 
Examination 

OPR has recently contracted out certain 
functions pertaining to the SEE to a private 
contractor. The contractor will furnish the 
resources, facilities, and services neces
sary to administer the entire SEE program, 
which im:ludes examination development, 
administration of SEE, notification to IRS 
of candidates who took the examination. 
and the results of the examination. The 
contractor will receive payment for its 
services by charging a fee to examination 
applicants. OPR will, nonetheless, still 
maintain an oversight role with respect 
to the SEE. The contractor will collect a 
user fee on behalf of the IRS based on 
the full costs incurred by the IRS. These 
final regulations only establish a user fee 
with respect to the government costs for 
overseeing the SEE and do not includc 
any fee that the contractor may charge for 
its services. Accordingly, while the user 
fee imposed pursuant to these regulations 
is less than the user fee that applicants 
were charged in 2005, the total fee that 
applicants will be charged is greater. The 
IRS estimates that the efficiencies result
ing from using a contractor will reduce the 
total fees that would otherwise be charged 
by the IRS in order to recover the full cost 
of the IRS administering all aspects of the 
SEE. Further information about the con
tracting out of the SEE can be found 
at http://www.irs.g()v/taxpros/agents/ 
index.html. 

Summary of Comments 

The final regulations estahlish an $ I I 
per part user fee for the SEE. The final 
regulations establish separate $125 user 
fees for the enrollment ant! renewal of en
rollment process. Most of the comments 
on the proposed regulations did not favor 
the higher fees. These comments focused 
on the increased economic burden on en
rolled agents resulting from the higher 
fees. Several comments a]<;o stated that 
the Request for Propo~al rRFP) for the 
examination implied that the IRS would 
collect its fee from the amount that the 
contractor is charging for its services. One 
comment requested that the IRS publicly 
release the costing methodology and the 
schedule for reevaluating the user fees, as 
well as provide a clarification of the "Spe
cial Analyses" section of the preamble. 
For the following reasons, these final reg
ulations follow the proposed regulations 
without change. 

The OMB Circular require, the IRS to 
calculate and recover its full cost of pro
viding services under the enrolled agent 
program. In accordance with the OMB 
Circular, these final regulations increase 
the fees to bring thcm in linc with actual 
costs based upon a recent review of the 
enrolled agent program. The IRS i~ in 
compliance with the OMB Circular in its 
methodology for computation of the actual 
cost and will follow the OMB Circular's 
direction providing for a biennial reevalu
ation of the fees. 

The IRS has determined that the full 
cost to the IRS of overseeing the SEE is 
$1 1 per part per applicant This revised 
user fee reflects the change in IRS costs 
of administering the examination program 
as a result of contracting out of the exami
nation to a private contractor. For the first 
examination cycle (October 5,2006 to De
cember I, 2006), the contractor is not col
lecting any user fee on behalf of the IRS. In 
future years, consistent with the RFP, the 
contractor will collect the user fee based on 
the full costs incurred by the IRS in over
seeing the examination, which is separate 
and distinct from the fee that the contractor 
is charging for its services. 

The IRS has determined that the full 
cost of administering the enrollment and 
renenrollment process is $125 per en
rolled agent. Before this final regulation, 
the most recent increase in user fees for 

the enrollment ami renewal of enrollment 
process was in September IlJ95. 

The Chief Counsel for Advocacy of 
the Small Business Administration (SBA) 
commented that the certification in the 
proposed regulatiuns regarding the eco
nomic impact on small entitie, in the 
"Special Analyses" section of the pre
amble could be clearer. Specifically, the 
SBA requested that the certification iden
tify the number of enrolled agents and 
the appropriate North American Industry 
Classification System (NAICS) codes for 
enrolled agents, estimate the percent of 
enrolled agents that are l)perating a~ or 

employed by ~maJl entities based upon the 
small husiness size standards established 
by the SBA. and further explain why the 
increased fees are not economically sig
nificant. The "Special Analyscs" section 
of the final regulations adopts these reC
ommended changes. 

Special Analyses 

It has been determined that this final 
rule is not a significant regulatory action 
a~ defined in Exeellti ve Order 12866. 
Therefore, a regulatory assessment is 

not reyuired. It is hereby certified that 
these regulations will not have a ~ignif
ieant economic impact on a sub~talltial 

number of small entities. Accordingly, a 
regul<ltory tlexibility analysis is not re
quired. This certification is based on the 
information that follows. This final rule 
affects enrolled agents, of which there 
are currently 45,261 active. The eco
nomic impact of these regulations on any 
small entity would result from a small 
entity, including a sole proprietor. being 
required to pay a fee prescribed by these 
regulations in order to obtain a particular 
service. The appropriate NAICS codes 
for enrolled agent-. relate to tax prepara
tion services (NAICS code 541213) and 
other accounting service~ (1\ AICS code 
541219). Entities identified under these 
codes are considered small under the SBA 
size standards (13 CFR 121.20 I) if their 
annual revenue is less than S6.S million 
or $7.5 million respectively. The IRS es
timates that 99 percent of enrolled agents 
are operating as or employed by small en
tities. Therefore, the IRS has detcrmined 
that this final rule will affect a sub~tan
tial number of small entities. The dollar 
amounts of the increa,es in fees are not. 
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however, sub~tantial enough to have a 
significant economic impact on any entity 
subject to the fees. The amount~ of the 
fees are commensurate with. if not less 
than, the amount of fees charged for other 
professional examination and enrollment 
fees. Persons who elect to take the exami
nation and apply for enrollment or renewal 
of enrollment also receive benefits from 
obtaining the enrolled agent designation. 
The Chief Counsel for Advocacy of the 
Small Business Administration submitted 
comments on the regulation, which are 
discussed elsewhere in this preamble. 

Drafting Information 

The principal author of these regula
tions is Matthew S. Cooper of the Office 
of the Associate Chief Counsel (Procedure 
& Administration), Administrative Provi
sions & Judicial Practice Division. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR Part 300 IS 

amended as follows: 

PART 300-USER FEES 

Paragraph I. The authority citation for 
part 300 continues to read in part as fol
lows: 

Authority: 31 U.s.c. 9701. 
Par. 2. Section 300.0 is amended as 

follows: 
I. Paragraphs (b)(4), (b)(S), and (b)(6) 

are added. 
2. Paragraph (cl is revised. 
The additions and revision read as fol

lows: 

.~300.0 User fees; in general. 

* * t: * * 
(b) * * * 
(4) Taking the special enrollment exam

ination to become an enrolled agcnt. 
(5) Enrolling an enrolled agent. 
(6) Renewing the enrollment of an en

rolled agent. 
(c) tffeClil'c date This part 300 is ap

plicable March 16, 1995, except that the 
user fee for processing offers in compro
mise is applicable November I, 2003, and 
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the user fee for the special enrollment ex
amination. enrollment, and renewal of en
rollment for enrolled agents is applicable 
November 6, 2006. 

Par. 3. Section 300.4 is added to read 
as follows: 

.9300.4 Special enrollment examination 
fee. 

(a) Applicability. This section applies 
to the special enrollment examination to 
become an enrolled agent pursuant to 31 
CFR 10.4(a). 

(b) Fee. The fee for taking the special 
enrollment examination is $11 per part, 
which is the government cost for oversee
ing the examination and does not include 
any fees charged by the examination ad
ministrator. 

(cl Person liable for thefee, The person 
liable for the special enrollment examina
tion fee is the applicant taking the exami
nation, 

Par, 4. Section 300.5 is added to read 
as follows: 

§300.5 Enrollment of enrolled agent fee. 

(a) Applicability. This section applies 
to the initial enrollment of enrolled agents 
with the IRS Office of Professional Re
sponsibility pursuant to 31 CFR 1 O,S(b), 

(b) Fee, The fee for initially enrolling 
as an enrolled agent with the IRS Office of 
Professional Responsibility is $125. 

(c) Person liable for the fee, The per
son liable for the enrollment fee is the ap
plicant filing for enrollment as an enrolled 
agent with the IRS Office of Professional 
Responsibility. 

Par. 5. Section 300.6 is added to read 
as follows: 

§300.6 Renewal of enrollment of enrolled 
agent fee. 

(a) Applicability, This section applies 
to the renewal of enrollment of enrolled 
agents with the IRS Office of Profes
sional Responsibility pursuant to 31 CFR 
10.6(d)(6). 

(b) Fee. The fee for renewal of enroll
ment as an enrolled agent with the IRS Of
fice of Professional Responsibility is $125, 

(C) Person liableforthefee. The person 
liable for the renewal of enrollment fee is 

the person renewing their enrollment as 
an enrolled agent with the IRS Office of 
Professional Responsibility, 

Mark E, Matthews, 
Deplltr Call/missioner for 
Sen' ices and Enforcement. 

Approved October 2, 2006. 

Eric Solomon, 
Acting Deputy Assistant 
Secretary for Tax Policy, 

(Filed by the Office of the Federal Regi,ter on October 3, 
2006, 1000 a.m, and published in the issue of the Federal 
Regi,ter for October 5.2006,71 F.R. 58740) 

Section 472.-Last-in, 
First-out Inventories 

26 CFR 1472-1: Lasl-in,jirsl-our invenrories. 

LIFO; price indexes; department 
stores. The August 2006 Bureau of La
bor Statistics price indexes are accepted 
for use by department stores employing 
the retail inventory and last-in, first-out 
inventory methods for valuing inventories 
for tax years ended on, or with reference 
to, August 31, 2006. 

Rev. Rul. 2006-53 

The following Department Store Inven
tory Price Indexes for August 2006 were 
issued by the Bureau of Labor Statistics. 
The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-I(k) 
of the Income Tax Regulations and Rev, 
Proc. 86-46, 1986-2 c.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, August 31,2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total. which covers all departments, 
including some not listed separately, ex
cept for the following: candy, food, liquor, 
tobacco, and contract departments, 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise /loted) 

Percent Change 
from Aug 2005 

Groups Aug 2005 Aug 2006 to Aug 20061 

l. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Piece Goods ............................................ . 
Domestics and Draperies ................................. . 
Women's and Children's Shoes ..................... . 
Men's Shoes ................................. '" .. . 
Infants' Wear ..................................... . 
Women's Underwear ............. , ................. . 
Women's Hosiery ..... , ...................... " .. . 
Women's and Girls' Accessories ................ , ... . 
Women's Outerwear and Girls' Wear ........... '" .. . 
Men's Clothing ................ '" ...................... . 
Men's Furnishings ................................. , 
Boys' Clothing and Furnishings. , ................... , 
Jewelry ........................ " ............ '" .. , 
Notions ......................................... . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding ................................... . 
Floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 
Recreation and Education2 ................................ . 
Home Improvements2 .................................... . 

Automotive Accessories2 ................................. . 

Groups 1-15: Soft Goods ...................................... . 
Groups 16-20: Durable Goods .................................. . 
Groups 21-23: Misc. Goods2 ........... , ....................... . 

Store Total3 . , ................ , .... , , .... , .. , . , .......... , 

486.8 
512.2 
661.5 
875.1 
554.0 
542.8 
339.1 
585.4 
331.2 
527.1 
557.0 
384.1 
888.5 
810.5 
998.0 
598.5 
614.0 
708.6 
203.9 
38.7 
77.3 

136.0 
115.9 

544.8 
378.6 
92.6 

485.7 

457.5 -6.0 
486.2 -5.1 
671.9 1.6 
877.5 0.3 
563.9 1.8 
534.2 -1.6 
340.6 0.4 
531.7 -9.2 
341.4 3.1 
517.3 -1.9 
551.5 -1.0 
384.3 0.1 
916.9 3.2 
823.5 1.6 
995.5 -0.3 
603.3 0.8 
622.4 1.4 
697.7 -1.5 
203.5 -0.2 
35.5 -8.3 
76.3 -1.3 

140.3 3.2 
121.2 4.6 

544.9 0.0 
373.1 -1.5 
93.6 1.1 

484.9 -0.2 

1 Absence of a minus sign before the percentage change in this column signifies a price increase. 

2Indexes on a January 1986 = 100 base. 

3The store total index covers aU departments, including some not listed separately, except for the following: candy, food, liquor, 
tobacco and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 

of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 

Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 
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Part III. Administrative, Procedural, and Miscellaneous 
Information Reporting 
Requirements for Payments of 
Interest on Tax-Exempt Bonds 

Notice 2006-93 

Section I: Purpose 

This notice prll\ide, guidance on the 
new information reporting requirements in 
scction 6()~Y of thc Internal Revenue Code 
for [laymenh [11' interest on State or local 
homl, that arc c\cludable from gross in
come undcr section 103 of the Code (tax
excmpt interc,;t). References to "tax-ex
empt interest" herein also include exempt
interest dividends under section 852(b )(5) 
(exempt-interest dividends). This notice 
provides transitional guidance for persons 
(payors) reqUired under section 6049. as 
amenucu. to file with the Internal Rev
enue Scrvice and to furnish to payment re
cipients (payees) information with respect 
to payment, of tax-exempt interest com
mencing in 2006. 

Pursuant to this notice. in order to sat
isfy the requirements of section 6049 for 
payments of tax-exempt interest made 
in 2006. affected payors may file with 
the Service and furnish to payees a Form 
10YY-II\T. 11I{f'/YI! Income. to report in
formation regarding the aggregatc amount 
of tax-exempt interest paid in 2006 and. to 
the extent possible after reasonable effort. 
the separately-identified portion of the 
tax-exempt interest that constitutes inter
est on specified private activity bonds that 
is an item of tax preference under section 
57(a)(5) for purposes of the alternative 
minimum tax (tax-exempt AMT interest). 
Alternatively. to satisfy the requirements 
of section 60.+9 for payments of tax-ex
empt interest maue in 20()6. in lieu offiling 
and furnishing Form I 099-1 NT. payors 
Illay file with the Service anu furnish to 
payees a substitute statement containing 
the information speci fied in Section 3 of 
thi~ notice (substitute statement). 

This notice also provides that the Ser
\ Ice will not impose penalties for viola
tion~ of section 60'+Y with respect to pay
ll1enh of tax-nempt interest in 2006 if a 
pC!) O!" satIsfies the requirements of Section 
-' of (hi, notice. This notice funher pro
\ ide, that the Senil·e is prmiding transi
tional relief fflll1l backup withholding un-
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der section 3~06 with respect to any pay
ment of tax-exempt interest made in 2006 
and in the first quarter of 2007. Section 
5 of this notice defers reponing obliga
tions with respect to certain tax-exempt 
bearer bonds and original issue discount on 
tax-exempt bonds. 

Section 2: Background 

On May 17.2006. the Tax Increase Pre
vention and Reconciliation Act of 2005. 
Pub. L. No. 109-222. 120 Stat. 345 
(TIPRA). was enacted into law. Section 
502 ofTIPRA amended section 6049 to re
move "interest on any obligation if such in
terest is tax-exempt under section 103(a)" 
from the list of payments excluded from 
the definition of "interest" for purposes of 
information reporting. Section 6049 now 
requires the reporting of tax-excmpt in
terest paid after December 31, 2005. in a 
manner similar to reporting interest paid 
on taxable obligations. Section 6049 pro
vides. in relevant part. as follows: 

Sec. 6049. Returns regarding payments 
of interest 

(a) Requirement of reporting.-Every 
person-

(1) who makes payments of interest (as 
defined in subsection (b)) aggregating $10 
or more to any other person during any 
calendar year. or 

(2) who receives payments of interest 
(as so defined) as a nominee and who 
makes payments aggregating $10 or more 
during any calendar year to any other per
son with respect to the interest so received. 

shall make a return according to the 
forms or regulations prescribed by the 
Secretary. setting forth the aggregate 
amount of such payments and the name 
and address of the person to whom paid. 

(b) Interest defined.-
(I) General rulc.-For purposes of sub-

section (a). the term "interest" means
(A) interest on any obligation-
(i) issued in registered form. or 
(ii) of a type offered to the public, 
other than any obligation with a matu
rity (at issue) of not more than 1 year 
which i, held by a corporation ... 
Section 6049 requires payors of inter-

est to file information returns with the Ser-

vice and to furni~h corresponding intl)!"
mation statements to payees named on the 
information returns showing the informa
tion that is reported to the Service. The 
return and information statement are reo 
quired to include information concerning 
the aggregate amount of tax-exempt in
terest and the separately-stated amount of 
tax-exempt AMT interest that was paid hy 
the payor during the calendar year to assist 
taxpayers and the Service in determining a 
taxpayer's correct tax liability for the cal
endar year. 

Payors have advised the Treasury De
partment and the Service that the amend
ment to section 6049 enacted by TIPRA 
and which established January I. 2006. as 
the effective date by which payors ll1U,r be
gin to capture information on payments of 
tax-exempt interest. provides insufficient 
lead time for many payors to make the nec
essary programming changes to comply 
with the reporting and backup withhold
ing requirements. In order to provide time 
for payors to implement these program
ming changes. the Service will not im
pose penalties or backup withholding obli
gations on payors that comply with the re
quirements in the transition rules set forth 
in Sections 3 and 4 of this notice. The 
penalty and backup WIthholding relief un
der this notice will allow additional time 
for payors to make the necessary program
ming changes to enable them to capture 
infonnation on, and report payments of, 
tax-exempt interest made in 2006 and fu
ture calendar years consistent with the re
porting requirements of section 6049. as 
amended. 

Section 3: Transitional Information 
Reporting Requirements for 
Tax-exempt Interest Paid in 2006 
and Related Penalty Relief 

Section 3.1. Background. Section 6721 
provides for a penalty in the case of any 
failure by any person to file a correct in
formation return reporting payments of 
interest paid pursuant to section 6049. 
Additionally. section 6722 provides for a 
penalty in the case of any failure by any 
person to fumish a correct corresponding 
payee statement to each person whose 
name is required to be reported as the re
cipient of interest paid. Section 60 II (e) 



provides rules regarding electronic filing 
of tax returns. Under section 6049, as 
amended by TIPRA, payments of tax-ex
empt interest potentially arc subject to 
backup withholding under section 3406. 

Section 3.2. Pell(lliy Reliej: The Ser
vice will not impose penaltie~ under sec
tion 6721 or ,ectilln 0722 for fai/ure to 
report payments attributable to tax-ex
empt interest paid in calendar ycar 2006, 
and waives any requirement limIer 60 I I (e) 
to file such int<'.lrlnation returns reporting 
only such payments in magnetic media if 
payors comply with Ihe requirements of 
Sections 3.3 and ':;.4 of this notice. 

Section 3.3. Report Ten·exempt Interest 
on Forlll lU99-INT or Oil Pre.\cribed SlIh
stitute Statell/ellt. Fur tax-exempt inter
est paid in 2006, payor, may report infor
mation regarding tax-exempt interest (in
cluding exempt-interest dividends) and, to 
the extcnt pmsible after reasonable cffort, 
tax-exempt AMT interest to the Service 
and to payees on Form I099-INT Alter
natively, in lieu of reporting tax-exempt in
terest on Form 10l)l)-1:--JT. payors may re
port information regarding tax-exempt in
terest to the Service and to payees on a 
substitute statement that meets the require
ments described below. 

The payor may report to the Service 
and furnish to the payee a substitute state
ment that provides information regarding 
the amount of tax-exempt interest and, to 
the extent po, sible after reasonable effort 
lax-exempt AMT interest paid in 2006. 
The substItute statement must include, at 
a minimum, the following information: 

(a) Payor's name, address and tele
phone number: 

(b) Payor's federal employer identifica
lion number: 

(c) Payee's name and addres ';: 
(d) Payee's taxpayer identification 

number (TIN), if available: 
(e) Payee's account number: 
(f) The amount of tax-exempt interest 

(including tax-exempt interest that is paid 
as exempt-interest dividends): 

(g) The amount of tax-exempt AMT in
terest (including tax-cxcmpt AMT intcrcst 
that is paid as exempt-interest dividends), 
to the extent possible after reasonable ef
furt: and 

(h) Federal income tax withheld, if any. 

The substitutc statement must also indi
cate that the amount of tax-exempt interest 

paid in 200f) must be reported on the appli
cable Form 1040, US lJ1diniillal Illccme 

TeIX Return, for 2006 and that the amount 
of tax-exempt AMT interest paid in 2006 
must be taken into account in computing 
the alternative minimum tax :eported on 
Form 1040 for 2006. Payors are required 
to retain records sufficient to show the 
amounts reported to payees on the substi
tute statements. 

Section 3.4. Timing for Forms 
I099-INT lind Substitute Statements. For 
tax-exempt interest paid in 2006, payors 
must furnish Forms 1099-INT or substi
tute statements to payees by January 3 I, 
2007, and to the Service by February 28, 
2007, if riled on paper or by magnetic 
media. or by March 3 I, 2007, if filed elec
tronically. 

Section 4: Transitional Provisions 
Regarding Backup Withholding 

Section 4.1. Backup Withholding Re
lief ill General. The Service understands 
that the programming changes necessary 
to institute backup withholding for the 
first time on accounts that pay tax-ex
empt interest may require considerable 
lead time to implement in many circum
stances. In recognition of this needed lead 
time, the Service is providing transitional 
relief from backup withholding under sec
tion 3406 with respect to any payment 
of tax-exempt interest made in 2006 and 
in the first quarter of 2007 (i.e., between 
January I, 2006, and March 31, 2007). 

Section 4.2. Existing Accounts.' Spe
cial Payee Cl!rtijication Rules and Backup 
Withholding after March 31. 2007. For 
accounts established or instruments ac
quired on or before October 30, 2006, 
that involve the payment of tax-exempt 
interest after March 31, 2007, the general 
rulcs on backup withholding under scction 
3406 will apply to reportable payments of 
tax-exempt interest made after March 31. 
2007. For this purpose, a payee will be 
treated as satisfying the payee certification 
requirements under section 3406(d) if the 
payor of tax-exempt interest obtains from 
the payee, a valid TIN by any reason
able manner. including by an uncertified 
writing, by oral communication, or by a 
completed, certified Form W-9, Request 
for Taxpaw'l' Idcntijimtion Number alld 

Certification. Solely for purposcs of relief 
from the backup withholding requirements 

that would otherwise apply to payments 
of tax-exempt interest by reason of payee 
certification failure, this Section ~hall 

continue to apply until the Treasury De
partment and the Service provide further 
guidance regarding payee certification un
der section 3406(d) for these accounts and 
instruments. 

Section 4.3. New Accounts: Geneml 
Payee Certification Rules and Backup 
Withholding after March 31, 2007. For 
new accounts established or instruments 
acquired after October 30, 2006, that 
involve the payment of tax-exempt in
terest after March 31, 2007, the general 
rules on backup withholding under section 
3406 will apply to reportable payments 
of tax-exempt interest made after March 
31, 2007. For this purpose, the general 
rules on payee certification under section 
3406(d) require that a payor obtain from 
a payee a completed, certified Form W-9, 
Request for Taxpaver fdelllijicatioll Nwn
her and CertijicatirJ11. 

Section 5: Tax-exempt Original Issue 
Discount and Tax-exempt Bearer Bonds 

This Section makes special provision 
for "original issue discount" on tax-ex
empt bonds within the meaning of section 
1288 (tax-cxcmpt OID) and for tax-ex
empt interest on State or local bonds that 
are not subject to the bond registration 
requirement under section 149(a) (tax-ex
empt bearer bonds). For tax-exempt OlD 
and tax-exempt bearer bonds. no infor
mation reporting under section 6049 or 
backup withholding under section 3406 
will be required for calendar year 2006 or 
thereafter until such time as the Service 
and the Treasury Department provide fu
ture guidance. 

Section 6: Effective Date 

This notice is effective as of October 30, 
2006. 

Section 7: Paperwork Reduction Act 

The collection of information required 
in connection with reporting of infor
mation regarding tax-exempt interest on 
Form I099-INT. as referenced in this no

tice, has been reviewed and approved by 
the Office of Management and Budget 
(OMB) in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
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3507(d)) under OMB control number 
15.+5-0112. The provisions of Section :; 
of thi~ notice. which provide a permissive 
alternative way to report information re
garding tax-exempt mterest on a substitute 
qatement. require the ~ame kind of infor
mation as required by Form I099-1NT 
and do not impose any requirement to 
report ~\dditional informati()n beyond that 
required hy Form IOyL)-INT. 

An agency may not conduct or sponsor. 
and a per~on IS not required to respond to. a 
collection of information unless it displays 
a valid control number assigned by the Of
lice of Management and Budget. 

Books or records relating to a collection 
Df information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally. tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. 6103. 

Section 8: Contact Information 

The principal author of this notice is 
Karen E. Briscoe of the Office of Associate 
Chief Counsel (Procedure & Administra
tion). For further information regarding 
this notice. contact Mrs. Briscoe at (202) 
622-8117 (not a toll-free call). 

Appeals Arbitration Program 

Rev. Proc. 2006-44 

SECTION I. PURPOSE 

This revenue procedure formally es
tablishes the Appeals arbitration program. 
which i~ designed to improve tax ad
ministration. provide customer service 
and reduce taxpayer burden. Arbitra
tion is available for cases within Appeals 
jurisdiction that meet the operational re
quirements of the program. Generally. this 
program is available for cases in which a 
lImited number of factual issues remain 
unresohed follOWIng settlement discus
,ions in Appeals. Within Appeals. the 
Office of Tax Policy and Procedure will 
k rcsponsible for (he m:.magement of the 
Appeab arbitration program. 
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SECTION 2. BACKGROUND 

.0 I Section 7123(b )(2) of the Internal 
Revenue Code. as enacted by § 3465 of 
the Internal Revenue Service Restructur
ing and Reform Act of 1998. Pub. L. 
N n. 105-206. 112 Stat. 685. provides 
that the Secretary shall establish a pilot 
program under which a taxpayer and Ap
peals may jointly request binding arbitra
tion on certain unresolved issues. On Jan
uary 18. 2000. Appeals began a two-year 
test of an initial arbitration procedure. See 
Announcement 2000-4. 2000- I C.B. 317. 
On July I. 2003. Appeals completed an 
additional one-year test of its arbitration 
procedure. See Announcement 2002-60. 
2002-2 C.B. 28. During these test periods. 
the IRS allowed taxpayers to request arbi
tration for certain factual issues that were 
already subject to the Appeals administra
tive process. 

.02 This revenue procedure supersedes 
Announcements 2000-4 and 2002-60. 

SECTION 3. SCOPE OF ARBITRATION 

.01 The arbitration procedure may be 
used to resolve issues while a case is in Ap
peals. after settlement discussions are un
successful and. generally. when all other 
issues are resolved but for the specific fac
tual issue(s) for which arbitration is being 
requested. 

,02 The arbitration procedure does not 
create any special authority for settle
ment by Appeals. During the arbitration 
process. Appeals is still subject to the 
procedures that would be applicable if 
the issue were being considered by Ap
peals. including procedures in the Internal 
Revenue Manual and existing published 
guidance. 

.03 Arbitration is available: 
(I) Only for factual issues; 
(2) For factual issues for which a re

quest for competent authority assistance 
has not yet been filed. Taxpayers are cau
tioned that if they enter into a settlement 
with Appeals (includ1l1g an Appeals set
tlement through the arbitration process). 
and then request competent authority as
,istance. the U.S. competent authority will 
endeavor only to obtain a correlative ad
justment with the treaty country and will 
not take any actions that would otherwise 
change the settlement. See section 7.05 of 
Rev. Proc. 2002~52. 2002-2 c.B. 242, 

or the corresponding provision of any suc
cessor guidance. If a taxpayer enters into 
the Appeals arbitration program. the tax
payer may not request competent author
ity assistance until the arbitration process 
is completed. unless the taxpayer demon
strates that a request for competent author
ity assistance is necessary to keep open a 
statute of limitations in the treaty country. 
If so. competent authority assistance may 
be requested while arbitration is pending 
and the U.S. competent authority will sus
pend action on the case until arbitration is 
completed; and 

(3) For factual issues unresolved at the 
conclusion of unsuccessful attempts to en
ter into a closing agreement under I.R.C. 
§ 7121. 

.04 Arbitration will not be available for: 
( I ) Legal issues; 
(2) Cases in which arbitration is not ap

propriate under either 5 U,S.C. § 572 or 
5 U.S.C. § 575. which provide the general 
authority and guidelines for the use of al
ternative of dispute resolution in the ad
ministrative process. 

(3) Issues docketed in any court; 
(4) Issues in a taxpayer's case desig

nated for litigation; 
(5) Compliance Coordinated (formerly 

lndustry Specialization Program) Issues 
(CCl) or Appeals Coordinated Issues 
(ACI) listed at http://www.irs.gov/irs/ 
article/O"id=128327,OO.htm/; see 
§§ 8.7.3.2.1 and 8.7.3.2.2 of the In
ternal Revenue Manual. found at 
hrtp:llwww.irs.govlirm/index.htmi; 

(6) Issues for which a request for 
competent authority assistance has been 
filed under the provisions of Rev. Proc. 
2002-52. or any successor guidance, in
cluding issues in cases submitted to the 
competent authority under the simultane
ous appeals procedure. If the competent 
authority declines assistance, the com
petent authorities fail to agree. or if the 
taxpayer does not accept the mutual agree
ment reached by the competent authori
ties, the taxpayer is permitted to refer the 
unresolved issues to Appeals for further 
consideration and may submit a request to 
arbitrate unresolved factual issues under 
this revenue procedure; 

(7) Collection cases, except for those 
involving: (i) an unsuccessful attempt 
to enter into a compromise under I.R.C. 
§ 7122; and (ii) trust fund recovery penalty 
(TFRP) cases that involve whether a per-



son: (a) was required to collect, truthfully 
account for, and pay over income, em
ployment, or excise taxes; (b) was willful 
in attempting in any manner to evade 
or defeat any aforementioned tax or the 
payment thereof; and (c) is liable for the 
TFRP under I.R.C § 6672; as provided 
for in any subsequent guidance issued by 
the Service; 

(8) Issues for which arbitration would 
not be consistent with sound tax admin
istration, e.g., issues governed by closing 
agreements, by res judicata, or controlling 
Supreme Court precedent; 

(9) "Whipsaw" issues, i.e., issues for 
which resolution with respect to one party 
might result in inconsistent treatment in 
the absence of the participation of another 
party; 

(0) Frivolous issues, such as, but not 
limited to, those identified in Rev. Proc. 
2001-41,2001-2 c.B. 173, which defines 
frivolous issues and sets forth the Service's 
policy against making technical rulings on 
such issues. 

(11) Cases in which the taxpayer did 
not act in good faith during Appeals settle
ment negotiations, e.g., failure to respond 
to document requests, failure to respond 
timely to offers to settle, failure to address 
arguments and precedents raised by Ap
peals; or 

(12) Issues that have been otherwise 
identified as excluded from the arbitration 
program. 

SECTION 4. APPLICATION PROCESS 

. 01 Arbitration is optional for both the 
taxpayer and Appeals. Either the taxpayer 
or Appeals may submit a request to arbi
trate after consulting with the other party. 

.02 A taxpayer may submit a request 
to arbitrate by sending a written request 
to the appropriate Appeals Team Manager 
and a copy to the Chief, Appeals, 1099 14th 
Street, NW, Suite 4200 East, Washington, 
DC 20005, Attn: Office of Tax Policy and 
Procedure. The request to arbitrate should: 

(1) Provide the taxpayer's name, TIN, 
address, and the name, title, address and 
telephone number of a person to contact; 

(2) Provide the Appeals Team Case 
Leader's, Appeals Officer's, or Settle
ment Officer's name; 

(3) Identify the taxable period(s) In

volved; 

(4) Describe the issue for which the tax
payer is requesting arbitration, including 
the dollar amount of the adjustment in dis
pute; and 

(5) Contain a representation that the is
sue is not an ex.cluded issue listed in sec
tion 3.04. above. 

.03 The Appeals Team Manager will 
respond to the taxpayer and the Appeals 
Team Case Leader, Appeals Officer, or 
Settlement Officer, generally, within two 
weeks after the Appeals Team Manager re
ceives the taxpayer's request for arbitra
tion. The Appeals Team Manager will se
cure the concurrence of the Chief, Appeals 
- Office of Tax Policy and Procedure, 
prior to notifying the taxpayer and the Ap
peals Team Case Leader, Appeals Officer, 
or Settlement Officer of the decision. 

(1) If Appeals approves the request to 
arbitrate, the Appeals Team Manager will 
schedule a conference or conference call 
that will include a representative from the 
Chief, Appeals - Office of Tax Policy and 
Procedure. This representative will act as 
the Administrator to manage and supervise 
the arbitration proceeding and to act as li
aison between the taxpayer and Appeals 
(the Parties) and between the Parties and 
the Arbitrator. At a later date, pursuant to 
section 6.02, the Parties may select another 
Administrator, including non-IRS persons. 

(2) Although no formal appeal proce
dure exists for the denial of a request to 
arbitrate, a taxpayer may request a confer
ence with the Appeals Team Manager to 
discuss the denial. The denial of a request 
to arbitrate is not subject to judicial review . 

SECTION 5. AGREEMENT TO 
ARBITRATE 

. 0 I Upon approval of the request to ar
bitrate, the Parties will enter into a writ
ten agreement to arbitrate. See Exhibit 1 of 
this revenue procedure for a model agree
ment to arbitrate. The attached model 
agreement is designed to serve as a basic 
framework; if there is mutual agreement, 
the Parties are free to eliminate or mod
ify existing provisions and add new provi
sions as necessary. Each Party enters an 
agreement to arbitrate in reliance on the 
other Party's agreement to be bound by the 
decision of the Arbitrator. The agreement 
to arbitrate will, at minimum: 

(1) Specify the issue(s) that the Parties 
have agreed to arbitrate; 

(2) Assign to the Arbitrator the pre
scribed task of findmg facts; 

(3) Describe with precision the answer 
the Parties seek; e.g., a specific dollar 
amount, range of dollar values, a 'yes' or 
'no' finding, etc. 

(4) Describe and limit the kind of in
formation the Arbitrator may consider, 
e.g., the Parties' agreement as to any legal 
guidance the Arbitrator must rely upon in 
reaching a decision; 

(5) Contain an initial list of witnesses, 
attorneys, representatives, and observers 
for each Party (collectively known as Par
ticipants) ; 

(6) Provide that the time and place of 
any hearing will be determined by mutual 
agreement of the Parties, and; 

(7) Prohibit ex parte contacts between 
the Arbitrator and the Parties. 

.02 The agreement to arbitrate may 
limit the number, identity and partici
pation of Participants. In addition, the 
agreement may stipulate the subsequent 
tax or other treatment resulting from the 
Arbitrator's decision and clarify any other 
issues that may result from the Arbitra
tor's decision. 

.03 The Appeals Team Manager, in 
consultation with the Appeals Team Case 
Leader, Appeals Officer, or Settlement Of
ficer, will sign the agreement to arbitrate 
on behalf of Appeals. 

.04 Generally, the Parties will com
plete the agreement to arbitrate within 
four weeks after the taxpayer is notified 
that Appeals has approved the request to 
arbitrate, and proceed to arbitration within 
90 days after signing the agreement to 
arbitrate. A taxpayer's inability to adhere 
to these timeframes, without reasonable 
cause, may result in Appeals' withdrawal 
from the arbitration process . 

.05 In executing the agreement to arbi
trate, the taxpayer consents to the disclo
sure by the IRS of the taxpayer's returns 
and return information incident to the arbi
tration to any Participant for the taxpayer 
identified in the initial list of Participants 
and to any Participants for the taxpayer 
identified in writing by the taxpayer sub
sequent to execution of the agreement to 
arbitrate. If the agreement to arbitrate is 
executed by a person pursuant to a power 
of attorney executed by the taxpayer, that 
power of attorney must clearly express the 
taxpayer's grant of authority to consent to 
disclose the taxpayer's returns and return 

2006-2 C.B. 801 



information hy the IRS to third partle~, and 
a copy of that power of attorne) 11111,t he at
tached to the agreement, 

SECTION n. ARBITR,-\TIO~ PROCESS 

,()J A P~lrty 1Il1l,t notify the othn Party 
allli the Adlillni,,u-,I\OL 111 a ~igned writ
ing. not later than thin) (:>0) lby~ befl1re 
the arbitratiun ,e~~i()n. of all) challgc to 
the initial Ii\! of Participant, contained in 
the agreement to ,1Ihitratc, The Partie" hy 
lIlutual agreement. ma) lIlodit\ the Ii~t of 
Panicipanh at any tillle up to and includ
ing the date uf the arbitration ,e"ion, The 
:\dlllirmtrator will forward each Part)', 
Ii,t!s) to the Arbitrator. Appeals re,en6 
the right to have an observer attend any 
arbitration. If a taxpayer doe, not accept 
ob,ener" the taxpayer's rel[uest for ar
bitration lIlay be denied. Taxpayers lIlay 
also have an obser\'er attend any arbitra
tlun session. The identity and affiliation 
uf all observers will be established in the 
agreement to arbitrate signed prior to the 
arhitration session, See ,ection 5.0 1(5); 

section 2 of Exhihit I, All oh,ervers af
filiated with Appeals will be bound by the 
confidentiality provisions of the Internal 
Re\'enue Code. Set' section 9.0 I. Appeals 
also reserves the right to have the Office of 
Chief Counsel assist and participate in the 
arbitration pmceeding. 

,()2 The Parties, by mutual agreement, 
lIIay seJect an Arbitrator from Appeals. or 
from any local or national organization that 
prmides .\ I'llster of neutrab. In the event 
,uch local or national organization pro
\ ide~ an Arhitrator, this organilation may 
.I1~(l provide the Administrator for the ar
bitration, in lieu of the Administrator from 
the Chief. Appeals - Office of Tax Policy 
and Procedure. In obtaining the services of 
a non-IRS Arbitrator, the IRS will follow 
all applicable provisions of the Federal Ac-
4uisition Regulation. An Arbitrator shall 
ha\e no offic'ial. financial. or personal con
!liL'! or interest with respect to the Partie" 
ulliess such interest is fully disclosed in 
\\ riting to the ta"payer and the Appeals 
Te'lIll l\1anager and they agree that the Ar
bitratlll' may ,ene. Sec 5 U.s.c. * 57:>. 

.0.\ If thL' Partil'S select a nOll-IRS Ar
bitrator. the Partie, \\ill share equally the 
L'lll\lpen,atl()n. e\relhe" and related fees 
and L'll," llf the :\rbitrator. as well a, 
,1I1\ rca,()n'lhk c'm!> for the ,enic'e, of a 
Illln-IRS :\dlllini,tralor subject to applica-
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ble rules and regulations for Go\,emment 
procurement. The non-IRS ArhitratDr and 
nOll-IRS Administrator will be contractors 
,ub.lect to the disclosure restrictions of 

I.R.C. * 6103(n). 
,0'+ If the Parties select an Appeals Ar

bitrator. the Arbitrator shall be from an
other Appeals office, or from the office of 
the Chief. Appeals. Appeals will pay all 
expenses associated with an Appeals Arbi
trator. Due to the inherent contlict that re
sults because the Appeals Arbitrator is an 
employee of the IRS, the Appeals Arbitra
tor will provide to the taxpayer a statement 
confirming the proposed service as an Ar
bitrator and status as a current employee of 
the IRS, and that a contlict results from the 
continued status as an IRS employee. 

.05 Criteria for selecting an Arbitrator 
may include some or all of the following: 
completion of arbitration training, previ
ous arbitration experience, a substantive 
knowledge of tax law and knowledge of 
industry practices. The Arbitrator's quali
fications and potential contlicts of interest 
~hould be thoroughly reviewed prior to sc
lection. The projected travel costs, hourly 
fees and other expenses of a non-IRS Ar
bitrator are subject to the applicable rules 
and regulations for Government procure
ment. The non-IRS Arbitrator shall look 
solely to each Party for one-half of the 
compensation, expenses and related rea
sonable fee, and costs. 

SECTION 7. ARBITRATION SESSION 

.n I Each Party will prepare a summary 
of its position for consideration by the Ar
bitrator. The Parties should submit their 
,ummaries to the Administrator no later 
than thirty (30) days before the scheduled 
arhitration session. 

.02 The Arbitrator will look solely to 
the legal guidance identified by the Parties. 
If the Arbitrator desires further legal guid
ance, both Parties must agrec to provide 
the guidance and the manner in which it is 
to be communicated to the Arbitrator. 

.03 The arbitration process is confiden
tial. Therefore, all information concerning 
any dispute resolution communication re
lated to the arbitration proceeding is con
fidential and may not be disclosed by any 
Party, Participant, or Arbitrator, except as 
provided under 5 U.s.C § 574, A dispute 
resolution communication includes all oral 
or written communications prepared for 

purposes of a dispute resolution proceed

ing See 5 U.s.c. * 57\(.5), 
,04 The Parties agree that there shall 

he no I'X flU 1'(1' communications between 
the Arhitrator and either Party or agent for 
a Party. In addition, the Arhitrator may 
not have contact with any other individu
als, including Participants, outside the ar
bitration ses.sion, concerning the arbitra
tion matter without the express approval 
of the Parties. Any contact with the Arbi
trator by either Party must be in the pres
ence of the other Party and the Administra
tor. Written submissions should be sent si
multaneously to the Administrator and the 
other Party, The Administrator will in turn 
send the submissions to the Arbitrator. See 
section 6 of Exhibit I. Should the Parties 
require additional information or clarifica
tion regarding the arbitration process, they 
shall contact the Administrator. 

,05 By mutual agreement, the Parties 
may withdraw from the arbitration process 
to reach a final Appeals settlement at any 
time prior to the date of the arbitration ses
sion. Postponcments for good cause ,haJJ 
be determined by agreement between the 
Parties. 

SECTION 8. POST-SESSION 
PROCEDURE 

.0 I Generally, no later than thirty (30) 
days after completion of the arbitration 
proceeding, the Arbitrator will prepare a 
written report and submit a copy to the Ad
ministrator. Because the Arbitrator is lim
ited to the task of finding facts, the report 
will not provide any decision or reasoning 
that represents an interpretation of the law. 
Neither Party may appeal the decision of 
the Arbitrator or contest the decision in any 
judicial proceeding, including, but not lim
ited to, the Tax. Court, United States Court 
of Federal Claims or a federal district or 
appellate court. 

.02 Once the Arbitrator renders a deci
sion on all or some issues through the ar
bitration process, Appeals will use estab
lished procedures to close the case, includ
ing preparation of a specific matters clos
ing agreement (Form 906). Delegation Or
der 236 (Rev. 3), or any successor delega
tion order, may apply to settlements result
ing from the arbitration process, 

.03 If applicable, Appeals will report a 
settlement reached as a re~ult of the arbi-



tration process to the Joint Committee on 
Taxation in accordance with LR.e. S 6405. 

SECTION 9. GENERAL PROVISIONS 

.01 All IRS and Treasury employees, 
including the Appeals Administrator, who 
participate in or observe in any way the 
arbitration process and any person under 
contract to the IRS as described in 1.R.e. 
§ 6103(n), including the non-IRS Arbitra
tor and non-IRS Administrator will be sub
ject to the confidentiality and disclosure 
provisions of the Internal Revenue Code, 
including LR.C. §§ 6103, 7213, and 7431. 

.02 Under I.R.C. § 7214(a)(8). IRS em
ployees who have knowledge or informa
tion of the violation of any revenue law 
of the United States must report in writing 
such knowledge or information to the Sec
retary. The agreement to arbitrate will state 
this duty and the Parties will acknowledge 
it. 

.03 The Arbitrator will be disqualified 
from representing the taxpayer in any 
pending or future action that involves the 
transactions or issues that are the particular 
subject matter of the arbitration. This dis
qualification extends to representing any 
other parties involved in the transactions 
or issues that are the particular subject 
matter of the arbitration. Moreover, the 
Arbitrator's firm will be disqualified from 
representing the taxpayer or any other par
ties involved in the transactions or issues 
that are the particular subject matter of the 
arbitration in an action that involves the 

transactions or issue~ that are the particular 
subject matter of the arbitration. The Arbi
trator's firm will not be disqualified from 
representing the taxpayer or any other 
parties in any future action that involves 
the same transactions or issues that are the 
particular subject matter of the arbitration, 
provided that: (i) the Arbitrator disclosed 
the potential of such representation prior 
to the Parties' acceptance of the Arbitra
tor: (ii) such action relates to a taxable 
year that is different from the taxable year 
under arbitration; (iii) the firm's internal 
controls preclude the Arbitrator from any 
form of participation in the matter: and 
(iv) the firm does not allocate to the Ar
bitrator any part of the fee therefrom. In 
the event the Arbitrator has been selected 
prior to learning the identity of any Party 
involved in the arbitration, requirement (i) 
will be deemed satisfied if the Arbitrator 
promptly notifies the Parties of the poten
tial representation 

.04 Although the Arbitrator may not re
ceive a direct allocation of the fee from the 
taxpayer (or other party) in the matter for 
which the internal controls are in effect, the 
Arbitrator will not be prohibited from re
ceiving a salary, partnership share, or cor
porate distribution established by prior in
dependent agreement. The Arbitrator and 
the firm are not disqualified from repre
senting the taxpayer or any other parties 
involved in the arbitration in any matters 
unrelated to the transactions or issues that 
are the particular subject matter of the ar
bitration. 

.05 The disqualifications described in 
sections 9.03 and 9.04 only apply to rep
resentatiom on matters before the IRS. 
The provision,; of these sections are in 
addition to any other applicable disqualifi
cation provisions including. for example. 
the rules of the American Bar Association 
Model Code of Professional Conduct and 
the applicable canons of ethics. 

.06 The decision by the Arbitrator will 
neither be binding on nor otherwise con
trol, the Parties for taxable years not cov
ered by the arbitration. Except as provided 
in the agreement to arbitrate. no Party may 
use the arbitration findings as precedent. 

SECTION 10. EFFECTIVE DATE 

This revenue procedure is effective Oc
tober 30, 2006. 

SECTION 11. CONTACT 
INFORMATION 

For further information concerning the 
drafting of this revenue procedure, please 
contact Wendy Ryan, from the Chief. 
Appeals - Office of Tax Policy and Pro
cedure. (202) 435-5671 (not a toll-free 
number) or Jason Spitzer, from the Office 
of Chief Counsel, Procedure and Admin
istration, Administrative Provisions and 
Judicial Practice, (202) 622-7950 (not a 
toll-free numher). For further information 
about the operation of the Appeals Ar
bitration program, contact Sandy Cohen, 
listed above. 
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Exhibit I 

Model Arbitration Agreement 

I. THE ARBITRATIO'J PROCESS. Arbitratioll is optional and will be used to assist INAME OF TAXPAYER] and the Internal 
Rnellue Ser\ice-Appeah (the Partie~) in re~llh ing certain factual is~ues that are currently in the Appeals administrative 
proce\~,- This arbitr,ltion pmce,s \\ill be conducted pur~uant to Rn. Proc. 2006-44,2006-44 I.R.B. SOO. The Parties to this 

agreement will \ubmit the issues for arbitration and agree to be bDund by the Arbitrator's findings on these issues. Each Party 
enters thiS agreement in reii,lIlce 011 the other Party's agreement to be bound by the decision of the Arbitrator. There can be no t'x 

{}(Ir(e communication bct\\eell the Arbitrator and an) Party, third party, witness, agent, or other person regarding the issues for 
arbitration. All cOlllmunications between the Arbitrator and either Party, induding requesting and transferring documentation 
and informatllll1. \\ III be made through an Administrator. 

2. PARTICIPAf\:TS. The participanh in the arbitration session will be: 

For T,l\payer: 

F(lr Appeab: 

Appeab re,erYes the rIght to ha\t~ an ohserver attend any arbitration. Taxpayers or their representatives may also have an 
llh,ener attend the arhitration. 

All \\ ilne",'s. allorney.'. repre.,enlatives and observers (Participants) who will allend the arbitration on behalf of or at the request 
of a Party must he set forth in the list of Participants. If a Party subsequently modifies its list, then, no later than thirty (30) 
days hefore commencement of the arbitration ~ession, such Party will submit to Ihe Administrator a complete and final list of 
Participants who will attend the arbitration session. The list must identify, for each Participant, his or her position with the Party 
or llther affiliation and address, telephone and fax numbers. The Administrator will simultaneously submit each Party's list to the 
other Party and to the Arbitrator by facsimile or other arrangement agreed to by the Parties. The Parties, by mutual agreement, 
may modi fy Ihe list of Participants in writing at any time up to and including the date of the commencement of the arbitration 
sessioll. Witnesses will be identified in accordance with section 6 of this agreement. 

3. SELECTION OF ARBITRATOR, COSTS. The Parties have agreed to select an Arhitrator from Appeals or from any local or 
national organization that provides a roster of neutrals. On behalf of the Parties, the Administrator will arrange for the hiring of 
Ihe Arbitrator. The fees and costs of the Arbitrator will be shared equally by the taxpayer and Appeals, subject to applicable rules 
and regulations for Government procurement. 

-+ ISSL:ES TO BE ARBITRATED. The Parties agree that the issues submitted for resolution by the Arbitrator are factual in 
nature and do not require the Arbitrator to interpret any law, regulation, ruling or other legal authority. The following issues shall 
he resolved separately for each of the taxable years at issue: 

5. GUIDANCE FOR ARBITRATOR. The Arbitrator is not permitted to make any determinations of law or provide reasoning 
that represents an inlerpretation of the law: however. it may be necessary for the Arbitrator to refer to the existing applicable 
law in making a finding on the factual issues. In doing so, the Arbitrator shall look solely to the following legal guidance 
speci fied by the Purties: 

a Findings (If faels shall he consistent with the legal authorities identified in lAppendix AI. 

h. The Parties will follow the Federal Rules of Evidence when proffering testimonial and documentary evidence at the arbitration 
ses~i(lll. The Arhilralor. in his or her sole di~cretion, shall apply the Rules with the objective of admitting only evidence that is 
reliahle and credible. The Arbilrator will make final rulings on evidentiary disputes. To the extent the conduct of the Arbitration 
,e\~ioll is not gmerned hy this agreement, the Parties agree to follow the Federal Rules of Civil Procedure. 

L". At the request of the Arbitralor. the Parties may agree to provide further legal guidance. The Administrator shall determine. 
after Cl1l1sulraliLlll with the Arbitrator and the Parties, the appropriate manner (i.e., verbal or written form and timing) to submit 
the furlher legal guidance to the Arbitrator. If no agreement can be reached with respect to the further legal guidance and it is 
determined hy the Arhitrator that further guidance from the Parties is neces,ary to decide the matter, then the matter cannot be 
~lrhitrated and Ihis agreement will terminate. 

d. Whell legal guidance prll\ided by the Parties is in contlict, the Arbitrator, where practicable, will ignore the guidance and 
deCide the factualls.sue. If it is nOl practicable to ~et aside the Parties' guidance, then during the arbitration session, the Parties 
\\ ill attempt tLl agree on the guidance needed to resolve the issue. If the Parties cannot agree and the guidance is necessary to 
decide the matter. then the matter cannot he arbitrated and this agreement will terminate. 
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6. SUBMISSION OF MATERIALS. Each Party agrees to provide a written summary of the case and their position (not to exceed 
25 pages) to the Administrator at least thirty (30) days prior to the date of commencement of the arbitration session. On the due 
date for the summaries, the Parties will simultaneously exchange the summaries by facsimile or other arrangement agreed to hy 
the Parties and submit a copy to the Administrator for transmittal to the Arbitrator by facsimile or by means of an overnight 
express delivery service. The Parties will submit testimonial and documentary evidence to the Arbitrator in accordance with the 
procedures set forth in sections 6 a. and 6 b. below. 

The Arbitrator may order a Party to produce a summary of their documents and other evidence which the Party intends to present 
in support of its position and may order a Party to produce other documents. exhibits or evidence deemed necessary or appropriate. 
Any and all information and materials that a Party provides must be submitted to the other Party and Administrator who will 
simultaneously forward such to the Arbitrator. 

The Parties will attempt to stipulate to as many facts, documents or conclusions as possible prior to the arbitration session. A 
stipulation shall be submitted to the Arbitrator. through the Administrator, prior to the commencement of the arbitration session. 
The Parties may jointly submit supplemental stipulations to the Arbitrator, through the Administrator, at any time prior to the date 
that the report is lssued pursuant to section 14. 

a_ The Parties may, with mutual agreement and the consent of the Arbitrator, offer witnesses at the arbitration session: 

(I) Witnesses shall be subject to direct examination, cross examination and questions by the Arbitrator. In the discretion of the 
Arbitrator, Parties may request the opportunity to redirect and recross a witness. The Parties shall submit to the Administrator a 
listing of potential fact witnesses no later than thirty (30) days prior to the date of commencement of the arbitration session. The 
listing should include the name, current position (if an employee of [NAME OF COMPANY], current and former positions with 
the applicable company and period such position(s) were held), and brief description of the anticipated testimony. 

(2) The Administrator shall forward the witness lists to the Arbitrator and the opposing Party on the due date for such documents. 

(3) Once the witness lists have been submitted to the Arbitrator, a Party shall not add additional persons except upon joint 
agreement of both Parties_ A witness will not be entitled to testify at the arbitration session if that person is not included on the 
listing of witnesses timely submitted to the Administrator. 

b. The Parties may, with mutual agreement, submit to the Arbitrator any reliable and credible documents that are relevant to 
the issues to be decided by the Arbitrator. Issues of relevance, reliability and credibility shall be resolved by the Arbitrator. All 
documents shall be based solely on information contained within the existing record. 

(1) All documents to be submitted to the Arbitrator prior to the commencement of the arbitration session shall be by joint 
agreement of the Parties, unless otherwise ordered by the Arbitrator. The time and manner of the submission shall be by joint 
agreement of the Parties. 

(2) All documents to be offered by a Party during the arbitration session shall be identified and. if not previously provided, 
exchanged with the opposing Party no later than thirty (30) days prior to the date of commencement of the arbitration session. 
The Parties shall submit their documents to the Administrator who will immediately and simultaneously forward them to the 
Arbitrator. The Parties shall exchange documents directly. Failure to timely exchange documents not previously provided shall 
preclude the use of such document(s) in the arbitration session, except by a showing of good cause and lack of prejudice to the 
opposing Party, as determined by the Arbitrator. 

c. The Parties agree that the methodology to be used by the Arbitrator in deciding any issue desnibed in section 4 of this 
agreement must follow these principles: 

[For example, language describing the answer sought by the Parties from the Arbitrator, e.g., a specific dollar value, a range of 
values, a 'yes' or 'no' finding. etc.] 

d. The Parties agree to clarify issues that may arise in calculating any deficiency or overpayment resulting from the Arbitrator's 
findings and agree to the tax treatment of the Arbitrator's findings as follows: 

[For example, the Parties should specify how to calculate the taxpayer's deficiency based on the Arbitrator's determination 
of the value of a particular asset.] 

7. CONTACT WrTH ARBITRATOR. The Parties agree that there shall be no ex parte communication between the Arbitrator 
and either Party or any Participant. In addition, the Arbitrator may not have contact with any other individuals, except the 
Administrator, concerning the substance of the arbitration or the arbitration process without the express approval of the Parties. 
Any contact with the Arbitrator by either Party must be in the presence of the other Party and such contact must be arranged 
by the Administrator. 
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8. ARBITRATION SESSION. Subject to the approval of the Arbitrator. the arbitration session will commence on the date and 
time agreed to by the Panies. The pmcedures for the arbitration session shall be determined by the Arbitrator. e.g., length and 
order of opening and closing statements. presentation of witnesses. etc. The postponement or continuance of the arbitration 
session for good cause shall be determined by agreement bctween the Parties. subject to the final approval of the Arbitrator. 

Y. PLACE OF ARBITRATION. The Parties prefer [NA~lE OF LOCATION] as the site for the arbitration session. subject to 
change by agreement among the Parties and the Arbitrator. 

10. CONFIDENTIALITY IRS and Treasury employees who participate in any way in the arhitration process and any person 
under contrad to the IRS pursuant to Section 6 I 03(n) of the Internal Revenue Code of 1986. as amended. including the 
Arbitrator, that the IRS invites to participate will be subject to the confidentiality and disclosure provisions of the Internal 
Revenue emit, including Sections 6 I 03. 72 13, and 7431. See also 5 U.s.c. § 574. All information concerning any dispute 
resolution communication related to the arbitration proceeding is confidential and may not be disclosed by any Party. Participant. 
AdIll1nistrator, or Arbitrator exccpt as provided under 5 U.S.c. § 574. A dispute resolution communication includes all oral or 
written communications prepared for purposes of a dispute resolution proceeding. See 5 U.s.c. § 571 (5). 

I NA~lE OF TAXPA YERlc()nsenh to the disdosure hy the IRS of the taxpayer's returns and return information incident to the 
arbitration to any Participant for the taxpayer identified in the initial list of Participants in section 2 of this agreement. to any 
Participant identIfied in \Hiting by the taxpayer subsequent to execution of this agreement. and to any other persons who 
participate in this arbitration proceeding on behalf of either Party. If the arbitration agreement is executed by a person pursuant to 
a power of attorney executed by [N AME OF TAXPAYER]. that power of attorney must clearly express the grant of authority by 
[NAME OF TAXPAYER] to consent to disclose the returns and return information of [NAME OF TAXPAYER] by the IRS to 
third parties. and a copy of that power of attorney must be attached to this agreement. 

II. I.R.C. SECTION 7214( a)( 8) DISCLOSURE. The Parties acknowledge that IRS and all other Treasury employees involved 
Il1 this arbitration are bound by Section 7214(a)( 8) and must report information concerning violations of any revenue law to 
the Secretary. 

12. RECORD. The Arbitrator may request a stenographic or other record of the arbitration session. If a record is requested. the 
Admini'ilrator will make thc arrangements and the Parties shall bear equally the costs of such record. The Parties agree that 
any stenographic record or other recording of the arbitration proceeding shall remain confidential and shall be destroyed by the 
Administrator following the issuance of the Arbitrator's report pursuant to section 14. 

13. WITHDRAWALS AND POSTPONEMENT. By mutual agreement, the Parties may withdraw from the arbitration process 
in order to reach a final Appeals settlement any time before the scheduled arbitration session. Established Appeals procedures 
apply to any resolution reached hy the Parties. The Arbitrator may grant postponements for good cause after a hearing before 
hoth Parties. 

14. REPORT BY ARBITRATOR. The Arbitrator's report will identify each issue described in section 4 of this agreement, will 
state the findings of facts for each issue for each tax year, and explain any methodology referred to in section 6 c. of this agreement 
that was utilized in reaching such findings. The report shall be issued and submitted to the Administrator within thirty (30) days 
after the conclusion of the arbitration session. unless the Arbitrator requests additional time and the Parties approve such request. 
The Parties may not unreasonably withhold such approval. The Administrator shaII forward the Arbitrator's report to the Parties. 

15. FINALITY OF ARBITRATOR'S DECISION. The Parties agree to be bound by the Arbitrator's findings, as set forth in the 
report described in section j..J. and to incorporate those findings and the final computations determined under section 6 d. of this 
agreement into an Appeals closing agreement that the Parties will execute. Delegation Order 236 (Rev. 3), or successor delegation 
order. may apply to settlements resulting from the arbitration process. Neither Party may appeal the findings of the Arbitrator nor 
contest the finding(s) in any judicial proceeding. including but not limited to the United States Tax Court, United States Court of 
Federal Claim" or a federal district or federal appeIIate court. 
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16. PRECEDENTIAL USE. The findings by the Arbitrator will not be binding on, or otherwise control. the Parties for taxable 
years not covered by the arbitration. Except as provided in this agreement, the findings of facts made by the Arbitrator may not 
be used as precedent by any Party. 

INTERN AL REVENUE SERVICE, APPEALS 

By: 

Date: 

[NAME OF TAXPAYER] 

By: 

Date: 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

General Allocation and 
Accounting Regulations Under 
Section 141 

REG-140379-02; 
REG-142599-02 

dRS-REG-I-WJ7<-J-(2). The public hear
ing will be held in the auditorium of the 
Ne\\ Carwllton Federal Building. 5000 
Ellin Rd .. Lanham. Maryland 20706. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations. Johanna Som de Cerff (202) 

622-J980: concerning submi~sions and 
the hearing. Kelly D. Banks. (202) 
622-7180 (not toll-free numbers). 

AGENCY: Internal Revenue Service SUPPLEMENTARY INFORMATION: 
(IRS). Treasury. 

ACTION: Notice of proposed rulemaking 
and nlllice of public hearing. 

SUMMARY: This document contains pro
posed regulations on the allocation of. and 
accounting for. tax-exempt bond proceeds 
for purposes of the private activity bond 
restrictions that apply under section 141 
of the Internal Revenue Code (Code) and 
that apply In modified form to qualified 
50](c)(3) honds under section 145 of the 
Code. The proposed regulations provide 
State and local governmental issuers of 
tax-exempt bonds with guidance for apply
ing the private activity bond restrictions. 
This document also provides notice of a 
public hearing on these proposed regula
tions. 

DATES: Written or electronic comments 
must be received by December 26. 2006. 
Requests to speak with outlines of top
ics to be discussed at the public hearing 
scheduled for January II. 2007. Il1U~t be 
received by December 26. 2006. 

ADDRESSES: Send submissions to: 
CCPA:LPD:PR (REG-I-W379-02: 
REG-142599-021. room 5203. Internal 
Re\'enue Sen ice. PO Box 7604. Ben 
Franklin Station. Washington. DC 2004·+' 
Suhmi~~ioIlS may he hand delivered Mon
day through Friday hctwcen the hour~ of 
S:OO a.m. ttl 4:3() p.m. to CC:PA:LPD:PR 
(REG-IJ()379-02: REG-142599-02l. In
ternal Rev enue Senice. Crystal Mall 4. 
1941 JetleN1n Dalis Hwy.. Il)OI S. Bell 
St.. ml1m lOS. Arlington. Virginia 222()2. 
Alk'rnatl\d~. ~llhllll~SI()lh may he made 
dcctrolllcally to the IRS Internet Site at 
\\\\·I\.ill.gor!rl'g.1 or \i~1 the Federal eRllIe
mal-.ing Purtal at \\\I \\JcglllllILOI1.U;0\· 
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Paperwork Reduction Act 

The collection of information contained 
in thi~ notice of proposed rulemaking has 
been submitted to the GtTice of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.s.c. J507(d)). Comments on the 
collection of information should be sent 
to the Office of Management and Bud
get. Attn: Desk OtTicer for the Depart
ment of the Treasury, Office of Informa
tion and Regulatory Affairs. Washington. 
DC 20503. with copies to the Internal Rev
enue Servi.:e, Attn: IRS Reports Clearance 
Officer. SE:CAR:MP:T:T:SP. Washington, 
DC 20224. Comments on the collection of 
information should be received by Decem
ber 26. 2006. Comments are specifically 
requested concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the Internal 
Revenue Service. including whether the 
information will have practical utility; 

The accuracy of the estimated hurden 
associated with the propo~ed collection of 
information: 

How the quality. utility. and clarity of 
the information [0 be collected may be en
hanced: 

How the burden of complying with the 
pruposed collections of information may 
be minimized. including through the appli
l'ation of automated collection techlllques 
or other forms of information technology; 
and 

Estimates of capital or start-up costs 
and costs of operation. maintenance. and 
purchase of service to provide information. 

The recordkeeping requirement in this 
proposed regulation is in §\'141-6(a)(4J. 

The recordkeeping requirement \\·ill apply 
only to State and local gtwernmental is
suers of tax-exempt bonds used to finance 
a facility that will be llsed for both gov
ernmental use and more than a de mill' 

imis amount of private business lise. The 
recordkeeping i.~ \oluntary to obtain a ben
efit. The records will enable the Service 
to examine compliance by State and Ilk'al 
governmental issuers of tax-exempt bonds 
used to finance a facility that will be used 
for both governmental use and more than a 
de minimis amount of private business use. 

Estimated total annual recordkeeping 
burden: 3000 hours. 

Estimated average annual burden hours 
per recordkeeper: J hours. 

Estimated number of recordkeepers: 
1000. 

Estimated annual frequency of re
sponses: the frequency of responses will 
depend on how often the recordkeeper 
issues tax-exempt bonds used to finance 
a facility that will be used for both gov
ernmentalllse and more than a de minilllis 
amount of private business use. which will 
vary from rarely to a few times a year. 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally. tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. 6103. 

Background 

This document contains proposed 
amendments to 26 CFR part I. Final 
regulations (T.D. 8712, 1997-12 I.R.B. 
J5) under section 141 of the Internal Rev
enue Code (Code) were published in the 
Federal Register on January 16. 1997 (62 
FR 2275) (the 1997 Final Regulations) 
to provide comprehensive guidance on 
most aspects of the private activity bond 
restrictions. The 1997 Final Regulations, 
however. reserved most of the general al
location and accounting rules for purposes 
of section 141. An advance notice of pro
posed rulemaking was published in the 



Federal Register on September 23, 2002 
(REG-142599-02, published in the I.R.B. 
as Announcement 2002-91, 2002-2 C.B. 
685) (67 FR 59767) (the 2002 Advance 
Notice) regarding allocation and account
ing rules for tax-exempt bond proceeds 
used to finance mixed-use output facili
ties. 

This document amends the Income 
Tax Regulations under section 141 by 
proposing rules for the allocation of, and 
accounting for, tax-exempt bond proceeds. 
Special rules for allocating proceeds used 
to finance mixed-use facilities and rules 
regarding the treatment uf partnerships 
as owners or users of facilities for pur
poses of section 141 are also included. 
This document also amends regulations 
under section 145 by proposing rules on 
certain related matters that apply to qual
ified 50l(c)(3) bonds. These regulations 
are published as proposed regulations (the 
Proposed Regulations) to provide an op
portunity for public review and comment. 

Explanation of Provisions 

1. Introduction 

In general, the interest on State and 
local govemmental bonds is excludable 
from gross income under section 103 of 
the Code upon satisfaction of certain re
quirements. Interest on a private activity 
bond, other than a qualified private ac
tivity bond within the meaning of section 
141, is not excludable under section 103. 
Section 141 provides certai n tests used to 
determine whether a State or local bond is 
a private activity bond. These tests look 
to whether the proceeds of tax-exempt 
bonds comply with certain restrictions, 
including private business use restrictions, 
private payment restrictions, and private 
loan restrictions. Similar restrictions ap
ply in modified form to qualified 501 (c)(3) 
bonds under sectiun 145. 

In general, these private activity bond 
restrictions permit certain de minimis 
amounts of private business use for pro
ceeds of tax -exempt governmental bonds 
without causing such bonds to be classi
fied as private activity bonds under section 
141 (de minimis permitted private business 
use). De minimis permitted private busi
ness use generally means private business 
use of not more than 10% of the proceeds. 
Section 141(b)(3) further limits this de 

minimis permitted private business use 
to a 5% amount for certain unrelated or 
disproportionate use. Sections l4l(h)(4) 
and 141 (h )(5) further limit this de lIJinimis 

permitted private business use to a pre
scribed $15 million nonqualified amount 
for certain output facility issues generally 
and for certain larger issues absent volume 
cap allocations for private business use 
in excess of the $15 million nonqualified 
amount. 

The Proposed Regulations provide 
guidance regarding general allocation 
and accounting rules for purposes of the 
private activity hond restrictions under 
section 141. The Proposed Regulations 
provide guidance regarding allocations of 
proceeds of an issue of tax-cxempt bonds 
(proceeds) and other funds to expenditures 
(as contrasted with investments). to prop
erty. and to uses (that is, governmental use 
or private business use). 

The Proposed Regulations include cer
tain special accounting rules for projects 
which have both governmental use and pri
vate business use (mixed-use projects), as 
described further herein. One purpose of 
these special accounting rules is to provide 
flexibility to allow issuers to use tax-ex
empt govemmental bonds to finance the 
portion of a mixcd-use project to be used 
for governmental use where private busi
ness use of the entire project may exceed 
the amount of de minimis permitted private 
business use. 

The Proposed Regulations provide sev
eral general allocation rules. First, pro
ceeds and other sources of funds gener
ally may be allocated to expenditures us
ing any reasonable, consistently applied 
accounting method that is consistent with 
how proceeds are allocated for purposes 
of the arbitrage investment restrictions of 
section 148. Second, under a general pro 
rata allocation method (which also applies 
to mixed-use projects absent an election 
to use one of two elective spccial alloca
tion rules), proceeds and other sources al
located to capital expenditures for a cap
ital project generally are treated as allo
cated ratably throughout the project in pro
portion to the relative amounts of proceeds 
and other funds spent on that project (gen
eral pro rata allocation method). Third, 
allocations of sources of fund~ to uses, 
that is, governmental use and private busi
ness use, generally are made in a manner 
that reasonably corresponds to the relative 

amounts of the sources of funding spent on 
the property. 

The Proposed Regulations provide spe
cial elective allocation rules for mixed-use 
projects. In general, thc intent of these spe
cial allocation rules is to proVIde rea~OI1-

able flexibility to allow issuers to finance 
portions of projects that are reasonably 
expected to be used for governmental use 
with tax-exempt governmental bonds. pro
vided that the portions can be rea~onably 
determined and measured in administrable 
ways. In particular, the Proposed Regula
tions provide two special elective alloca
tion methods. the discrete physical portion 
allocation method and the undivided por
tion allocation method. These two special 
elective allocation methods permit pro
ceeds to be allocated to a portion of a 
mixed-use project using certain prescribed 
reasonable. consistent allocation methods 
that properly renect the proportionate ben
efit to be derived by the various users of 
the mixed-use project. These two special 
allocation methods for dividing mixed-use 
projects for financing purposes are based 
on principles similar to those used for 
measuring ongoing use under § 1.141-3( g) 
and are closely coordlllated with those 
measurement rules. These methods may 
be elected for mixed-usc projects only if 
they meet certain eligibility criteria. Ab
sent a proper election to use one of these 
two special elective allocation methods, 
the general pro rata allocation method ap
plies to a mixed-use project. The special 
allocation rules for mixed-use projects are 
described further herein. 

In addition to general allocation and ac
counting rules and special allocation rules 
for mlxed-use projects, the Proposed Reg
ulations also provide guidance on certain 
related topics. 

n. General AliocaTiOIl RlIles[or p/'(lceeds: 
General Pro Rata Allocatio/1 Method 

The Proposed Regulations provide a 
general pro rata allocation method un
der which proceeds and other funds, if 
any, allocated under :,ection I ~IS and 
§ 1.14l-6(a)( I) to capital expenditures for 
a project are treated as being allocated rat
ably throughout the project in proportion 
to the relative amounh of proceeds and 
other funds spent on the project. Gen
erally. the project is the bond-financed 
property for purpose~ of section I~I. Ex-
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cept where the issuer ha~ elected to tN' 
one of the ~pecial allocati()n meth()d~ per
mitted for certain mixed-u~e projects, the 
Propo~ed Regulation~ prO\ide that a gen
eral pro raW allocation method applies to 
mixed-use projects. Except a, otherwi,e 
pm\ ided in the Proposed Rqwlatilll1S, if 
financed propert~ i, financed \\ith two or 
more sources of funding (including two 
or more tax-e\empt gOlernmental bond 
i"ue,l, thllse sources of funding must be 
allocated to Illultiple uses (that is, govern
mental w,e and pri\ate business use) of 
that financed property in proportion to the 
relatiw amounts of those sources of fund
ing e\pended on that financed property. 

The Proposed Regulations prescribe 
the manner and timing of elections to use 
the special allocation rules for mixed-use 
proJech and rules regardmg final alloca
tions of sources of funding to a project 
generally. 

III. Mixcd-II.IC Proje('/.\ 

(A) III ~el1eml 

The Proposed Regulations provide two 
~pecial allocation methods that issuers 
may elect to use for certain mixed-use 
projects. Here, a mixed-use project refcrs 
to a project (as defined in the Proposed 
Regulations) that, absent the application 
of the special proposed rules, is reasonably 
expected to have both governmental w,e 
and pri vate business use, and where the 
private business use is expected to be in 
excess of the amount of de mil/imis per
mitted private husiness use under section 
1.+ I for a project financed with an issue of 
tax-exempt governmental bonds. 

The Proposed Regulations treat prop
erty as pan of the same defined project 
if the property consists of capital projects 
that have re,lSonable nexus characteristics 
based upon functional and physical prox
imity, time of placement in service, and 
a common plan of financing for proceeds 
and other sources of funds expended on the 
capital projects. 

The Proposed Regulations prO\ide two 
special electin: methods of allocating pro
ceeds of tax-exempt governmental bonds 
and other funds, that is, proceeds of taxable 
bund, and funds that are not deri "ed from 
proceeds of a h()ff(l\\ ing (4ualified c4uity), 
to capital expenditures within mixed-u,>e 
projeL't~: the dislTete physical portion al-
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location method and the undivided portion 
allocation method. Absent eligibility and 
a proper election by an issuer to use one 
of these special elective allocation meth
ods for mixed-use projects, the general pm 
mtu allocation method applies. 

(B) Discrete 1)lIy.lic({/ portio/! al/ocatio/l 
lIIerhod 

In general. the discrete physical portion 
allocation method allows allocations for a 
mixed-use project based on dividing the 
project into physically discrete portions. 
Under the discrete physical portion allo
cation method. the percentage of capital 
ex penditures that is allocable to a particu
lar discrete portion of a mixed-use project 
is determined using a reasonable, consis
tently applied method that reflects the pro
portionate benetit to be derived by the var
ious users of the mixed-use project. The 
Proposed Regulations provide several ob
jective proportionate benchmarks (for ex
ample, cost, space, or fair market value) 
to determine the measure of a discrete por
tion. 

An anti-abuse rule requires use ofrela
tive fair market values to measure the dis
crete portions when an allocation to a dis
crete portion expected to be used by a pri
vate business is significantly greater using 
relative fair market values than such allo
cation would be under the otherwise-cho
sen measure. This anti-abuse rule is com
parable to a similar existing anti-abuse rule 
regarding the ongoing measurement of pri
vate business use under~ L 141-1(g)(4)(v) 
The Treasury Department and the IRS so
licit public comment on this anti-abuse 
rule and whether quantifying the signifi
cantly greater than under fair market value 
standard (for example, an allocation un
der the fair market value standard is sig
nificantly greater if it exceeds an alloca
tion made under another measure by more 
than X percent) would assist taxpayers in 
making effective use of the discrete physi
cal portion allocation method. 

In order to allow for targeting of tax-ex
empt bond proceeds to governmental use, 
an issuer generally may determine which 
source or sources of funds spent on a 
mixed-use project are allocated to a par
ticular discrete portion. For example, 
an issuer may allocate tax-exempt bond 
proceed~ tll one di~crete portion of a 
mi.\ed-use courthouse project which will 

be used in puhlic court proceedings for 
go\'ernmental use and the issuer may al
locate ljualified equity [0 another discrete 
portion of the courthouse which will be 
used III pri\ate retail business operations 
as a restaurant for private business use. 

Further. while final allocations gener
ally may not be changed, an issuer may re
allocate funds from one discrete portion to 
another if the discrete portions are compa
rable under certain criteria. For adminis
trability rea~~1I1S, the Proposed Regulations 
limit such reallocations to a frequency of 
not more than once every five years. 

(C) Ullciil'idcd portion a/locatioll method 

In general, the undivided portion al
location method permih separating a 
mixed-use project into a governmen
tal use portion and a private business 
use portion, each of which represents a 
fixed percentage of the use of the entire 
mixed-use project (for example, a fixed 
percentage of unreserved parking spaces 
in a parking garage). Unlike the discrete 
physical portion method, the undivided 
portion allocation method involves the 
allocation of a mixed-use project between 
portions that are not physically distinct 
but that can be notionally represented 
by percentages based on objective pro
portionate measures. Certain eligibility 
conditions apply to the undivided portion 
allocation method. This method may be 
used only for mixed-use projects where 
private business use and governmental 
use may be measured under § 1.141-3(g) 
because that use occurs: (I) at the same 
time and on the same basis (within the 
meaning of §1.141-3(g)(4)(iii)); or (2) 
at different times (within the meaning of 
§ 1.141-3(g)(4)(ii). The issuer must rea
sonably expect as of the issue date that the 
undivided portion of the mixed-use project 
to be financed with proceeds of tax-exempt 
governmental bonds will not have private 
business use in excess of the amount of 
de minimis permitted private business 
use. The total capital expenditures for the 
mixed-use project are allocated between 
two undivided portions based on measures 
of the proportionate benefit to be derived 
by the various users. The Proposed Reg
ulations list some reasonable allocation 
methods for determining the relative size 
of the portions. The undivided portion 
allocation method has an anti-abuse rule 



similar to thaI descrihed previously with 
respect to the discrete physical portion 
allocation method which requires usc of 
relative fair market values to measure the 
portions in certain circumstances. 

Proceeds are allocated only to the undi
vided portion that is reasonably expected 
to be used for governmental use (and any 
de minimis permitted private business use). 
Qualified equity is allocated to the other 
undivided portion. 

A number of special rules apply to the 
undivided portion allocation method for 
purposes of allocating sources to uses. 
In general, the entire mixed-use project 
is treated as the bond-financed property 
whose use must he measured. Also, in 
measuring ongoing use of a mixed-use 
project under the undivided portion a\lo
cation method, the measurement rules in 
§1.l41-3(g) (or §1.l41-7 in the case of 
a mixed-use output facility) apply. The 
issuer must use the same method for mea
suring use that it used for determining the 
allocation of funds to the undivided por
tions of the mixed-use project. After use of 
the entire mixed-use project is measured, 
however, the governmental use and pri
vate business use are generally allocated to 
the undivided portions financed with pro
ceeds and qualified equity, respectively. 
Generally, in any year, the percentage of 
governmental use and private business use 
that is specially allocated to an undivided 
portion is limited. That percentage of use 
cannot exceed the percentage of capital 
expenditures for the mixed-use project 
that makes up that undivided portion. For 
example, the percentage of private busi
ness use that is specially allocated to the 
undivided portion financed with qualified 
equity cannot exceed the percentage of 
capital expenditures for the mixed-use 
project that makes up that undivided por
tion. In determining whether the private 
business use test is met, only use of the 
undivided portion to which proceeds are 
allocated is taken into account. 

(0) Operating rulesfor mixed-use projects 

The Proposed Regulations provide cer
tain general operating rules for mixed-use 
project allocations. An issuer may elect 
to apply the discrete physical portion al
location method or the undivided portion 
allocation method only if the mixed-use 
project is wholly-owned by govemmen-

tal persons. An exception to this rule 
applies to certain mixed-use output facil
ities. (See paragraph E. Special rules fnr 
mixed-use output /llcilities.) Consistent 
with * 1.141-1 (b), common areas can
not be treated as discrete portions of the 
project. Proceeds and other sources of 
funds spent on common areas are allo
cated to the discrete portions in the same 
proportion as funds spent for the discrete 
portions are allocated. 

Under the Proposed Regulations, the 
funds that may be allocated under the dis
crete physical portion allocation method or 
the undivided portion allocation method to 
a particular mixed-use project include pro
ceeds of one or more issues of tax-exempt 
governmental bonds and qualified equity. 
If a project is financed with more than one 
issue of governmental bonds, proceeds of 
those issues are allocated ratably to a dis
crele portion or undivided portion to which 
any proceeds are allocated in proportIon to 
the amounts of proceeds from each issue 
used for the project. 

(E) Special rule.1 j()r mixed-use output 
facilities 

The Proposed Regulations provide 
special rules for the application of the 
undivided portion allocation method to 
mixed-use projects that are output facili
ties. An issuer may apply the undivided 
portion allocation method to a mixed-use 
project that is an output facility if the fa
cility is wholly-owned by governmental 
persons or if undivided ownership interests 
in the facility are owned by governmental 
persons or private businesses, provided 
that all owners of the undivided ownership 
interests share the ownership, output, and 
operating expenses in proportion to their 
contributions to the costs of the facility. 
The relative measures of the undivided 
portions of a mixed-use output facility 
are determined using the proportionate 
benefit to be derived by the users of the 
mixed-use project. For an output facility 
in which private business use arises from 
a private business owning an undivided 
ownership interest in the facility (with 
a governmental person owning the other 
undivided portion of the facility), the undi
vided portions are based on the ownership 
percentages. This rule implements the 
principles illustrated by § 1.l41-7(i), Ex
ample 1. When private husiness use of a 

facility solely owned hy a governmental 
per~on or of an undivided owner,hip inter
est of a facility owned hy a governmental 
person arises from an output contract that 
meets the benefits and burdens tests under 
§ 1.141-7, the undividcd portions of that 
facility or ownership interest are deter
mined by the proportionate shares of the 
available output of that project to be used 
for governmental use (and any de minimis 
permitted private business use) and for 
private business use. Section 1.14J-7(h) 
controls allocation of output contracts to 
output facilities. 

IV. RedempTio/l of IlOlld.1 ill (lnlicipuriofl 

()f floflqualified pril'(({e bllsiness use 

The Proposed Regulations provide a 
new special rule which permits certain 
proceeds of taxable bonds and certain 
funds that are not derived from proceeds 
of a borrowing that are used to retire 
tax-exempt governmental bonds (antic
ipatory redemption bonds) to be treated 
as qualified equity. In prescribed cir
cu[mtance~, this new special rule allows 
targeting of funds other than tax-exempt 
hond proceeds to redeem outstanding 
tax-exempt bonds and thereby to finance 
portions of projects which are expected to 
be used for nonqualificd private business 
use in the future. This ~pecial rule has 
certain eligibility requirements. In gen
eral, the intent of this proposed rule is to 
encourage retirement of tax-exempt bonds 
before the occurrence of unqualified use 
to reduce the burden on the tax-exempt 
market. The eligibility requirements for 
this special rule address when the anticipa
tory redemption bond must be retired, the 
issuer's reasonable expectations regarding 
use of the project and actual use of the 
project prior to the redemption, and the 
length of the term of the issue of which the 
anticipatory redemption bond is a part. 

Amounts that are treated as qualified 
equity under this special rule may he al
located to a discrete portion or undivided 
portion of the project in a manner pro
vided in the discrete physical portion allo
cation method or undivided portion alloca
tion method if such allocation would have 
satisfied the applicable allocation method 
had that portion been identified for pur
poses of financing it in a new issue at the 
time of the retirement of the antiCipatory 

redemption bond. 
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V. Allocations of pr;mte payments, 

common costs, and bonds 

The Proposed Regulations provide that 
private payments generally are allocated in 
accordance with ~ 1.141-4, subject to cer
tain special rules for allocating payments 
under output contracts, Private payments 
from output contracts that meet the ben
efits and burdens test under § 1.141-7 
are allocated to the undivided portion 
financed with qualified equity (notwith
standing §1.141-4(c)(3)(v») in the same 
manner as is the private business use from 
such contracts. Thus, private business use 
and private payments arising under such 
an output contract are both allocated to the 
undivided portion financed with qualified 
equity (to the extent all such contracts do 
not exceed the percentage of such portion) 
without regard to whether the qualified 
equity consists of proceeds of taxable 
bonds or funds that are not deri ved from 
proceeds of a borrowing. 

The Proposed Regulations provide rat
able allocation rules for common costs (for 
example, issuance costs). 

The Proposed Regulations provide that 
proceeds generally are allocated to honds 
in accordance with the rules for allocations 
of proceeds to bonds in multipurpose is
sues under §1141-13(d). In the case of 
an issue that is not a mUltipurpose issue, 
proceeds are allocated to bonds ratably in 
a manner similar to the allocation of pro
ceeds to projects under the general pro rata 
allocation method. 

VI. Partnerships 

The Proposed Regulations generally 
treat a partnership as a separate entity that 
is a nongovernmental person for purposes 
of section 141. For purposes of section 
141, a limited exception disregards a part
nership as a separate entity if each of the 
partners is a governmental person and 
treats such a partnership as an aggregate 
of its partners (that is, as governmental 
persons) for these purposes. In applying 
the private business tests for purposes of 
qualified 50 I (c)(3) bonds, the Proposed 
Regulations generally treat a partnership 
as an aggregate if each of the partners is 
either a governmental person or a section 
501(c)(3) organization. The Proposed 
Regulations, however, do not apply such 
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aggregate treatment for purposes of the 
ownership test under section I 45(a)(I ). 

In general, the proposed treatment of 
partnerships reflects certain administrabil
ily concerns with partnerships which have 
both governmental persons and private 
businesses as partners and the associ
ated potential for shifting allocations of 
various partnership items. The Treasury 
Department and the IRS understand that 
governmental persons or section 501(c)(3) 
organizations may be partners in partner
ships that include private businesses. Per
mitting tax-exempt bonds used to finance 
facilities owned by such partnerships to 
qualify as governmental bonds rather than 
private activity bonds would raise ad
ministrability issues, including but not 
limited to, questions of how to measure 
use by an owner and questions regarding 
common profit or cost reduction motives 
and allocation of partnership items. Per
mitting such ownership by partnerships 
without administrable rules for tracking 
these items has the potential to allow the 
benefits of tax-exempt financing to inure 
to private business users. 

One limited circumstance in which the 
Treasury Department and the IRS are con
sidering favorable aggregate treatment for 
partnerships (that is, disregarding eligible 
partnerships as separate private business 
entities) and are soliciting specific com
ment is that of a partnership of governmen
tal persons (or section 50 I (c)(3) organiza
tions for 501 (c)(3) bonds) and private busi
nesses in which the respective partners re
ceives the same distributive share of each 
partnership item for Federal tax purposes 
(including income, gain, deduction, loss, 
credit and basis) as their respective inter
ests in the partnership and this share re
mains the same for the entire measurement 
period for the bonds or the entire period 
that the person is a partner. The Trea
sury Department and the IRS solicit spe
cific public comment regarding whether it 
would be useful to treat such a partner
ship as an aggregate in this limited circum
stance involving straight-up allocations of 
all partnership items in accordance with 
constant percentage interests in the part
nership. 

The contemplated limited circumstance 
in which the Treasury Department and the 
IRS are considering aggregate treatment 
for partnerships for private activity bond 
purposes involves partnership allocations 

similar to those treated as qualified alloca
tions to tax-exempt entities for purposes of 
the tax-exempt use property provisions un
der section 168(h)(6). 

VII. Multipurpose h~ue Allocations 

In general, § 1.141-13( d) provides 
guidance on multipurpose issue alloca
tions for purposes of section 141. That 
guidance was included as part of the fi
nal regulations (T.D. 9234, 2006-4 I.R.B. 
329) under section 141 that were published 
in the Federal Register on December 19, 
2005 (70 FR 242) (the 2005 Final Refund
ing Regulations) and that mainly provided 
rules for refunding bonds. 

The Proposed Regulations also make 
a clarifying change to § 1.141-13( d). In 
response to the 2005 Final Refunding 
Regulations, the Treasury Department and 
the IRS have received comments seeking 
clarification of how those multipurpose 
rules work under section 141 in relation 
to an existing general mUltipurpose is
sue allocation rule under §l.l50-1(c)(3). 
The Proposed Regulations provide certain 
clarifying guidance on the multipurpose 
issue allocation rule under §1.l41-I3(d) 
and provide an expanded example to il
lustrate how those rules operate in various 
circumstances. 

In particular, the Proposed Regulations 
modify § 1.141-13(d) regarding multipur
pose issue allocations to clarify how that 
provision applies when an issuer wants to 
elect the multi-purpose issue rule for an 
issue that would consist of qualified pri
vate activity bonds in part and governmen
tal bonds in part with an appropriate allo
cation. The Proposed Regulations amend 
§ 1.141-13( d) to eliminate a requirement 
that a multipurpose issue must consist of 
tax-exempt bonds prior to being allocated 
into separate issues. The Proposed Reg
ulations retain the requirement that, after 
the multipurpose issue allocation, each of 
the separate issues must consist of tax-ex
empt bonds. This proposed amendment 
clarifies that an issuer may issue bonds 
intended to be qualified private activity 
bonds in part and governmental bonds in 
part as one issue (within the meaning of 
§ 1.150-1 (c)(1» and make allocations un
der the section 141 multipurpose issue al
location rule in § 1.l41-13(d) in conjunc
tion with the general mUltipurpose issue al
location rule in § 1.150-1 (c )(3), to treat the 



qualified private activity bonds and gov
ernmental bonds as separate issues, respec
tively. 

VIII. Proposed t-1fective Dates 

The Proposed Regulations are proposed 
to apply to bonds (I) that are sold on or 
after the date that is 60 days after the date 
of publication in the Federal Register of 
final regulations under § 1.141-6 and (2) 
that are subject to the 1997 Final Regula
tions. Issuers may apply §§ 1I41-13(d) 
and 1.141-13(g) Example 5 of the Pro
posed Regulations to bonds sold before 
the date of publication of final regula
tions in the Federal Register to which 
§1.l41-13 applies. Except as otherwise 
provided in the preceding sentence, issuers 
may not apply or rely upon the rules con
tained in these Proposed Regulations until 
these rules are adopted as final regulations 
and made effective pursuant to a Treasury 
decision published in the Federal Regis
ter. 

IX. Continued Reliance on Mixed-Use 

Output Notice 

Pursuant to the 2002 Advance Notice, 
the Treasury Department and the IRS pro
vided previous limited guidance regarding 
certain allocation and accounting rules for 
mixed-use output facilities. Issuers may 
continue to rely on the rules in the 2002 
Advance Notice for bonds sold hefore the 
date of publication in the Federal Regis
ter of final regulations under § 1.141-6 (or 
such later effective date as may be speci
fied in those final regulations or in future 
proposed regulations). 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 
regulatory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It has also been determined that 
5 U.S.c. 553(b) does not apply to this no
tice of proposed rulemaking. It is hereby 
certified that the collection of information 
(recordkeeping requirement) in this notice 
of proposed rulemaking will not have a 
significant economic impact on a substan
tial number of small governmental juris
dictions. This certification is based upon 
the fact few small governmental jurisdic
tions issue tax-exempt bonds to finance fa-

cilities that will be used for both govern
mental use and more than the amount of 
de minimis permitted private business use. 
Also, the amount of time required to meet 
the recordkeeping requirement is not sig
nificant. Therefore, a Regulatory Flexibil
ity Analysis underthe Regulatory Flexibil
ity Act (5 U .S.c. chapter 6) is not required. 
Pursuant to section 7805(0 of the Code, 
this notice of proposed rulemaking will be 
submitted to the Small Business Adminis
tration for comment on its impact on small 
governmental jurisdictions. 

Comments and Public Hearing 

Before these Proposed Regulations are 
adopted as final regulations, consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
The Treasury Department and IRS specif
Ically request comments on the clarity of 
the proposed rules and how they may be 
made easier to understand. All comments 
will be available for public inspection and 
copying. 

A public hearing has been scheduled 
for January II, 2007 at 10:00 a.m, in 
the auditorium of the New Carrollton Fed
eral Building, 5000 Ellin Rd., Lanham, 
Maryland 20706. Due to building secu
rity procedures, visitors must enter at the 
main entrance. In addition, all vi~itors 

must present photo identification to enter 
the building. Because of access restric
tions, visitors will not be admitted beyond 
the immediate entrance area more than 30 
minutes before the hearing starts. For in
formation about having your name placed 
on the building access list to attend the 
hearing, see the "FOR FURTHER INFOR
MATION CONTACT" section of this pre
amble. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit written or electronic comments by 
December 26, 2006, and submit an out
line of the topics to be discussed and the 
amount of time to be devoted to each topic 
(a signed original and eight (8) (opies) by 
December 26, 2006. A period of 10 min
utes will be allotted to each person for 
making comments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has passed. 

Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of these 
regulations are Rebecca L. HarrigaL 
lohanna Sam de Cerff, and 
Michael P. Brewer, Office of Divi
sion Counsell Associate Chief Counsel 
(Tax Exempt and Government Entities). 
IRS. However, other personnel from the 
IRS and Treasury Department partiCIpated 
in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 i, proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 U.s.C 7805 * * * 
Par. 2. Section 1.14 I -0 is amended by 

adding an entry for § \.141-1 (e), revising 
entries for § 1.141-6. and adding an entry 
for §1.I41-15(k) and (1) as follows: 

.§1.141-0 Table of Contents 

* * * * * 

.9 J .141-1 Definitions and rules of general 
application 

" * * " " 
(e) Partnerships. 
( I) In general. 
(2) Governmental partnerships. 

* * * * * 

.§ 1.141-6 A /location and accountinR rules 

(a) Allocation of proceeds to expendi
lures, property, and uses in general. 

(I) Allocations to expenditures. 
(2) Allocations within property; general 

pro rata allocation method. 
(3) Allocations of sources of funds to 

ultimate uses of financed property. 
(4) Manner and time for electing to ap

ply special allocation methods for mixed
use projects: final allocations generally. 

(b) Special rules on reasonable propor
tionate allocation methods for mixed-u~e 
projects. 
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( I ) In general. 
(2) Definition of a mixed-u,e project. 
(c) The di~crete physical portion alloca-

tion method, 
( I ) In general. 
(2) The measure of a discrete portion. 
(3) Allocations to expenditures for di,-

crete p()ftion~, 
(.t) Allocations of u,es to discrete por

tilll1\. 
('i ) Certain reallocations among dis

crete portions. 
(d) The undivided portion allocation 

method. 
( I ) In gcneral. 
(2) The measure of an undivided por

t ion. 
(.~) Alhll'<ltions to expenditures for un

divided portions. 
(4) Allocations of uses to undivided 

portions. 
(e) Certain general operating rules for 

mixed-w,e project allocations. 
( I) In general. 
12) Governmental ownership requHe

ment fur undivided portion and discrete 
portion allocations. 

(3) Sources of funds for mixed-use 
project allocations, 

(4) Common areas, 
(5) Allocations regarding multiple is

sues. 
(f) Special rules for bond redemptions 

in anticipation of unqualified usc. 
(g) Special rules for applying the undi

\idcd portion allocation method to mixed
use output bcilities. 

( I ) In general. 
(2) Governmental ownership require

ment tor mi xed-use output faci Iities. 
(3) The measure of an undivided por

tioll of a mixed-use output facility. 
1 h) Allocation, of private payments. 
(i) Allocations of proceeds to common 

costs of the issue. 
(j) Allocations of proceeds to bonds, 
I J..) Examples. 

>i /, J..I / -7 5,'/J('('iul Rilles f(l/- Owellt 
/-i/cii;tics 

>i! / -+ / -15 EtTcct;I'l' dllies 

1 J..) Efkl·ti\ e date for certain regulations 
leLill'l1 til ~tllul,~tli\J11 ami accounting. 
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(I) Permi~,ive retroactive application of 
certain regulations. 

Par. ), Section 1.1-+1-1 is dmended h\ 
adding additional definililll1s under par,l
graph (b) and by adding a new par,lgraph 
(e) as folluws: 

.~J.J.J.J -J Dcfinitions and mIl'S olgcnl'rul 
uppliclltioll 

* * * * * 
(b) CCrillin general dc/initions 

* :!: * * * 
De minimis permitted primtc IJIIsines,1 

lise means the amount of private business 
use permitted for proceeds of tax-exempt 
bonds without causing such bonds In be 
classified as private activity bonds under 
section 141, 

* * ~ * * 
Financed property means, except as 

otherwise provided, any project (as de
fined in *1.141-6(b)(2)(ii)) to which pro
ceeds of an issue of tax-exempt bonds are 
allocated under ~ 1.141-6, 

* * * * * 
Gm'enlll1elltal lise or gOl'crl1l11cllt [1.1'(' 

means any use that is not private husiness 
use under§I.141-3. 

* :.{: * * * 
Pril'a/e Imsiness /lSI' means use by a 

per,on other than a governmental person 
in a trade or busines~, as more particularly 
defined in § 1,141-3, 

* * * * * 
(e) Partl1erships-( I) 111 gellef(l/' Ex

cept as provided in paragraph (e)(2) Oflhis 
section, a partnership (as defined under 
section 770 I (a)( 2» is treated as a ~eparate 
entity that is a nongovernmental person for 
purposes of section 141. 

(2) G(}I'ernlllelllul p(/flllersizips. For 
purposes of section 141. in the case 
of a partnership (as defined in section 
nOI(aJ(2)) in which each of the partners 
is a governmental per~on (as defined i 11 

*1.141-I(b)), the partnership is disre
garded as a separate entity and is treated 
as an aggregate of its partners. 

Par. 4. Section 1.141-6 is revi,ed to 

read as follows: 

.~J.lc./1-6 Al/oWlion WId (lcclIllllling rules 

(a) A!/ocmioll5 of proceeds to expendi
tl/res, property, and uses ill ~eneral-( I) 

:\llo( '(/Ii()} II ro l'IfI('fldil/(i('\. E.\ccpt as 
olher\\ hC Pl'll\ idcd in thiS section. for 
pllrp()~l" ()1~~I.I-111 throll~h 1.1-t1-15. 
thc j1nl\l,iell1\ eli' ~I.I-t~-(l(d) appl) for 
[lIlQ1(hl" nl ;tlhll'<11111)2 pllll'ceds and other 
SOurl'l'\ eli' 1111llh tu l'\pcllliitures (as COI1-

tr;ls!L'd \\ illl IIlIl'\Illlcnh). Except as 
llthCI\\ isc 11 I'll \ ilkd in tim section, allo
catiolls ll( prOl.:ced, and other source, of 
fllmb tll cxpcnditures gCllcrally may be 
made usillg allY reas()nable. consistL'lltly 
applied accoul1ting 11Iethod. Allocations 
of proceeds to expcnditurcs undcr sectioll 
141 and section 14t1 must be consistent 
with cilch other. For purpose, of the con
sistency rcquirelll('llh ill this para~raph 

(a). it is permissible to employ ,\11 alloca
tion method ulldcr paragraph (<1)(2). (c). 
or (d) of this section (for cxample, the 
general jJm mIll allocation method under 
paragraph (a)( 2) Df this section) to allocate 
~ource~ of funds within a particular project 
for purpm,cs of ~ectiOIl 141 in conjunction 
with an accounting mcthod allowed un
der ~ 1.148-6( d) (for example, the first-in, 
first -out method) to determ i ne the allocu
tion of proceeds or other source~ of fund~ 
to expenditures for thaI project. 

(2) A//I!('afiolls wilhill IJmlwrl.\'; the 
gfllcml pro roW ullocutioll lIlel/lod. Ex
cept l!, otherwise provided in thi~ section, 
proceeds and other sources of funds allo
cated to capital expenditures for a project 
(as defined in paragraph (b)(2)(ii) of this 
section) under section 14~ and paragraph 
(aj( 1) of this section are treated as allo
cated ratably throughollt that project in 
propol'lion to the relative amounts of pro
L'eed~ and other funds spent on that project 
(Ihe general JI/O mw allocation method), 
for example, if a building is financed with 
proceeds and other funds and the issuer 
allocales the proceeds and other funds to 
the capnal expenditures of the building us
i ng a gross proceeds spent first allocation 
method under section 14~ and paragraph 
(a)( I) of this section, the proceeds and 
other ,ourees of funds so allocated to the 
building are treated as being allocated 
ratably throughout the building under this 
paragraph (a )(2). 

(3) A//ocuriol/,\ o{ sources o{filllds to 
{({lima Ie ti\('l If//il/i//lced property. Ex
cept as otherwise provided in this scetion, 
if financcd property is financed with two 
or more ,ources of funding (including two 
or more tax-exempt governmental bond is
sues). thme sources of funding must be al-



local~d to multipk us~s I for exampk. gO\
ernmental u ~~ and pri \ a(~ bu ~i ne.; ~ USC' I of 

that financed property in proponion to th~ 

rdatiw amoUnt~ of those sources of fund
ing ewended on that financed propem. 

141 .\Iollilu and lime tCIl' rifoinf! TO ap

ph special llil(I{',uiol7 merhods tC7/" mixed
U5e proit'CTS' .fiIlO! OilOCllTiollS eel1a,;;!\". 

If an issuer is making an election under 
paragraph I C} 0r I d I ,~f thi~ section to use 
,'ne of the ~peClal al1oCJti(lD mc:'thLlJ~ for 
mixed-use projects. the issuer muS! make 
!his election m \\n!mg b: notmg In It5 

records the meth,'J of allocation chosen 
and the prdiminar: amounts and sources 
(If funds it t'pecb to al\o<:are to specnic 
di5(Tete ,~r undi\ ided p,~nion5 \\ithin th~ 
mixed-u;;e proJect The time for mak
ing this election is ,~n l~r bdore the sun 
of the measurement period. An issuer 
must make rina! alloc:ation~ of pr0ceeds 
.lIld other funds under this seCti,ln b~ nL't
ing in its rec:orJ~ the fin:.!1 aml)unt, "1 ~uch 
allocations The rime t("Jr making thc';c ti
nal allocations 15 Sct fonh In the timing 
ruleS under § 1.1.+:'.-6, d Ii 1111111. Exccpt as 
otherwise pro\ ided in thIS sectl,'n. once 
the time fo~ making final a1l0cations under 
§ 1.1.+5-6, d II )'1 iii I has pas~ed. all,)cJli"ns 
c'annot be changed. 

15) Reference.' i(J pm(uds. Fl'f pur
poses of this section. except \\ here the con
text clearl~ require' othe[\\Jse ,f"r e:\am
pie. in references to "proc:eed," of u\
able bonds} and regardless ,·i \\hether c.\
pressly specified. feferenc6 10 pf0ceeds 
generally are lTIIended. to reTef to proCeeds 
,1! tax-excmpt gO\ cmmental t-(md,. 

,b I Spec'j,;i rules l~n "([;5(>1100;( prC'
ponioncjt' all(h~(;ji(H] !1?fThods r-or 1"'1i_"rhi

!lSI' pn,itL!5-! l' In gel?e",;. Once pro
ceeds and other sources oi iUnGs are al
located to a mixej-use project' as defined 
in paragraph ,b" ~, of this sr.::lion' un
der sectlon l-+~ and pMagr:lph! 3.1\ I, of this 
section. there are three methods i(lr allo
.:ating th,~~c pW~'eeJ~ ciIld ,'ther sources 
of fund, to capital expendirure'; 'as de
lined in ~ 1.15CL I, b I) \\lthm the mixed-USe 
project. These methods are thc £:eneral 
pre> raTa alloc:ation method in paragraph 
'3.Ii~} of thIS sectl(ln. Lhe dIs-crete ph~Sl
cal ponion alloC:3tie'n memod. and the un
Jiyidcd pt,ni(ln al h>c atiL'n method. .-\1-
locatiom will be made under the general 

and meets the requirements for maKIng 
such electil,n under paragraph! J" ~'eli [hlS 
'eclil~n and USlllg SUch a melhoJ. The Jl"
crete ponion and. Undl\ IJed pOnJ,'n .111,'
('ation meth,~d, Me elecU\ e .mel refc.lir. Ie' 
ehe e"'tem rr,'\ IJed. rr,'c.:cj" L' 're ii1,,

Lated to a p"nion ('1 a ml\eJ-u,e pr0.1ecl 
Q35ed "n a conslSteTII JpphcJu,'n e'i J per
mitted fei.i5,onat-le JlkcJtl,ll1 mClr,od rh.lt 
properl~ feflects the prq,,'ni"I:.ile benefit 
tl) be dem ed b: the \ aril'U" u"er'- 1'1 th"se 
poniom of the miwJ-u"e ]'fl,_j".::: P':;f':

graph I c I of thi, Section "et~ re.nn [he ru:cs 
for the dis.::rete phY"icai j',.rtion 3.liO~3.Ii,'n 
method and paragraph' d, ot tn:, sectie'n 
"eb fonh the rule~ 1:>r 'he UnLil'.lCeQ :'or
llon alloC3.ti"n nleth('d.. P J.r 3.gTJpt e' of 
lhl' ;;edi,ln ;;er;; f,~n~ ,::eruir. geneT.:1 L'pCr
J.ting rules f"r J.11 mixed-usc project 3.110-
cations. P3.fagraph, g.' of this se.:ri,'n pro
\ides spe.::iJ.l rub for ap]'lying. the undi
\ ided ],onion a1l0c JtJ0n method to omI'Ul 
lJ.::ili tJ e s. 

e.i this seClle'n. the tem111;;.1:(,:·-:<-" .:Ol",·:·ic: 

mcans J. proJect '.:is defined m ~jJ".:i;r.:rr. 
,b" ~"li, l'i rhl;' se.:ti,'n· lh::l. .1t-,er.t t; ... e 
J.prlicJtion of the "[,e.:ui eledi\ C .1llc\C.l

til~n metl:ods f"f ml\eJ-u'e pr".ic~~~ uncler 
paragra]'h, 'L' anJ ,j, or- Ihi" "ccril'n. j.;; 

fCasonJbly e'peered .:;,; "f the iSSUe d2.le tl' 
haYe pn\'Jtc ~u:;ine5~ USe in c'':e~~ ~li ~:-c-

1"12i,:i1711'-, reffilinej rr:.\ .:ite 1:'usir:ess ·~Se. 
! 11' Dt,'~>:::jCJl~ (~- ;nrC:'f ... :-':-\ [I: .2t- 1:

frio;,. For pUrr(l~e~ (1f this sC'~ril\[. tht IC=-:Tl 

~l"(l:t'l-; mc3r.~ l"'lnC l"f more :·':'':111::;;~ llf 

':Jpiul rrc'Jeet,. mclujing. Lmc. bt:::j;'1~'" 
equipJ:1enl. or other propcn~. tiu mec" 
eich 01 the folkw. mg. requl:eme:::,: 

II! The f3..:ilitie~ Of .:.::q~\it~l :,:-()_~e .. 't~ ,;sc 
funClionJll: :-cl.i[~j ('~ inl;:f~J.:e~ ~~j 2.:'"E 
h..c Jlcd on the '.lITe :,Ec or 0~ rc.l.So:-:..:r}~ 
prO\Jrn.llc .ljJJ.~er..t s::e~: 

I = I Tr.c fJ.c:litit5 l"'f ~J.rjt.ll ~!"("\.~.:~:~ i:'"~ 

fCd.:'onabl: c\pc":Icd L\.l be rLl':':': in Sen ~~~ 

\\ ilhm thc '3.mc L:-ml'mh ;,cne'Li: .Ij 

1:- I The prl"..:ceJ:-- .mj ot~c[ ~0L.lr .... 'c~ (':~ 

funJ.~ thaI.lIe ~\rcnj~j l"'n the f2":}~::~c~ (':

.: J.pit.ll pr,,-"'.lccr' .ire e\rcr.2ej ;'CT~C.~1: :0 

the same plan ,'I rlnan":JD~ 
lB' 5:,i"'lstq:4t'l:~ ifi:,~r!.-;·.c'11:c":~~\ -r I-t '· 

r';l4l t 117i'::S. Sur.~equent lrr:~r0'. er::-le:::~ 

J.nd r~pl.l,,:cmcD:~ or J-"oni\..\n~ 1...':- ..:: ;-r2.~e:: 

th3.1 lTe" \\'nh:!l the :':ZC. :-Jr:..::} 0::. ::':1:' 

Suer elecls to use either the dIscrete ponion the pOieCl JIe tre.:,e.} -,-" F':"':: 0: :~2.' 
method or me undi\ided pon10n method same pwiecl e\e~ Ii r:2ced ;;: ~e:-· :~c :-e-

c\.:.nlr~c. lIl~r:-CI" e::~e:.:S ::~-= :-c;~..:~~:-:~.::-::::. 

lIT jJ.TI1l:2:cj \1. .i~:~ 0: "", ~,~.-,-~,~: ~~\:.~=-~~ 

2.fc r'.lTll...'( the 0n~1r:.:::.. rr\.'_'c~':. 

Ie D:Sl'rt ',-{ .'1;:·.5:~ .. ~. :-'.-1-:', J: _. . 

~c ';'o~::''':::-'':::':-u :r.7\' ... :l'.:~;::e :'1.-\:-::1.':> ~:" ~.:-. -

1':.11 ron:io:J .llh,")~2t:.~':-: :l~'::~'~'-= ~,," ..:~~\."'.~..:.:c 

rr0:eej~ .1nj Y.t.:::.:~;~ej e~~:::; ~I.-" ':2.::-::::'~ 

c\pC'nJHurc~ (\.\f .1 J .. :-- ... :-~:(' ;,,,'\:-:::(\: -,;. :::1::: 

.} mi\cJ-u.;,.c rf\.1.1':':: ::~l:' :t.1 ::'~~\..\':..i~~ :~.\.",~~ 

Sllur~CS of funj~ I\.' :.:~es Thc >,:,L:~r ::~:..l~~ 

10C.ltl\.lTI ITlcth0~ :~~: rc:~c~~~ ~r.c ::-:-I..\p-2:-
:j('n::.tc benetlt~ ~0 be je:-:\ ej C'-:., ::--. .:' \::.I-

_. - ' 

:('L.:-' uscr~ \..IT u:(' ":1~~'=-~:\? 22~~C\r::,- :\..' ':'C'-

~~m1inc the ':'~fre~..:tc .i~~\.'~J: 1..':- ;,:«.-=-=j~ 

::n~ y:.::::ir1ci c~~:r: J.:'L .. l:';~,C : .. ''':' ;:,:~::.:

:.1.f jl~.:re:c r0~~I..'r :n ::. ~-.~\~j-:..:~e ;':--I...\.1c~:, 

: r;:c I~:t-~~_~>J·c.' ~-- ~L .;.-' ... It-::.' _r"J,',r::_,):, 

:~[~ :'ITI\.'CTl[ of ;:'T',-':~cjs 2..~"= LiL.:j:~l~~ c~

~~:~: :\.' ~e .3.jL"\~::I~2 :~' Ire 2:~':~c:c ;'("'~-

~en~r_~.lfk~. Th.:~~ -::e:-:.=!:~-,~~s ~c:-::::;-2.~~: 

::1.::t:.Je c\.['e~:c2 :: ... ~:L::~ ... '0~:~ L':- :!-:C ~:~. 

..::-~:;: ;'-\..';-::0:-' :~.::::::- :-;:-2~1.1:-'2.:--:~\ =\~;:..::~~ =\.'1 

:-~ 'j~e': :-\..'~ :'~'. _:~ ·:,~~::-:c~:=' _:=.~ ~:- .::...-: ::.> 

:- A .. 
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ample, proceed~ or qualified eqUl!) I ,pent 

on a mixed-u,e projeL't I, allocated among 
di~crete portion, uf that pnljecl, For nam

pie, proceed, may he ,pl'uall) ~dloc~lted t\) 

capital cxpendlture, Inr co'h of a dl'lTete 
portion that 1\ rcasunahl) expected to be 
u,eu for gm ernmellLlI u"e (or I'm de lIIin

imis permitted pri\ate hU'lIle\\ use). and 
qualified l'ljUIt) Illa) he 'ik'l'lclll) ~dlocateJ 
to capital expellditure, fm cosh of a di,
L'l'elc pOr\}()n thaI i, rl'<I,onahly expected to 
be used for pri\ ate husilll'\\ use, 

(-I) .. \//0('111/(11/\ oj' //1('.1 1(1 1i/,1(,1'i'11' IWI'

liO/ll, In appl) Ing Ihl' lllea,urenwnt niles 
under ~1.1-I1-3(g) III llleasure ongoll1g 
use of a discrete portion of a mixed-u,e 
project. Ihe lllea,Urel1lent rule, under 
~ 1.1..j.1-.\(g) generally apply to the same 
extellt and in Ihe same manner that they 
otherwht' would, If an issuer properly 
l'iects 10 apply the discrete physical por
tion allocation method, the financed prop
erty is limited to the di~crete portion to 
which any proceeds are allocaled under 
paragraph (c)(.\) of this ~eL'tion, and under 
~ I,I-II-)(g)(-I)(iv), the only use of the 
mixed-use project Ihat is taken into ac
count is the use of the discrete portions to 
which pnK:eed, arc specially allocuted, 

(5) Cerwin rcullocutiolls (/1Il()n~ dis

crete portiolls. An isslIer may reallocate 
in whole, but not in part, proceeds und 
qualified equity that it allocated to capital 
expenditures for one discrete portion of u 

mixed-lise project under paragraph (c)(3) 
of this section to another discrete portion 
of the same mixed-lise project if the pro
portionate henefits to be derived by the 
lIser~ of the two discrete portions are rea
sonahly comparahle hoth at the time of the 
original allocation and at the time of the 
reallocation. For purpmes of this paru
graph (c)(:))' Ihe proportionate benefits are 
IT<lsonahly comparable only if the meu
slires of the discrete portiun benchmarks 
eire \\ ithin five percent of each other. In de
termining whether the proportionate hen
efits of the discrete portions arc reason
~lhly comparahle at the time of the real
location, 11ll' ,a111e dlsnete portion hench
l1lar~ lIsed ongll1ally to determine the dis
crell' purtions and the fair market \alue of 
till' di'lTcte p(lrtiOIl\ a, of the time of the 
rl'allocltion lllU't be used, Reclilocalions 
lIncil'l this paragraph (cl(:)1 111a) be made 
\lnl\ once ner\ fi\c \ cap" . .. 

(d) Thc IIIIc!i\'idcc! I)or/ioll u/lo('([lioll 

IIlt'lhod .( II III gCllcm/, An I"uer may 
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""h't the ulldi,ided portion allocation 
Illethou to make allocations \\ ith respect to 

a mixed-lN~ projeL"l, prmided that the Ull

d I \ ided portions to which the allocations 
:lrL' made gellt'Lllly represent fixed per
Cl'lltages 01 the USl' of the entire mixed-use 
prolecl (for example, a fi xed percentage 
(If lll1re,t'n ed parking spaces in a parking 
garage). The l11t'asures of the undivided 
portions may be hased on physical or non
ph) sical characteristics of the project. In 
Jddition, tht' undivided portion allocation 
method may he applied separately to a dis
nete portion within a mixed-use project 
tor \\ hich the issuer has elected to apply 
the discrete physical portion allocation 
method in which event the references in 
this paragraph (d) to mixed-use project 
generally shall be deemed to mean that 
discrete portion \\.ithin which the undi
vided portion allocation method is applied 
separately. Upon a proper election, an 
issuer may, to the extent pro\ ided, use the 
undivided portion allocation method both 
to allocate proceeds or qualified equity 
to capital expenditures for Ihe undivided 
portions and to allocate those sources of 
funds to uses of the mixed-use project. 
The issuer must use a reasonable con
sistently applied allocation method that 
properly reJlects the proportionate benefit 
to be deri ved by the \ arious u~ers of the 
mixed-use project to determine the amount 
of proceeds or qualified equity allocahle to 
a particular undivided portion of a mixed 
use project. See paragraph (g) of this sec
tion for special rules for output facilities. 
To apply the undivided portion allocation 
method, the following conditions must be 
met: 

(A) The issuer must reasonably ex
pect as of the start of the measurement 
period that private business usc and gov
ernmental use of the mixed-lise project 
will occur simultaneously and be on 
the same basis (within the meaning 
of *l.I-1I-.\(gJ(-+)(iii)) or will occur at 
different times (within the meaning of 
~1.1-I1-3(g)(-I)(ii)): and 

(B) The issuer must reasonably expect 
a~ of the start of the measurement period 
that pri\'ate husiness use allocated to the 
proceeds under paragraph (d)( -+) of this 
section will not exceed de minimis permit
ted pri\ ate busines~ use, 

(2) The IlIe(lSUre of W/ lI/1di\'ided por-

11011, An issuer i~ treated as using a rea
,nnable allocation method that retlects the 

proportionate benefits if the issuer deter

mines the amount of proceeds and qual
ified equiry (0 be allocated to the undi

"ided portions based on reasonable undi
,ided portion benchmarks. Such bench
marks generally include a measure of how 
many units produced from the facility will 
be used by the various users, a percent
age of (he space in the mixed-use project 
to be used hy the variolls users (for exam
ple, a percentage of the number of park
ing spaces or a percentage of square feet 
of usable leased office space), a percentage 
of the fair market value of the mixed-use 
project that will be used by the \'arious 
users (for example, a dollar amount per 
parking space for a percentage of a to
tal number of parking spaces or a dollar 
amount per square foot for a percentage of 
usable leased office space), a percentage 
of time that the project will be used by the 
various users (determined in a manner con
sistent with * 1.1-I1-3(g)(4 )(ii )), or another 
objective measure, which may include the 
present value of reasonably expected rev
enues associated with each user's usc in 
circumstances in which no other measure 
is reasonably workable (for example, ex
pected revenues from space in a research 
facility in which the qualified and nonqual
ified research is operationally fungible), 
that is reasonable based on all the facts 
and circumstances. An undivided portion 
benchmark other than relative fair market 
value may nor be used to make an alloca
tion to an undivided portion that is reason
ably expected to be used for private busi
ness use if an allocation to that same un
divided portion using relative fair market 
values, determined as of the start of the 
measurement period, would result in a sig
nificantly greater percentage of the total 
capital expenditures of the project being 
allocated to such undivided portion. For 
example, if a private business and a gov
ernmental person use a financed facility 
each for 50 percent ot the time, hut the rel
ative fair market value of the private busi
ness use is significantly greater than 50 
percent because the private business uses 
the facility during prime hours, the relative 
fair market values of the undivided por
tions lllust be used as the undivided portion 
benchmark. 

(3) AI/ocations to expenditures for un· 
divided portions, Except as otherwise pro
vided in this section, proceeds are specially 
allocated to capital expenditures for costs 



of an undivided portion that is reasonably 
expected to be used for governmental use 
(or for de minimis permitted private busi
ness use). Qualified equity is specially 
allocated to capital expenditures for costs 
of an undivided purtion of a mixed-use 
project that is reasonably expected to be 
used for private business use. 

(4) Allocations of uses to undivided 

portions-Ci) General rule. If an issuer 
elects to apply the undivided portion al
location method, then for purposes of 
section 141, the financed property is the 
mixed-use project. In measuring on
going use of a mixed-use project, the 
measurement rules under § 1.141-3(g) 
(or § 1.1 41-7 in the case of an undivided 
portion of a mixed-use project that is an 
output facility) apply to the same extent 
and in the same manner that they oth
erwise would to the mixed-use project. 
However, under the undivided portion al
location method, after measuring private 
business use of the mixed-use project, 
subject to the limits in paragraph (d)(4)(ii) 
of this section, private business use of the 
mixed-use project is specially allocated 
to the undivided portion of that project 
financed with qualified equity (as con
trasted with the entire mixed-use project) 
for purposes of determining whether the 
issue meets the private business use test. 
Corresponding allocation rules apply to 
the undivided portion of a mixed-use 
project that is financed with proceeds and 
that is reasonably expected to be used for 
governmental use (or for de minimis per
mitted private business use). Thus, subject 
to the limitations in paragraph (d)(4)(ii) 
of this section, governmental use is spe
cially allocated to the undivided portion 
that is financed with proceeds. Private 
business use of the mixed-use project that 
is properly allocated under this paragraph 
to an undivided portion financed with 
qualified equity is not private business use 
of proceeds. To determine whether the 
undivided portion to which proceeds are 
allocated is used for private business use, 
the measurement rules under §1.l41-3(g) 
(or §1.l41-7 for output facilities) apply, 
taking into account the special allocation 
rules for the undivided portion allocation 
method under this section. 

(ii) Limit on amount targeted. In any 
year, the percentage of private business use 
of the mixed-use project, as determined 
under the measurement rules for any one-

year period under §1.l41-3(g)(4), that is 
specially allocated to an undivided por
tion financed with qualified equity cannot 
exceed the percentage of capital expendi
tures of the mixed-use project used to de
termine that undivided portion and allo
cated to that undivided portion. The per
centage of governmental use (and de min
imis permitted private business use), as de
termined in the same manner, that is spe
cially allocated to an undivided portion fi
nanced with proceeds cannot exceed the 
percentage of capital expenditures of the 
mixed-use project used to determine that 
undivided portion and allocated to that un
divided portion. Similarly, for output facil
ities. the percentage of pri vate business use 
of the mixed-use project, as determined 
under § 1.141-7, that may be targeted to 
an undivided portion cannot exceed the 
percentage of capital expenditures of the 
mixed-use project allocated to that undi
vided portion. 

(iii) Consistency requirement In 
applying the measurement rules under 
§ 1.141-3(g) to a mixed-use project for 
which an issuer has employed the undi
vided portion allocation method, the issuer 
must use the same measurement method 
(for example, costs, quantity, or fair mar
ket value) that it used as its benchmark 
measure to make the allocations to the un
divided portions of the mixed-use project 
under this section. For example, if the 
issuer made an allocation to an undivided 
portion using a time-based allocation, the 
issuer must measure private business use 
using a time-based allocation. 

(e) Certain general operating rules for 
mixed-use project allocations-( I) In gen
eral. This paragraph (e) provides certain 
general operating rules for allocations re
garding mixed-use projects under this sec
tion. 

(2) Governmental ownership require
ment for discrete physical portion and un
divided portion allocation methods. Ex
cept in the case of an output facility, an is
suer may make an election to apply the dis
crete physical portion or the undivided por
tion allocation method only if the mixed
use project is wholly-owned by govern
mental persons. An issuer may elect to 
apply the undivided portion method to a 
mixed-use project that is an output facility 
in which non-governmental persons own 
undivided ownership interests if those in-

terests meet the requirements of paragraph 
(g)(2) of this section. 

(3) Sources of funds for mixed-use 
projeCT af/orations-(i) In general. For 
purposes of applying the permitted alloca
tion methods for mixed-use projects under 
paragraphs (c) and (d) of this section, the 
only sources of funds that may be allocated 
to the mixed-use project are proceeds and 
qualified equity (as defined in paragraph 
(e)(3)(ii) of this section). 

(ii) Definition of qualified equity. Ex
cept as otherwise provided in special rules 
for anticipatory redemption bonds in para
graph (f) uf this section, for purposes 
of this section, the term qualified equity 
means only proceeds of taxable bonds 
and funds that are not derived from pro
ceeds of a borrowing that are spent on the 
same mixed-use project as the proceeds of 
the applicable tax-exempt governmental 
bonds. By contrast, for example, qualified 
equity does not include equity interests in 
real property or tangible personal prop
erty. Further, qualified equity does not 
include any funds spent on subsequent im
provements and replacements (including 
any subsequent improvements or replace
ments described in paragraph (b)(2)(ii)(B) 
of this section). 

(4) Common areas. Common areas 
may not be treated as separate discrete 
portions of mixed-use projects. Proceeds 
or qualified equity used to finance capital 
expenditures for common areas are allo
cated ratably to the discrete portions of the 
mixed-use project in the same manner that 
funds for other capital expenditures of the 
mixed-use project are allocated. 

(5) Allocations regardinR multiple is
sues. If proceeds of more than one issue 
are allocated under section 148 and para
graph (a)(1) of this section to capital ex
penditures of a mixed-use project, and the 
issuer elects to apply the discrete portion 
or undivided portion allocation method to 
such mixed-use project, then proceeds of 
those issues are allocated ratably to cap
ital expenditures for a discrete portion or 
undivided portion to which any proceeds 
are allocated in proportion to their relative 
shares of the total proceeds of such issues 
in the aggregate used for such mixed-use 
project. 

(f) Special rules for bond redemptions 
in anticipation of unqualified use-( I) In 
general. Amounts other than proceeds of 
tax-exempt bonds that are used to retire a 
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tax-rxrll1pt gOl ernmel1t,t\ hund (dlltiL'ipa
tory redemption h01ll11 are treated a, qlldl
ified equity if the full(l\\ Illg reqlllrl'lllcl1h 
arc met: 

(i) AlloCdtJ(l[I, I(l allticlpator~ rcdl'lllp
tion hund ... are mdde III a mannl'r \Imliar 
to ~ 1.1'+1-12(j i( 21. and the anlicipatory re
delllption hund" are rL'lired \\ ithin the tlllle 
pre,uibed helm\ III antlrip_ltHlIl of <I (k
liherale action that other\\ I'l' \\ullid l'all,e 
lhe pn)jl'cI to h;l\ l' pri\ all' hll ... lIles, 1I,e 
III ex,'e", ur dc lIlil/llIli, permitted pri\alC 
hu,ille", usc. All dillicipaillry redemptioll 
hond is redecmed in <lntil'ipation of the de
liberate dcl when it is relirl'd at ledsl fin: 

Yl.'ars before Its otherwise-scheduled lIla
turity ,btl' or mandatory si nking fund re
dl'mption date and it is retired within a pe
nod that start ... ()[)e year hefore the deliber
ak ad occur, and end, i.) I day, hefore the 
deliherate act occurs: 

(ii) The issuer must not rea . .,onahly ex
pect at the start of the I1lca,urement pe
riod that the project would he a mixed-lise 
project. and for the first five years of the 
Illl~asurell1ent period. the project must not 
he used in a m;lIlner that would cause pri
\ate hu,ines ... use of the project to exceed 
de millilliis permitted private business LIse: 
and 

(iii) The term of the iS~L1e of which 
the anticipatory redemption bond is a 
part must he no longer than is reason
ably necessary for the governmental pur
pose of the is ... ue (within the meaning of 
~ I.I.+H-I (e)(..l)). 

(2) A lIomlioll of (jllilli/ied e(jllin'. 

Amounts that are treated as qualified 
cquity under this paragraph (f) may he al
located to a discrete portion or undi\ided 
portilln of a project in a manner provided 
in the discrete physical portIOn allocation 
method under paragraph (c) of this scction 
or the undi lided portion allocation method 
under paragraph (d) of this section if sUl'h 
allocation would have satisfied the appli
cable allocatioll method had that portion 
heen identified for purpose, of financing it 
In a new issue at the lime of the retirement 
(11' anticipatory redemption bond. Alloca
tions undl'r thi, paragraph (f) cannot later 
he changed. 

(J) A/loci/lionl ot" [{.IC. lise of a project 
tn \\ hich thiS paragraph (I'I applies is al
located III acconlallce lI'ilh the discrete 
ph~ slcal port i (lJl allocation methml or 
ullllilided purtJun ;lIlocation method. as 
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applied under the immediately preceJing 
p_lragraph. 

(-I) RelulIol1ljlle to ~/.J.II·-I:. Antic
ipatory redemption bonds that are treate'd 
as qualified equit) undt'r this paragraph 
I r) hal e a comparable effel·t on continu
ing compliance as remedial actions under 
~ 1.1-1 1-12 and need not be further remedi
alL'd under ~ I .141-12. 

(g) S/i{'ciul rules f(I!' ilflph'ing thc 
IIndh'ii/ed l)ortiolJ ullocutioll method {(l 

lIIircd-II,I£, ol/Ipll! jllcililics-( 11 III gell

('mi. This paragraph (g) sets forth certain 
~pecial rules regarding how to apply the 
undivided portion allocation method to a 
mi xed-use project that is an output facility. 

(2) G(ll'emlllclltal oWllcrship reqllirc

lIIent!iJr mixed-lise olltJllltfilcilities. An is
suer may elect to apply the undivided por
tion method to a mixed-use project that 
is an output facility if it is wholly-owned 
by governmental persons or if it has mul
tiple undivided ownership interests which 
are owned hy governmental persons or pri
vate businesses. provided that all owners 
of the undivided ownership interests share 
the ownership. output. and operating ex
penses in proportion to their contributions 
to the costs of the outpul facility. 

(3) The /l/C(I.llIre or WI IIlldil'idcc/ flor

tillil or ({ lIIixed-lIse outpllt {acility. The 
measure of an undivided portion of a 
mixed-use project that IS an output facility 
is based on a reasonahle proportionate 
allocation method that properly retlects 
the proportionate henefit to be derived by 
the various users of the mi xed-use project. 
For an output facility that has multiple 
llndi\ided ownership interests that meet 
the requireme'nts of paragraph (g)(2) of 
this section. those undivided ownership 
intere'sts are treated as undivided portions. 
In addition, for purposes of determining 
(he' mea~un.' of proportionate benefit to be 
derived from users of an output facility 
(or of an undivided ownership interest in 
an output facility treated a~ an undivided 
portion) as a result of (lutput contracts, the 
mea~ure of an undi vided portion i ~ based 
on a benchmark eljual to the proportionate 
share of availahle output (as defined in 
~ 1.1'+1-7( h)( I )) to he recei led hy the user. 
For purposes of determining the measure 
of an undivided portion of an output fa
Cility ba~ed on the proportionate share of 
available OlltpUt. the facts and clrcum
stance~ te ... t under § 1.141-7(h) governs 

allocations of output contracts to output 

facilities 
(h) Al/ocalirJ/ls or pri\'(/ft' l){[rfll{'l/r~. 

Private payments for financed property 
are allocated In accordance with § 1.141~. 
Thus. private payments for a mixed-use 
project for which an election is made 
to apply the discrete physical portion 
allocation method ilre allocated under 
§1.141-4(c)(3)(ii). and private payments 
for a mixed-use project for which an 
election is made to apply the undivided 
portion allocation method are allocated 
under 1.141-4(c)(3) without regard to 
the undivided portions. However. pay
ments under output contracts that result in 
private business use are allocated to the 
undivided portion financed with qualified 
equity (notwithstanding ~ 1.141-4(c)(3 )(v) 
(regarding certain allocations of private 
payments to equity)) in the same manner 
as the private business use from such con
tracts is a\located to that undivided portion 
under paragraph (d)( 4) of this section. 

(i) Allocations of proceeds to common 
costs of W1 iss!le. Proceeds of tax-ex
empt bonds allocated to expenditures for 
common costs (for example, issuance 
costs, qualified guarantee fees, or rea
sonably required reserve or replacement 
funds) are allocated in accordance with 
§ 1.1..l 1-3(g)(6). Common costs allocable 
to a mixed-use project for which an elec
tion has been made to apply the undivided 
pOltion or discrete physical portion allo
cation method are allocated ratably to the 
discrete portions or undivided portion of 
the mixed-use project to which proceeds 
are allocated. 

(j) Allocm/ons o(proceeds [0 bonds. In 
general, proceeds of tax-exempt bonds are 
allocated to bonds in accordance with the 
rules for allocations of proceeds to bonds 
for separate purposcs of multipurpose is
sues in ~l.l41-13(d). In the case of an is
sue that is not a multipurpose issue, pro
ceeds are allocated to bonds ratably in a 
manner similar to the allocation of pro
ceeds to projects under the general pro rata 
allocation method in paragraph (a)(2) of 
this section. 

(k) Examples. The following examples 
illustrate the application of this section: 

E.wmple I. Di.\crete porlions of u mixed·use 

IJmjeel. City A (omtrllcl> a I [I-,tory office building, 
haying I (JOx 'quare fOOL of office 'pace, and costing 

'5 I [lOx. Each floor ha, an equal amount of office 
'pace. A,sume Ihe building has no common areas. 

City A reasonably expects to usc the first six floors 



for governmental use (and possihly for d" millimi" 

permitted private bu,iness use). City A will lease the 

top four floors to Corporation B for pnvate businesl 
use. City A wants to divide the mixed-use project 
into twO discrete portions and tu allocate proceeds 
to the first six floors and qualified equity to the top 
four floors. City A treats the first six floors as one 
discrete portion (the Governmental Portion) and the 
top four floors as another discrete portion (the Pri
vate Business Portion). City A proposes to determine 
how much of the $IOOx can be allocated to each 
discrete portion using relative square feet of usable 
office space. The percentage of the $100x that would 
be allocated to the Private Business Portion using 
relative fair market values, determined at the start uf 
the measurement period, would not be significantly 
greater than the amount that will be allocated using 
relative square footage. Relative square footage is 
an appropriate discrete portion benchmark because 
it is an objective measure that properly reflects the 
propurtionate benefit to be derived by the various 
users. City A financcs the costs of the Governmental 
Portion ($60x) with proceeds of t3x-exempt govern
mental bonds (the Bonds) and the costs of the Private 
Business Portion ($40x) with quallfted equity which 
consists of taxable bonds (the qualifieu ~quity). City 
A allocates Bond proceeds to capital expenditures for 
the costs of the Governmental Portion (that is. $60x 
for capital costs of ,ix specific floors of the huild
ing). City A allocates the qualified equity to capital 
expenditures for the costs of the Pnvate Business 
Portion (that is, $40x for capital costs of four specific 
floors of the building). The financed property to 
which proceeds of the Bonds are allocated i<, the 
Governmental Portion. For purpo<;es of measuring 
ongoing use uf the Bund proceed;, u ,e of the Pri vate 
Business Portion will be disregarded, but any private 
business use of the SIX specific !loor, \\'hich cum prise 
the Governmental Portion will be taken into account 
during the measurement period. The proceeds of 
the Bonds are treated as used for the Guvernmental 
Portion and ongoing compliance dcpends un the 
amount of private business use of that Governmental 
Portion over the term of the applicahle measurement 
period. Thus, if more than 10 percent of the specific 
physically discrete floors which wmprise the Guv
emmental Portion of the mixed-use project (that is. 
more than $6x of the proceeds or 6x square feet of 
the otfice space within the Governmental Portion) 
were used for private business use dunng the mea
surement period as a result of deliberate actions, then 
the Bonds would violate the private business use test. 

Example 2, Reallocations among discrete por

lions. City A constructs a IO-story office building 
having IOOx square feet of office space. and cmting 
$lOOx. The top fi ve floors are to be leased to a pri
vate business, Corporation B. Before th~ ,tart uC the 
measurement period, City A appropriately elected a 
discrete physical portion a!location method using a 
relative square footage measure and allocated SSOx 
of proceeds to the first five floors (the Governmen
tal Portion) and $50x ill qualified equity to the tup 
five floors (the Private Business Portion). After the 
time for finaliling allocations has passed, Corpora
llon B defaults on its lease for the top five !loors of 
the building and vacates the building. Corporation C, 
another private business, expresses interest in leas
ing office space. but Corporation C want, to lease 
the first five floors of the building rather than the top 

five floors previously lea\cd by Corporation B. City 
A wants to reallocate the proceeds used for the Pri
vate Business Ponion to the Governmental Portion. 
City A plans to u,e the Pnvate Bus.ine» Po<:tion for 
governmental use. At the time of both the original 
allocation and thi.s reu!location the mca,urc.s of the 
Private BusineS'> Portion and Governmenlal PortIon 
under the applicable discrete portion benchmarks are 
within five percent of each other. City A determines 
that the mea.sures of the two dislTcte portions are rea
sonably comparable atth~ time of the reallllcatioll by 
using the benchmarks of relative '4uar~ f""lage and 
the then-current fatr market values of the two di"rete 
port 10m. This reallocati(lll hetween discrete portions 
is permi"ible. 

Example 3. UI1lIi"iJcd portiolls of II mixed-tll'e 

project. City A cunstrucb a 10-,tury office huiJdmg. 
having 100x 'quare foot of office space, and coqing 
$IOOx. City A ha,s not identified 'pecific space to be 
leaseu to any specific private busme", Instead. City 
A reasonably expects tu use 70 percent of the office 
space in the building for governmental usc (or P"'
sibly for de minim;, permitted private businc" usel 
(the Governmental Portion). Cily A reasonahly ex
pects that it will lease out a maximum of 30 per
cent of the office space to one U1l11ore private bu,i
ncsscs in umpccified locations in tbe building Itbe 
Private Business Portion). City A wants to allocate 
this mixed-me project hetween twu undivided por· 

tions and target the expected private busme" use tu 
the undivided portion financed with qualified t'quity. 
City A determines how much of the 5 IOOx can be fi
nanced with tax·exempt governmental bond\ hased 
on relative square feet of usable office space. This 
undivided portion benchmark IS an objective mea
,ure that properly reflect, the proportionate benefit 
to be derived by the variou, u,ef\. Cny A finance, 
70 percent of the costs of the building ($70xi with 
proceeds (the Bonds) al1d 30 percent ($30x) of those 
costs with qualified equity which consish of taxahle 
bund.s (the Qualified Equity). Bond proceeds are allo
cated tu capital expenditure" for the costs of the Gov
ernmental Portion. Qualified Equity IS allocated to 

carital expenditures for the costs of the Private Rusi
ness Portiun. Fur purposes of mea"uring ongoing use 
uf the mixed-ule project, private business use ami 
governmental use of the entire IO-story otTice huild
ing is considered. As long a, average private busine" 
liSe of the mixed-use project under the measurement 
rules does not exceed 30 percent In a particular year. 
that private business use is allocated to the Private 
Business Portion, Thus, none of that private busi
ncss usc is allocated to the Governmental Portion. and 
that private bw,iness use is disregarded for purposes 
of determining whether there is private business use 
of the proceeds allocated to the Governmental Por
tion. [faverage private business use of the mixed-use 
project increases to 45 percent in a sub,sequent year. 
a maximum of 30 percent of that private business use 
is properly allocahle to the Private RIISine.ss Portion 
and thereby disregarded in determining ongoing use 
uf the Governmental Purtion, Private bu,iness me in 
excess of the 30 percent properly allocable to the Pri
vate Business Portion (th8t is. 15 percent of private 
business use) would be allocated to the Governmen
tal Portion. Conversely. if private business use 0\ the 
mixed-use project in a subsequent year decreased to 

20 percent, all 20 percent of the private use would he 
allocated to the Private Business Portion and therehy 

disregarded for purposes "f mcasurlng rril"tc u\c ot 
the proceeds in that yea.. Bccau\c there would be 

governmental use ill that year in exc·c." "I' the 70 per
('ent that 1\ properly allocahle to the Governmental 
use Punion, tile governmental use m eXcCI, of 70 per
cent (that i,. 10 pcrccm of i!(Jlcrnmcntal u.se) \\ould 
he allocated to the Pril ate BUsinc" POItH)Jl, 

Ewmpl" 4. R"vcllufiJa,\cd UllIiil'ided (lortioll of 

fC\ eo rch fllcditv University A is a state UOJ\ er,it)'. 
Universily A owns and operates research facilities, [n 
20011. UniverSity A plans tl) huild a new research fa
cility (the 200X \1i,eu-U,e Re,~;rrch PrTlJcul. which 
it expects will be u,cd for both qualified [c\carch 
arrangements tilr governmental usc (GOIcrnmental 
Research) and llnnqu~Iiified rC\l'arch arrangcments 
for private hUline" U'L' tPnvatc Businc)S Rc,earch). 
University A wants to allocate the 2()())) mixed-use 
rcscarch facility hctv.ccn two undivided poJ1ioO\ j(lr 
Governmental Research ~lI1d for Priv:lte Bu,sine\.s 
Re,earch and to target Pnvate Buslnc\S Research 
to the undivided portion financed with equity. Um
ver,ity A ploposes to make this allocation using a 
revenue-hased undivideu portion henchmark All 
of University As research activities will have the 
tll110wrng operational charactcri,tics: 

Ii) The research facilities are continuously avail
ahk ror both G,)Vcrnmcntal Rc\earch and Private 
Busine'" Re,earch; 

(ii) Governmental Research and Private Hu,incss 
Research take place '1lTIultaneously in the same re
scarch facilJlics; and 

liii) The same rc'''arch nHy relate to one or more 
rc"carch projecl\ invoJying both Governmental Re
search and Private Rusiness Research. Univer,ity A 
also has a rea,onahlc ba,is for determining the per
centage of revenue, that will be derived frum Pri
Ville ilmir)CS\ Rc\carch and Governmental Rc\ear(:h. 
During the paq five years, of the total revcllucs. net of 
royalties and licenses. from lJniversity A \ research 
facilities. the percentage 01 revenues from Govern
mental Re,earch alld the percentage of revenues lrolll 
Privute Busine" Research (on a prc\cnl vullle bu,is) 
have not changed. University A reasonably expects 
that this split of revenues will continue \\ith the 2008 
Mixed-Usc Research Project Cnder all the fae" and 
circumstancC'>. JIlciudillg. amon~ other tiling', the na
ture of the particular re.scarch arrangements (for ex
ample. the governmental or pnvute bu.sine" nature 
of particular rese:lrch grantors or contractual term.s 
that result in governmental use or private rUSiness 
use) and historic actual revenues and future expecled 
revenues from research arrangements of a partiClI
lar nature. net of royalties and licenses. the only oh
jective measurable benchmark that can reasonably 
distingUish the Govenllllcntul I<escarch portion trom 
the Private Busin~ls Research portion is the expected 
percentage of rewnue, cach wlil generate. Thcre
fmc. University A will be usint! a reasonahle method 
for deterlnlnlng the undlvirlcd portion, of the lOOg 
mixed-usc research f~I(llity if it hases the portions on 
the revenue,1 each is expected to generate. 

Ewml"c 5, OllllJllt laciltry. Authonty A i, a gov
ernmental perlon that own, and operates an electnc 
transmi"ion facility. Prior til 2009. Authority A lIsed 
Its equity to pay capital expenditures of 'l>1()()()x for 

the taCillty. In 200L). Authority A \\anls to make 
capital IIl1pnll'eI\lCllh \II the facility ill the alll(1unt 
of $ I ()()x. Authority A rca,onahly expects that. at

tel' completion ot ,uch capital improvement'. ).+ per-
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cent of the aldilabk output i"rlllll th~ laulil), il' de

termIned under ~1.1-I1-7, will be 'old ulH.kr OUlput 

cLlntract, tor government,,1 u'c clIld th"l-lh pac,'nl ot 
,uch dvadable output II ill h~ ,DiLl unda Dutput COIl

tract, for pril Jte hu,ine" u,c, Authonl> ,\ II ant' to 

allocate thi, 2()()t) proi~L'I fllr Cdpltal Illlpnll emcnh 
(the 2()()l) Mi~cd-Use Output Pr()JeL'lI hetlll'cn tllll 

undivided portion, ha,cd 011 proportlonatt' Ille,hurl" 

oj available (lutput and to linanl"c th~ ma\IIllUm ell
gihle undil Ilku portion \I ilh ta\-nclllpt ~Il\ l'mlllen
tal hond, 1,I"ulllin~ u,e or the l11a\imum 10 pCrl'en! 

de 1II;lIilll;.1 amount of pnvate husint'" usc pen11lt

teu for !a\-nCllIpt f()leJ'Jllllellial oDndsL Authorlt> 
A treah d 60 perccnt ulldll Ided portioll of lhe 2()()l) 

~1J\cd-llse Output PWJeL'i 'j\ onc unuII Ided portlllll 
(the Gmeflllllcntdi P()rtioTll. which it reasonably CA

pects tIl u,e for llutput contracts inlO" ing 'iO per

cent gmcrnmentJl u,c (repre,cnLJn~:"-I percent of the 

a I ailahk output I. pill' 10 percent private hUSlIlC" usc 
(rcpre,enting 6 percent of the availahle outputl. Au
thority A treat, a -+0 percent undJ\lued portIOn or the 
2009 Mixed-U,e Output Project as another undivided 
portion Ithe Private Bu,ine" Portion I, which it re,l
'onahly expects to use for output ullltract, JIlVO"

IIlg pril ate hu,ine" u,c. Authonty A determines the 
measure, of the,e t\\(l undivided portions based on 
relative ,hares of a\ ailahk output, as uetermineu un
der ~ 1.1-11 7. ThiS mea,ure u,cs a reasonable pro
portionate alillcation method which properly reflects 
the proportionate benefit to he derived by the various 
users. On January I. 2()09, Authonty A issues bonds 
Ilith pnKceds Ilf S60x (the Bonus) III IInance the 
Governmental Portion of the 2009 Mixcd-U,e Out
put Project and use, $-1-0 million 01 tunus that are not 
denveu from proceeus of a horrowing (the Qualified 
Equity) to finance the Prilate Busine\S Portion of the 
2009 Mixed-Use Output Prolect. Authority A allo
cate, Bonu proceeds to capital expenditures for the 
(ll,b of the Governmental Pnrtion and Qualified Eq
uity to capital expenditures for the co,ts of the Private 
Busine" Portion. For purposes of measunng ongo
mg use of the Governmental Portion financed With 
the Bond proceeds, use 01' the Private BU'inc\\ Por
tion is disregarded, but any priv,lte husiness use of 
the Governmental Portion will be taken into account 
during the mea,ureillent periou, So long as the actual 
amount of private business use of the Governmental 
Portion', ,hare of available output uoes not exceed (, 
percent. the Bonds will not he private aClivity honds. 

EWlI1p/e 0, Trl'lI(lIll'llr o( 11'lirl'lIIl'JJI IIJ bOlldl. 

City B issue, oonds to huild a parking garage (the 
Garage). co,ting $IOOx. that It will <lwn and operate 
At the start of the mCa'Ul'elllent period. City B rca
,onabiy expel'l\ that the only u,e orthe garage will be 
governmental use. The term of the i"ue is no longer 
lhan rea"lIlably nece"ary tor the gO\' ernmental pur
pn,e of the i"ue. Durin~ the first ,ix year, of the 
mea,uremcnt period, the garage IS useu a, the issuer 
expected. In year selen of the mea,urement period, 
however. Cll) B expects that in Ie" than one year iI 

\\ ill enter int" a contract \\ ith Corporation C, a private 
husine,s, II hich II til (alhe 20 percent of the Garage 
t,) be u,ed tor private hu,ine" u'c, More than 90 day, 
hefort' ~Illering Into a hinding contract With Corpora
tIL"l C. Citl B usc, $20x of funds other than prDcccds 
of ta'-l'\Cmpt bond, to retire hond, and City B deter
llllnes the hond, to he retired on a pm raW ba'ls. The 
.Ippli,'ahlc hond, \I ill be retired al lea,t 5 ) ears prior 
tl' their ,,'heduled l11aturit) dates As of the uate of 
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thc anl1cipator) redemptlllll, the GarClge qualifies a, 

a Illi\cd-u,e rrole,'1. and Citl B applies paragraph (f) 
<,I' thi, ,eetlOn ,lIld alluc'atc, the S20\ that \\'a~ u,cd 

to redcelllthe hunlb to dll unuil lueu Pllrlll'n t" I\hieh 

the I1m.He hU'lIlc\\ usc II III he allocated. If City B 

Lllkd to mcet the requlrcments of paragraph (n of 
tl1l\ ,eetion, dillounh that CII> B used to reueem the 

hond, \\J)uld not hc LJu;Iidlcd equity, 

Par. 5. Section 1.141-13 is amended 
hy re\'ising paragraph (d)( 1 ) and paragraph 
(g) EWlIlple 5 to read a~ follows: 

,~/,/.J./-13 Rl~fill/(lillg ;S.llIes 

(d) MIIltiplllJlose isslle ul!Ocat;oIlS-( I) 

III geneml, For purposes of section 141. 
unless the context clearly requires other
wise, ~ 1.1 48--9(h ) applies to allocations 
of multipurpose issues (as defined in 
~ 1.148-1 (b)), including allocations in
volving the refunding purposes of the 
issue, An allocation under this paragraph 
(d) may be made at any time, but once 
made may not be changed, An allocation 
is not reasonable under this paragraph 
(d) if it achieves more favorable results 
under section 141 than could be achieved 
with actual separate issues, Each of the 
separate issues under the allocation must 
consist of one or more tax-exempt bonds, 
Allocations made under this paragraph (d) 
and ~ 1,148-9(h) must be consistent for 
purposes of section 141 and section 148, 

* * * * * 
(g) EXlIlIlples. * * * 
EWlllple 5. MlIliipllrp'He issue. (i) In 2006. State 

D issues bond~ to finance the construction of tl},O of
fice building', Building 1 and Building 2, D expend, 
an equal amount of Ihe proceed, on each building. D 
cnter~ into arrangements that re,ult in private hu~i
ne\<; use of g percent of Building I anu 12 percent 
of Building 2 dunng the measurcment period under 
* 1.1-I1-3(g), III addition, D enters into arrangements 
that res~lt in private paymenh III percentages equal 
to that private hu,ine" u,c. These arrangements re
,lilt in a total of 10 percent or the procceds of the 
~()()6 honds being used tor a private business use and 
for private payment'>, III 2007, D purport' to make 
a multipurpose IS\UC allocation under paragraph (dl 
ot thiS sectlOn of the outstanding 2006 honds, al-
1'lL'ating the i"ue into two separate is;ues of equal 
amount> with one i,sue allocable to Building 1 and 
the second allocahle to BuilLling 2. An allocation IS 
unrea,onahle under paragraph (d) of this section if 
it achleles mmc favorahle results under ,ection 141 
than could be achieved with actual ,eparate isoues, 
D's allocation IS unrea,onable hecause, if pennitted, 
11 \lould allow more favorable results under section 
141 for the 2006 bonds (thai i" pril'ate business use 
and prilate pallllents which exceeds the aggregale 10 
percent penni tied de millimi.1 amounts for the 2006 
hond, allocahle to Building 2) than could be achieved 

with actual s.?parate issues, In addition, if D's pur

ported alllll:Jtion was intendeu to n:sult in two sep
araK issuc:; of tax-c.xempt ~o\emmt'ntal honds (ver

'u, ta:v.-e:v.empt pnvatc al'lll ity bllllus), the allocation 

II Lluld liolate paragraph (d) of this sectillll in the tiN 
in,tancc hecaust' the allo,'ation to the separate i"ue 
for Building 2 would fail to qualify separately as an 

I,sue of tax-exempt gOlernmental honds as a result 

Ill' its 12 percent of prilate husincs, use and prilate 
paymcnts, \\ hich e,ceeu the 10 percent pennitted de 

lIIilJilll;I' amounts. 

(ii) The facts arc the ,al1l~ as in paragraph (I) of 

this EX{lmplc 5, exl'Cpt that D <'nters intll arrange
menh that result III H percent rriv;tte husiness u,e for 

Building I. and it expects no private bu,inc" lise of 
Building 2. In 2007, D allocates ;tn equal amOlm( of 
the outstanding 2006 honds to Building I and Build

ing 2. D selects particular honds for each ,eparate 
isslIe such that the allocation does nut achieve a more 
f;]vorahle result than could have been achieved by is
~uing actual separate issues, D u,,:s the same alloca

tion for purposes of both section 141 and 14H, D's 
allocatIon is reasonahle, 

(ill) The facts are the same ;]s in paragraph (II) 

of this Example 5, except that as part of the same 
issue, D issues honds for a privately u"cu airport. 
The airport bonds if issued as a ,eparate is,ue would 
he qualified pnvate activity bonds, The remaimng 
bond, if issued separately from the airport bonds 
would be governmen131 honds, Treated as one is
sue, however, the bonds are taxable private acti\'ity 
bonds, Therefore, D makes lis allocation of the 
bonds under ~§ 1 141-13(d) and 1.150-l(cj(J) into 3 
,eparate issues on or hefore the is\ue datc, Assuming 
all other applicable requirements are met, the bonds 

of the respective issues will he tax-exempt qualified 
private activity bonds or governmental bonds, 

* * * * * 
Par. 6, Section 1,141-15 is amended by 

revising paragraph (a) and (i) and adding 
paragraphs (k) and (\) to read as follows: 

t:iJ.l4l-/5 Effective Dates 

(a) Scope, The effective dates of this 
section apply for purposes of §~ 1.141-1 
through 1.141-14, 1,145-1 through 
1.145-2, 1.150-I(a)(3) and the defini
tion of bond documents contained in 
~ 1.1 SO-I (b). 

* * * * ~ 
(i) Permissive application of certain 

regulations relating to output facilities, 
(I) Issuers may apply §I.l41-7(f)(3) 

and §1.141-7(g) to any bonds used to fi
nance output facilities, 

(2) Issuers may apply §1.141-6 to any 
bonds used to finance output facilities that 
are sold on or after the date that is 60 days 
after the date of publication of the Treasury 
decisions adopting these rules as final reg
ulations in the Federal Register 

* * * * * 



(k) Effective date for certain regu
lations relating to allocation and ac
counting. Except as otherwise provided 
in this section, §§1.l41-\(e), 1.141-6, 
1.141-13(d), and 1.145-2(b)(4), (b)(5), 
and (c)(3) apply to bonds that are sold 
on or after the date that is 60 days after 
the date of publication of the Treasury 
decisions adopting these rules as final reg
ulations in the Federal Register and that 
are subject to the 1997 Final Regulations. 

(I) Permissive retroactive applica
tion of certain regulations. Issuers may 
apply §1.141-13(d) to bonds to which 
§1.l41-13 applies. 

Par. 7. Section 1.145-2 is amended by 
adding paragraphs (b)(4), (h)(S), and (c)(3) 
to read as follows: 

§1.l45-2 Application of Private Activity 
Bond Regulations 

* * * * * 
(b) * * * 
(4) References to gOl'ernmental bonds 

in §1.141-6 mean qualified 501(c)(3) 
bonds. 

(5) References to ownership bv govern
mental persons in § 1.141-6 mean owner
ship by governmental persons or 50 I (c )(3) 
organizations. 

(c) * * * 
(3) Partnerships. Section 1.141-l(e)(2) 

does not apply for purposes of sec
tion 145(a)(1). For purposes of section 
145(a)(2), in the case of a partnership (as 
defined in section 7701(a)(2» in which 
each of the partners is a governmental 
person or a section 501(c)(3) organization, 
the partnership is disregarded as a separate 
entity and is treated as an aggregate of its 
partners. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by the OfflC~ of the Federal Rcgi,ter Dn September 
25,2006.8:45 a.m., and published in the issue of the Federal 
Register for September 26.2006.71 F.R. 5(1072) 

Deletions From Cumulative 
list of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-81 

The Internal Revenue Service has re
voked its determination that ihe organiza
tion listed below qualifies as an organi
zation described in sections 501(c)(3) and 
170(c )(2) of the Internal Revenue Code of 
1986. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Intemal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributur ( I) had 
knowledge of the revocation of the ruling 
or determination letter. (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductible. Protection under section 
7428(c) would begin on June 27, 2005, and 
would end on the date the court first deter
mines that the organization is not described 
in section 170(c)(2) as more particularly 
set forth in section 7428(c)(l). For indi
vidual contributors, the maximum deduc
tion protected is $1,000, with a husband 
and wife treated as one contributor. This 
henefit is not extended to any individual, in 
whole or in part, for the acts or omissions 
of the organization that were the basis for 
revocation. 

University Lithotripsy Affiliates, Inc. 
Newark, NJ 

Determination of Interest 
Expense Deduction of Foreign 
Corporations; Correction 

Announcement 2006-82 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to final and tempo
rary regulations. 

SUMMARY: This document contains a 
correction to final and temporary regu
lations (T.O. 9281, 2006-39 I.R.B. S 17), 
that were publi:;hed in the Federal Reg
ister on Thursday, August 17, 2006 (71 

FR 47443). This regulation revised the 
Income Tax Regulations relating to the 
determination of the interest expense de
duction of foreign corporations and applies 
to foreign corporations engaged in a trade 
or business within the United States. 

DATES: This correction is effective Au
gust 17,2006. 

FOR FURTHER INFORMATION 
CONTACT: Gregory Spring or 
Paul Epstein, (202) 622-3870 (not a 
toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final and temporary regulations 
(T.O. 9281) that is the subject of this cor
rection are under sections 882 and 884 of 
the Internal Revenue Code. 

Need for Correction 

As published, T.D. 9281 contains an er
ror that may prove to be misleading and is 
in need of clarification. 

Correction of Publication 

Accordingly, the publication of the 
final and temporary regulations (T.D. 
9281), that were the subject of FR Doc. 
E6-13402, i, corrected as follows: 

On page 47443, column I, in the pream
ble under the caption "DATES: Effective 
Date:", lines I through S, the language, 
"These regulations are effective starting 
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the tax year end for which the original 
tax return due date (including extensions) 
is after August 17,2006." is corrected to 
read "These regulatillns are effecti \ e Au
gust 17.2006 .... 

Cynthia E. Grigsby, 
Sellior Fedeml Regiller Liui.I(/1I OtjicC/; 

PlliJliUllioll.1 (llId Reguluri(//I.\ Brunch. 
Leg([1 Proccssing Diri.lioll. 

AI.I(!ci(lrc Chid COJ/nsei 
(Procedure und Adlllini.lrmrioll). 

(1Ih . .'d h~ tlli.: ()ffll\: \11 (\\1.' rl'th.:r,d Rl'),!I"IL'r on Sl'ptt'lllhcr 
~{. ~(H16.:--: -l:, a Ill . .lnd ~llll>h"llL'd 111 I hI..' J',."llc l)t the reJe-rJ.1 
Kl',::I .... !('[ Ill[" Sq1lL'lllhl'r 2~. 2()()(). 7\ J--R ~oKfl~1 

Flat Rate Supplemental Wage 
Withholding; Correction 

Announcement 2006-83 

AGEl\CY: Internal Revenue Service 
(IRS l. Treasury. 

ACTION: Correction to final regulations. 

SUMMARY: This document contains a 
correction to final regulations (T.D 9276, 
2006-37 I.R.B. 423), that were published 
in the Federal Register on Tuesday. July 
25,2006 (71 FR 142). These regulations 
apply to all employers and others making 
supplemental wage payments to employ
ees. 

DATES: This correction is effective Jan
uary l. 2007. 

FOR FURTHER INFORMATION 
CONTACT: A. G. Kelley, (202) 622-6040 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The linal regulations (T.D. 9276) that is 
the suhject llf thi~ correction are under sec
ti(1n~ 3-\.0 1 and 3.+02 of the Internal Rev
enue Code. 

Need for Correction 

A, [luhlIshed. T.O. 9270 contains an er
ror that ma} prm e to he mi~leading and is 
in need of clarification. 
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Correction of Publication 

ACl'(miingly, the publication of the fi
nal regulations (T.D. 9276), that were the 
\uhject of FR Doc. E6-11764, is corrected 
as fllllm\s: 

On page 4205 I. column 2, in the pre
amble under the paragraph heading "Spe
cial Rules for Determining Applicability 
of Mandatory Flat Rate Withholding", 
lines 2 and :1 from the top of the column, 
the language, "the final regulations and 
the revenue procedure pnn-ide employers 
with a" is corrected to read "the final reg
ulations provide employers with a". 

Cynthia E. Grigsby, 
Senior Federal RC'f~ister Linison Officer. 

PlIhlicmiolls and ReRlIlotiolls Branch, 
LeRal Processil1R Dil'ision, 

Associare Chief COl/lise! 
(Procedure and Administratioll J. 

(Filed h\ Ihe Office of the FederJl Regi,ter on Oehlkr 2. 
2006. X:-15 a m .. and puhll,hed In the Mue of the Federal 
Regl'tcr for OCl<)ber.1. 2006. 71 FR. 5H27~1 

Request for Applications to 
Participate in the 2007 IRS 
Individual e-file Partnership 
Program 

Announcement 2006-87 

Thc Stakeholder Partncrships. Educa
tion and Communication (SPEC) function 
within the Internal Revenue Service (IRS) 
is continuing its efforts to establish IRS 
e-file partnerships with various entities. 
The IRS is seeking non-monetary e-file 
partnerships for t:iling Season 2007. No 
applications for funding (monetary com
pensation) will be considered. A com
mercial business, non-profit organization, 
state government or local government 
may submit applications. Applications are 
not solicited from other Federal govern
ment agencies. The program is an annual 
program and covers the period January 
through October 15, 2007. All prior 
year partners must reapply for Filing 
Season 2007. 

BACKGROUND 

The IRS Restructuring and Reform Act 
of 1998 (RRA 98) requires the IRS to re
ceive 80 percent of all returns electron
ically by 2007. RRA 98 authorized the 

IRS Commissioner to promote the bene
tits of and encourage the use of e-file ser
,ices. RRA 98 enables the IRS to enter 
into non-monetary partnerships with busi
nesses to offer low cost income tax prepa
ration and electronic filing for qualified 
taxpayers. 

Continued opportunities for growth in 
electronic tax administration are evident. 
For Filing Season 2006. the IRS received 
more than 72 million electronically filed 
returns, an increase of 6.20(;;' over the 
previous year. Visit the IRS weh site. 
http://www.irs.gov. for the most current 
results from market research on individual 
taxpayers, including demographic data 
and psychographic studies. This research 
includes attitudinal surveys, customer 
satisfaction surveys, Public Service com
munications, tracking studies and any 
focus group results. 

The IRS accepts many forms and sched
ules for electronic filing. Visit the IRS 
web site for a complete listing of accepted 
forms and schedules. 

FILING SEASON 2007 

For Filing Season 2007, the IRS will 
focus on the 1040 series income tax re
turns covering ··IRS f!~tile Using a Tax Pre
parer" and "IRS (,-file Using a Personal 
Computer." Additional emphasis contin
ues to be placed on the following features: 
electronic signature options, Federal/State 
e-file, and electronic payment options for 
balance due and estimated payment op
tions. 

A major area of emphasis is to reach 
those taxpayers who continue to file com
puter prepared paper returns (v-code). Re
search indicates that the number of v-code 
returns continues to increase (76% of all 
v-code returns are prepared by paid prcpar
ers). Emphasis should be placed on con
verting v-code filers to electronically file 
their returns through advertising the bene
fits of e-file. 

Participants should also reach those in
dividuals eligible for the Earned Income 
Tax Credit (EITC). It's important to note 
that military fami lies may qualify for EITC 
since supplemental payments and combat 
pay are exempt from the income calcula
tions. 

Participants are encouraged to focus on 
reducing the llumber of errors made on 
electronically filed returns, including those 



returns claiming EITe. The "EITC Assis
tant" is an interactive web-based tool de
signed to help tax professionals determine 
whether or not their clients are eligible for 
EITC, and why. The "EITC Assistant" is 
a step taken by the IRS to maximize tax
payer participation, minimize EITe errors 
while increasing compliance. You can find 
the "EITC Assistant" on the IRS web site 
at http://www.irs.Kov/eitc. 

The Hispanic population is the fastest 
growing minority segment in the U.S. Par
ticipants are encouraged to market their 
e-file services to this segment and offer the 
Spanish versions for online filing and/or 
downloadable software. 

The IRS expects all accepted partners 
to market, promote and offer e-file product 
and services through October 15, 2007. 
The IRS will supply the partners with 
the key marketing messages that support 
electronic filing during the Filing Sea
son (January through April 16, 2007) and 
post-Filing Season (April through Octo
ber 15, 2007). These messages should be 
used in your promotion of electronic filing 
and displayed on the web sites of Partici
pams. Utilization of these messages will 
ensure uniformity and maximize public 
awareness. For additional information on 
the various e-file programs, features, and 
market research, visit the IRS web site at 
http://www.irs.gov. 

Participants will receive hyperlinks 
from the IRS web site - irs.gov (Partners 
Page) - to the Participant's web site. Po
tential Participants may request links for 
the following categories: 

• IRS e-file Partners for Taxpayers 
• IRS e-file Partners for Tax Profession

als 
• IRS e-file Partners for Financial Insti

tutionslEmployers 
• IRS e-file Partners for Credit Card Pay

ment Options. 

Safeguarding Taxpayer Data 

The security of taxpayer accounts and 
personal information is a top priority for 
the IRS. Tax professionals must imple
ment safeguards to protect taxpayer" s 
data. It is not only the law, but it is good 
business practice, as it increases customer 
confidence and trust. Refer to Publica
tion 4557, Safeguarding Taxpayer Data, 
a Guide for Your Business, which de
scribes the various security provisions 

and rules that impact tax professionals. 
The document assists tax professionals 
in understanding their requirements for 
protecting the privacy and confidentiality 
of taxpayer data, and provides guidance 
on implementing the neces~ary ~ecllrity 

controls within their business to satisfy 
these requirements. Publication 4557 can 
be accessed at http://www.irs.gov. 

PARTICIPATION STANDARDS & 
REQUIREMENTS 

Participants will abide by the following 
standards and requirements. if applicable: 

• The Participant was actively engaged 
in the electronic tax preparation and 
filing industry in 2005 and 2006. 

• The Participant (Electronic Return 
Originator. Intermediate Service 
Provider, Software Developer, and 
Transmitter) must be in good standing 
with the IRS, comply with the e-file re
qUlrements stated in the IRS Revenue 
Procedure 2005-60. current versions 
of Publications 1345, 1345A, 3112, 
and pass the annual Suitability and Par
ticipants Acceptance Testing (PATS) 
conducted by the IRS. You can find 
the IRS e-file technical publications on 
the IRS web site at http://www.irs.gov. 

• The Participant will comply with the 
privacy provisions of26 U.S.C. § 7216 
and U.S.C. § 6103. 

• The Participant will be required to 
prove and display third-party certifica
tions for the privacy/security/authen
ticity of its online service. The Par
ticipant's web site should display the 
third-party certification and privacy 
seals. Participants must use software 
that will enable their web sites to state 
their privacy practices in a standard 
machine-readable format that can be 
retrieved automatically and interpreted 
easily by users. 

• Participants will comply with the se
curity provisions in applicable De
partment of Treasury/IRS rules in
cluding, but not limited to, 31 e.F.R. 
Part 10, IRS Rev. Proc. 2005-60. 
current versions of IRS Publications 
1345, 1345A, and 3112, and 26 U.S.c. 
§ 7216. In addition, Participants must 
comply with the Federal Trade Com
mission's Gramm-Leach-Bliley Act 
to protect the security of taxpayer 
information. Refer to Publication 

4557. Safeguarding Taxpayer Data. 
a Guide for Your Busilless. for guid
ance on vanous security rules and 
provisions that impact tax profession
als. The document can be accessed at 
http://www.irs.gov. 

• The Participant will offer their prod
ucts and services to filers of the 1040 
Series returns. including complex 
returns, balance due returns, Fed
eral/State returns, and I040EZ returns. 

• The Participant will clearly disclose its 
customer service support options (in
cluding associated fees, if any) and pri
vacy policy on the landing page of its 
web site. Participants must provide 
taxpayers with a business contact point 
by on-line form, email, mail, facsimile 
or telephone number which the Partic
ipant maintains and reviews. 

• The Participant is encouraged to of
fer the Spanish versions for online 
filing and/or downloadable software. 
The Participant who offers Spanish 
versions for online filing and/or down
loadable software will have customer 
service support to assist Hispanic tax
payers. 

• The Participant will target v-coders 
and individuals eligible for ElTe. 

• The Participant will focus on reduc
ing the number of errors on electroni
cally prepared returns, including those 
returns claiming EITC. 

• The Participant will offer a variety of 
e-file features including the Self-Se
lect PIN, Electronic Payment Options. 
Federal/State e-file, Direct Deposit of 
Refunds, etc. 

• The Participant will market, promote 
and offer e-file services through Octo
ber 15, 2007. The Participant should 
use the key marketing messages. pro
vided by the IRS, for the promotion 
of Filing Season and Post Filing Sea
son electronic filing and place them on 
your web site. 

• The Participant may choose to oller ei
ther free tax preparation or free e-file 
servIces. but not both. 

• The Participant will be permitted only 
one (1) hyperlink on the lRS dile 
Partners Page per category: 
• IRS e-jlll:' Partners for Tax.payer 
• IRS eJile Partner, for Tax Profe'.

sionals 
• IRS e-file Partners for Financial In-

stitutions/Employers 
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• 

• 

• IRS e-file Partners for Electronic 
Payment Options 

• The Participant will pf(l\ilk the 
IRS with a deseri ption (not to ex
ceed 200 ('haracters including 
spaces) for each hypcrlink placed 
on the IRS e-li/e Partneh Page. 
The hypcrlink de~cription may de-
scrilx Illultlpk l>ffer,/~enices. 

The Participant will not have a URLh) 
containing the \\OI"d "IRS'" 
Thc Participant will be required to sup
ply the IRS with a link to their web ,ite 
in their application or no les~ than ten 
(10) business days beforc thc site is 
expected to go live (start date of e lec
tronic filing). All sites must be exam
ined before they can be posted on the 
IRS e~tile Partners Page. The purpose 
of the review is to ensure each Partici
pant" s web site complies with the stan
dan.ls and requirements set forth in this 
announcement. 

• The Participant"s weh site will not con
tain inappropriate content. Participant 
web sites must meet the following cri
teria: 

• 

• The site clearly relates to and com
plements existing information, 
products and services on irs.gov. 

• The site contains relevant and use
ful content that will benefit our 
customers. 

• The site contains accurate and 
timely information. 

• The site provides information at no 
cost. The Participant will not link 
to sites whose primary purpose is 
to sell products or services (unles, 
it is part of an approved agreement 
With IRS). 

• The site has an excellent overall 
quality and professional image. 

• The site is easy to navigate. 
• The site is a credible source for 

information. The ~ite must be free 
or typos and errors so that it does 
not detract from the readability of 
the site. 

• The site does not exhibit hate, bias, 
or discrimination. 

• The site does not contain mislead
ing ,)r unsubstantiated claims or 
connlct with the mission of the 
IRS. 

:'\. Participant" s web site must be func
tionally adequate and consistent with 
the Participant"., offer in permitting a 
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taxpayer to complete their return. Fail
ure to comply Illay result in the Pal1ici
pant', removal from the Partners Page. 

• The Participant will adhere to industry 
best practices to ensure the taxpayer re
turn information entrusted to them is 
secllre and the pri\'acy of sllch infor
mation is maintained. In any instance 
\\ here a Participant contracts with a 
senice provider \0 obtain technology 
sen ices. it will adhere to this standard . 
To the extent multiple Participants rely 
on a single senice provider for front 
or back office sen ices (not ISP ser
vices). it is even more critical that such 
taxpayer security and privacy be main
tained with respect to others who share 
these services. 

• Whenever taxpayers are requested or 
required to provide their SSN. it must 
be part of a secure session. Participants 
are not permitted to use SSNs as a re
quested field for registration purposes 
or for estahlishing a taxpayer account 
on-line. 

• The Participant will display the IRS 
e-jile logo on the landing page of 
its web site. The e-file logo and 
guidelines can be downloaded from 
http://www.irs.gov. 

• The Participant will have a link(s) to 
the IRS web ~ite, http://www,irs.gov. 
from its web site. 

• The Participant must provide taxpay
ers a method to obtain the status of 
their tax return. Taxpayers can be di
rected to "Where 's My Tax Refund'?" 
located on the Homepage of the IRS 
\veb site at http://www.iTs.go\!. 

• The Participant will prominently dis
play on the landing page of its web site 
the promotion of income tax prepara
tion and electronic filing for individu
als eligible for Ene. 

• The Participant is encouraged to offer 
a monetary incentive (reduced return 
preparation and electronic filing costs) 
to attract taxpayers. 

• The Participant will disclose limita
tions in the forms and schedules that 
are likely to be needed to support 
their offerings The Participant should 
dearly display a listing of the forms 
and schedules that will be offered 
either visible or accessible from the 
Participant's landing page. 

• The Participant will clearly disclose a 
listing of the States that their software 

supports either \"isible or accessible 
from the Participant's landing page. 

• The PartICipant IS permitted to of
fer commercial products and services 
consistent with ohtaining the posi
tive consent of the lIser as described 
in 26 USc. 7616 hefore offering 
fee- based products and services not 

• 
related to tax preparation. 
The Participant will indude a feature 
in their tax preparation software that 
\vill "time out" the session after no 
changes are made for a period of time 
consistent with hest practices approved 
by privacy seal certification programs. 

• The Participant that learns of an in
appropriate disclosure of a taxpayer's 
return information to an unauthorized 
Person must report the unauthorized 
disclosure to the IRS immediately but 
no later than five (5) hours after de
tection: and immediately shut down its 
program at the time of detection. 

• The Participant will submit written 
notification (e.!?" email) to the IRS 
of changes, additions and deletions to 
URLs, link descriptions. etc. 

• The Participant will submit Perfor
mance Reports to the IRS Point of 
covering Filing Season and post Filing 
Season activity. The reports will cover 
information such as e-file statistics, 
web site activity and anything else the 
IRS deems necessary. The IRS Point 
of Contact will provide written report
ing instructions and requirements to 
accepted Participants. 

PERFORMANCE STANDARDS 

• The IRS will have the accepted Par
ticipunt's hyperlink(s) available on the 
IRS web site for the start of electronic 
filing, subject to the participant's pass· 
ing of the annual Suitability, PATS test
ing, and web site review. Hyperlinks 
will remain on the IRS e-filc Partners 
Page through October 15,2007, or at 
the discretion of the IRS. 

• The IRS will randomize on a daily ba
sis the Participants· offers listed on the 
IRS e-file Partners Page. 

• The IRS may establish a link from the 
IRS e-file Partners Page to the Free File 
web page. 

• The IRS will accept, if appropriate, 
the Participant's written request for 



changes/additions/deletions to a URL, 
link description, etc. 

• The IRS will review the Participant's 
web site(s) at any time to ensure that 
participation requirements are met. 

• The IRS will not endorse specific of
ferings or products, but will promote 
the IRS e-file Partners Page. A "Site 
Disclaimer" will be displayed upon ex
iting the IRS web site before the user 
enters the Participant's web site. 

PARTICIPATION TERMS 

The IRS Individual e-file Partnership 
Program is an annual program, and all 
prospective Participants, including re
turning Participants, must reapply each 
year following the guidelines in the In
ternal Revenue Bulletin announcement 
advertised on http://www.irs.goll. If the 
IRS determines that the Participant is not 
meeting the "Participation Standards & 
Requirements," the IRS may terminate its 
partnership with the Participant and re
move the participant's hyperlink(s) from 
the IRS e-file Partners Page. 

• The Participant will notify the IRS im
mediately if it wishes to terminate its 
partnership with the IRS. The notifica
tion should be submitted through email 
to the IRS Point of Contact or sent 
to the Point of Contact's address in
dicated below in "IRS Point of Con
tact/Application Submission." 

APPLICATION PROCESS 

Applications should contain the follow
ing information, if applicable: 

• Provide Primary and Secondary Points 
of Contact (name, title, address, 
cell/telephone number, fax number 
and email address) for discussion of 
your application and program partici
pation. 

• Identify the Applicant's securc wcb 
site. 

• Identify the Applicant's tax prepara
tion software and the States it will sup
port. 

• Identify the IRS forms and schedules 
that support your offering(s). 

• Include the Applicant's Electronic 
Filer Identification Number(s) (EFIN) 
and/or Electronic Transmitter Identifi
cation Number (ETIN). 

• Indicate if the Applicant will offer 
the Spanish versions for online filing 
and/or downloadable software. De
scribe customer service ~upport for 

• 
assisting Hispanic taxpayers. 
Identify the Applicant'" hyperlink( Sj 

and provide a short description (not 
to exceed 200 characters including 
spaces) of the services and producb 
to be promoted on the IRS e-file Part
ners Page. In addition. the Applicant 
should provide the associated URUs) 
The URL(s) cannot contain the word 
"IRS." Indicate the category for each 
hyperlink: 
• IRS e-flle Partners for Taxpayers 
• IRS e~file Partner, for Tax Profes-

• 

• 

sionals 
IRS e-file Partners for Financial In
stitutionslEmployers 
IRS e-jile P311ners for Electronic 
Payment Options. 

• Identify the Applicant's third party 
administrators (ie., VeriSign, Thawte, 
Troste) that certify the privacy/~ecu

rity/authenticity of its online service 
and provide certification that the Ap
plicant's current status is active and in 
good standing. 

• Identify the Applicant's communica
tion vehicle(s) (i.e., web site, market
ing/promotional products, etc.) to mar
ket and promote your products and ser
vices and IRS e~file. Describe the in
centives, discounts, offers, benefits to 

taxpayers or other specific approache~ 
to increase e-jile volumes. 

• Describe steps the Applicant will take 
to reach taxpayers that claim EITC. 
This can include marketing/promo
tional efforts, monetary incentives 
(reduced return preparation and elec
tronic filing costs). 

• Describe steps the Applicant will take 
to reduce errors on electronically filed 
returns, including those returns claim
ing EITC. 

• Certify the Applicant's compliance 
with the privacy and disclosure provi
sions of26 U.s.c. 7216 and 26 e.s.c. 
6103. 

• Certify the Applicant'~ compliance 
with the Federal Trade Commission's 
Gramm-Leach-Bliley (GLB) Act of 
1999, Financial Privacy Rule and 
Safeguard Rules. 

IRS POINT OF 
CONTACT I APPLICATION 
SUBl\USSION 

Applications to participate in the 
IRS Individual e~file Partnership 
Program should be submitted as a 
Word document through email at 
*Wle-jilepartners@irs.gov (Please make 
sure there is an asterisk before the WI 
(Wagc and Investment) when submitting 
an application.) An application may also 
be sent to: 

Internal Revenue Service 
5000 Ellin Road 
Lanham, MD 20706 
Attention: Karen Bradley C4-132 

SE: W:CAR:SPEC:FO:lMS 

If you wish to have a hyperlink(s) 
on the IRS e-jile Partners Page for the 
start of electronic filing, your applica
tion must be submitted by November 30, 
2006. If your application is received after 
the deadline, there is no guarantee that it 
will be accepted by the IRS. 

Any questions regarding the devel
opment of applications, the submis
sion of Performance Reports, or any 
other type of contact for this program 
~hould be directed to Karen Bradley 
at (202) 283-7034 or through email to 
*Wle-jilepartners@irs.gov. Please make 
sure there is an asterisk ('.<) before the WI 
(Wage and Investment) for any type of 
email contacL 

APPLICATION EVALUATION 

All applications will be evaluated based 
on the required information provided to 
the IRS and the applicant's ability to ful
fill their responsibilities. Prior year perfor
mance will also be considered when evalu
ating applications from returning partners. 

ACCEPTANCEfDENIAL OF 
APPLICATION 

If your application is accepted, you 
will receive written notification from the 
IRS. If your application is denied, you will 
receive written notification from the IRS 
with an explanation of the denial. 

e-Help 

If you have any questions related to 
e-products/electronic tIling, you can 
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umtact the e-Ht'lp De~k toll-free at 
1-866-255-0654. The dklp de,k a,si,
tor, are read) to re\pol1d to lI()n-alTOUrll 

related que~tioll\ and i"ue,. 'You can abu 
go to http://II'H'w.in.gOl· where thc IRS 
hOll\es a \aril't\ ur inful"\llation \\ hidl 11ll

pal'!, the \;)\ Profl'\\ional. 

Disclosure of Return 
Information by Certain 
Officers and Employees 
for Investigative Purposes; 
Correction 

Announcement 2006-89 

A( ;ENey Internal Revenuc Service 
(IRS 1. Treasury 

ACTION: Correcting amendment. 

SUMMARY: This docllment corrects fi
nal regulatiolls(TO.l)274. 20()6-33I.R.B. 
24-1-) that were publisheu ill the Federal 
Register l'l1 Tuesday. July 11.2006 (71 FR 
3Xl)X5). The document contains final rcg
ulations rdating to the disclowre of return 
informati1ll1 pursuant to section 61 03( k)( 6) 
of the Internal Revenue Code. 

DATES: This correcting amendment is ef
fecti\e October 17.2006. 
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FOR FURTHER INFORMATION 
CONTACT: Helene R. Newsome. (202) 
(,22---1570 (not ,) toll-free Humber). 

SLIPPLEMENTARY INFORMATION: 

Background 

The notice of final regulations (TO. 
l)27-1) Ihal is Ihe suhjecl of Ihcse correc
tions is unuer section 61 m( k)( 6) of thc In
ternal Rcn:nue Code. 

Need for Correction 

As published. TO.lI274 contains errors 
thaI llIay prove to be misleading and are in 
need of clarification. 

* * * * * 

Correction uf Publication 

Accordingly. 26 CFR Part 301 IS cor
reeled by making the following correcting 
amendments: 

Paragraph 1. On page 38985. col
umn I, in the preamble. under the caption 
"DATES", second line, the language "are 
effective July II, 2006." is corrected to 
read "are effective July 6. 2006". 

Par. 2. On page 38986, column 2, in 
the preamble, under the paragraph head
ing "Special Analy~es", sixth line from the 
top of the column. the language "and be-

cause the regulation does nol" is corrected 
to read "and because the regulations de 
not". 

Part 30l-PROCEDURE AND 
ADMINISTRATION 

Par. 3. The authority citation for part I 
continues to read in part as follows: 

Authority: 26 USC 7805 * * * 
Par. 4. Section 301.6103(k)(6)-I(e) is 

revised to read as follows: 

,~301.6103(/;')(6)-1 DiscloslIre of re til I'll 
injimlliltion by certain ofjicers IIIIlI 

ell/plovees for ill\'estigatil'e pllrposes. 

"' * * * * 
(e) Effectil'e date. This section is appli

cable on July 6, 2006. 

Guy R. Traynor. 
Chief, Publications and 

Regulations Branch. 
Legal Processing Division, 

Associate Chief COllnsel 
(Procedllre and Administration). 

(Filed hy the Office llf the Federal Register on Olillber 16. 
21100. SA) a.m .. and pUbli'hed in the issue llf the Federal 
Re~i"er for October 17. coor;. 71 FR. 60R27) 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted ~pplicable federal short-term, mid

term, and long-term rales are set furth for the month 

of November 2006. See Rev. Rul. 2006-55, page 

837 

Section 168.-Accelerated 
Cost Recovery System 

26 CFR l./fi8(kJ-l. Addiriollol jirsr year rlerrecia

fio/1 dedllcliol1. 

How does a taxpayer change ih method of ac

counting to comply with ~ 1.168(k) I of the Income 

Tax Regulations 7 See Rev. Proc. 2006-43, page 849. 

Section 280G.-Golden 
Parachute Payments 

Federal short -term, mid-term, and long-term rates 

are set forlh for Ihe monlh of November 20G6. See 

Rev. Rul. 2006-55, page 837. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of November 2006. See Rev. 
Rul 2006-55, page 837. 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of November 2006. Sec Rev. Rul. 2006-55, page 
837. 

Section 441.-Period for 
Computation of Taxable 
Income 

26 CFR 1.441-1: Period fin computatioll of faxllble 

income. 

This revenue procedure provides the exclusive 

procedures for a corporation to obtain the automatic 

approval of the Commissioner to change an annual 

accounting perioU. See Rev. Proc 2006-4S. page 

851. 

26 CFR 1.,/,/ 1-1. PeriodIt)r COil/l'/lfll/illl/ (ljlll.whie 

mcomc, 

21S CFR 1.441-3: 7(/tohlt \'cor 0(0 I'CI'SOJw/ len·ice 

('()}porllrioJl. 

This revenue procedure proviek, the cxc!w,l\C 

proceuures I'm J partnership, S wrporation, electing 

S corporation. personal service curporalioll. or trust 

to obtain the automatic approval of the Cnlllllli"ioner 

to adopt, change, or retain an <lnnutll accounting [le
riod. See Rev. Prnc. 200646. page 8S'). 

Section 444.-Election of 
Taxable Year Other Than 
Required Taxable Year 

This revenlle [lrocedure provides the exclusive 

procedures for a partnership. S Cllrporation. electing 
S corporation. personal service corporation, or trult 

to obtain the automatic approval of the Commissioner 
to adopt, change. or retain an annual accounling pc 

riod. See Rev. Proc 2006-46, page 859. 

Section 446.-General Rule 
for Methods of Accounting 

If a taxpayer changes its method of comput

ing depreciation tll comply "ith ~ I 168(k) I or 
§ I. I 400l(b)-1 of the Income Ta~ Regulations, IS 

this change a ch~nge in method of accounting unuer 
§ 446(e) of the Internal Revenue Code') See Rev. 

Proc. 2006-4l page R49. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal ,hort-tenn, mid

term, and long-term rates arc set forth for the month 
of November 2006. See Rev. RlI\ 2006-55. page 

837. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal ,hOft-term, mid
term, and long-term rates are set forth for the month 

of November 2006. See Rev. Rul. 2006-55. page 

837. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal shurt-term. mid-term. ,lllu lung-Iernl rate, 

arc set forth for the I1wllth of NOI ember ~()()f. Sec 

Rcv. Rerl. ~(\06-'i'i. rape X.17. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjustl'd applicahle federal 'hort-term. mid

lenll. and long-term rales are ,et fnnh for the month 
of Novemher 2()()(]. See Rev. Rul. 2()()6-)), page 

~"17. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term, and long-term rates 
,Ire sct forth for the J1lOIH.l of Novemhcr 2()06. Sce 

Rev. Rul 2()06-)5. page ~37. 

Section 706.-Taxable 
Years of Partner and 
Partnership 
21S CFR I. hilS-I. Ti/whle.l·('ol.l ojlJUr/uel(/nd I'lI/f

/I('/'shil" 

This revenue procedure rrovides the exclusive 

procedure, thJt apply for a partnership to Dbtam the 
automatic approval or the Commissioner to adopl, 

change. ():' retain an annual accounting period. See 

Rev. Prlle. 2006-40, page H5'J. 

Section 752.-Treatment 
of Certain Liabilities 
26 erR I. 7522: Portlier" sh"re oi 1'('('('1/1'.1(' /i"/>il

iries. 

T.D.9289 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Treatment of Disregarded 
Entities Under Section 752 

AGENCY: Internal Revenue Service 
(IRS). Treasury 
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ACTION: Final regulations. 

SUMMARY: This document contains 
final regulation~ under section 752 for 
taking into account certain obligation~ 

of a business entity that is disregarded 
as separate from its owner under section 
856(i) or section 1361(b)(3) of the In
ternal Revenue Code. or ~~301.7701-1 
through 30 1.7701-3 of the Procedure and 
Administration Regulations. These final 
regulations clarify the existing regulations 
concerning when a partner may be treated 
as beLlring the economic risk of loss for a 
partnership liability based upon an obli
gation of a disregarded entity. The rules 
affect partnerships and their partners. 

DATES: Effective Date: These regulations 
are effective on October 11,2006. 

Applicability Date: These regulations 
generally are applicable for liabilities in
curred or assumed by a partnership on or 
after October II, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Charlotte Chyr, 
202-622-3070 (not a toll-free num
ber). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.s.c. 3507(d)) under control number 
1545-1905. Response to this collection of 
information is mandatory. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information, unless the 
collection of information displays a valid 
control number. 

The estimated annual burden per re
spondent varies from 6 minutes to 4 
hours, depending on individual circum
stances, with an estimated average of 
2 hours. Comments concerning the ac
curacy of this burden estimate and sug
gestions for reducing this burden should 
be sent to the Internal Revenue Service, 
Attn IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
2022.+, and to the Office of Management 
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and Budget, Attn: Desk Officer for the 
Department of Treasury, Office of Infor
mation and Regulatory AtTairs, Washing
ton, DC 20503. 

Books and records relating to these col
lections of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and 
return information are confidential, as re
quired by 26 U,S.c. 6103. 

Background 

On August 12, 2004, the IRS and the 
Treasury Department issued proposed reg
ulations under section 752 providing rules 
for taking into account certain obligations 
of disregarded entities (REG-I 28767-04, 
2004-2 C.B. 534 [69 FR 49832]). Com
ments were received in response to the no
tice of proposed rulemaking, and a pub
lic hearing was scheduled. However, the 
public hearing was later cancelled when 
no one requested to speak. After consid
eration of all the comments, the proposed 
regulations are adopted as amended by this 
Treasury decision. 

Summary of Comments and 
Explanation of Provisions 

1. Net Value Approach In General 

The proposed regulations provide that a 
payment obligation under § 1.752-2(b)(1) 
(§1.752-2(b)(1) payment obligation) of a 
disregarded entity for which a partner is 
treated as bearing the economic risk of loss 
is taken into account only to the extent of 
the net value of the disregarded entity. Cer
tain commentators disagreed with the ap
proach taken in the proposed regulations, 
arguing that the regulations will result in 
inconsistent treatment of similar economic 
situations and unwarranted complexity. 

Some commentators argued that the 
presumption of deemed satisfaction of 
§ 1.752-2(b)(1) payment obligations of 
partners and related persons that is pro
vided in § 1.752-2(b )(6) (presumption 
of deemed satisfaction) should be ap
plied to disregarded entities that have 
§ 1.752-2(bJ( I) payment obligations. 
Other commentators argued that the pre
sumption of deemed satisfaction should 
apply only to certain disregarded entities, 
such as disregarded entities that comprise 

substantially all of the owner's assets, or 
disreoarded entities that hold active trades c 

or businesses. 
The IRS and the Treasury Department 

believe that applying the presumption of 
deemed satisfaction to a disregarded entity 
that shields the federal tax partner from li
ability for the entity's obligations would, 
in many cases, cause partnership liabil
ities that are economically indistinguish
able from nonrecourse liabilities to be clas
sified as recourse for purposes of section 
752, Applying the presumption of deemed 
satisfaction to disregarded entities would 
distort the allocation of partnership liabil
ities in those cases. Accordingly, these 
comments are not adopted in the final reg
ulations, 

One commentator suggested that 
§ 1.752-2 be amended to provide that, in 
addition to statutory and contractual obli
gations, statutory and contractual limita
tions should be taken into account in deter
mining a partner's economic risk of loss. 
The IRS and the Treasury Department 
believe that such limitations are already 
taken into account under § L752-2(b)(3), 
As a result, the comment is not adopted, 

Another commentator suggested that 
the goal of the proposed regulation could 
be better achieved by adding an example to 
the current anti-abuse rule in § 1.752-2Ul 
(or by publishing a revenue ruling) to il
lustrate a situation under which a partner's 
§ 1.752-2(b)(I) payment obligation is lim
ited because the partner holds its interest 
in a partnership through a disregarded en
tity with a principal purpose to eliminate 
the partner's economic risk of loss with 
respect to the partnership's liabilities. The 
IRS and the Treasury Department agree 
that, in certain circumstances, the current 
anti-abuse rule under section 752 pre
vents allocation of partnership liabilities 
to a partner that is a disregarded entity. 
However, if a partner holds a partnership 
interest through a disregarded entity, and 
only the assets of the disregarded entity 
are available to satisfy § l.752-2(b)(l) 
payment obligations undertaken by the 
disregarded entity, the IRS and the Trea
sury Department believe that a partner 
should be treated as bearing the economic 
risk of loss for a partnership liability only 
to the extent of the net value of a disre
garded entity's assets, whether or not the 
principal purpose of the arrangement is to 



limit the partner's economic risk of loss. 
As a result, the comment i<. not adopted. 

2. Net Value Approach Not Extended To 
Other Entities 

The proposed regulations requested 
comments regarding whether the rule~ 

of the proposed regulations should be 
extended to the § 1.752-2(b)( I) payment 
obligations of other entities, such as en
tities that are capitalized with nominal 
equity. Some commentators opposed ex
panding the approach of the proposed reg
ulations to thinly capitalized entities as un
necessary. Other commentators suggested 
that the anti-abuse rule of § 1.752-20) 
could be expanded to cover certain situa
tions involving thinly capitalized entities. 
Specifically, a commentator suggested that 
the anti-abuse rule should apply if a sub
stantially undercapitalized subsidiary of 
a consolidated group of corporations or a 
substantially undercapitalized pass through 
entity (other than a disregarded entity) is 
utilized as the partner (or related obligor) 
for a principal purpose of limiting its 
owner's risk of loss in re<.pect of existing 
partnership liabilities, and obtaining tax 
benefits for its owners (or other members 
of the consolidated group) that would not 
be available but for the additional tax basis 
in the partnership interest that results from 
the presumption of deemed satisfaction 
rule. The commentator also suggested that 
the regulations provide a safe harbor for 
determining entities that are not substan
tially undercapitalized. 

Under the anti-abuse rule of 
§ 1.752-2(j), a § l.752-2(b)(I) payment 
obligation of a partner or a related person 
may be disregarded if the facts and circum
stances indicate that a principal purpose 
of the arrangement between the parties is 
to eliminate the partner's economic risk 
of loss with respect to that obligation or to 
create the appearance of the economic risk 
of loss where the substance of the arrange
ment is otherwise. Thus, the anti-abuse 
rule of § 1.752-2U) can apply to abusive 
transactions involving thinly capitalized 
entities. Although these regulations do not 
modify the anti-abuse rule of § 1.752-20) 
and do not extend the net value approach 
to thinly capitalized entities, the IRS and 
the Treasury Department may continue 
to study these issues in connection with 
future guidance projects. 

3. Calculating The Net Vallie olA 
Disregarded Entitv 

Under the proposed regulation~. the net 
value of a disregarded entity equals the fair 
market value of all assets own~d by the di~
regarded entity that may be suhject to cred
itors' claims under local law, IIlcluding the 
disregarded entity' >. enforceable rights to 
contributions from its owner but excluding 
the disregarded entity's interest in the part
nership for which the net value i~ being de
termined (if any) and the fair market value 
of property pledged to secure a partnership 
liability (which is already taken into ac
count under ~ 1.752-2(h)( I I), less obliga
tions of the disregarded entity that do not 
constitute, and are senior or of equal prior
ity to, ~ I. 752-2(b)( I) payment obligatiom 
of the disregarded entity. 

One commentator ~ugge<.ted that the fi
nal regulations should provide (or clarify) 
that the net value of a disregarded entity 
can vary depending upon the priority of 
the § 1.752-2(b)( I) payment obligation 
for which the value is being computed. 
A commentator also suggested that obli
gations of the disregarded entity that are 
of equal priority to §1.752-2(b)(l) pay
ment obligations of the disregarded entity 
should not be subtracted in their entirety. 
Instead, the commentator suggested that 
in determining the net value of the disre
garded entity, the final regulations should 
subtract only the pro rata portion of the 
amount of any obligation of the di~re

garded entity that is not a § 1.752-2(b)( I) 
payment obligation of the disregarded 
entity and that is of equal priority to the 
§ 1.752-2(b)(1) payment obligation of the 
disregarded entity. Other commentators 
suggested that prorating a disregarded 
entity's net value among cqual priority 
obligations would add unnecessary com
plexity. 

The comments illustrate the difficulty 
of taking into account priorities among 
obligations of the disregarded entity in 
determining the net value of the entity 
and the divergent views regan.Iing the ap
proach that best measures the economic 
risk of loss of a partner. The IRS and 
the Treasury Department believe that the 
regulations should provide clear and ad
ministrable rules that avoid unwarranted 
complexity. As a result the final regula
tions provide that the net value of a disre
garded entity is determined by subtracting 

all obligations (regardless of priority) of 
the disregarded entity that do not consti
tute ~ I. 752-2(b)( I) payment obligation, 
from the fair market value of the a~~ets of 
the entity. That net value is reported by the 
owner to each partnership for which the 
Jisregarded entity may have one or more 
§ 1.7.52-2(bJ( 1) payment obligations. Each 
such partnehhip independently take>, the 
net value of the disregnrded entity into 
account under * l.7.52-2(k)nJ and allo
cates the net value among liabilities of that 
partnership in a reasonable and consistent 
manner. taking into account the relative 
priorities of tho~e liabilities. 

One commentator suggested that the 
final regulations clarify that a disregarded 
entity's interest in another partnership 
(other than the one for which the net value 
is being determined) is included as an asset 
to be valued for purposes of the net value 
calculation. This comment is adopted. 

4. Valuation Events 

Under the proposed regulations, after 
the net value of a disregarded entity is ini
tially determined, the net value of the dis
regarded entity is not redetermined unless 
(1) the obligations of the disregarded en
tity that do not constitute, and are senior 
or of equal priority to, § 1.752-2(b)( I) pay
ment obligations of the disregarded entity 
change by more than a de minimis amount 
or (2) there is more than a de minimis con
tribution to or distribution from the disre
garded entity. of property other than prop
erty pledged to secure a partnership liabil
ity under § 1.752-2(h)( I). In the preamble 
to the proposed regulations, the IRS and 
the Treasury Depanmelll requesleu l:Om
ments on whether other events (such as a 
sale of substantially all of a disregarded en
tity's assets) should be specified as valua
tion events. 

One commentator suggested that the 
disposition of a non-de millimis asset 
should require an adjustment to the net 
value of the disregarded entity only to 
the extent such asset changed in value, 
without valuing other assets held by the 
disregarded entity. The final regulations 
adopt this suggestion. 

A commentator ~ugge~led that the 
regulations provide that changes in the 
owner's legally enforceable obligation 
to contribute to the disregarded entity be 
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a valuation event. The final regulation~ 

adopt thi~ comment. 
Commentalllr" sugge:-teJ that certain 

events that would require the net value of 
a di"regarJed entity to be redetermined 
under the proposed regulation, be elimi
nated a, valuation e\Cnt~. For example, 
one CllInmentator sugge"ted that net value 
,hould not be redelL'rrnined if a disre
garded entity refinances an obligation of 
the disregarded entity in the same amount. 
The IRS and the Treasury Department be
lien? that the refinancing of a disregarded 
entity's obligation is an appropriate and 
admini,trable time to redetermine the net 
\ alue of a disregarded entity. Accordingly. 
thi, suggestion is not adopted. 

Another commentator suggested that 
the net value of a disregarded entity should 
not be redetermined with respect to a 
particular partnership in which the dis
regarded entity holds an intere"t if (I) 
a Cllntribution by the owner of the dis
regarded entil y to the disregarded entity 
corresponds to an equal contribution by 
the disregarded entity to the partnership 
or (2) a distribution from the partnership 
to the disregarded entity concsponds to 
an equal distribution by the disregarded 
entity to the owner of the disregarded en
tity. The IRS and the Treasury Department 
agree that these transfers to a disregarded 
entity. which remain in the disregarded 
entity only briefly. should not be valuation 
events. Accordingly. the final regulations 
adopt this comment. 

5. Tillling Issl/cS 

ComITlentator~ re4uested that the final 
regulations clarify the timing of the real
location of partnership liabilities that may 
occur as a re~ult of a change in the net 
value of a disregarded entity. The com
mentators suggested that. under the pro
posed regulations. a change in net value 
could result in a deemed distribution un
der section 752(b) that would require a de
termination of a partner's share of part
nership liahilities for basis purposes under 
~~1.7()5-1(a) and 1.752-4(d). 

The final regulations clarify when the 
net vallie of a disregarded entity initially 
Il111\! be determined if a partnership inter
e,t i, held by a disregarded entity. and the 
partner'"hip has or incurs a liability. all or 
,\ Pl)rtiOll of which may bc allocable to 
the \l\\ Ill'!" of the dr,regarded entity under 
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* l.7S2-2(k). The final regulations clar
ify that a disregarded entity's net value 
generally is determined as of the earlier 
of (A) the first date occuning on or after 
the date on which the requirement to de
termine the net value of a disregarded en
tity arises on which the partnership other
wise determines a partner's share of part
ner,hip liabilities under *~1.705-I(a) and 
I.7S2-4(d), or (B) the end of the partner
ship's taxable year in which the require
ment to determine the net value of a dis
regarded entity arises. For example, if a 
valuation event occurs during the partner
ship's taxable year, and subsequently, but 
before the end of the taxable year, the part
nership makes a distribution that requires 
a determination of the distributee partner's 
basis in the partnership, the net value of the 
disregarded entity must be redetermined as 
of the date of the distribution. 

Several commentators requested that 
the final regulations permit an election 
to redetermine the net value of a disre
garded entity annually, regardless of the 
occurrence of a valuation event, and that 
if only one valuation event occurs during 
a partnership's taxable year. the owner 
have the option of using the net value of 
the disregarded entity as of the date of 
the valuation event rather than as of the 
date on which the partnership allocates 
liabilities under section 752. Because a 
change in the net value of a disregarded 
entity may require a shift of liabilities 
among partners, the IRS and the Treasury 
Department believe that valuations should 
be limited and should be required only as 
the result of a valuation event. Moreover, 
the timing of the net value determination 
should generally coincide with the date 
on which the partnership otherwise de
termines partners' shares of partnership 
liabilities. Accordingly, the final regula
tions do not adopt these comments. 

6. Vallie ojPledxed Property 

Some commentators suggested that the 
final regulations conform the rules regard
ing the valuation of property pledged by 
partners as security for partnership liabili
ties with the rules regarding the detennina
tion of the net value of a disregarded entity. 
The commentators also suggested allow
ing, but not requiring, partners to revalue 
pledged property annually. In response to 
these comments, the final regulations pro-

"ide that if additional property is made 
subject to a pledge, the addition is treated 
as a ne\\ pledge and the net t~lir market 
\alue of all of the pkdged property must 
be determined at thilt time. The IRS and 
the Treasury Department may continue to 
study whether further modifications to the 
pledge rule are necessary. 

7. COlllpfiollCC. ReporlillX. a/ld Ef{eclil'e 

Date 

Some commentators asked that the reg
ulations provide that the partnership may 
make certain assumptions if a partner docs 
not provide the information required. The 
IRS and the Treasury Department believe 
that partnerships are responsible for ob
taining the required information in order 
to allocate partnership liabilities conectly 
among the partners, and that the partner, 
ship agreement should require that part
ners comply with the reporting require
ments in the regulations. Thus, the final 
regulations do not adopt this comment. 

Some commentators suggested that the 
estimated burden of complying with the 
paperwork requirements in the proposed 
regulations was too low. The estimated 
number of respondents has been increased 
from SOO to 1.500. and the average esti
mated time per respondent has been in
creased from I hour to 2 hours. 

A commentator also suggested certain 
grandfathering provisions for partnerships 
with existing liabilities as of the effective 
date of the regulations. The IRS and the 
Treasury Department believe that the same 
rules should apply to all partnership liabil
ities incuned or assumed by a partnership 
on or after the date the regulations are final. 
Accordingly, this comment is not adopted. 

Effective Date 

The final regulations apply to liabilities 
incuned or assumed by a partnership on or 
after October II, 2006, other than liabil
ities incuned or assumed by a partnership 
pursuant to a written binding contract in ef
fect prior to October II, 2006. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been determined 



that section 553(b) of the Administrative 
Procedure Act (5 U.s.c. chapter 5) does 
not apply to these regulations. It is hereby 
certified that the collection of information 
in these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certifica
tion is hased on the fact that the amount 
of time necessary to report the required in
formation will be minimal. Accordingly, a 
Regulatory Flexibility Analysis under the 
Regulatory Flexibility Act (5 USc. chap
ter 6) does not apply. Pursuant to section 
7805(f) of the Internal Revenue Code, the 
notice of proposed rulemaking preceding 
these final regulations was submitted to the 
Chief Counsel for Advocacy of llle Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Charlotte Chyr, Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries ). 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part~ 1 and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 USc. 7805 '" " * 
Par. 2. Section 1.704-2 is amended as 

follows: 
I. The text of paragraph (f)(2), the first 

sentence of paragraph (g)(3), and the third 
sentence of paragraph (i)(4) are revised. 

2. Paragraph (1)( I )(iv) is added. 
The revisions and addition read as fol

lows: 

§J.704-2 Allocations attributable to 
nonrecourse liabilities. 

* * * * * 
(f) * * " 
(2) * * * A partner is not subject to 

the minimum gain chargeback require
ment to the extent the partner's share of 
the net decrease in partnership minimum 
gain is caused by a recharacterization of 
nonrecourse partnership debt as partially 

or wholly recourse debt or partner non
recourse deht, and the partner bears the 
economic risk of loss (within the meaning 
of § 1.752-2) for the liability. 

* * ::: * * 
(g) * " * 
(3) * * * A partner's share of partner

ship minimum gain is increased to the ex
tent provided in this paragraph (g)(3) if 
a recourse or partner nonrecourse liability 
becomes partially or wholly nonrecourse. 

* * * 
* * :(. * *-

(i) * * * 
(4) * * * A partner is not subject to 

this minimum gain chargeback, however, 
to the extent the net decrease in partner 
nonrecourse debt minimum gain arises be
cause a pa11ner nonrecourse liability be
comes partially or wholly a nonrecourse li
ability * * " 
* * ;(. * * 

(I) * * * 
(I) * * * 
(iv) Paragraph (f)(2), the first sentence 

of paragraph (g)13), and the third sentence 
of paragraph (i)(4) of this section apply to 
liabilities incurred or assumed by a part
nership on or after October II. 2006, other 
than liabilities incurred or assumed by a 
partnership pursuant to a written binding 
contract in effect prior to October 11, 2006. 
The rules applicable to liabilities incurred 
or assumed (or subject to a binding con
tract in effect) prior to October II, 2006, 
are contained in this section in effect prior 
to October 11, 2006 (see 26 CFR part 1 re
vised as of April 1,2006). 

;{; * * * * 
Par. 3. Section 1.752-2 is amended as 

follows: 
1. Paragraph (a), the last sentence of 

paragraph (b)(6), and paragraph (h)(3) are 
revised. 

2. Paragraphs (k) and (I) are added. 
The revisions and additions read as fol

lows: 

§f.752-2 Partner's share of recourse 

liahilities. 

(a) * * * A partner's share of a recourse 
partnership liability equals the portion of 
that liability, if any, for which the partner 
or related person bears the economic risk 
of loss. The determination of the extent 
to which a partner bears the economic risk 

of loss for a partnership liability is made 
under the rules in paragraphs (b) through 
(k) of this section. 

* * * * * 
(b) * * * 
(6) * * * See paragraphs (j) and (k) of 

this section. 

* * * * * 
(h) * * * 
(3) Valualion. The extent to which a 

partner bears the economic risk of loss for 
a partnership liability as a result of a di
rect pledge described in paragraph (h)( I) 

of this section or an indirect pledge de
scribed in paragraph (h)(2) of this section 
is limited to the net fair market value of 
the property (pledged property) at the time 
of the pledge or contribution. If a partner 
provides additional pledged property. the 
addition is treated as a new pledge and the 
net fair market value of the pledged prop
erty (including but not limited to the addi
tional property) must be determined at that 
time. For purposes of this paragraph (h), if 
pledged property is subject to one or more 
other obligatiom, those obligations must 
be taken into account in determining the 
net fair market value of pledged property 
at the time of the pledge or contribution. 

* * * * * 
(k) Effect of a disregarded entity-( I ) 

In general. In determining the extent to 
which a partner bears the economic risk of 
loss for a partnership liability, an obliga
tion under paragraph (b)( I) of this section 
(§ 1.752-2(b)(/) payment obligation) of a 
business entity that is disregarded as an en
tity separate from its owner under sections 
856(i) or 1361(b)(3) or §§301.7701-1 
through 301.7701-3 of this chapter (disre
garded entity) is taken into account only 
to the extent of the net value of the dis
regarded entity as of the allocation date 
(as defined in paragraph (k)(2)iiv) of this 
section) that is allocated to the partnership 
liability as determined under the rules of 
this paragraph (k). The rules of this para
graph (k) do not apply to a § 1.752-2(bJ( 1) 

payment obligation of a disregarded entity 
to the extent that the owner of the dis
regarded entity is otherwise required to 
make a payment (that satisfies the require
ments of paragraph (b)( 1) of this section) 
with respect to the obligation of the disre
garded entity. 

(2) Net value of a disregarded el1-
til):-(i) Definition. For purposes of this 
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paragraph ih the net value of a disre
garded entity equals the following-

(A) The f:.tir market value of all assets 
owned by the disregarded entity that may 
he subject to creditors' claims under local 
law (incluJing the JisregarJed entity's en
forceabk right~ to contributions from its 
owner anJ the fair market \ alue of an inter
est in any partner,hip other than the part
nership for whIch net value is being deter
mined. but excluding the disregarded en
tity's interest In the partnership for which 
the net value is being determined and the 
net fair market value of property pledged 
to secure a liability of the partnership un
der paragraph (hl( I) of this section): less 

(R) All obligations of the disregarded 
entity that do not constitute * I. 752-2(b)( I ) 
payment obligations of the disregarded en
tity. 

(ii) Timing of the net mille deferlllin(l
riOll-( A) Initiui determination. If a pm1-
nership interest is held by a disregarded en
tity. and the partnership has or incurs a lia
bili ty. all or a portion of which may be allo
cable to the owner of the disregarded entity 
under this paragraph (k l. the disregarded 
entity's net value must be initially deter
mined on the allocation date described in 
paragraph (k)(2)(iv) of this section. 

(B) Other <Tents. If a partnership in
terest is held by a disregarded entity, and 
the partnership has or incurs a liability, 
all or a portion of which may be alloca
ble to the owner of the disregarded entity 
under this paragraph (k). then, if one or 
more valuation events (as defined in para
graph (k)( 2 )(iii) of this section) occur dur
ing the partnership taxable year, except as 
pruvided in paragraph (k)(2)(iii)(E) of this 
~eclion. the net value of the disregarded en
tity is determined on the allocation date de
scribed in paragraph (k)(2)(iv) of this sec
tion. 

(iii) Vaill(1tion (Tents. The following 
are valuation events for purposes of this 
paragraph (k): 

(Al A more than de minimis contribu
tion 10 a disregarded entity of property 
other than property pledged to secure 
a partnership Iiahility under paragraph 
(h)( I) of th i s section. unless the con
trihution is followed immediately by a 
contribution of e4ual net value by the 
disregarded entity to the partnership for 
\\ hich Ihc net \ alue of the disregarded en
tit~ otherwise would be determined. taking 
Illto ,Il'l'ount any obligations assumed or 
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taken subject to in connection with such 
contributions. 

(B) A more than de minimis distribution 
from a disregarded entity of property other 
than properly pledged to secure a part
nership liability under paragraph (h)( I) of 
this section, unkss the distribution imme
diately follows a distribution of equal net 
value to the disregarded entity by the part
nership for which the net value of the dis
regarded entity otherwise would be deter
mined. taking into account any obligations 
assumed or taken subject to in connection 
with such distributions. 

(e) A change in the legally enforceable 
obligation of the owner of the disregarded 
entity to make contributions to the disre
garded entity. 

(D) The incurrence, refinancing, or as
sumption of an obligation of the disre
garded entity that does not constitute a 
§ 1.752-2(b)(I) payment obligation of the 
disregarded entity. 

(E) The sale or exchange of a non
de minimis asset of the disregarded en
tity (in a transaction that is not in the or
dinary course of business). In this case, 
the net value of the disregarded entity may 
be adjusted only to reflect the difference. 
if any, between the fair market value of 
the asset at the time of the sale or ex
change and the fair market value of the as
set when the net value of the disregarded 
entity was last determined. The adjusted 
net value is taken into account for purposes 
of § 1.752-2(k)( I) as of the allocation date. 

(iv) Allocation Dale. For purposes of 
this paragraph (k), the allocation date is the 
earlier of-

(A) The first date occurring on or after 
the date on which the requirement to de
termine the net value of a disregarded en
tity arises under paragraph (k)(2)(ii)(A) or 
(B) of this section on which the partnershi p 
otherwise determines a partner's share of 
partnership liabilities under §§ 1.705-1 (a) 
and 1.752--4(d); or 

(B) The end of the partnership's taxable 
year in which the requirement to determine 
the net value of a disregarded entity arises 
under paragraph (k)(2)(ii)(A) or (B) of this 
section. 

(}) MUltiple liabilities. If one or more 
disregarded entities have § I.7S2-2(b)( I) 
payment obligations with respect to one or 
more liabilities of a partnership, the part
nership must allocate the net value of each 
disregarded entity among partnership Jia-

bilities in a reasonable and consistent man
ner. taking into account the relative priori
ties of those liabilities. 

(4) Redllcrion ill lief mIlle oj' a disre
garded emity. For purposes of this para
graph (k). the net value of a disregarded 
entity is determined by taking into account 
a subsequent reduction in the net value of 
the disregarded entity if. at the time the 
net value of the disregarded entity is deter
mined. it is anticipated that the net value 
of the disregarded entity will subsequently 
be reduced and the reduction is part of a 
plan that has as one of its principal pur
poses creating the appearance that a part
ner bears the economic risk of loss for a 
partnership liability. 

(5) Information to be provided by the 
owner of (l disregarded entity. A part
ner that may be treated as bearing the 
economic risk of loss for a partnership 
liability based upon a § 1.7S2-2(b)( I) pay
ment obligation of a disregarded entity 
must provide information to the partner
ship as to the entity's tax classification 
and the net value of the disregarded entity 
that is appropriately allocable to the part
nership's liabilities on a timely basis. 

(6) Examples. The following examples 
illustrate the rules of this paragraph (k): 

Ewmple 1. Disregllrded entity with nel l'lllue oj 
:ero. (i) [n 2007. A fOnTIS a wholly owned domestic 
limited liability company. LLC, with a contribution 
of $100,000. A has no liability for LLC's debts. and 
LLC has no enforceable right to contribution from A. 
Under ~)Ol.770 1-3(b)( I )(ii) of this chapter. LLC is 
a disregarded enlity. Also in 2007, LLC contributes 
$100,000 to LP, a limited partnership with a calen· 
dar year taxable year. in exchange for a general part
nership interest in LP. and Band C each contributes 
$100.000 to LP in exchange for a limited partnership 
interest in LP. The partnership agreement provides 
that only LLC is required to make up any deficit in 
its capital account. On January I. 2008. LP borrows 
$300.000 from a bank and uses $600,000 to purchase 
nondepreciable property. The $300.000 debt is se
cured by the property and is also a general obliga
tion of LP. LP makes payments of only interest on its 
$300.000 debt during 200S. LP has a net taxable loss 
in 2008. and under ~§1.705-I(a) and 1.752-4(d). LP 
determInes its partners' shares of the $300,000 debl 
at the end of its taxable year, December 31, 2008. As 
of that date. LLC holds no assets other than its inter
est in LP. 

(ii) Because LLC is a disregarded entity, A is 
treated as the partner in LP for Federal tax purposes. 
Only LLC has an obligation to make a payment on 
account of the $300,000 debt if LP \\Iere to construc
tively liquidate as described in paragraph (b)(l) of 
this section. Therefore, under this paragraph (k). A 
is treated as bearing the economic risk of loss for 
LP's $300.000 debt only to Ihe extent of LLC's net 
value. Because that net value is $() on December 31. 



2008, when LP determines its partners' shares of its 
$300,000 debt, A is not treated as bearing the eco
nomic risk of loss for any portion of LP's $300,000 
debt. As a result, LP' s $300,000 debt is characterized 
as nonrecourse under § 1.752-1 (a) and is allocated as 
required by § 1.752-1 

Example 2. Disregarded entity with positive net 
value. (il The facts are the same as in Example J ex
cept that on January 1,2009, A contributes $250,000 
to LLC. On January S, 2009, LLC borrows $100,000 
and LLC shortly thereafter uses the $350,000 to pur
chase unimproved land. LP makes payments of only 
interest on its $300,000 debt during 2009. As of De
cember 31,2009, LLC holds its interest in LP and the 
land, the value of which ha& declined to $275,000. LP 
has a nettaxable loss in 2009, and under §§ 1.705-1 (a) 
and 1.752-4(d), LP determines its partners' shares of 
the $300,000 debt at the end of its taxable year, De
cember 31, 2009. 

(ii) A's contribution of $250,000 w LLC on 
January 1,2009, constitutes a more than de minimis 
contribution of property to LLC under paragraph 
(k)(2)(iii)(A) of this section and the debt incurred by 
LLC on January 5, 2009, is a valuation event under 
paragraph (k)(2)(iii)(D) uf this section. Accordingly, 
under paragraph (k)(2)(ii) of this section, LLC's 
value must be redetermined as of the end of the 
partnership's taxable year. At that time LLC's net 
value is $175,000 ($275,000 land - $100,000 debt). 
Accordingly, $175,000 ofLP's $300.000 debt will be 
r«:haracterized as recourse under §1.752-I(a) and 
allocated to A under this section, and the remaining 
$125,000 of LP's $300,000 deb! will remain char
acterized as nonrecourse under § 1.752-1 (a) and is 
allocated as required by § 1.752-3. 

Example 3. Multiple partllership liabilities. (i) 

The facts are the same as in Example 2 except that 
on January I, 2010, A forms another wholly owned 
domestic limited liability company. LLC2. with a 
contribution uf $120,000. Shortly thereafter, LLC2 
uses the $120,000 to purchase stock in X corporation. 
A has no liability for LLC2's debts, and LLC2 has 
no enforceable right to contribution from A. Under 
§301.7701-3(b)(l)(ii) of this chapter, LLC2 is a 
disregarded entity. On July I, 2010, LP borrows 
$100,000 from a bank and uses the $100,000 to pur
chase nondepreciable property. The $100,000 debt is 
secured by the propeI1y and is also a general obliga
tion of LP. The $ 100,000 debt is senior in priority to 
LP's existing $300,000 debt Also, on July I, 2010, 
LLC2 agrees to guarantee both LP's $100,000 and 
$300,000 debts. LP makes payments of only interest 
on both its $100,000 and $300,000 debts during 
2010. LP has a net taxable loss in 2010 and, under 
§§1.705-I(a) and 1.752--4(d), must determine its 
partners' shares of its $100,000 and $300,000 debts 
at the end of its taxable year, December 31, 20 I O. 
As of that date, LLC holds its interest in LP and the 
land, and LLC2 holds the X corporation stock which 
has appreciated in value to $140,000. 

(iiJ Both LLC and LLC2 have obligations to make 
a payment on account ofLP's debts if LP were to con
structively liquidate as described in paragraph (b)(l) 
of this section. Therefore. under paragraph (k)(l) of 
this section, A is treated as beanng the economic risk 

of loss for LP' s $100,000 and $300,000 debts only to 
the exlenl of the net values of LLC and LLC2. as allo
cated among those debts in a reasonable and consis
tenl manner pursuant to paragraph (k)(3) of this sec
tion. 

(iii) No events have occurred that would allow 
a valuation of LLC under paragraph (k)(2)(iii) of 
this section. Therefore, LLC's net value remains 
$175,000. LLC2's net value as of Decemher 3 J, 
2010, when LP determines its partners' shares of its 
liabilities, is $140,000. Under paragraph (k)(3) of 
this section, LP must allocate the net values of LLC 
and LLC2 between its $100,000 and $300,000 debts 
in a reasonable and consistent manner. Because the 
$100,000 debt is senior in priority to the $300,000 
debt, LP first allucates the net values of LLC and 
LLC2, pro rata, to its $100,000 debt. Thus, LP 
allocates $56,000 of LLC's net value and $44,000 
of LLC2's net value 10 its $100,000 debt, and A is 
treated as beanng the economic risk of loss for all of 
LP's $100,000 debt. As a result, all of LP' s $100,000 
debt is characterized as recourse under § 1.752-1 (a) 
and is allocated to A under this section. LP then 
allocates the remaining $119,000 of LLC's net value 
and LLC2's $96,000 net value to its $300.000 debt. 
and A is u'eated as bearing the economic risk of loss 
for a total of $215,000 of the $300,000 debt. As a 
result, $215,000 of LP's $300_000 debt is character
ized as recourse under §1.7S2-1(a) and is allocated 
to A under this section, and the remaining $85,000 of 
LP's $300,000 debt is characterized as nonrecourse 
under §1.7S2-1(a) and is allocated as required by 
§ 1.752-3. This example illustrates one reasonable 
method of allocating net values of disregarded enti
ties among multiple partnership liabilities. 

Example 4. Disregarded entity with interests in 
two partnerships. (i) In 2007. B forms a wholly 
owned domestic limited liability company, LLC, with 
a contribution of $175,000. B has no liability for 
LLC's debts and LLC has no enforceable right to con
tribution from B. Under §301. 7701-3(b)(l)(ii) of this 
chapter, LLC is a disregarded entity. LLC contributes 
S50,000 to LPI in exchange for a general partnership 
interest in LPI, and $25,000 to LP2 in exchange for 
a general paI1nership interest in LP2. LLC retains 
the $100,000 in cash. Both LPI and LP2 have tax
able years that end on December 31 and, under both 
LPI 's and LP2's partnership agreements, only LLC 
is required to make up any deficit in its capital ac
count. During 2007, LP I and LP2 incur partnership 
liabilities that are general obligations of the partner
ship. LPI borrows $300,000 (Debt I), and LP2 bor
rows $60,000 (Debt 2) and $40,000 (Debt 3). Debt 
2 is senior in priority 10 Debl 3. LPI and LP2 make 
payments of only interest on Debts I, 2, and 3 dur
ing 2007. As of the end of taxable year 2007, LPI 
and LP2 each have a net taxable loss and must de" 
termine its partners' shares of partnership liabilities 
under §§ 1.705-1 (a) and 1.752-4(d) as of December 
31. 2007. As of that dale. LLC's interest in LPI has 
a fair market value of $45,000, and LLC's interest in 
LP2 has a fair market value of $15,000. 

(ii) Because LLC is a disregarded entity, B is 
treated as the partner in LP 1 and LP2 for federal tax 
purposes. Only LLC has an obligation to make a pay-

ment on account of Debts 1, 2, and 3 if LPI and LP2 
were to constructively liquidate as described in para
graph (b)(l) of this section. Therefore, under this 
paragraph (k). B is treated as bearing the economic 
risk of loss for LPI's and LP2's liabilities only to the 
extent of LLC's net value as of the allocation date, 
December 31, 2007. 

(iii) LLC's net value with respect to LPI is 
$115,000 ($100,000 cash + $15,000 interest in LP2). 
Therefore. under paragraph (k)(l ) of this section, B 
is treated as bearing the economic risk of loss for 
$115,000 of Debt I. Accordingly, $115,000 ofLPl 's 
$300,000 dcbt is characterized as recourse under 
§ \.752-l(a) and is allocated to B under this section. 
The balance of Debt I ($185,000) is characterized as 
nonrecourse under § 1.752-1 (a) and is allocated as 
required by § 1.752-3. 

(iv) LLC's net value with respect to LP2 is 
$145,000 ($100,000 cash + $45,000 interest in LPI). 
Therefore, under paragraph (k)( I) of this section. B 
is treated as bearing the economic risk of loss with re
spect to Debts 2 and 3 only to the extent of$145,000. 
Because Debt 2 is senior in priority to Debt 3, LP2 
first allocates $60,000 of LLC's net value to Debt 
2. LP2 then allocates 540,000 of LLC's net value to 
Debt 3. As a result, both Debts 2 and 3 are charac
terized as recourse under §1.7S2-I(a) and allocated 
to B. This example illustrates one reasonable method 
of allocating the net value of a disregarded entity 
among multiple partnership liahilities. 

(I) Effective dates. Paragraph (a), the 
last sentence of paragraph (b )(6), and para
graphs (h)(3) and (k) of this section apply 
to liabilities incurred or assumed by a part
nership on or after October 11, 2006, other 
than liabilities incurred or assumed by a 
partnership pursuant to a written binding 
contract in effect prior to that date. The 
rules applicable to liabilities incurred or 
assumed (or subject to a binding contract 
in effect) prior to October 11, 2006, are 
contained in § 1.752-2 in effect prior to Oc
tober II, 2006 (see 26 CFR part 1 revised 
as of April 1, 2006). 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 4_ The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805_ 
Par. 5_ Section 602.101 paragraph (b) 

is amended by adding a new entry to the 
table for "1.752-2" to read as follows: 

§602.JOJ OMB Control numbers. 

* * * * * 
(b) * * * 
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CFR part or section where 
identified Jnd described 

*' * ;(. * ;!-

Current OMB 
control No. 

1.752-2 ...... , ................................................... . 1545-1905 

Mark E. Matthews. 
Deputy CO/llmissioner .IiiI' 
Sen'lces and !:·I1/inn/lllem. 

Apprll\ed June 30. 2006. 

Erie Solomon. 
Acting Deputy AssisWf1( 

SecretarY of the Treasur\,. 

I hied h) Ihe Office 01 the relkral Regl'tcr on Octoher 10. 
2()!lh. X·.j5 elm. ,Inti pllhli'hed In :he I,,"e of the Federal 
Rl'~I'lcr 10' Ocwhel 11. 2()()6. 71 FR. :;'i6fJYj 

Section 807.-Rules for 
Certain Reserves 

The adju,ted applicable federal ,hort-term. mid

term. and long-term rate, are set forth for the month 

of November 2006. Sec Rev. Rul. 2006-55. page 
X37. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicahle federal short-term. mid

term. and long-term ratcs are set forth for the month 

of Novcmber 2()06. See Rev. Rul. 2()06-55. page 
S37. 

Section 898.-Taxable 
Year of Certain Foreign 
Corporations 

This revenue procedure provJde;, the exclusive 

procedures for certain foreign corporation, to ob

win the autllillatic approval of the CommiS'ioner to 

c'hangc an allnll~t1 ",CC(}lInting pcri(}d. See Re\,. Pmc. 

21l06-45. page S51. 

Section 995.-Taxation 
of DISC Income to 
Shareholders 

2006 base period T-bilI rate. The 
"hase period T-bill rate" for the period 
ending Septemher 30. 2006, is published 
a, required by section 995(f) of the Code. 

834 2006-2 C.B. 

Rev. Rul. 2006-54 

Section 995(f)( I) of the Internal Rev
enue Code provides that a shareholder of a 
DISC shall pay interest each taxable year 
in an amount equal to the product of the 
shareholder's DISC-related deferred tax li
ability for the year and the "base period 
T-bill rate," Under section 995(f)(4), the 
base period T-bill rate is the annual rate 
of interest determined by the Secretary to 
be equivalent to the average of the J -year 
constant maturity Treasury yields, as pub
lished by the Board of Governors of the 
Federal Reserve System, for the I-year pe
riod ending on September 30 of the calen
dar year ending with (or of the most recent 
calendar year ending before) the close of 
the taxable year of the shareholder. The 
base period T -bill rate for the period end
ing September 30, 2006 is 4.76 percent. 

Pursuant to section 6222 of the Code, 
interest must be compounded daily. The 
table below provides factors for com
pounding the base period T-bill rate daily 
for any number of days in the share
holder's taxable year (including a 52-53 
week accounting period) for the 2006 base 
period T-bill rate. To compute the amount 
of the interest charge for the shareholder's 
taxable year, multiply the amount of the 
shareholder's DISC -related deferred tax 
liability (as defined in section 995(0(2») 
for that year by the base period T-bill rate 
factor corresponding to the number of 
days in the shareholder's taxable year for 
which the interest charge is being com
puted. Generally. one would use the factor 
for 365 days. One would use a different 
factor only if the shareholder's taxable 
year for which the interest charge being 
determined is a short taxable year, if the 
shareholder uses the 52-53 week taxable 
year, or if the shareholder's taxable year 
is a leap year. 

For the base period T-bill rates for the 
periods ending in prior years, see Rev. Rul. 
2005-70, 2005-45 I.R.B. 919, Rev. Rul. 
2004-99, 2004-2 CB. 720, Rev. Rul. 
20m-Ill. 2003-2 CB. 1009, Rev. Rul. 

2002-68, 2002-2 CB. 808, Rev. Rul. 
2001-56,2001-2 CB. 500. and Rev. Rul. 
2000-52, 2000-2 CB. 516. 

DRAFfING INFORMATION 

The principal author of this revenue rul
ing is David Bergkuist of the OtTice of the 
Associate Chief Counsel (International). 
For further information about this revenue 
ruling, contact Me Bergkuist at (202) 
622-3850 (not a toll-free call). 

2006 ANNUAL RATE, 
COMPOUNDED DAILY 

4.760 PERCENT 

DAYS FACTOR 

.0001304/1 
2 .000260839 

3 .000391284 

4 .000521746 
5 .000652225 

6 .000782721 

7 .OU0913234 

8 .001043764 
9 .001174311 

10 .001304875 

II .001435456 
12 .001566054 
13 .001696670 
14 .001827302 

IS .001957951 

16 .002088617 
17 .002219301 
18 .002350001 
19 .002480719 
20 .002611453 

21 .002742205 
22 .002872973 
23 .003003759 
24 .003134561 
25 .003265381 



2006 ANNUAL RATE, 2006 ANNUAL RATE, 2006 ANNUAL RATE, 
COMPOUNDED DAILY COMPOUNDED DAILY COMPOUNDED DAILY 

4.760 PERCENT 4.760 PERCENT 4.760 PERCENT 

DAYS FACTOR DAYS FACTOR DAYS FACTOR 

26 .003396218 66 .008643705 106 .013918635 
27 .003527072 67 .008775243 107 .014050861 
28 .003657943 68 .008906799 108 .014183104 
29 .003788831 69 .009038371 109 .014315365 
30 .003919736 70 .009169961 110 .014447643 

31 .004050658 71 .009301568 111 .014579938 
32 .004181597 72 .009433192 112 .014712250 
33 .004312553 73 .009564833 113 .014844580 
34 .004443527 74 .009696491 114 .014976927 
35 .004574517 75 .009828167 115 .015109291 

36 .004705525 76 .009959859 116 .015241672 
37 .004836549 77 .010091569 117 .015374071 
38 .004967591 78 .010223296 118 .015506487 
39 .005098650 79 .010355040 119 .015638920 
40 .005229726 80 .010486802 120 .015771370 

41 .005360819 81 .010618580 121 .015903838 
42 .005491929 82 .010750376 122 .016036323 
43 .005623056 83 .010882189 123 .016168825 
44 .005754200 84 .011014019 124 .016301345 
45 .005885362 85 .011145866 125 .016433882 

46 .006016540 86 .011277731 126 .016566436 
47 .006147736 87 .011409612 127 .016699007 
48 .006278948 88 .011541511 128 016831596 
49 .006410178 89 .011673427 129 .016964202 
50 .006541425 90 .011805361 130 .017096825 

51 .006672689 91 .011937311 131 .017229466 
52 .006803970 92 .012069279 132 .017362124 
53 .006935269 93 .012201264 133 .017494799 

54 .007066584 94 .012333266 134 .017627491 

55 .007197916 95 .012465285 135 .017760201 

56 .007329266 96 .012597322 136 .017892928 

57 .007460633 97 .012729376 137 .018025673 

58 .007592017 98 .012861447 138 .018158434 

59 .007723418 99 .012993535 139 .018291213 

60 .007854836 100 .013125640 140 .018424010 

61 .007986271 101 .013257763 141 .018556823 

62 .008117724 102 .013389903 142 .018689654 

63 .008249193 103 .013522060 143 .018822503 

64 .008380680 104 .0[3654235 144 .0 [8955368 

65 .008512184 105 .013786426 145 .019088251 
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2006 AN;-'WAl RATE. 2006 ANNUAL RATE. 2006 ANNUAL RATE. 
COMPOUNDED DAilY COMPOUNDED DAILY COMPOUNDED DAILY 

4.760 PERCENT 4.760 PERCENT 4.760 PERCENT 

DAYS FACTOR DAYS FACTOR DAYS FACTOR 

146 .01LJ221151 186 .024551399 226 .029909521 
147 .0 I l) 35406LJ IR7 .024685011 227 .030043833 
148 .n I l)'+X700'+ IR8 .024818641 228 .030178162 
149 .0 I lJ6 I l)956 189 .024952289 229 .030312508 
150 .019752926 190 .025085954 230 .030446872 

15 I .019885913 191 .025219636 231 .030581254 
152 .020018917 192 .025353336 232 .0307 I 5653 
153 .020151939 193 .025487054 233 .030850070 
154 .020284978 194 .025620788 234 .030984504 
155 .020418034 195 .025754541 235 .031118956 

156 .0205S1108 196 .025888310 236 .031253425 
157 .020684199 197 .026022097 237 .031387912 
158 .020817307 198 .026155902 238 .031522416 
159 .020950433 199 .026289724 239 .031656938 
160 .02108357(1 200 .026423563 240 .031791477 

161 .021216737 201 .026557420 241 .031926034 
162 .021349914 202 .026691294 242 .032060608 
163 .021483110 203 .026825186 243 .032195200 
164 .021616322 204 .026959096 244 .032329810 
165 .021749552 205 .027093022 245 .032464437 

166 .021882800 206 .027226966 246 .032599082 
167 .022016064 207 .027360928 247 .032733744 
168 .022149346 208 .027494907 248 .032868424 
169 .022282646 209 .027628904 249 .033003121 
170 .022415963 210 .027762918 250 .033137836 

171 .022549297 21 I .027896949 251 .033272569 
172 .022682649 212 .028030998 252 .033407319 
173 .022816018 213 .028165065 253 .033542086 
174 .022949404 214 .028299149 254 .033676871 
175 .023082808 215 .028433250 255 .033811674 

176 .023216229 216 .028567369 256 .033946495 
177 .023349668 217 .028701506 257 .034081333 
178 .023483124 218 .028835660 258 .034216188 
179 .023616597 219 .028969831 259 .034351061 
180 .023750088 220 .029104020 260 .034485952 

181 .023883596 221 .029238227 261 .034620860 
182 .024017122 222 .029372451 262 .034755786 
183 .024150665 223 .029506692 263 .034890730 
184 .02428..1.225 224 .029640951 264 .035025691 
185 .024..1.17803 225 .029775227 265 .035160669 
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2006 ANNUAL RATE, 2006 ANNUAL RATE, 2006 ANNUAL RATE, 
COMPOUNDED DAILY COMPOUNDED DAILY COMPOUNDED DAILY 

4.760 PERCENT 4.760 PERCENT 4.760 PERCENT 

DAYS FACTOR DAYS FACTOR DAYS FACTOR 

266 .035295666 306 .040709978 346 .046152606 
267 .035430680 307 .040R45698 347 .046n9036 
268 .035565711 308 .040981436 348 .046425483 
269 .035700760 309 .041117191 349 .046561949 
270 .035835~Q7 310 .041252964 350 .046698432 

271 .035970911 311 .0413R8755 351 .046834933 
272 .036106013 312 .041524564 352 .046971451 
273 .036241133 313 .041660390 353 .047107988 
274 .036376270 314 .041796234 354 .047244542 
275 .036511425 315 .041932095 355 .0473g1115 

276 .036646597 316 .042067975 356 .047517705 
277 .036781787 317 .042203872 357 .047654312 
278 .036916995 318 .042339787 358 .047790938 
279 .037052221 319 .042475719 359 .047927581 
280 .037187463 320 .042611669 360 .048064243 

281 .037322724 321 .042747637 361 .048200922 
282 .037458002 322 .042883623 362 .048337619 
283 .037593298 323 .043019627 363 .048474333 
284 .037728612 324 .043155648 364 .048611066 
285 .037863943 325 .043291687 365 .048747816 

286 .037999292 326 .043427743 366 .04R884584 
287 .038134658 327 .043563818 367 .049021370 
288 .038270042 328 .043699910 368 .049158174 
289 .038405444 329 .043836020 369 .049294996 
290 .038540864 330 .043972148 370 .049431836 

291 .038676301 331 .044108293 371 .049568693 
292 .038811756 332 .044244456 
293 .038947228 333 .044380637 

Section 1274.-Determi-294 .039082718 334 .044516836 
295 .039218226 335 .044653052 nation of Issue Price in the 

Case of Certain Debt Instru-
296 .039353751 336 .044789286 ments Issued for Property 
297 .039489294 337 .044925538 (Also Secrio", 42. 280G. 382, 4l2. 467. 468, 482, 

298 .039624855 338 .045061808 4153. 642. 1i07. 1546. 121515. 7520, 7(72) 

299 .039760434 339 .045198096 
300 .039896030 340 .045334401 Federal rates; adjusted federal rates; 

adjusted federal long-term rate and the 

301 .040031644 341 .045470724 long-term exempt rate. For purposes of 

302 .040167275 342 .045607065 sections 382, 642, 1274, 1288, and other 

303 .040302924 343 .045743423 sections of the Code, tables set forth the 

304 .040438591 344 . 045879800 
rates for November 2006 . 

305 .040574276 345 .046016194 Rev. Rul. 2006-55 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for November 2006 (the current 
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month). Table I contains the short-term. 
mid-term. and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-term. and long-term 
adjusted applicable federal rates (adjusted 

AFR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table -+ contains the ap
propriate percentages for determining the 
low-income housing credit described in 

REV RUL. 2006-55 TABLE I 

section 42(b)(2) for buildings placed in 
service during the current month. Finally. 
Table 5 contallls the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years. or 
a remainder or a reversionary interest for 
purposes of section 7520. 

Applicable Federal Rates (AFR) for November 2006 

Period for Compolillding 

SIWrI-lerlll 

AFR 
IIO<7c AFR 
120Ck AFR 
130Clc AFR 

Mid-term 

AFR 
I ](Y/t- AFR 
120ck AFR 
1309, AFR 
150'7(' AFR 
17Wc AFR 

LOllg-tcrm 

AFR 
110% AFR 
120% AFR 
130Ck AFR 

Short-term adjusted 
AFR 

AIIIll/al 

4.89C/( 
5.38<7, 
5.88(7c 
6.38<7, 

4.69<7c 
5.INc 
5.65 o/c 
6.12S'c 
7.08C7c 
8.28% 

4.90% 
5.39<70 
5.89(70 
6.39% 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

Annual 

3.40% 

3.51£7, 

4.150'( 

Semiannual Quarter!. ..... 

4.83% 4.80% 
5.31% 5.28% 
5.80% 5.76% 
6.28% 6.23% 

4.640/[ 4.61O/C 
5.1 OO/c 5.07% 
5.57% 5.53% 
6.03% 5.99% 
6.96% 6.90% 
8.12% 8.04% 

4.84% 4.81% 
5.32% 5.29% 
5.81% 5.77% 
6.29% 6.24% 

REV RUL. 2006-55 TABLE 2 

Adjusted AFR for November 2006 

Period for Compounding 

Semiannual 

3.37% 

3.54% 

4.11% 

REV RUL. 2006-55 TABLE 3 

Quarterly 

3.36% 

3.52% 

4.099'0 

Rates Under Section 382 for November 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
fedtrJI long-term rates for the current month and the prior two months.) 
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Monthl" 

4.78% 
5.25 clc 
5.730/( 
6.20% 

4.60% 
5.05% 
5.51% 
5.96% 
6.86% 
7.99% 

4.79% 
5.26% 
5.74% 
6.21% 

Monthly 

3.35% 

3.51% 

4.08% 

4.15% 

4.41% 



REV. RUL. 2006-55 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for November 2006 
Appropriate percentage for the 70% present value low-income housing credit 8.12% 

3.48% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 2006-55 TABLE 5 

Rate Under Section 7520 for November 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, 
or a remainder or reversionary interest 5.6% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applicable federal short-term, mid

term. and long-term rates are set forth for the month 
of November 2006. See Rev. Rul. 2006-55, page 

837. 

Section 1378.-Taxable 
Year of 5 Corporation 

26CFR 1.1378-1: Taxable year ojS Co(puwliun. 

This revenue procedure provides the exclusive 

procedures that apply for an S corporation or electing 

S corporation to obtam the automatIC approval of the 
Commissioner to adopt. change, or retain an annual 

accounting period. See Rev. Proc. 2006-46, page 

859. 

Section 1400L.-Tax 
Benefits for New York 
Liberty Zone 
26 eFR 1.1400Ub)-I: Additionulfim rear deprec;· 

Mion deduction for qualified New York Liberty Zone 

propert\,. 

How does a taxpayer change its method of ac

counting to comply with § 1.I400L(b)-1 of the In
come Tax Rcgulations~ See Rev. Proc. 2006-43, 

page 849. 

Section 1502.-Regulations 

Section 7520.-Valuation 
Tables 

The adJu,tcd applicable federal short-term. mid

term, and long-term rates are set forth for the month 
of November 2006. See Rev. Rut. 2006-55. page 

837. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 
of November 2006. See Rev. Rul. 2006-55. page 

26 eFR 1.I502-76: /(v:uble yeor oj members oj 837. 

group. 

This revenue procedure provides the exclusive 

procedures for members of a group to obtai n the au
tomatic approval of the Commissioner to change an 

annual accounting period See Rev. Proc. 20()64\ 

page ~51. 

2006-2 C.B. 839 



Part II. Treaties and Tax Legislation 
Subpart A.-Tax Conventions and Other Related Items 

Supplemental Tables of 
Income Tax Rates Under New 
Income Tax Convention With 
Bangladesh and Protocol With 
Sweden 

Announcement 2006-80 

The United States recently exchanged 
instruments of ratification for a new in
come tax treaty with Bangladesh and a new 
protocol with Sweden. 

Bangladesh. The provisions relating 
tll withholding tax at source are effective 

for amounts paid or credited on or after 
October I, 2006. For other taxes, the treaty 
is effective for tax periods beginning on or 
after January L 2007. 

Sweden. The provisions relating to 
withholding tax at source are effective for 
amounts paid or credited on or after Octo
ber I, 2006. For other taxes, the protocol 
is effective for tax years beginning on or 
after January L 2007. 

Tables 1 and 2. The follOWIng tables 
can be used to supplement Tables I and 2 
in Publication 515, Withholding of Tax on 
NOl1re5ident Alien.~ and Foreign Entities, 

and Publication 90 I, U.S. Tax Treaties. 

Table 1. Withholding Tax Rates on Income Other Than Personal Service Income 

Income code number 1 2 3 6 7 9 

Country/Code 

Bangladesh BG 10 10 10 15 10 0 
a,g,i aJ,g,i a,g,i a,j a,b.j a,h 

Sweden SW 15 5 
a.k,1 a,b,k,J,m 

Income Codes 

The footnotes in those publications that re
late to the column headings in these tables 
generally apply to these entries. 

The protocol with Sweden affects only 
the footnotes in columns 6 and 7 of Table 
I. These are the only columns shown for 
Sweden. The tables in Publication 515 and 
Publication 901 for Sweden can be used 
for the other columns of Table I and for 
Table 2. 

10 11 12 13 14 21 

10 \0 10 30 0 30 
a a a c,d,e 

Interest paid by U.S. obligors - General 
Interest on real property mortgages 

10 
11 
12 
13 
14 
21 

Industrial royalties 
2 
:I 
6 
7 
9 

Interest paid to controlling foreign corporations 
Dividends paid by U.S. corporations - General 
Dividends qualifying for direct dividend rate 
Capital gains 

Footnotes 

Copyright royalties - Motion pictures and Television 
Copyright royalties - Other 
Real property income and Natural resources royalties 
Pensions and annuities 
Social security payment 

a The reduction in rate does not apply if the recipient has a permanent establishment in the United States and the 
property giving rise to the income is effectively connected \vith this permanent establishment. The reduction in rate 
also does not apply if the property producing the Income is effectively connected with a fixed base in the United 
States from which the recipient performs mdependent personal services. 

h The reduced rate applies to dividends paid by a subsidiary to a foreign parent corporation that has the required 
percentage of stock ownership. 

c Exemption does not apply to U.S. Guvernment (federal, state, or local) pensions and annuities; a 30% rate applies to 
these pensions and annuities. U.S. Gllvernment pensions paid to an individual who is both a resident and national 
of Bangladesh are exempt from U.S. tax. 

a D()e~ not apply to an annuity received for services rendered. 
e Include, alimony. 
f Reduced rate does not apply to an excess inclusion for a residual interest in a real estate mortgage investment 

conduit (REMIC). 
g The rate is 5<;( for interest (3) beneficially owned by a bank or other financial institution (including an insurance 

company) or (b) paid due to a sale on credit of any industrial, commercial, or scientific equipment, or of any 
merchandise to an enterprise. 

h E\emptioll does not apply to gains on the sale of real property. 
The [ate is ISq for contingent interest that does not qualify as portfolio interest. 
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The rate in column 6 applies to dividends paid by a regulated investment company (RIC) or real estate investment 
trust (REIT). However, that rate applies to dividends paid by a REIT only if the beneficial owner of the dividends is 
(a) an individual holding not more than a 10% interest in the REIT, (b) a person holding not more than 590 of any 
class of the REIT's stock and the dividends are paid on stock that is publicly traded, or (C) a person holding not more 
than a 10O/C interest in the REIT and the REIT is diversified. 
Amounts paid to a pension fund that are not derived from the carrying on of a business by the fund or through an 
associated enterprise are exempt. To be entitled to the exemption, the pension fund must not sell or make a contract 
to sell the holding from which such dividend is derived within two months of the date such pension fund acquired 
such holding. 

The rate in column 6 applies to dividends paid by a regulated investment company (RIC) or real estate investment 
trust (REIT). However, that rate applies to dividends paid by a REIT only if the beneficial owner of the dividends 
is (a) an individual or a pension fund holding not more than a 10% interest in the REIT, (b) a person holding not 
more than 5% of any class of the REII's stock and the dividends are paid on stock that is publicly traded, or 
(c) a person holding not more than a 10% interest in the REIT and the REIT is diversified. Dividends paid to a 
pension fund from a RIC, or a REIT that meets the above conditions, are exempt if the pension fund satisfies 
the requirements described in footnote (k). 

m Dividends paid by an 80%-owned corporate subsidiary are exempt if certain conditions are met. 

Table 2. Compensation for Personal Services Performed in United States Exempt from Withholding and U.S. Income Tax 
Under Income Tax Treaties 

Category of Personal Maximum Required Employer Maximum Treaty 
Services Presence in or Payer Amount of Article 

U.S. Compensation Citation 

Country Code l Purpose 

Bangladesh 15 Scholarship or fellowship 2 years5 Any U.S. or foreign No limit 21(2) 
~ resident 3 grant~ 

16 Independent personal 
services6,8 

183 days Any contractor No limit 15 

20 Public entertainmentS No limit Any contractor $10,0007 18 

17 Dependent personal 183 days Any foreign resident No limit 16 
services4 

20 Public entertainmentll No limit Any contractor $10,0007 18 

18 Teaching or research2 2 years Any U.S. or foreign No limit 21(1) 
resident 

19 Studying and training? 
Remittances 2 years5 Any foreign resident No limit 21(2) 

or 
allowances 

Compensation 2 years5 Any U.S. or foreign 58,000 p.a. 2 ](2) 

during study resident 
or training 

Footnotes 

Refers to income code numbers under which the income is reported on Forms 1042-S. Personal services must be performed 
by a nonresident alien individual who is a resident of the specified treaty country. 

2 Does not apply to compensation for research work primarily for private benefit.. . 
3 Grant must be from a nonprofit organization. The exemption also applies to amounts from elther the U.S. or foreign 

government. 
4 The exemption does not apply if the employee's compensation is borne by a permanent establishment or a fixed base 

that the employer has in the United States. 
5 The time limit pertains only to an apprentice or business trainee. 
6 Exemption does not apply to the extent income is attributable to the recipient's fixed U.S. ba,e. 
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7 Exemption does not apply if gross receipts. including reimbursements. exceed this amount during the year. Income is 
fully exempt if \isit to the United States is substantially supported by public funds of the treaty country or its political 
subdiVIsions or local authoritIes. 

8 Withholding at 30Ck may be required because the factors on which the treaty exemption is based may not be detemlinable 
until after the clo~e of the tax year. 

United KingdomjUnited 
States Dual Consolidated 
Loss Competent Authority 
Agreement 

Announcement 2006-86 

The following is a copy of the Mutual 
Agreement entered into on October 6. 
2006. by the Competent Authorities of the 
United States and the United Kingdom. 
regarding the elimination of double tax
ation as a result of the interaction of the 
UK non-resident company group relief 
rules and the u.s. dual consolidated loss 
rules. The agreement constitutes a Mutual 
Agreement in accordance with paragraph 
3 Article 26 (Mutual Agreement Pro
cedure) of the Convention Between the 
United States of America and the United 
Kingdom of Great Britain and Northern 
Ireland for the Avoidance of Double Tax
ation with Respect to Taxes on Income 
signed at London on July 24,200 I. 

For further information regarding this 
announcement. contact Kathleen Bellamy 
of the Office of the Deputy Commissioner 
(International). Large and Mid-Size Busi
ness at (202) 435-5040 (not a toll-free 
call) or Jeffrey Cowan of the Office of the 
Associate Chief Counsel (International) at 
(202) 622-3860 (not a toll-free call). 

The text of the agreement is as follows: 

United KingdomJUnited States 
Dual Consolidated Loss Competent 

Authority Agreement 

CONVENTION BETWEEN THE 
GOVER~MENTOFTHEUNITED 

STATES OF AMERICA AND 
THE GOVERNMENT OF THE 
UNITED KINGDOM OF GREAT 
BRITAIN AND NORTHERN 
IRELAND FOR THE AVOIDANCE 
OF DOl)BLE TAXATION AND 
THE PREVENTION OF FISCAL 
EYASION WITH RESPECT TO 
TAXES 01\ INCOME AND ON 
CAPITAL GAII\S 
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BACKGROUND 

Paragraph 3 of Article 26 of the Con
vention Between the Government of the 
United States of America and the Govern
ment of Great Britain and Northern Ireland 
for the Avoidance of Double Taxation and 
the Prevention of Fiscal Evasion with re
spect to Taxes on Income and on Capital 
Gains signed at London on July 24, 2001, 
and subsequently amended by a protocol 
signed July 19,2002 (,Treaty") allows the 
competent authorities of the Contracting 
States to consult together for the elimina
tion of double taxation in cases not pro
vided for in the Treaty. 

The competent authority of each Con
tracting State recognizes that in certain 
situations the interaction of domestic loss 
relief rules can lead to double taxation. 
Those rules are, in the case of the United 
States. section Is03(d) of the Internal 
Revenue Code (Code) and the regula
tions thereunder, including Treas. Reg. 
§l.l503-2(b) and (c)(ls)(iv). and. in the 
case of the United Kingdom, S 403D( I )(c) 
when subject to 4030(6) ICTA88. These 
rules are discussed below. 

The U.S. Rules 

Section 1503(d) of the Code and the 
regulations thereunder provide that a dual 
consolidated loss of a corporation cannot 
reduce the taxable income of any other 
member of the affiliated group ("domes
tic affiliate"). A dual consolidated loss is 
a net operating loss of a domestic corpo
ration that is subject to an income tax of a 
foreign country on its income without re
gard to the source of its income, or is sub
ject to tax on a residence basis. Except as 
discussed below. when section Is03(d) of 
the Code applies. a dual consolidated loss 
may only be used to offset income earned 
by the domestic corporation. 

Similar rules apply to any loss of a sepa
rate unit of a domestic corporation. A sep
arate unit includes activities of a domes
tic corporation that constitute a permanent 
establishment under the terms of a treaty 
between the United States and the coun-

try in which the activities are conducted. 
For purposes of the dual consolidated loss 
rules, a separate unit is treated as a domes
tic corporation and therefore is a domestic 
affiliate. 

Notwithstanding the general rule, a 
dual consolidated loss may offset income 
of a domestic affiliate. provided that a 
taxpayer makes an election and enters 
into an agreement pursuant to regulations 
("(g)(2)(i) agreement"} whereby the tax
payer certifies that, inter alia, no portion 
of the loss has been or will be used to offset 
the income of any other person under the 
income tax laws of a foreign country. This 
election is an annual election made sep
arately with respect to dual consolidated 
losses incurred in each taxable year. If a 
(g)(2)(i) agreement is entered into, and a 
subsequent "triggering event" occurs (and 
no exception applies), the taxpayer must 
generally recapture and report as gross 
income the total amount of the dual con
solidated loss on its U.S. Federal income 
tax return for the taxable year in which 
the triggering event occurs, plus an appli
cable interest charge. Triggering events 
include, but are not limited to. the use of 
any portion of the dual consolidated loss 
by any means to offset the income of any 
other person under the income tax laws of 
a foreign country. 

The regulations under section 1503(d) 
of the Code also contain a "mirror legis
lation" rule that denies the ability to elect 
to use a dual consolidated loss to offset 
the income of a domestic affiliate in cer
tain cases. The mirror legislation rule gen
erally applies when a foreign jurisdiction 
has enacted legislation that operates in a 
manner similar to the U.S. dual consoli
dated loss rules and, as a result, prohibits 
the taxpayer from claiming the dual con
solidated loss in the foreign jurisdiction. 
Section 4030(6) ICTA 88 is mirror leg
islation within the meaning of the regula
tions under section 1503(d) of the Code. 
The mirror legislation rule does not apply, 
however, to the extent an election is made 
under Treas. Reg. § 1.1 503-2(g)( I) to use 
the loss in the United States pursuant to an 
agreement entered into between the United 



itates and a foreign country that puts into 
)lace an elective procedure through which 
.osses offset income in only one coun
IY. The competent authority agreement 
,et forth in this document is an agreement 
described in Treas. Reg. § 1.IS03-2(g)( I). 

The UK Rules 

Section 4030 ICTA 1988 generally al
lows for the surrender of the trading losses 
of UK permanent establishments of for
eign companies, but not where that loss 
is deductible or allowable in any period 
against profits that are outside the corpo
ration tax jurisdiction of the United King
dom. No surrender is possible other than 
in the circumstances permitted. (Section 
4030(l)(c) ICTAI988). 

The UK legislation also contains a rule 
(section 4030(6» that requires any over
seas rule which prevents that overseas de
duction or allowance by virtue of relief 
that may be available in the United King
dom to be disregarded in deciding whethcr 
a loss is 'deductible or allowable outside 
the United Kingdom'. The regulations un
der section IS03(d) of the Code constitute 
such a rule. So no surrender of the loss as 
group relief in the UK is possible. 

Section 4030(6) is effective in relation 
to losses in accounting periods ending on 
or after April I, 2000. 

Interaction of the Contracting States' 
Rules 

As mentioned, the interaction of the 
rules described above may result in no re
lief for a loss in either Contracting State, 
thereby producing double taxation incon
sistent with the aims of Article 7 (Business 
Profits) and Article 24 (Relief of Double 
Taxation) of the Treaty and with the in
tentions of the Contracting States in pass
ing domestic laws to prevent the same loss 
from being used more than once. 

Therefore, to resolve the issue regard
ing the interaction of the legislation and 
regulations referred to above, the compe
tent authorities of the Contracting States 
agree that certain taxpayers may, subject to 
the terms and conditions of the competent 
authority agreement set forth in this docu
ment, elect to use, or relieve, losses in ei
ther the United States or the United King-

dam to the extent permitted by the rules of 
the Contracting State, as modified by this 
agreement. 

COMPETENT AUTHORITY 
AGREEMENT 

1. The competent authorities of the 
United States of America and the United 
Kingdom hereby enter into the following 
agreement ("Agreement") regarding, in 
the case of the United States, dual con
solidated losses under section 1503(d) of 
the Code and, in the case of the United 
Kingdom, trading losses disallowed un
der 4030(1 )(c) ICTA 1988 by the action 
of S401D(6) ICTA 88, under the Treaty. 
Except as provided in this paragraph 1. 
the Agreement applies in cases where a 
consolidated group of which a domestic 
owner is a member, or an unaffiliated do
mestic owner (as such terms are defined 
in Treas. Reg. §1.1503-2(c)O\), (9) and 
(II), respectively) ("Taxpayer"), has a 
permanent establishment in the United 
Kingdom as defined in Article S (Perma
nent Establishment) of the Treaty ("UK 
permanent establishment") that incurs 
losses which, for UK tax purposes, relate 
to accounting periods ending on or after 
April I, 2000, and are otherwise subject 
to section IS03( d) of the Code and the 
regulations thereunder, including Treas. 
Reg. §l.lS03-2(b) and (c)(lS)(iv), and 
S4030(6) ICTA 88. 1 This agreement shall 
not apply where losses are incurred by: 

vi. A dual resident corporation 
the meaning of Treas. 
§l.lS03-2(c)(2) (other than 

within 
Reg. 

to the 
extent a UK permanent establishment 
is treated as a dual resident corpora
tion); 

vii. A hybrid entity separate unit, 
within the meaning of Treas. Reg. 
§I.IS03-2(c)(4); or 

viii. A separate unit, within the meaning of 
Trcas. Reg. § 1.1S03-2(c)(3). owned 
indirectly through a hybrid entity sep
arate unit. 

2. The Agreement is entered into under 
paragraph 3 of Article 26 (Mutual Agree
ment Procedure) of the Treaty. 

3 With re,pect to the United States, 
and except as provided in paragraph 4 and 
Annex A of the Agreement. a dual consol
idated loss of aUK permanent establish
ment cannot offset the taxable income of 
any domestic affiliate as provided under 
section IS03(d)(l) of the Code and Treas. 
Reg. §l.lS03-2(b) and (c)(15)(iv). With 
respect to the United Kingdom, and except 
as provided in paragraph 4 and Annex B 
of the Agreement. no loss or other amount 
of a UK permanent establishment shall be 
treated as available for surrender by way of 
group relief pursuant to section 4030( I )(c) 
ICTA 1988. 

4. Subject to the terms and conditions 
of the Agreement, a Taxpayer may clect to: 

IX. Use the dual consolidated loss attrib
utahle to a UK permanent establish
ment, within the meaning of Treas. 
Reg. §1.IS03-2(d)(l)(ii), to offset 
the taxable income of a domestic af
filiate. notwithstanding Treas. Reg. 
§I.IS03-2(c)(lS)(iv); or 

x. Surrender a loss of the UK perma
nent establishment as permitted by 
S402 [CTA88 and S4030 [CTA1988 
without the restriction provided by 
S4030(6), 

hut may not elect for both treatments. Fur
ther, and except as provided in paragraph 
4 of each of Annex A and Annex B with 
respect to losses incurred in certain prior 
taxable years, no election may be made un
der this Agreement with respecl lo a loss 
unless both the statute of limitations (in 
the case of the United States) and the time 
limit for claimant company provided by 
paragraph 74 of Schedule 18 to FA 1998 
(in the case of the United Kingdom) have 
not closed or passed, respectively, with re
spect to the taxable year or taxable period. 
respectively, in which such loss was in
curred. 

S. The election must be made in accor
dance with the procedures and conditions 
set out in Annex A or Annex B, as appli
cable. 

6. The use of a loss pursuant to an elec
tion under this Agreement must be consis
tent with the domestic law generally appli
cable to the relief of losses of the Contract-

t The dual consolidated loss rules do not apply to losses incurred by a U.S. permanent establishment of a foreign corporation. AccordIngly, thi, Agreement does not apply to dual Ulll"II,J,ltcd 
losses incurred by a permanent establishment of a UK corpo:-ation in the United States. 
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ing State in which relief for such loss is 
sought. 

7. In the case of an election for a 
loss to be used in the United States pur
suant to the Agreement and Annex A. the 
election shall only apply to dual consoli
dated losses within the meaning of section 
l503(d)(2) of the Code and Treas. Reg. 
§l.lS03-2(c)(5). The fact that a particular 
item taken into account in computing the 
dual consolidated loss is not taken into ac
count in computing the Taxpayer's taxable 
income (or loss) in the United Kingdom 
shall not cause such item to be excluded 
from the calculation of the dual consoli
dated loss. 

8. In the case of an election for a loss to 
be used in the United Kingdom, pursuant 
to the Agreement and Annex B, the elec
tion shall apply only to amounts within the 
terms of S403D ICTA 88. The fact that a 
particular item taken into account for the 
purposes of S4030 is not taken into ac
count in computing the Taxpayer's taxable 
income (or loss) in the United States shall 
not cause such item to be excluded from 
the calculation of the S403D amount. 

9. The election provided under this 
Agreement is an annual election, applica
ble with respect to losses incurred in a spe
cific taxable year. A Taxpayer may make 
only one election under this Agreement 
with respect to a loss incurred in a partic
ular taxable year. Once made, an election 
may not be revoked. Taxable year for this 
purpose refers to the U.S. taxable year of 
the entity for which a UK permanent es
tablishment exists and which is the subject 
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of this Agreement. If for UK CT purposes, 
the accounting period of the UK perma
nent establishment is different from that of 
the U.S. taxable year for the entity, then an 
election for a taxable year shall correspond 
to each accounting period, or part of an ac
counting period, to which that tax year re
lates. 

10. No part of a loss which has been 
relieved, used, or claimed in a Contract
ing State following an election under this 
Agreement may be utilized for loss relief 
purposes in the other Contracting State in a 
manner inconsistent with the domestic law 
of the first-mentioned Contracting State. 
Where a loss (or any item composing such 
loss) has been used in a manner inconsis
tent with the domestic law of the first-men
tioned Contracting State, any loss relief 
given in the first-mentioned Contracting 
State will be recoverable or recaptured, 
where appropriate, in accordance with the 
domestic laws of the first-mentioned Con
tracting State and Annex A or Annex B, as 
applicable. 

11. This Agreement shall be applied 
taking into account the domestic law of 
the Contracting States in effect on or 
before October 6, 2006. In addition, 
any reference to the domestic law of ei
ther Contracting State shall incorporate, 
when effective, any successor provision 
of domestic law provided such provision 
is not materially inconsistent with this 
Agreement. In the case of the United 
States, the proposed regulations contained 
in the notice of proposed rulemaking 
(REG-\o2l44-D4, 2005-25 I.R.B. 1297), 

that was published in the Federal Reg
ister on Tuesday, May 24, 2005 (70 FR 
29868), shall, when finalized, be trealed as 
a successor provision that is not materially 
inconsistent with this Agreement. 

12. This Agreement may not be uni
laterally terminated by the competent au
thority of either Contracting State until af
ter December 31, 20 II. Prior to such date. 
this Agreement may only be terminated by 
the joint agreement of the competent au
thorities. After December 31. 2011, this 
Agreement may be unilaterally terminated 
by the competent authority of either Con
tracting State providing written notice of 
such termination to the competenr author
ity of the other Contracting State. If this 
Agreement is unilaterally terminated by 
the competent authority of a Contracting 
State, then such termination will take ef
fect 3 months after the date of the notice 
of termination. In such event, any election 
made under this Agreement prior to such 
termination shall remain valid and in ef
fect with respect to losses covered by such 
election. 

13. It is understood that the competent 
authorities shall consult together at regu
lar intervals regarding the terms and oper
ation of the Agreement. In addition, the 
competent authorities may consult regard
ing the application of specific elections 
made in accordance with the Agreement. 
The Agreement will be reviewed in detail 
in parallel with the arrangements for the 
Treaty outlined in the Exchange of Notes 
of July 24, 200 I. 



Annex A 

Election by Taxpayer to Use Losses in the United States 

This Annex A provides rules and conditions that must be satisfied for a Taxpayer to use dual consolidated losses in the United 
States, with respect to which relief is available under the terms of this Agreement, to offset taxable income of a domestic affiliate. 
It also provides the time, place and manner for various filings and notification required under this Agreement and section 1503(d) 
of the Code and the regulations thereunder. 

I. Compliance with Section J 503( d) and the Regulations Thereunder 

The Taxpayer must comply with section l503(u) of the Code and the regulations thereunder (other than Treas. Reg. 
§l.lS03-2(c)(l5)(iv», as modified in this Agreement. For example, in order to use a dual consolidated loss of a UK permanent 
establishment to offset taxable income of a domestic affiliate pursuant tu this Agreement, the Taxpayer must file an agreement 
described in Treas. Reg. §1.l503-2T(g)(2)(i), as modified below ("modified (g)(2)(i) agreement"). 

2. Modified (g)(2)(i) Agreemenl 

The modified (g)(2)(i) agreement must contain the caption "Election under § 1.1503-2(g)( I) to Use a Dual Consolidated Loss of 
a UK Permanent Establishment under US/UK Competent Authority Agreement" at the top of the page. In addition to the require
ments described in Treas. Reg. § l.l S03-2T(g)(2)(i)(A) through (F), the modified (g)(2)(i) agreement must contain the following 
information or representations in paragraphs labeled to correspond with the items set forth below: 

(G) The name, address and identifying number of the Taxpayer; 

(H) A representation that the dual consolidated loss of the Taxpayer's UK permanent establishment is eligible for relief 
under the Agreement; and 

(I) A representation that if an event described in Treas. Reg. § 1.1503-2(g)(2)(iii)(A) occurs, notification of such event will 
be provided to both the competent authority of the United States and the competent authority of the United Kingdom, 
as described below. 

Except as otherwise provided in this Annex A, a modified (g)(2)(i) agreement must be filed in the same time, place, and manner 
as a (g)(2)(i) agreement. For example, the Taxpayer must attach the modified (g)(2)(i) agreement to its timely filed U.S. Federal 
income tax return for the taxable year in which the dual consolidated loss is incurred. 

3. Notification to the U.S. and UK Competent Authorities 

A copy of the modified (g)(2)(i) agreement must be provided to both the U.S. and UK competent authorities no later than the 
due date for filing the modified (g)(2)(i) agreement with the Taxpayer's U.S. Federal income tax return, as provided above. 

The triggering event notification required under paragraph (l) of the modified (g)(2)(i) agreement must be provided to both the 
U.S. and UK competent authorities no later than the due date of the Taxpayer's timely filed U.S. Federal income tax return for the 
taxable year that includes the event giving rise to such notification (or, when the triggering event is a use of the loss for foreign 
purposes, the taxable year that includes the last day of the foreign tax year during which such use occurs). 

4. Election to Use Dual Consolidated Losses Incurred in Certain Prior Taxable Years 

This paragraph 4 of Annex A applies to an election by the Taxpayer to use dual consolidated losses eligible for relief under the 
Agreement that were incurred in an open taxable year for which the due date (including extensions) for the U.S. Federal income 
tax return for such year is on or before January 4, 2007. In such a case, and notwithstanding the general time, place and manner 
rules provided in this Annex A. all agreements, statements, requests, or other information related to such dual consolidated losses 
that should have been filed on or before January 4, 2007, shall be treated as having been timely filed, provided they are attached 
to a U.S. Federal income tax return amending the Taxpayer's U.S. Federal income tax return for the taxable year in which they 
should have been attached. The amended return described in the preceding sentence must be filed on or before the due date of the 
Taxpayer's U.S. Federal income tax return due for its first taxable year ending after January 4,2007. 

If the statute of limitations is open for a taxable year in which a dual consolidated loss described in this section 4 of Annex A was 
incurred, the Taxpayer may make an election under paragraph 4(i) of this Agreement, even if the time limit for claimant company 
provided by paragraph 74 of schedule 18 to FA 1988 with respect to such taxable year has passed. However. such an election cannot 
be made for a dual consolidated loss that was incurred in a taxable year with respect to which the statute of limitations has closed. 
See paragraph 4 of Annex B for a similar rule with respect to losses elected to be relieved in the United Kingdom. 

With respect to dual consolidated losses incurred in taxable years described in this paragraph 4 of Annex A, a copy of the mod
ified (g)(2)(i) agreement must be provided to both the U.S. and UK competent authorities by the due date set forth above for the 
filing of the amended U.S. Federal income tax return that included the modified (g )(2j(i) agreement for such lo~ses. 
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5. Relief for Untimely Filings 

In the event that the Taxpayer fails to timely provide or file any agreements, statement..;. request.... or other information rdated tn 
dual consolidated los~es subject to the Agreement (including a copy of the modified (g)( ~)(i) agreement required to be prO\ided to 
the U.S. and UK competent authorities), relief for such failure shall be available to the extent prmided under the general rules of 
,ection 1503( d) of the Code and the regulations thereunder, including Treas. Reg. *~JO \. 0100-1 through 30 \.9 IOO-J. and Notice 
2006-13. 2006-8 I.R.B. 496. When applying the foregoing standards to any failure to provide notice to the competent authorities 
pur~uant to thi~ Annex A, relief shallllot be given unless and until such notices have been provided. 
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Annex B 

Election by Taxpayer to Use Losses in the United Kingdom 

This Annex B provides rules and conditions that must be satisfied for a Taxpayer to apply Section 4030 ICTA 1988 for the 
purposes of claiming and surrendering group relief without the application of subsection (6) in respect of U.S. taxation law. 

An election by a Taxpayer to use the losses in the UK generally must be made wilhin the time limit for that company to file 
its Corporation Tax self assessment for the accounting period or accounting periods concerned. However, paragraph 4 contains a 
special rule pertaining to claim requirements for losses for prior years. If the election affects more than one accounting period, the 
time limit is the earliest filing date if more than one. 

The consent to surrender 

I. The company making the election must provide a consent, or as the case may be a modified consent, to surrender under 
paragraph 71 of Schedule 18 to FA 1998. 

2. In addition to the requirements which exist under United Kingdom domestic law for a notice of consent to surrender. the 
following information must be included in the notice of consent otherwise the notice is ineffective: 

• Confirmation that an election has been made under this Agreement to elect to disregard 4030(6); 

• Confirmation that the amount of relief to be surrendered is eligible for surrender under S4030 and an agreement that if that 
should cease to be the case, to withdraw the consent in accordance with paragraph 75 of schedule 18 to FA 1998; 

• Confirmation that notification of the election in accordance with paragraph 4(ii) of this Agreement has been or will be provided 
to both the competent authority of the United Kingdom and the competent authority of the United States, as described below. 

3. Notification to the UK and U.S. Competent Authorities 

A copy of the consent or modified consent to surrender must be provided to both the UK and U.S. competent authorities no later 
than the due date for making the corporation tax self assessment for the UK permanent establishment. Where, notwithstanding an 
election under paragraph 4(ii) of this Agreement. a loss is not available for surrender by virtue of the operation of the UK rules, a 
notification of the amended consent to surrender and modified c1ai m must be provided to both the UK and U.S. competent authorities 
no later than the due date for filing the amended claim. 

4. Election to Surrender Losses Incurred in Certain Prior Taxable Years 

This section 4 of Annex B applies to an election by the Taxpayer to surrender losses eligible for relief under the Agreement 
that were incurred in a taxable year for which the due date for Corporation Tax self assessment of the surrendering company for 
such year is on or before January 4, 2007. In such a case, and notwithstanding the general time, place and manner rules provided 
in this Annex B, all agreements, statements, requests, or other information related to the sun·ender of losses that should have been 
filed on or before January 4, 2007, shall be treated as having been timely filed, provided they are attached to a Corporation Tax 
self assessment amending its Corporation Tax self assessment for the taxable year in which they should have been attached. The 
amended claim described in the preceding sentence must be filed on or before the due date of the Taxpayer's Corporation Tax self 
assessment due for its first taxable year ending after January 4, 2007. 

If the period for claimant relief and the Corporation Tax self assessment for such company was due on or before January 4, 2007, 
is open for a taxable year in which a loss described in this section 4 of Annex B was incurred, the Taxpayer may make an election 
under paragraph 4(ii) of this Agreement, even if the statute of limitations under United States law with respect to such taxable 
year has closed. However, losses that are otherwise eligible for relief under this Agreement, that were incurred in an accounting 
period for which relief was available under section 4030 ICTAl988 but for which the time limit for claimant company provided 
by paragraph 74 of Schedule 18 to FA 1998 has passed prior to the date on which this Agreement is entered into, will not be eligible 
for relief. See paragraph 4 of Annex A for losses elected to be used in the United States. 

5. Relief for Late Claims 

In the event that the Taxpayer fails to timely provide or file any agreements, statements, requests, or other information related 
to the surrender of such losses subject to the Agreement (including a copy of the modified consent to surrender to the UK and U.S. 
competent authorities), relief for such failure shall be available to the extent set out in Statement of practice 5/0 I. However any 
relief which the UK officer of the Board subsequently agrees to be available will not give rise to relief until such notice, to the 
competent authorities pursuant to this Annex B have been provided. 
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Part III. Administrative, Procedural, and Miscellaneous 
Guidance Concerning Use 
of 2001 CSO Tables Under 
Section 7702 

Notice 2006-95 

SECTION I. PURPOSE 

This notice pr()\idc:~ rules interpreting 
the reasonable mortality charge require
ment contained in ~ 770:?(c)(3)IB)(i) of 
the Internal Revenue Code. Specifically. 
this notice supplements Notice S8-128. 
1988-2 C.B. 5~O. and modifies and super
sede~ Notice 200~-61. 200~-2 c.B. 596, 
by providing safe harbors regarding the 
use by taxpayers of either the 1980 Com
mis-.ioners· Standard Ordinary mortality 
and morbidity tables (1980 CSO tables) 
or the 200 I Commissioners' Standard 
Ordinary mortality and morhidity tables 
(?OO I CSO tables) to determine whether 
mortality charges are reasonable. These 
safe harbors are designed to assist taxpay
ers in complying with the requirements of 
~ 7702(c)(3)(B)(i). 

SECTION 2. BACKGROUND 

Section 7702 of the Code defines the 
term "life insurance contract" for purposes 
of the Code. Section 7702(a) provides 
that a "Iife insurance contract" is any con
tract that is a life insurance contract under 
the applicable law. but only if such con
tract either (I) meets the cash value ac
cumulation test of * 7702(b), or (2) both 
meets the guideline premium requirements 
or * 7702( c) and falls within the cash value 
corridor of § n02(d). 

Section n02(c)(3)(B)(i) provides 
that the guideline single premium un
dcr ~ n02( c) is determined on the basis 
of reasonable mortality charges that meet 
the requirements (if any) prescribed in 
regul3tiOib and that (except as provided in 
regulations) do not exceed the mortality 
charges specified in the prevailing COIl1-

ll1i~Sloners' standard table~ (as defined in 
~ X()71 d){ 5 J} as of the time the contract is 
i~,ued. The mortality charges specified 
in ~ n02(c)(3l(B){il are also used for de
termining the "net ~illgle premium" (see 

~ n021 b)(2){ B I I. and the "guide line level 
premium" (H'C ~ n02(c)I-+)). The same 
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reasonable mortality charge standard ap
plies for purposes of determining whether 
a life insurance contract is a modified 
endowment contract under * 7702A (see 
§ n02A(c)( I )(B», 

Section 807(d)(5)(A) provides that the 
term "prevailing commissioners' stan
dard tables" means. with respect to any 
contract. the most recent commissioners' 
standard tables prescribed by the National 
Association of Insurance Commissioners 
(r-.;AIC) that are permitted to be used in 
computing reserves for that type of con
tract under the insurance laws of at least 
26 states when the contract was issued. 
Section 807(d)(5)(B) provides a 3-year 
transition period during which an insurer 
may use either the newly prevailing CSO 
tables or those that were previously pre
vailing. 

The 2001 CSO tables prescribed by the 
NAIC became the prevailing commission
ers' standard tables within the meaning of 
~ 807(d)(5) during calendar year 2004, and 
have now been adopted by all SO states. 
The 1980 CSO tables may still be used in 
all stares for contracts issued in calendar 
years through 2008. For contracts issued 
after 2008, use of the 200 I CSO tables will 
be mandatory. 

Notice 88- I 28 was issued after § 7702 
was amended to require that only "reason
able" mortality chargcs be taken into ac
count for purposes of testing life insurance 
contract qualification under § 7702. Un
der Notice 88-128, interim safe harbors 
provided that the 1980 CSO tables (and. 
for certain previously issued contracts, the 
1958 CSO tables) would satisfy the re
quirement that mortality charges be "rea
sonable" under * n02(c)(3)(B)(i), No
tice 2004-6 I supplemented Notice 88-128 
by providing additional ~afe harbors to ac
coum for the promulgation of the 200 I 
CSO tables. Neither Notice 88-128, No
tice 2004-61. nor this notice addresses the 
reasonable mortality charge requirement in 
the case of substandard risk underwriting. 
See the Technical and Miscellaneous Rev
enue Act of 1988. Pub. L. No. 100-647 
(19~8 Act). § 501l(c)(2). 

SECTION 3. PUBLIC COMMENTS 
AND MODIFICATIONS TO NOTICE 
2004-61 

Notice 2004-61 requested comments 
on the need for additional guidance on 
the adoption of the 200 I CSO tables, 
This notice modifies Notice 2004-61 in 
response to the comments that were re
ceived. First, the safe harbor for contracts 
issued based on the 1980 CSO tables 
([ 980 CSO contracts) is modified to re
move the requirement in Notice 2004-61 
that mortality charges used to determine 
whether a contract qualifies as a life insur
ance contract under § 1702 not exceed the 
mortality charge specified in the contract 
at issuance. Second, the new rules for gen
der- or smoker-based tables are modified 
to apply only to contracts issued based 
upon the 2001 CSO tables (2001 CSO 
contracts), These two changes help to en
sure that the notice does not subject 1980 
CSO contracts to more stringent standards, 
retroactively, than applied under Notice 
88-128. Third, the rule for determining 
the issue date of a contract that undergoes 
an increase or decrease in death benefit 
is simplified by eliminating the concept 
of "underwriting." This change broadens 
the grandfather rule of Notice 2004-61 
to encompass many routine transactions, 
but does not wholly defer to an issuer's 
administrative practices and procedures. 
FOUl1h, additional examples are provided 
of changes, modifications, or exercises of 
contractual provisions that will not require 
a change from previous tables to the 2001 
CSO tables. Except as described above, 
this notice does not modify the definition 
of "issue date" that was provided in Notice 
2004-61. 

SECTION 4. SAFE HARBORS UNDER 
SECTION 7702 

The following safe harbors apply for 
purposes of determining reasonable mor
tality charges under § 1702: 

.01 Notice 88-128, The interim rules 
described in Notice 88-128 remain in ef
fect, except as otherwise modified by this 
notice. 

.02 1980 CSO tables. A mortality 
charge with respect to a life insurance 
contract will satisfy the requirements of 



§ 7702(c)(3)(B)(i) so long as (1) the mor

tality charge does not exceed 100 percent 

of the applicable mortality charge set forth 
in the 1980 CSO tables; (2) the contract 
is issued in a state that permits or requires 
the use of the 1980 CSO tables at the time 

the contract is issued; and (3) the contract 
is issued before January 1,2009. 

. 03 2001 CSO tables. A mortality 
charge with respect to a life insurance 
contract will satisfy the requirements of 
§ 7702(c)(3)(B)(i) so long as (I) the mor
tality charge does not exceed 100 percent 

of the applicable mortality charge set forth 
in the 2001 CSO tables; (2) the mortal
ity charge does not exceed the mortality 
charge specified in the contract at is
suance; and (3) either (a) the contract is 

issued after December 31, 2008, or (b) the 
contract is issued before January 1, 2009, 

in a state that permits or requires the use 
of the 2001 CSO tables at the time the 
contract is issued. 

SECTION 5. ISSUE DATE OF 
CONTRACTS 

.01 For purposes of this notice, the 
date on which a contract was issued gen
erally is to be determined according to 
the standards that applied for purposes of 
the original effective date of § 7702. See 
H.R. Conf. Rep. No. 861, 98th Cong., 2d 
Sess. 1076 (1984), 1984-3 (Vol. 2) C.B. 

330; see also 1 Staff of Senate Comm. 
on Finance, 98th Cong., 2d Sess., Deficit 
Reduction Act of 1984, Explanation of 
Provisions Approved by the Committee 
on March 21, 1984, at 579 (Comm. Print 

1984). Thus, contracts received in ex
change for existing contracts are to be 
considered new contracts issued on the 
date of the exchange. For these purposes, 
a change in an existing contract is not 
considered to result in an exchange if the 
tenns of the resulting contract (that is, the 

amount and pattern of death benefit, the 
premium pattern, the rate or rates guar
anteed on issuance of the contract, and 
mortality and expense charges) are the 

same as the terms of the contract prior to 
the change. 

.02 Notwithstanding section 5.01, if 

a life insurance contract satisfied sec
tion 4.01 or 4.02 when originally issued, 

a change from previous tables to the 
2001 CSO tables is not required if (1) the 
change, modification, or exercise of a right 

to modify, add or delete benefits is pur
suant to the terms of the contract; (2) the 

state in which the contract is issued does 
not require use of the 2001 CSO tables for 
that contract under its standard valuation 
and minimum nonforfeiture laws; and (3) 

the contract continues upon the same pol
icy form or blank . 

.03 The changes, modifications, or ex
ercises of contractual provisions referred 
to in section 5.02 include (I) the addition 

or removal of a rider; (2) the addition or 
removal of a qualified additional benefit 
(QAB); (3) an increase or decrease in death 
benefit (whether or not the change is un
derwritten); (4) a change in death benefit 
option (such as a change from an option I 
to option 2 contract or vice versa); (5) rein

statement of a policy within 90 days after 
its lapse; and (6) reconsideration of ratings 

based on rated condition, lifestyle or activ
ity (such as a change from smoker to non
smoker status). 

SECTION 6. RULES FOR GENDER
OR SMOKER-BASED TABLES 

For purposes of section 4.03 (the 2001 
CSO safe harbor), mortality charges that 
do not exceed the applicable charges in 
gender- or smoker-based variations of the 
2001 CSO tables will be treated as reason
able mortality charges, provided the fol
lowing requirements are satisfied: 

.01 Unisex tables. If a state permits 
minimum nonforfeiture values for all con
tracts issued under a plan of insurance to be 
determined using the 2001 CSO Gender
Blended Mortality tables ("unisex tables"), 

then the applicable mortality charges in 
those tables are treated as reasonable mor
tality charges for female insureds provided 
the same tables are used to determine mor

tality charges for male insureds. 
.02 Smoker/nonsmoker tables. If a state 

permits minimum nonforfeiture values 
for all contracts issued under a plan of 
insurance to be determined using the 2001 
CSO Smoker and Nonsmoker Mortality 
tables ("smoker/nonsmoker tables"), then 

the applicable mortality charges in those 
tables for smoker insureds are treated as 

reasonable mortality charges provided 
nonsmoker tables are used to determine 
nonsmoker mortality charges. 

SECTION 7. EFFECT UPON OTHER 
PUBLICATIONS 

This notice supplements Notice 88-128 
and modifies and supersedes Notice 
2004-61. 

SECTION 8. EFFECTIVE DATE 

This notice is effective October 12, 
2006, except that the provisions of this 
notice will not be applied adversely to 
taxpayers who issued, changed or modi
fied contracts in compliance with Notice 
2004-61 (without regard to the modifica
tions made by this notice). 

SECTION 9. PROCEDURAL 
INFORMATION 

This notice serves as an "administrative 
pronouncement" as that term is described 
in § 1.666J-3(b)(2) of the regulations and 
may be relied upon to the same extent as a 
revenue ruling or a revenue procedure. 

DRAFTING INFORMATION 

The principal author of this notice is 
Ann H. Logan of the Office of Associate 
Chief Counsel (Financial Institutions & 
Products). For further information regard
mg this notice, contact Ann H. Logan at 
(202) 622-3970 (not a toll-free call). 

26 CFR 601.204: Changes in accounting perind~ 
and in methods of accounting. 
(A/so Part 1, §§ 168, 446, 1400L: 1.168(k)-J, 
fl400Ub)-1.) 

Rev. Proc. 2006-43 

SECTION 1. PURPOSE 

This revenue procedure provides the 
exclusive administrative procedures under 
which a taxpayer described in section 3 
of this revenue procedure may obtain au
tomatic consent to change its method of 
accounting to comply with § 1.168(k)-1 
or § 1.1400L(b )-1 of the Income Tax Reg
ulations (the "final regulations"). 

SECTION 2. BACKGROUND 

.01 On August 31, 2006, the Internal 

Revenue Service and Treasury Department 
published the final regulations in the Fed

eral Register (T.D. 9283. 2006-41 I.R.B. 
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633 [71 FR 51n71). SectIon 1l68(k)-1 
pre~cribe, the requirement-. that I11U,t be 
met for depreciable prurerty to Ljualif) 
for the additional fir,t year depreci~lti()n 
uedllction prmided h) ~ 108( k) of d1l' 
Internal Re\ enllt' ('miL' ("bUIlU, depreci
atIon ueduction"l. Section 1.1-HlOU b )-1 
prescribes the requirel11l'nt, that 11111,t he 
met fur depreciable properl) to qualif:, 
for the additional fiN year depreciation 
deduction prll\ Ided b) ~ 1-1-001.(b) ("Lib
erty Zone bmlLl;. uepreciation deductilln··). 
The final rt'guiation;. under ~ 1.168(k)-1 
generally appl) to qualified property un
der ~ I h8( k)( 2) acquired by a taxpayer 
after Septelllner In. 2()() 1. and to 50-per
ccnt h\1I11l\ dcpreciation property under 
* 168(1..)(-+) aC4uired ny a taxpayer after 
May 5. 20m. The final regllIatiom under 
* 1.14()()L(h)-1 generally apply to qual
ified New York Liberty Zone property 
acquired by a taxpayer after Septemher 
10. 2()() I. 

.02 Recause of revisions made to TO. 
9()91. 2()()3-2 C.B. 939 (68 FR 52986) by 
the final regulation,. taxpayers may need 
tll seek a change in method llf account
ing to comply with the final regulatilln~. 

Fur example. * 1.1400l(b)-IT(b)(4) 
and (c)(2)lii) di,alluwed certain depre
ciable propeI1y from qualifying for the 
Liberty Zune bnnus depreciation deduc
tion. Section 1.1400L(b)-1 amended 
~ 1.1400L(b)-IT(h)(4) and (c)(2)(ii) 
and. as a result, more depreciahle prop
erty may qualify for the Liberty Zone 
honm depreciation deduction. Section 
1.140()L(b)-llg)(4)(iii) provides that it 
a taxpayer did not claim on a Federal 
tdX return for a taxahle year ending on 
or after Septemher II. 200 I. and on 
or before Septemher I. 2006, any Lib
erty Zone bOllus depreciation deduc
tion for qualified ;\fe~\,i York Liberty 
Zone pmperty because of the dpplica
tioll of ~ 1.1..J.OOL(h)-IT(h)(.f) or be
cause the taxpayer made an election under 
~ 1.16R(k)-IT(c)( 1) for a cla~s of property 
that included such yualified New York 
Linerty Zone property, tht taxpayer may 
l'ialm the Liberty Zone bonus depreci
ation deduction for that qualified New 
y(lr~ Llbt'l"ty lone property ill accordance 
\\ Itil the applicable admini,trati\ e proce
dures ",ued under * 1.4..J.o-1 (e)( 3)( ii) fm 
(lhtaining the Cnmmissioller of Internal 
Rl'\ eIlUL", COlbent tll a change in method 
of ;lcl"(lUllting. 
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.03 The preamble to the final regula
tions states that the Sen Ice and Treasun' 
II1tt'nd to i"ut' adlllilllslrativt' guid.ItKe 
pro\ldlllg procedures for automatic COIl

.... L·lll for taxpayers that \\ish to seek a 
l'h,lnge III method of ,ll"l'ounting to comply 
\\ith the final regulations. 

0-1- LJ nder * ~ ..J.-t6( e) and 
1.-1--1-o-lle)(2)(iL a t.\xpayer gener-
ally must secure the consent of the 
Commissioner before changing a method 
of accounting for tederal income tax 
purposes. To obtain the Cllmmis
~i()ner' s consent to a change in method. 
~ i...J.-1-6-I(e)(3)(i) generally requires a 
taxpayer to file Form 3115. Appfictltioll 
Fl!' C/wl1ge in Accounting Method, during 
the taxable year in which the taxpayer 
desires to make the proposed change. 
Section 1.440-1 (e)(3)(ii) authorizes the 
Commissioner to prescribe administrative 
procedures setting forth the limitations. 
terms. and conditions deemed necessary 
to permit a taxpayer to obtain consent to 
change a method of accounting. 

.05 Rev. Prul. 2002-9. 2002-1 C.B. 
327 (as modified and clarified by An
nouncement 2002-17.2002-1 C.B. 561. 
mndified and ampliried by Rev. Proc. 
2002-19. 2002-1 C.B. 096, and ampli
fied. clarified and Illodified hy Rev. Proc. 
2002-54.2002-2 C.B. ·B2) provides pro
cedure~ under ** ..f46ie) and 1.440-I(e) 
for obtaining the automatic con~ent of the 
Commissioner to change a methoLi of ac
counting de,cribed in the APPENDIX of 
Rev. Proc. 2002-9. 

.06 Re\. Rul. 90-38. 1990-1 C.B. 
57. provides that. if a taxpayer uses an er
roneous method of accounting for two or 
more consecutive taxable year" the tax
payer has adopted a method of account
ing. Rev. Rul. 90-38 further provides 
that a taxpayer Illay not. without the Com
mi,sioner's consent. retroactively change 
from an erroneoU\ to a permissible method 
of accountll1g by filing an amended return. 

.07 Sectioll 1.-l-l6-lT(e)i)(iij(d) pro
vides the changes in computing depre
l'iation that are. and are not. a change 
in method of accounting under * 446(e). 
Sections 1.4..J.6-lT(e)(2)(iiJ(c/)(2)(ii). (iii). 

and (il") prmide the change, in cumputing 
depreL'iatioll \\ ith respect tll the bunus de
preciation dedut."lioll and the Liberty Zone 
h(llluS depreciation deductilln that are a 
change in method of accounting. Sec
tion 1.446-IT(e)(::!)lii)(d)(3) provides the 

changes in computing deprel'iation that 
are not a change in method of accounting. 
Section 1.4-+o-IT(c)(2J(ii}(d) applies to 
property placed in sen ice by the taxpayer 
in taxable years ending 011 or after Decem
ber 30. 20m. 

.OR For property placed in service by 
the taxpayer in taxable years ending before 
December 30. 20m. Notice CC-2()04-007 
(January 28. 20(4) pnlYilies that the Ser
vice generally will not a~sert that a change 
in computing uepreciation for such prop
erty that is treated as a capital asset un
der the taxpayer's present and proposed 
methods of accounting is a change in 
method of accounting under ~ 446(eJ. 
Accordingly. the taxpayer Illay effect this 
change in computing depreciatioJl by fil
ing amended Federal tax returns or may 
treat this change in cOlllputing deprecia
tion as a change in method of accounting 
by filing a Form 3115 in accordance with 
Rev. Proc. 20029. 

.09 This revenuc procedure applies 
either for a taxpayer's last taxable year 
ending before Octoher 18. 2006 (if the 
taxpayer timely files its Federal income 
tax return after October 18, 2006, for that 
last taxable year). or for the taxpayer's first 
taxable year ending on or after October 
18, 2006. for changes to methods of ac
counting proVIded in the final regulations. 
For subsequent taxable years. see the au
tomatic change in method of accounting 
procedures in Rev. Proc. 2002-9 (or its 
successor). if applicable. or the advance 
consent change in method of accounting 
procedures in Rev. Proc. 97-27. 1997-1 
C.B. 680 (as modified and amplified by 
Rev. Proc. 2002-19. and amplified. clari
fied. and modified by Rev. Proc. 2002-54) 
(or its successor). However. if a tax
payer is claiming the rehahilitation credit 
in accordance with ~ 1.168(k)-I(g)(6) 
or ~ 1.1400l( h)-I (g)( 6), the resulting 
change in computing depreciation for the 
4ualified rehabilitated building must be 
made by filing amended returns for its 
placed-in-~ervice year and suh~equent 

taxable years. 

SECTION 3. SCOPE 

.0 I Except as provided in sec
tiOIl 3.02, this revenue procedure 
applies to a taxpayer that seeks a 
change in method of accounting under 
§ 1.4.f6-IT(e)(2)(ii)(d)(2)(ii). (iii), or (iv) 



to comply with the final regulations for 
either: (1) the taxpayer's last taxable year 
ending before October IS, 2006, if the tax
payer timely files (including extensions) 
its Federal income tax return after October 
18, 2006, for that last taxable year; or (2) 
the taxpayer's first taxable year ending on 
or after October IS, 2006. 

.02 This revenue procedure does not ap

ply to: 
(I) A change in computing de

preciation resulting from a taxpayer 
claiming the rehabilitation credit in ac
cordance with § 1.16S(k )-1 (g)( 6) or 
§ 1.1400L(b)-I(g)(6); 

(2) A change in computing deprecia
tion that is not a change in method of ac
counting under § 1.446-1 T(e)(2)(ii)(d)(3). 
However if. in accordance with 
§ 1.1400L(b)-I(g)(4)(iii), a taxpayer 
is changing its computation of depre
ciation for qualified New York Liberty 
Zone property because of the amendment 
made to § 1.1400L(b)-IT(c)(2)(ii) by 
the final regulations under § 1400L(b) 
and the taxpayer made an election un
der § 1.I6S(k)-1 T( e)(I) for the class 
of property that included such quali
fied New York Liberty Zone property, 
§ 1.1400L(bJ-i(g)(4)(iii) expressly pro
vides that this change in computing depre
ciation is a change in method of accounting 
and, thus, § J.446-IT(e)(2)(ii)(d)(3)(iii) 
does not apply to such change in comput
ing depreciation. 

(3) A change in computing depreciation 
that is due to a posting error, mathematical 
error, or a change in underlying facts; 

(4) A change in computing deprecia
tion for depreciable property that is placeJ 
in service by a taxpayer in a taxable year 
ending before December 30. 2003. that is 
a capital asset under the taxpayer's present 
and proposed methods of accountings, and 
for which the taxpayer wants to effect 
the change in computing depreciation to 

comply with the final regulations by filing 
amended Federal (ax returns in accordance 
with Notice CC-2004-007 (January 28, 
2004); 

(5) A change in the treatment of prop
erty from a non-capital a~set (for example, 
inventory, materials and supplies) to a cap
ital, depreciahle a~set (or vice versa); or 

(6) A change from expensing the cost 
of depreciable property to capitalizing and 
depreciating that cost (or vice versa). 

SECTION 4. APPLICATION 

.0 I A taxpayer within the scope of this 
revenue procedure is, in accordance with 
section 6.01 of Rev. Proc. 2002-9, granted 
the consent of the Commissioner to change 
Lo a method of accounting within the scope 
of this revenue procedure to comply with 
the final regulations provided the taxpayer 
follows the automatic change in method 
of accounting procedures in Rev. Proe. 
2002-9 (or its successor) with the follow
ing modifications: 

(I) The scope limitations in section 402 
of Rev. Proc. 2002-1.) do not apply for the 
taxpayer's first taxable year ending on or 
after October 18, 2006, or, if applicable, 
for the taxpayer's last taxable year ending 

26 CFR 601.204.' Changes ill accounting periods and in methods of accowlIillg. 
(Also Part r, §§ 441. 442. 898.1502; 1.441-1. 1442-1. J.!502-76.! 

Rev. Proc. 2006-45 

TABLE OF CONTENTS 

before October 18. 2006. if the taxpayer 
timely files its reueral income tax return 
after OctDber 18. 200n. for that last taxable 
year; and 

(2) For purp()~e~ of section 6,02(4)(a) 
of Rev. Proc. 2002-9, the wxpaycr must 
include on line I a of the Form 3115 the 
designated automatic accounting method 
change number lOS. 

.02 A change in method of accounting 
within the scope of this revenue procedure 
results in a ~ 4SI(a) adjustment. 

SECTION 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2002-9 is modified and am
plified to include the automatic change in 
method of accounting provided in section 
4 of this revenue procedure in section 2 of 
the APPENDIX of Rev. Proc. 2002-9. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective Oc
tober IS, 2006. 

SECTION 7. DRAFTING 
INfORMATION 

The principal author of thIS revenue 
procedure is Douglas Kim of the Office 
of Associate Chief Counsel (Passthroughs 
& Special Industries). For further infor
mation regarding this revenue procedure. 
contact Douglas Kim at (202) 622-3110 
(not a toll-free call). 
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DRAFTING INFORMATION 

SECTION I. PURPOSE 

This revenue procedure provides the 
exclusive procedures for a corporation 
(as defined in section 5.01 of this rev
enue procedure) within its scope to obtain 
automatic approval to change its annual 
accollnting period under § 442 of the In
ternal Revenue Code and S 1.442-1 (b) of 
the Income Tax Regulations. This revenue 
procedure clarifies, modifies, amplifies, 
and supersedes Rev. Proc. 2002-37, 
2002-1 C.B. 1030. A corporation com
plying with all the applicable provisions 
of this revenue procedure will be deemed 
to have established a business purpose 
and obtained the approval of the Commis
sioner of Internal Revenue to change its 
annual accounting period under § 442 and 
the regulations thereunder. 

SECTION 2. BACKGROU~D 

.oI Taxable Year Defined. 

(1) In general. Section 441 (b) and 
§ 1.441-1 (b)( 1) provide that the term 
"taxable year" generally means the tax
payer's annual accounting period, if it is 
a calendar or fiscal year, or, if applicable, 
the taxpayer's required taxable year. 

(2) Annual accounting period. Sec
tion 441(c) and § 1.441-1(b)(3) provide 
that the term "annual accounting period" 
means the annual period (calendar year 
or fiscal year) on the basis of which the 
taxpayer regularly computes its income in 
keeping its books. 

(3) Required taxable year. Section 
1.441-1(b)(2) provides that certain tax
payers must use the particular taxable year 
that is required under the Code and the reg
ulations thereunder. See § 1.441-1 (b )(2) 
for examples of taxpayers, including cer
tain corporations, with required taxable 
years. 

.02 Change in Taxable Year. 

(I) In general. Section 1.442-1 (a)( I) 
generally provides that a taxpayer that 
wants to change its annual accounting 
period and use a new taxable year must 
obtain the approval of the Commissioner. 

(2) Annuakation of short pe
riod return. Section 443(b) and 
§ 1.443-1(b)(I)(i) generally provide that 
if a return is made for a short period 
resulting from a change of an annual ac
counting period, the taxable income for 
the short period must be placed on an an
nual basis by multiplying the income by 
12 and dividing the result by the number 
of months in the short period. Unles~ 

§ 443(b)(2) and § 1.443-1 (bj(2) apply, the 
lax for the short period generally is the 
same part of the tax computed on an an
nual basis as the number of months in the 
short period is of 12 months. But sec, for 
example, §§ 1.852-3(e), 1.857-2(a)(4), 
and 1.1502-76 for exceptions to this 
general rule for a regulated investment 
company (RIC), a real estate investment 
trust (REIT), and a subsidiary corporation 
ceasing to be a member of a consolidated 
group, respectively. 

(3) No retroactive change in annual ac
counting period. Cnless specifically au
thorized by the Commissioner, a taxpayer 
may not request, or otherwise make, a 
retroactive change in annual accounting 
period, regardless of whether the change is 
to a required taxable year. 

.03 Approval of u Chunge. Section 
1.442-l(b) provides, in part. that 111 or
der to secure the approval of the Commis
sioner to change an annual accounting pe
riod, a taxpayer must file an application, 
generally on Form 1128, "Application To 
Adopt. Change, or Retain a Tax Year," 
with the Commissioner within such time 
and in such manner as is provided in ad-
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ministrative procedures published by the 
Commissioner. In general, a change in an
nual accounting period will be approved 
if the taxpayer establishes a business pur
pose for the requested annual accounting 
period and agrees to the Commissioner's 
prescribed terms, conditions, and adjust
ments for effecting the change. 

SECTION 3. SIGNIFICANT CHANGES 

Significant changes to Rev. Proc. 
2002-37 made by this revenue procedure 
include: 

.01 Sections 4.01(2), 4.01(3), and 
4.01(4) of Rev. Proc. 2002-37 are re
moved from the applicability section and 
are reinserted, where appropriate, in the 
relevant inapplicability subsections under 
section 4.02 of this revenue procedure. 

.02 Section 4.02(2) of this revenue pro
cedure removes section 4.02(2)(b) of Rev. 
Proc. 2002-37 because the entities for
merly described by section 4.02(2)(b) of 
Rev. Proc. 2002-37 are included in sec
tion 4.02(2)(a) of this revenue procedure. 

.03 Section 4.02(2)(e) of this revenue 
procedure provides that an interest in a 
pass-through entity that does not have a re
quired taxable year is disregarded solely 
for purposes of section 4.02(2). Thus, hav
ing an interest in a pass-through entity that 
does not have a required taxable year does 
not make a corporation ineligible for use 
of this revenue procedure. 

.04 Section 4.02(5) of this revenue 
procedure excludes from the scope an S 
or terminated S corporation. See Rev. 
Proc. 2006-46, 2006--45 l.R.B. 859, for 
procedures to follow for certain automatic 
changes in the annual accounting period 
of an S corporation. 

.05 Section 4.02(8) of this revenue pro
cedure excludes from the scope certain 
controlled foreign corporations (CFCs). 
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·06 Section 4.02( 13) of this revenue 
procedure exclude!'> from the ~cope a cor
poration that exits a consolidated group in 
its firq effecti ve year. 

.07 Section ·U)2( 14) of this revenue 
procedure exclude~ from the scope certain 
changes to (or from) a 52-53 week taxable 
year by a member of a comolidated group. 

.Ok Section 6.02 of this revenue pro
cedure prmides that only certain short 
periods are exempt from the financial 
statement conformity re4uirement and 
incorporates the clarification in Notice 
2002-72. 2002-2 C. B, k43. of the record 
keepingfbook conformity term Clnd condi
tion with regard to CFCs. 

,09 Section 6,Q3( 1) of this revenue pro
cedure provides that certain CFCs are not 
required to file a first effective year tax re
turn, 

,Ill Sections 6.0S (changes in natural 
business year for an electing S corpo
ration) and h.Of> (changes in ownership 
taxable year for an electing S corpora
tion) of Rev. Proc. 2002-37 are not in
cluded in this revenue procedure because 
this revenue procedure does not apply 
to S corporations. The removal of these 
~ection~ from the terms and conditioll~ of 
this revenue procedure is not intended to 
imply that a corporation that elects to be 
an S corporation is nO! required to con
form to the requirements for accounting 
periods for S corporations. See ~ 1378 and 
* 1.1378-I(a) for the permitted years of an 
S Corporation and see Rev, Proc. 2006-46 
for procedures to follow for certain auto
matic changes in the annual accounting 
period of an S corporation. 

,11 Section 6.06 of this revenue proce
dure incorporates the modified carryback 
term Jnd condition of section 4.01 of Rev, 
Proc. 2()03-34, 2003-1 C.B. 856. 

,12 Section 6,08 of this revenue proce
uure clarifies that in the case of a change 
in annual accounting period by the com
mon parent of a consolIdated group. the 
consolidated rcturn rules will apply (e.g .. 
~ 1, IS02-21) unless this re\'enue proce
dure specifically provides otherWise, 

.13 Section 6.09 of this reV'enue pro
l'edure incorporates the clarification in 
Notice 2002-72. that certain entIties with 
reLjuired taxahle years that must concur
rem]y change their annual accounting 
period a~ a term and condition for the 
apprmal of a relateu taxpayer's change 
nf annllal accounting period must do so 
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under the applicable automatic approval 
procedures not\\ ithstanding any limita
tions in those procedures to the contrary 
or any contllcting testing date provisions, 

, 14 Sect ion 6,10 of this revenue proce
dure pnl\' ides that a ('Fe that revokes its 
one month defelTaI election under ~ 898 is 
not eligible to make another change in tax
ahle year for a period of 4k months follow
ing the first day of the first effective year. 

, IS Sections 7 .02( I Hh). 702( 2)( b)' and 
7.02(-+)(b) of this revenue procedure pro
vide the filing requirements for certain 
CFCs and noncontrolled section 902 cor
porations. 

. 16 Section H)2( 2) of this revenue 
procedure provides that the Form 1128 or 
Form 5471. Ill/ormatioll Return of us. 
PerSOIlS With Respect To Certain Foreign 
CorporatiollS. must be filed no earlier 
than the day following the end of the first 
effective year. 

.17 Section 7 .02( 7) of this revenue pro
cedure provides that, for purposes of a 
change in annual accounting period. a con
solidated group consists of the parent and 
any subsidiary that is a member of the 
group on the last day of the short period. 

SECTION 4. SCOPE 

.01 Applicability. Except as proVided 
in section 4.02. this revenue procedure is 
the exclusive procedure for a corporation 
within its scope to secure the Commis
sioner's approval and applies to a corpora
tion requesting approval to change its an
nual accounting period, including a corpo
ration that wants to change to (or from) a 
52-53-week taxable year. 

.02 /Jw/)plicohility. This revenue pro
cedure does not apply to the following cor
porations: 

(1) Prior change. A corporation that 
has changed its annual accounting period 
within the most recent 48-month period 
ending with the last month of the requested 
taxahle year. unless: 

(a) the prior change was made in order 
to comply with the common taxable year 
requirement of either ~ 1.1502-75( d)(3 )(v) 
or 1.lS02-76(a)(lj(see§ 1.442-1(c»); 

(b) the prior change was made by 
a corporation that either was acquired 
within the preceding 12 months by a new 
majority shareholder using a different 
taxable year. or whose majority share-

holder changed its tax.able year within the 
preceding 12 months. if that corporation 
does not file consolidated inn)me tax re
turns with its majority shareholder and 
seeks to change to the taxable year of that 
shareholder in order to file consolidated 
financial statements. For purposes of this 
section 4.02( I )(b), "majority shareholder" 
means ownership that satisfies the test of 
* 1504( a)(2). substituting "more than 50 
percent" for "at least 80 percent:" 

(c) except in the case of a CFC. the prior 
change was from a 52-53-week taxable 
year that references a particular month to a 
non-52-53-week taxahle year that ends on 
the last day of that month. and vice versa: 

(d) the prior change was to a required 
taxable year (as defined in section 5.03 of 
this revenue procedure) or was a concur
rent change required by either this revenue 
procedure or Rev. Proc. 2002-39 (or any 
successor): 

(e) the corporation wants to change 
from a 52-S3-week taxable year to a 
non-S2-S3-week taxahle year that ends 
with reference to the same month, and 
vice versa; or 

(f) the corporation is a CFC that wants 
to revoke its one month deferral election 
under ~ 898(c)( 1 )(B) and change its tax
able year to the majority U.S. shareholder 
year (as defined in § 898(c)( 1 )(C»). 

(2) {merest ill ({ pass-through cllriry or 

(/ CFe. A corporation that has an inter
est in a pass-through entity (as defined in 
section 5.02 of this revenue procedure) or 
a CFC as of the end of the first effective 
year (as defined in section 5.05 of this rev
enue procedure). However, an interest in 
a pass-through entity or CFC will be dis
regarded for this purpose if any of the fol
lowing conditions are met: 

(a) the pass-through entity or eFe 
would he required under the Code or reg
ulations to change its taxable year to the 
new taxable year of the corporation (or, in 
the case of a CFC. to a taxable year that 
is described in section 4.02(8)(b»). See 
section 6.09 of this revenue procedure for 
a special term and condition related to this 
exception: 

(b) the new taxable year of the corpo
ration would result in no change in or less 
deferral (as described in § l.706-l(b)(3)) 
from the pass-through entity or CFe than 
the present taxable year of the corporation. 
If the entity is a partnership or a CFe, the 



corporation should compare the existing 
deferral period (between the pass-through 
entity's and the corporation's current tax
able years) with the new deferral period 
(between the new required taxable year of 
the pass-through emity or CFC and the cor
poration's new taxable year). See section 
4.04 of this revenue procedure for an ex
ample of this rule; 

(cl the pass-through emity or CFC in 
which the corporation has an interest has 
been in existence for at least 3 taxable 
years and the interest is de minimis. For 
this purpose, an interest is de minimis if: 

(i) for each of the prior 3 taxable years 
of the corporation, the amount of income 
(including ordinary income or loss, capi
tal gains or losses, rents, royalties, inter
est, dividends and deduction equivalents 
of credits) from de minimis interest in a 
pass-through entity or CFC is less than or 
equal to (A) 5 percent of the corporation's 
gross receipts (or, in the case of a member 
of a consolidated group, the consolidated 
group's gross receipts) for each of those 
taxable years, and (B) $500,000; and 

(ii) the amount of income from all de 
minimis interest in pass-through entities 
and CFCs in the aggregate is less than or 
equal to the amounts described in (A) and 
(B) of(c)(i) above. See section 4.04 of this 
revenue procedure for an example of this 
rule; 

(d) the corporation wants to change 
from a 52-53-week taxable year to a 
non-52-53-week taxable year that ends 
with reference to the same month, and 
vice versa; 

(e) the pass-through entity or CFC does 
not have a required year; 

(f) the corporation wants to change to a 
natural business year (as defined in section 
5.04 of this revenue procedure) that satis
fies the 25-percent gross receipts test de
scribed in that section; or 

(g) the corporation is a CFC that wants 
to revoke its one month deferral election 
under § 898( c)(1 )(B) and change its tax
able year to the majority U.S. shareholder 
year (as defined in § 898(c)(1 )(C)). 

(3) Shareholder of certain FSCs or 

IC-DISCs. A corporation that is a share
holder of a foreign sales corporation (FSC) 
or interest charge domestic international 
sales corporation (IC-DISC). as of the end 
of the short period (as defined in section 
5.06 of this revenue procedure). However, 

an interest in a FSC or IC-DISC is disre
garded if any of the following conditions 
is met: 

(a) the FSC or IC-DISC in which the 
corporation is the principal shareholder 
(i.e., the shareholder with the highest per
centage of voting power as defined in 
§ 441(h)) would be required to change its 
taxable year pursuant to §§ 1.921-IT(b)(4) 
and (6) to the new taxable year of the cor
poration. See section 6.09 of this revenue 
procedure for a special term and condition 
related to this exception; 

(b) the new taxable year of the corpora
tion would result in no change in or less 
deferral of income (as detennined under 
the principles of § 1.700-1 (a)(3)) from the 
FSC or IC-DISC than the present taxable 
year of the corporation; 

(c) the corporation wants to change 
from a 52-53-week taxable year to a 
non-52-53-week taxable year that ends 
with reference to the same month, and 
vice versa; 

(d) the corporation wants to change to 
a natural business year that satisfies the 
25-percent gross receipts test described in 
section 5.04 of this revenue procedure; or 

(e) the corporation is a CFC that wants 
to revoke its one month deferral election 
under § 898(c)(\)(B) and change its tax
able year to the majority U.S. shareholder 
year (as defined in § 898(c)( 1 )(C)); 

(4) FSC and Ie-DISc. A corpora
tion that is a FSC or an ICDISC. See 
§ I. 921-lT(b)( 4) for rules regarding au
tomatic changes of the annual accounting 
period of a FSC or IC-DISC to the tax.able 
year of its principal shareholder; 

(5) S or terminated S corporation. A 
corporation that either is an S corporation 
(as defined in § 1361) or a corporation that 
is requesting a change in annual account
ing period that is within an S termination 
year (as defined in § 1362(e)(4». See Rev. 
Proc. 2006-46 for procedures to follow for 
certain automatic changes in the annual ac
counting period of an S corporation; 

(6) Electing S corporation. A corpo
ration that attempts to make an S corpo
ration election for the taxable year im
mediately following the short period, un
less the change is to a permitted taxable 
year, or from a 52-53-week taxable year to 
a non-52-53-week taxable year that ends 
with reference to the same month, and vice 
versa; 

(7) PSc. A corporation that is a per
sonal service corporation (PSC) (as de
fined in § 441 (i ). See Rev. Proc. 2006--46 
for procedures to follow for certain auto
matic changes in the annual accounting pe
riod of a PSC; 

(8) CFC. A corporation that is a con
trolled foreign corporation as defined in 
§ 957, including a CFC that also is a pas
sive foreign investment company (FFIC) 
as defined in § 1297(a), unless: 

(a) the crc does not have a required 
taxable year under § 898; 

(b) the CFC is changing to its required 
taxable year under § 898, to a 52-53-week 
taxable year that references that year, or, 

if the CFC has a majority U.S. share
holder year (as defined in § 898(c)(3), 
to a one-month deferral year described in 
§ 898(c)(2) or to a 52-53-week taxable 
year that references such one-month de
ferral year; or 

(c) with respect to the cre's taxable 
years beginning after July 10, 1989, no 
U.S. shareholder has been required to in
clude in gross income an amollnt described 
in § 951(a) (subpart F inclusion). 

(9) Tax-exempt organi::.ation. A corpo
ration that is a tax-exempt organization, 
other than an organization exempt from 
federal income tax under § 521,526, 527, 
or 528. See Rev. Proc. 85-58, 1985-2 
C.B. 740, for procedures to follow in 
changing an annual accounting period of a 
tax-exempt organization that is not within 
the scope of this revenue procedure; 

(10) Possessions corpoY(llion. A corpo
ration that has in effect an election under 
§ 936; 

(II) Cooperative associOlion. A cor
poration that is a cooperative association 
(within the meaning of § 1381(a)) with a 
loss in the short period required to effect 
the change of annual accounting period, 
unless it is changing from a S2-53-week 
taxable year to a non-52-53-week taxable 
year that ends with reference to the same 
month, and vice versa, or the patrons of the 
cooperative association are substantially 
the same in the year before the change of 
annual accounting period, in the short pe
riod required to effect the change, and in 
the year following the change. For pur
poses of this subsection, "substantially the 
same" means that ownership of more than 
90 percent of the cooperative association's 
stock is owned hy the same members: or 
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(12) Corpormioll I\'irh U rC(j[(ired rux
able year. A corporation that ha\ a re
quired taxable year (c.g., a REIT. or a 

Qualified Settlement Fund or Designated 
Settlement Fund a, defined in * 1.-+6X8). 
unless the corporation h changing to their 
required taxable year. 

(13) CO/port/rio/l I//([I nit.1 iI COII.III/i

daled gro[(t). A corporation that cea,es to 
be a member of a consolidated group dur
ing the L'omolidated group', fif',t effecti,'e 
year. 

( 14) Certain fl/ollhns ora consolidated 
gro[(p. A corporation that is a member of 
a comolidated group requesting to change 
to (or from) a 52-53-week taxable year un
less the requested taxable year is identi
cal to the taxable year of the consolidated 
group. 

.en NOl/(lllloll/uric Chuuge.l. A corpo
ration that is unable to obtain automatic 
approval for a change in accounting pe
riod under this or any other applicable 
revenue procedure, or under a regubtion, 
must secure prior approval from the Com
missioner for a change in an accounting 
period pUf';uant to ~ 442 and the regula
tions thereunder. See Rev. Proc. 2002-39 
(or any successor). 

.04 Exalllpies. 
I II Ex"",,,I,, I. (a) Corporation, V. W. X. Y. and 7 

hllld equal 21l percent intert,t' in th~ capital and prof
Ih of partncr,hip ABC. V and Ware calendar year 
taxpayer\_ X and Y have taxable year, ending June 
.10. and 7. hJ' a taxable year ending September 30_ 
ABC doc, not have a bu,ine" purpose f,)r a particular 

taxable ycar. and thus. pUNlant to ~ 1.700-1. ABC IV 

rcquirl'd to lhC a taxahlc yt'ar ending June J() hecau..,~ 

that taxable year result, in the least aggregate deferral 
of income to its partners. Z currcntly has a '-month 
tkkrral period Ithe numbcr of months from the end 
oj ABCs laxanle year tllihe end of [, taxable year). 
/.. \\ anh tD (hangc lh tuxahJe yL'ar In a L'(.l!cnJar j'i!ar. 

I h Ilf I changes its taxabk year to a Glkndar year. 
.\ BC VI "uld he rcyuircd to L'ilange ih taxable year un· 
ller ~ 71lf1 to it, maj(,rity interest W'<1ble year. II hich 
II mtld he the calendar year. As a re,ult of [, new 
taxable year and ABC, nell taxabk )car.Z-s defer· 
I ,Ii period I1<1ule! hc' ::lilllin,iled HeC"ll'C [S Ilevl tax· 
anle year 1\ "ltld rcduc'e I."s dekrral. 1 111a) disreg<1rJ 
ih inlae't in ABC lInlil'r sec"li,m ~.0212I1bl of Ihis 
rnenue pnlccdure. 

(2) f.)WII/'I,·~. la) Corpor'ltion X. a calendar 

Icar la'payer. ""Illls 10 "h;Jnge Its taxabk year 10 a 
year endtng June .10. X has imcres{s In five part
IlcrshiJ'" ABC DEeF GHI. JKl.. ano ~INO. All III 

Ihe partnv'rshlps hale been III c\1Slence r"r 01 er 
Ihrec la\~lhlc le,lrs X', tntt'rt',(s in t'ac'h ,,\ ABC 

.llld DF'Y i, grcatcr (han ';() perccnt. }Cs Illttr"st 
III (jHI. JKL. 'lild ~11\O IS 15 rerc-CIll. III percenl. 
.Ind 5 perct'lll. rL"pc,'11I L'I> GHI L1sCs the Illa]clrlt> 
IIltc'rest I,,,ark > ,'ar ellJin~ :'LI) -' I ,1I1d JKL and 

856 2006-2 C.B. 

\I~O c',ld) L1sC their respectilc majority interest 

u\ahk lear endtng Decc'lllher _~ I X"s distrihutile 

,hare ,1 t" iTlL'OIll,'/II, ", I ft Olll J K I. fur tht' prior three 

tcl\able \v',lIs" "<00.000,51 1I1().OIlIl). and S200,O(}O. 

respcc·llIcI). and from I\I'lO ts S:;O().[)()O. S21l0.()()O. 

~mJ "lOn.OOII. rcspcl'ti\l'i) X"s ~ro" reccipts fpr 
each 01' (ho'c' sJllle t~l\ahk year, was SI5.000.000 

Ih) X', IIltnests 1Il lis r~t,,-thfllugh ('ntllll" \\lll 

he dlsrcg,lrdcd fur purpuses uf ,t'clion ~.021 2) (llthts 

I('\cnul' pllll'ccurc unl y If (,<Jeh ra\ .... -Ihrllu~h C'lltit) 

sallsfi,'s one nl-till' l'XCcptilll\' crlllilleratcd under ,cc· 

lipn ~_02( 2) (\1' Ihis rLl"CIlUC prol'Cdurc In the IIbtalll 

C~he. X', interest> in ABC and DEF ,'at'h mcet the 

excqllHln in scction ·U)212l(al hel'aus" X Is the ma

IOrti) intere't partner in each partner,hip. X', interesl 

In GHI mcl'ls the cxceptlon in scction ~()2(2)lh) be

cau,c X's nell taxahle year "pull] result hies, Jercr

ral than ih old taxable year Ithe deferral bl'lwcen May 
.I I and Jt1l1e :;0 of I month a, compared to the deferral 

hetween May J I and December 31 of 7 months). Be

CJUse X is not the maJority inlercst partner in JKL and 
MNO and hecau,e its new taxahle year would not re

,ultlll Ie>' deferral from these partnership" X'I inter· 
eSi"i in JKL and MJ\O may be di"iregarded only if thcy 
,ati,f), the de mill illl is exception in section .. 1.()21 2)(c). 

Although the income Imm JKL and MNO for each of 
the prior three taxable years is les, than 5 percent of 
X", gross receipb and $500.000, the IIlCOille for year 
J frolll JKL alld MNO, in the aggregate ($lOO.OOO 
and $300,0(0). exceeds the $500,000 amount 'peci
fied in section 4()2(2)(c)(ii). Consequently. JKL and 

MNO fail to satisfy the de 111111/11115 exception in sec· 
tion ~.02(2)(c) Because X's inlerests in all of its 
pass-through entities will nOI be dlvrcg,udeu, X i, not 
within the scope of this revenue procedure. 

SECTION 5. DEFINITIONS 

The following definitions apply solely 
for the purpose uf this revenue procedure: 

.01 CO/p0re/rion. The term "corpo
ration" includes associations, joint-stock 
companies, and insurance companie<" as 
provided in § 770 I (a)(3) and the reg
ulations thereunder. and includes each 
member of a consolidated group that is a 
member of the group on the last day of the 
first effecti ve year. 

.02 Puss-rhrou(ih Entit\". The term 
"pass-through entity" means a partnership 
(as defined in ~ 770!( a)( 2) and the reg
ulations thereunder): a trust (as defined 
in § 301.7701-4): an estate; a common 
trust fund (as defined in ~ 584); a PFIC 
that the corporation has elected to treat 
as a qualified electing fund (as defined 
in § 1295); and a closely-held REIT (as 
defined in ~ 6655(e)(5)(B», but only to 
the extent rhe corporation is described in 
§ 6655(e)(5)(A). 

.03 Required T(Hable Year. The "re
quired taxable year'" is the particular 
taxable year that certain taxpayers are re-

quired to use under the Code and the reg
ulations thereunder. See ~ 1.-M1-I(b)(2) 
for examples of taxpayers, including cer
tain corporations, with required taxable 
years 

.0'+ Natural BI/siness Yellr. A "natural 
business year" is a year for which a corpo
ration satisfies the following "25-pereent 
gross receipts test": 

( I) 25-jlen'cll/ gross reccipls lesl. Ex
cept as pro\'ided in (2) below, the 25-per
cent gross receipts test is satisfied if each 
of the rcsulls described in (a) and (b) be
low equals or exceeds 25-percent: 

(a) Gross receipts from sales and ser
vices for the most recent 12-l11onth period 
that ends with the last month of the re
quested annual accounting period are to
taled and then divided into the amount of 
gross receipts from sales and services for 
the last 2 months of this 12-month period. 

(b) The same computation as in (I )(a) 
above is made for the two preceding 
12-mol1th periods ending with the last 
month of the requested annual accounting 
period. 

(2) Exceptio/l. The corporation must 
determine whether any annual accounting 
period other than the requested annual ac
counting period also meets the 25-percent 
gross receipts test described in (I). If one 
or more other annual accounting periods 
produce higher averages of the three per
centages (rounded to III 00 of a percent) 
described in (I) than the requested annual 
accounting period, then the requested an
nual accounting period will not qualify as 
the corporation's natural business year. 

(3) Special rules. 

(a) To apply the 25-percent gross re
ceipts test for any particular year, the cor
poration must compute its gross receipts 
under the method of accounting used to 

prepare its federal lllcome tax return for 
such taxable year. 

(b) Regardless of the curpuration\ 
method of accounting, the corpora
tiun's share of taxable income from a 
pass-through entity generally must be 
reported as gross receipts from sales and 
services in the month that the pass-through 
entity's taxable year ends. 

(c) If a corporation has a predecessor 
organization and is continuing the same 
business as it~ predecessor, the corporation 
must use the gross receipts from sales and 
services of it~ predecessor for purposes of 



computing the 25-percent gross receipts 
test. 

(d) If the corporation (including any 
predecessor organization) does not have 
a 47-month period of gross receipts (36-
month period for requested taxable year 
plus additional II-month period for com
paring requested taxable year with other 
potential taxable years), then it cannot es
tablish a natural business year under this 
revenue procedure. 

(e) If the requested taxable year is a 
52-53-week taxable year, the calendar 
month ending nearest to the last day of the 
52-53-week taxable year is treated as the 
last month of the requested taxable year 
for purposes of computing the 25-percent 
gross receipts test. 

.05 First Effective Year. The "first ef
fective year" is the first taxable year for 
which a change in annual accounting pe
riod is effective. The first effective year 
generally is the short period required 10 

effect the change. In the case of a short 
period of 6 days or less, the first effective 
year is the taxable year that includes such 
short period under § 1.441-2(b)(2)(ii). 
The first effective year also is the first tax
able year for complying with all the terms 
and conditions set forth in this revenue 
procedure necessary to effect the change 
in annual accounting period. 

.06 Short Period. In the case of a change 
in annual accounting period, a corpora
tion's "short period" is the period begin
ning with the day following the close of the 
old taxable year and ending with the day 
preceding the first day of the new taxable 
year. 

SECTION 6. TERMS AND 
CONDITIONS OF CHANGE 

.01 In General. A change in annual ac
counting period filed under this revenue 
procedure must be made pursuant to the 
terms and conditions provided in this rev
enue procedure. 

. 02 Record Keeping/Book Conformity. 

(1) In general. The corporation must 
compute its income and keep its books 
and records (including financial state
ments and reports to creditors) on the 
basis of the requested taxable year. The 
books and records of the corporation must 
be closed as of the last day of the first 
effective year and the corporation must 

conform the accounting period used for 
financial statement purposes and reports 
to creditors concurrently. 

(2) Certain short periods exempt from 
financial statement conformity. If the cor
poration is not required to issue financial 
statements for the short period required to 
effect the change, the corporation will be 
deemed to have met the financial state
ment conformity requirement for the first 
effective year provided the corporation's 
accounting period used for financial state
ment purposes already conforms to the re
quested taxable year or the corporation 
makes the change in accounting period 
used for financial statement purposes and 
reports to creditors concurrently. 

(3) Foreign law books and records. The 
terms and conditions in section 6.02( I) of 
this revenue procedure do not apply to 
require a corporation to close and con
form books and records that are required 
to be maintained for foreign law purposes 
(e.g., foreign tax reporting purposes) on 
the basis of a different taxable year than 
the requested taxable year. In addition, 
the terms and conditions in section 6.02( I) 
of this revenue procedure do not apply to 
require a noncontrolled section 902 cor
poration to close and conform any books 
and records that are maintained for foreign 
law purposes, regardless of whether for
eign law requires such books and records 
to be maintained on the basis of a differ
ent taxable year than the requested taxahle 
year. 

.03 First Effective Year Tax Return. 

(1) When to file. The corporation gen
erally must file a federal income tax return 
for the first effective year by the due date of 
that return, including extensions pursuant 
to § 1.443-1 (a). A CFC or a noncontrolled 
section 902 corporation that is not required 
to file Form l120F (because it is not en
gaged in United States trade or business) 
need not file a first effective year tax re
turn (or have its U.S. shareholder file such 
a return on its behalf) . 

(2) Annualization. The corporation's 
taxable income for the short period must 
be annualized and the tax must be com
puted in accordance with the provisions of 
§ 443(b) and § 1.443-1(b). However, for 
changes to (or from) a 52-53-week tax
able year referencing the same month as 
the current (or requested) taxable year, see 
special rules in § 1.441-2. 

.04 Subsequent Year Tax Returns. Re
turns for subsequent taxable years gener
ally must be made on the basis of a full 
12 months (or on a 52-53-week basis) end
ing on the last day of the requested taxable 
year, unless the corporation secures the ap
proval of the Commissioner to change that 
taxable year. 

.05 52-53-week Taxable Years. If ap
plicable, the corporation must comply with 
§ 1.441-2(e) (relating to the timing oftak
ing items into account in those cases where 
the taxable year of a pass-through entity 
ends with reference to the same calendar 
month as one or more of its owners). 

.06 Creation of Net Operating Loss or 
Capital Loss. If the corporation generates 
a net operating loss (NOL) or capital loss 
(CL) in the short period required to effect 
a change in annual accounting period, the 
corporation may not carry the NOL or CL 
back, but must carry it over in accordance 
with the provisions of ~~ 172 and 1212, re
spectively, beginning with the first taxable 
year after the short period, However, ex
cept as otherwise provided in the Code or 
regulations, the short period NOL or CL is 
carried back or carried over in accordance 
with § 172 or 1212, respecti vely, if it is ei
ther: (a) $50,000 or less, or (b) less than the 
NOL or CL, respectively, generated for the 
full 12-month period beginning with the 
first day of the short period. The corpora
tion must wait until this 12-month period 
has expired to determine whether it quali
fies for the exception in (b) above. 

.07 Creation of General Business Cred
its. If there is an unused general business 
credit or any other unused credit generated 
in the shon period, the corporation must 
carry that unused credit forward. An un
used credit from the short period may not 
be carried back. 

.08 Consolidated Groups. In the case 
of a change in annual accounting period 
by the common parent of a consolidated 
group, the consolidated return niles will 
apply (e.g., § 1.1502-21) unless this rev
enue procedure specifically provides oth
erwise. In addition, every member of the 
consolidated group must meet all the re
quirements and meet and comply with all 
the terms and conditions of this revenue 
procedure. 

.09 Concurrent Change for Re/ared En
tities. If a corporation's interest in a pass
through entity, FSC, or IC-DISC (related 
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entity) h oisrq!.arded pLm,uanl to ~ectioll 

4.02(2)(a) or 4.02U)(a) of thi~ re\enue 

procedure beclll~e the related elltit~ i~ re
ljuired to change ih taxable year to the l'(lf

poratio!1' ~ nn\ taxabk ~ ear (or. in the ca~e 
of a (,FC. becau~e II Lim', Ill)t ha\'e a re
quired year under ~ lNX). tIll' related t'n
tit) Illll,t ch~\I1gl' Ih t<l\<lhk )ear cunCL\r
relltl) \\ itll thl' l'llrp(lratioll', l'hallgc In ta\
~lbk ) ear. eltiler ullder thi, rcwnue pmce
dme. Re\. Pmc, 20()6-f6, or Rn, Proc, 
20()2--3ll (or all) ,uccc"orl, \\hichevcr i, 
applicahle. If tile related entity that h re
quired to change is a cllrpl1ration. ,uch a, ~\ 
('Fe. it I, deemed to be within section -f.OI 
llfthi, rnenue procedure and if the related 
entity is a pas,-thwugh entity, such as a 
partnep;hip. it i, deemed to he v,:ithin sec
tion -U) I ( I ) of Rev. Proc. 2U()6--+6. The 
preece! i Ilg sentelll'C applIes not withstand
ing any conllicting testing date prmisions 
under the Code kg .. ~ 706(h)(-f)(A)(ii). 
~ XllXtc)(l)(B). ~ 1.l)2IIT(h)(61, and the 
~pecial provision in ~ 706( b)( 4-)( B)) or reg
ulations, or any other limitation under sec
tions .. L02 and 7.02(2) of thi, revenue pro
cedure or sections '+,02 and 7 .02( 2) of Rev. 
Proc. 2006-46. 

.10 CFCs. In the ca~e of a CFC that re
vokes its one month deferral election un
der ~ Xl)X. the CFC shall not be eligible to 
change Its taxable year during a 48-month 
period following the first day of the first 
etleclive year unless the change is neces
~ary to conform 10 a new required ta.\able 
year under ~ X9X. 

SECTION 7. GENERAL APPLlCATIOI\ 
PROCEDURES 

,() I A/I/IJ'(!I'U/. Approval is herehy 
granted to any corporation within the 
~l'(lpe of this rn'enue prllcedure to l'hange 
it, annual accollnting period. PH" ided the 
corpmati(ln complies with all the applica
ble prmi,ioll, of this [eYenue procedure, 
Appro\'al is granted beginning with the 
first effeL'ti\ e year. A corporatioll granted 
appm\'al under this ren::nue procedure 
til change it, annllal accounting period 
is deemed to ha \'e established a business 
purpose for the change to the sati;.;faction 
of the C(1lllml~SI()ller. 

,()2 Filillg RI'(/lfilellll'lIll, 

(II lI'lil'l1' In Ii/I'. 
(ell III gClll'ru/. Any corpmatilln (ill

Cilldlll,!! the comillon parent of a consol
id,lted grllup I that \\ants to change its 
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annual accounting period pursuant to the 
pro\ISlOnS of thi" rewnue procedure must 
l'Olllpielc and fi Ie an appl ieation (LI' .. a 
curn::nt Form 112X) \\ith the Director. In
ternal Rc\ellue Sen Ice Center. Attention: 
ENTITY CONTROL where the corpo
ratioll files it., federal income tax return. 
No copies or Furm 112X should he sent to 
the lI~lti()nal office. The l'llrporatlon abo 
\huuld attach a copy ()f the Form 112S to 
the federal income lax return filed for the 
fiN dfective year. 

(b) Ceuain.fim'ign corporations. In the 
ca,e of a CFC or a noncontrolled section 
l)02 corporation that is not reljuired to file 
a federal income tax return, the control
ling domestic shareholders (as defined in 
~ i.lJM-IT( c)( 5)) that want to change the 
foreign corporation's accounting period on 
behalf of the foreign corporation pursuant 
to the prmisions of this revenue proce
dure mu.~t satisfy the requirements set forth 
in ~ 1.964-IT(c)(3). and. except as pro
vided in section 7 .02( 1)( c) of this revenue 
procedure, the designated shareholder who 
retains the jointly executed consent de
scribed in ~ 1.964-IT(c)(3j(iiJ must com
plete and file a current Form 1128 on he
hal f of the fmcign corporation with its fed
eral income tax return for its taxable year 
with or within which enus the first effec
tive year of the foreign corporation. Each 
other controlling domestic shareholder (or 
its common parent I should also attach a 
copy of the Form 112X to its federal in
come tax return Ii led for its taxable year 
with or within which ends such taxable 
year of the designated shareholder. No 
copies of Form 112X should he senl to the 
national office, 

(c) Tu.wh/e Yi'ur,1 lII/(ier sectio/l fl9fl. In 
the case of a taxable year described in ,ec
lion '+,02(8)(h) of thi\ revenue procedure, 
in lieu of filing Form 1128. the eFCscon
trolling domestic shareholders must indi
cate the change in taxable year on the Form 
).+71 filed with respect to the CFCs first 
effective year, 

12) IVhe/l III Ii/e. (a) III gellem/. The 
Form 1128 must be filed no earlier than 
the day following the cnd of the first ef
fective year and no later than the due date 
(lIlcluding exten,ions) for filing the fed
eral income tax return for the first effectiYe 
\'ear. 

(b) Certllill jiJreigli cO/porn 110m. An 
application [hat is filed hy a controlling 

domestIc shareholder (or its colllmon par
ent) on hehalf of a CFC or a noncontrolled 
section 902 corporation is due no later 
than the due date (including extensions) 
of such shareholder's (or its CO III III on par
ent' s) federal income t~l\ rdurn for its tax 
year with or within which ends the first ef
fective year of the foreign corporation. 

(3) Lahel. In order to assist in the pro
cessing of the change in annual accounting 
period. reference to thi~ revenue procedure 
should be made a part of the Form lin 
or Form .5471 by either typing or legibly 
printing the following statement at the top 
of page I of the Form 1128 or Form .5471: 
"FILED UNDER REV PROC. 2006-4.5." 

(4) Sigilli/lire requirelllellts. 
(a) 111 gl'lleml. Form 1128 must be 

signed on behalf of the corporation re
questing the change of annual accounting 
period by an individual with authority to 
bind the corporation in such matters. If the 
corporation is a member of a consolidated 
group. the Form 1128 must be signed by 
a duly authorized officer of the common 
parent. If an agent is authorized to rep
resent the corporation before the Service, 
to receive the original or a copy of corre
spondence concerning the application. or 
to perform any other aet(s) regarding the 
application on behalf of the corporation, a 
power of attorney reflecting such autho
rization( s) should be attached to the ap
plication, A corporation' s representative 
without a pov.'er of attorney to represent 
the corporation will not be given any in
formation about the application. 

(b) Certain foreign corporalions. An 
application that is filed on behalf of a CFC 
or a noncontrolled section 902 corporation 
need not be signed. However, the control
ling domestic shareholders must satisfy the 
requirement set forth in § 1.964-1T(c)(3) 
and the designated shareholder must retain 
the jointly executed consent described in 
~ 1.964-IT(c)(3)(ii). 

(5) No lise r fee. A user fee is not re
ljuired for an application filed under this 
revenue procedure and, except as provided 
in section 8.0 I of this revenue procedure, 
the receipt of an application filed under 
this revenue procedure generally will not 
be acknowledged. 

(6) Additional injurmation. In the case 
of a corporation changing to a natural 
business year that satisfies the 25-percent 
gross receipts test described in section 



5.06 of this revenue procedure. the corpo
ration must supply the gross receipts from 
sales and services for the most recent 47 
months for itself (or any predecessor) in 
compliance with the instructions to Form 
1128. 

(7) COl1solidated (IjljJiiwtioll. A com
mon parent mu~t file a single application to 

change the annual accounting period of its 
consolidated group, which consists of the 
parent and any subsidiary that is a member 
of the grOLlp on the last day of the short pe
riOlI. 

SECTION 8. REVIEW OF 
APPLICATION 

.01 Sen'ice Center Review. A Service 
Center may deny a change of annual ac
counting period under this revenue proce
dure only if: (a) the Form 1128 is not filed 
timely, or (b) the corporation fails to meet 
the scope or any term and condition of this 
revenue procedure. If the change is denied, 
the Service Center will return the Form 
1128 with an explanation for the denial. 

. 02 Review of Director. The appropriate 
director may ascertain if the change in an
nual accounting period was made in com
pliance with all the applicable provisions 
of this revenue procedure. Corporations 
changing their annual accounting period 
pursuant to this revenue procedure without 
complying with all the provisions (includ
ing the terms and conditions) of this rev
enue procedure ordinarily will be deemed 
to have initiated the change in annual ac
counting period without the approval of 

the Commi ,sioner. LJ pon cxamlllation, a 
corporation that has initialeu an unautho
rized change of annual accounting period 
may bc dcnieu the change. For example, 
the corporation may be required to recom
pute its taxable income or Ims in accor
dance with ih former (or requireu, if ap
plicahle) taxable year. 

SECTION 9. EFFECTIVE DATE 

This revenue procedure generally i~ ef
fective for all changes in annLlal account
ing period, for which the first effective 
year ends Oil or after October 18, 2006. 
However, if the time period for filing Form 
1128 or Form 547 I with respect to a tax
able year set forth in section 7.02( 2) of this 
revenuc procedure has not yet expired, a 
corporation withlll the scope of this rev
enue procedure may elect early application 
of the revenue procedure by providing the 
notification set forth in section 7.02(3) on 
the top of page I of Form 1128 or Form 
S471 and by satisfying the other proce
dural requirements of section 7. 

SECTION 10. EFFECT ON OTHER 
DOCUME'iTS 

Rev. Proc. 2002-37 is clarified, modi
fied, amplified, and superseded. 

SECTION 11. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office 
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of Management and Budget in accor
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SECTION 1. PURPOSE 

This revenue procedure provides the 
exclusive procedures for a partnership 
(as defined in section 5.02 of this rev
enue procedure), S corporation, ejecting 
S corporation (as defined in section 5.03 
of this revenue procedure), personal ser
vice corporation (PSC) (as defined in 
section 5.04 of this revenue procedure), 
or trust within its scope - to obtain au
tomatic approval to adopt, change, or 
retain its annual accounting period under 
§ 442 of the Internal Revenue Code and 
§ 1.442-1 (b) of the Income Tax Regula
tions. This revenue procedure clarifies, 
modifies, amplifies, and supersedes Rev. 
Proc. 2002-38, 2002-1 C.B. 1037. A 
partnership, S corporation, electing S cor-

poration, PSC, or trust complying with 
the applicable provisions of this revenue 
procedure will be deemed to have estab
lished a business purpose and obtained the 
approval of the Commissioner of Internal 
Revenue to adopt, change, or retain its 
annual accounting period under § 442 and 
the regulations thereunder. 

SECTION 2. BACKGROUND 

.0 I Taxable Year Defined. 

(l) III general. Section 441 (b) and 
§ 1.441-l(b)(1) provide that the term 
"taxable year" generally means the tax
payer's annual accounting period, if it is a 
calendar year or fiscal year, or, if applica
ble, the taxpayer's required taxable year. 

. .................... " ... " 869 

(2) Annual accounfinR period. Sec
tion 441(c) and § 1.441-1(b)(3) provide 
that the term "annual accounting period" 
means the annual period (calendar year 
or fiscal year) on the basis of which the 
taxpayer regularly computes its income in 
keeping its hooks. 

(3) Required taxable year. 

(a) III Rcneral. Section 1.441-I(b)(2) 
provides that certain taxpayers must use 
the particular taxable year that is required 
under the Code or regulations thereunder. 
Exceptions to the required taxable year are 
provided for certain taxpayers, including 
a partnership, S corporation, or PSC, that 
make an election under § 444, elect to use 
a 52-53-week taxable year that el1d~ with 
reference to its required taxable year or a 
taxahle year elected under ~ 444, or estab-
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li~h a bu~ine~s purpme for ha\ing a differ
ent taxable year and obtain approval under 
~ 442. 

(b) P(l rill ersiJ ips. Section 706( b) and 
~ 1.706-11 b)( 2) generally pnnide that a 
partnership's taxable year mmt be ib re
quired taxable year. However. a partner
ship may have a taxable year other than its 
re4uired taxable year if it makes an elec
tion under ~ 444. elects to use a 52-53-
week taxable year that ends with reference 
to its required taxable year or a taxable 
year elected under ~ 444. or establishes a 
business purpose for having a different tax
able year and obtains the approval of the 
Commissioner under ~ 442. The required 
taxable year for a partnership is: 

(i) the taxable year of one or more of 
ih partners who have an aggregate interest 
in partnershi p profits and capital of greater 
than 50 percent: 

(ii) if there is no taxable year described 
in clause (i). the taxable year of all the prin
cipal partners of the partnership (i.e .. all 
the partners having an interest of 5 percent 
or more in partnership profits or capital): 
or 

(iii) if there is no taxable year described 
in clause (i) or (ii), the taxable year that 
results in the least aggregate deferral of 
income to the partners. 

(c) S corporations. Section 1378 and 
~ I. 1378-I(a) provide that the taxable year 
of an S corporation must be a permitted 
year. The term "permitted year" means 
( I) the required taxable year (i.e .. a tax
able year ending on December 31), (2) a 
taxable year elected under * 444, (3) a 
52-53-week taxable year ending with ref
erence to the required taxable year or a tax
able year elected under * 444, or (4) any 
other accounting period for which the cor
poration establishes to the satisfaction of 
the Commissioner a business purpose. 

(d) PSCs. Section 441(i)(I) and 
* 1.441-3 provide that the taxable year 
of a PSC must be the calendar year unless 
the PSC makes an election under § 444, 
elects to use a 52-53-week taxable year 
that ends with reference to the calendar 
year or a taxable year elected under § 444. 
or establi~hes, to the satisfaction of the 
Commi""inller, a bu;.ines;. purpose for 
ha\ing a different period for its taxable 
year. 

(el hl/.ILI. Section 644(a) provides that 
the tax,lble year of any trust generally must 
he the (alendar year. 
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.02 Adoption ol a Taxable Year. A 
newly-formed partnership, S corporation. 
or PSC may adopt its required taxable year. 
a taxable year elected under * 444. or a 
52-53-week taxable year ending: with ref
erence to ib required taxable year or a tax
able year elected under § 444 without the 
approval of the Commissioner pursuant to 
* 441. If. however, a pm1nership, S cor
poration, or PSC wants to adopt any other 
taxable year, it must establish a business 
purpose and obtain approval under ~ 442. 
See ~ 1.441-I(c). 

.03 Change ill Taxable Yeat: 

( I ) In general. Section 1.442-1 (a) gen
erally provides that a taxpayer that wants 
to change its annual accounting period and 
use a new taxable year must ohtain the ap
proval of the Commissioner. 

(2) Anl1uakatioll of short pe

riod return. Section 443(b) and 
§ 1.443-I(b)(l)(i) generally provide that 
if a return is made for a short period result
ing from a change of an annual accounting 
period, the taxable income for the short 
period must be placed on an annual basis 
by multiplying the income by 12 and di
viding the result by the number of months 
in the short period. Unless § 443(b)(2) 
and § 1.443-1 (b )(2) apply, the tax for the 
short period generally is the same part of 
the tax computed on an annual basis as the 
number of months in the short period is of 
12 months. Butsee§§ 1.706-1 (b)(8)(i)(B) 
and 1.1378-I(c)(2) for exceptions to this 
general rule for partnerships and S corpo
rations, respectively. 

(3) No retroactive change in annual ac

counting period. Unless specifically au
thorized hy the Commissioner, a taxpayer 
may not request. or otherwise make, a 
retroactive change in annual accounting 
period, regardless of whether the change is 
to a required taxable year. 

.04 Retention of a Taxable Year. In cer
tain cases. a partnership, S corporation, 
electing S corporation, or PSC will be re
quired to change its taxable year unless 
it establi~he~ a business purpose and ob
tains the approval of the Commissioner 
under § 442. or makes an election under 
§ 444, to retain its current taxable year. 
See ~ 1.441-\(d). For example, a corpo
ration on a June 30 fiscal year that either 
becomes a PSC or elects to be an S cor
poration, and as a result is required to use 
the calendar year. must obtain the approval 

of the Commissioner to retain its current 
li~cal vear. Similarly, a partnership using 
a taxable year that corresponds to its re
quired taxable year generally must obtain 
the approval of the Commissioner to retain 
that taxable year if its re4uired taxable year 
changes as a result of a change in owner
ship. But see § 706(b)(4)(B). However, a 
partnership that previously has established 
a business purpose to the satisfaction of 
the Commissioner to use a particular fiscal 
year is not required to obtain the approval 
of the Commissioner to retain such fiscal 
year if its required taxable year changes 
provided such fiscal year currently quali
fies as a permitted taxable year. 

.05 Approval of an Adoption, Change, 

or Retention. Section 1.442-1 (b) pro
vides, in part, that in order to secure the 
approval of the Commissioner to adopt, 
change, or retain an annual accounting 
period, a taxpayer must file an application, 
generally on Form 1128, "Application To 

Adopt, Chunge, or Retail! a Tax Year," 

with the Commissioner within such time 
and in such manner as is provided in ad
ministrative procedures published by the 
Commissioner. In general, an adoption, 
change, or retention in annual accounting 
period will be approved if the taxpayer 
establishes a business purpose for the 
requested annual accounting period and 
agrees to the Commissioner's prescribed 
terms, conditions, and adjustments for ef
fecting the adoption, change, or retention. 

.06 Business Purpose. 

(I) Sufficient business purposes. Sec
tion 1.442-1 (b )(2) provides that the re
quirement of a business purpose gener
ally will be satisfied, and adjustments to 
neutralize any tax consequences will not 
be required, if the requested annual ac
counting period coincides with the tax
payer's required taxable year, ownership 
taxable year, or natural business year. Sec
tion 1.442-1 (b)(2) also provides that, in 
the case of a partnership, S corporation, 
electing S corporation, or PSC, deferral of 
income to partners, shareholders, or em
ployee-owners will not be treated as a busi
ness purpose. 

(2) Natural business year. A taxpayer 
is deemed to have established a natural 
business year if it satisfies the "2S-per
cent gross receipts test" described in sec
tion 5.07 of this revenue procedure. 



.07 Section 444 Elections. A partner
ship, S corporation, electing S corporation, 
or PSC generally can elect under § 444 
to use a taxable year other than its re
quired taxable year, but only if the defer
ral period of the taxable year elected is not 
longer than the shorter of 3 months or the 
deferral period of the taxable year being 
changed. A partnership and an S corpo
ration with a § 444 election must make 
required payments under § 7519 that ap
proximate the amount of deferral benefit 
and a PSC with a § 444 election is sub
ject to the minimum distribution require
ments of § 280H. A taxpayer may auto
matically adopt, change to, or retain a tax
able year permitted under § 444 by filing a 
Form 8716, "Election To Have a Tax Year 
Other Than a Required Tax Year." A tax
payer that wants to terminate its § 444 elec
tion must follow the automatic procedures 
under § I.444-1T(a)(5) to change to its re
quired taxable year or establish a business 
purpose for using a different taxable year 
pursuant to § 442, the regulations there
under, Rev. Proc. 2002-39, 2002-1 C.B. 
1046 (or any successor), or this revenue 
procedure (whichever is applicable). 

SECTION 3. SIGNIFICANT CHANGES 

Significant changes to Rev. Proc. 
2002-38 made by this revenue procedure 
include: 

.01 Section 4.0 I of this revenue pro
cedure removes from the scope a partner
ship that has a minor, temporary percent
age change in ownership. 

.02 Section 4.0 I (I) of this revenue pro
cedure adds to the scope a trust that wants 
to change to its required taxable year. 

.03 Section 4.01(5) of this revenue pro
cedure clarifies that a taxpayer that is re
quired to make a concurrent change as a 
tenn and condition for the approval of a re
lated taxpayer's change of accounting pe
riod is included in the scope notwithstand
ing any limitation in this revenue proce
dure to the contrary. 

.04 Section 4.02(6) of this revenue pro
cedure excludes from the scope a termi
nated S corporation. 

.05 Section 4.02(7) of this revenue pro
cedure excludes from the scope a partner
ship, S corporation, electing S corporation, 
or PSC that makes or terminates a § 444 
election. A taxpayer that makes or termi
nates a § 444 election must follow the pro-

cedures in § 444 and the regulations there
under. 

.06 Section 5.05 of this revenue proce
dure adds a trust to the definition of a re
quired taxable year. 

.07 Section 5.08 of this revenue pro
cedure clarifies that, for taxable years be
ginni ng after December 31, 2002, a share
holder that is tax-exempt under § 50 I (a) 
generally is disregarded for purposes of 
determining the ownership taxable year of 
an S or electing S corporation. 

.08 Section 5.10 of this revenue proce
dure modifies the definition of first effec
tive year to include a short period of 6 days 
or less. 

.09 Section 6.02( I) of this revenue 
procedure provides that only certain short 
periods are exempt from the financial 
statement conformity requirement and 
incorporates the clarification in Notice 
2002-72,2002-2 C.B. 843, of the rewrd
keepingfbook conformity term and con
dition with regard to certain taxpayers 
changing to their required taxable year. 

.10 Section 6.08 of this revenue proce
dure incorporates the modified carryback 
term and condition of section 4.01 of Rev. 
Proc. 2003-34,2003-1 c.B. 856. 

.11 Section 9.02 of this revenue proce
dure clarifies that, for a taxpayer that must 
change to a required year, failure to com
ply with all the applicable provisions of 
this revenue procedure does not relieve the 
taxpayer from any applicable penalties or 
interest if the taxpayer fails to make the 
change. 

SECTION 4. SCOPE 

.01 Applicability. Except as provided 
in section 4.02, this revenue procedure, 
which is the exclusive procedure for a tax
payer (as defined in section 5.01 of this 
revenue procedure) within its scope to se

cure the Commissioner's approval, applies 

to: 

(I) Required taxable year. A partner
ship, S corporation, electing S corporation, 
PSC, or trust that wants to change to its re
quired taxable year (as defined in section 
5.05 of this revenue procedure), or a part
nership, S corporation. electing S corpo
ration, or PSC that wants to change to a 
52-53-week taxable year ending with ref
erence to such required taxable year: 

(2) Natural business year. A partner
ship, S corporation, electing S corpora
tion, or PSC (other than a member of a 
tiered structure as defined in § 444 and 
§ 1.444-2T) that wants to change to or re
tain a natural business year that satisfies 
the 25-pcrcent gross receipts test described 
in section 5.07 of this revenue procedure. 
or to a 52-53-week taxable year ending 
with reference to such taxable year; 

(3) Ownership taxable vear. An S cor
poration or electing S corporation that 
wants to adopt, change to, or retain its 
ownership taxable year (as defined in sec
tion 5.08 of this revenue procedure), or to 
a 52-53-week taxable year ending with 
reference to such taxable year; 

(4) Certain 52-53-week taxable years. 
A partnership, S corporation, electing 
S corporation, orPSC that wants to change 
from a 52-53-week taxable year that ref
erences a particular calendar month to a 
non-52-53-week taxable year that ends on 
the last day of the same calendar month 
that is a permitted taxable year. and vice 
versa; 

(5) Certain taxpayers that are required 
to make concurrent changes. Notwith
standing any limitation in this revenue pro
cedure to the contrary (including any limi
tations in section 4.02 of this revenue pro
cedure) or any conflicting testing date pro
visions, this revenue procedure applies to 
a taxpayer that is required to concurrently 
change its annual accounting period as a 
term and condition for the approval of a re
lated taxpayer's change of annual account
ing period. 

.02 Inapplicabilitv. Except as provided 
in section 4.0 I (5) of this revenue proce
dure, this revenue procedure does not ap
ply to: 

(I) Under examination. A change or 
retention in annual accounting period if the 
taxpayer is under examination (as defined 
in section 5.13 of this revenue procedure), 
unless it obtains consent of the appropriate 
director as provided in section 7 .03( I) of 
this revenue procedure: 

(2) Before an area office. A change or 
retention in annual accounting period if the 
taxpayer is before an area office with re
spect to any income tax issue and it~ annual 
accounting period is an issue under consid
eration (as defined in section 5.14 of this 
revenue procedure) by the area office: 
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(3) BE,/(Jfe (/ federal COllrt. A change 
or retention in annual accounting period 
if the taxpayer is hefore a federal court 
with respect to any income tax issue and its 
annual accounting period is an issue under 
consideration by the federal court: 

(.f) IsslIc /llIdef c(lllsic/c/"(iri(l1l ill COII

/lcctio/l H'ith p((rtller (II' .1!lIIrdlOlder rc

lurn. A change or retention in annual ac
counting period by a partnership or S cor
poration if. on the date the taxpayer oth
CIwi,e would file its application with the 
Sen ice Center. the taxpayer's annual ac
counting period is an issue under consid
eration in the examination of a paI1ner's or 
shareholder's federal income tax return or 
an issue under consideration by an area of
fice or by a federal court with respect to a 
partner', or shareholder' s federal income 
ta.\ return; or 

(5) Prior chunge. A change to, or reten
tion of. a natural business year as described 
in section .f.Ol (2) of this revenue proce
dure if the taxpayer has changed its an
nual accounting period at any time within 
the most recent .f8-month period ending 
with the last month of the requested tax
able year. For thi~ purpose, the following 
changes are not considered prior changes 
in annual accounting period: 

(a) a change to a required taxable year 
or ownership taxable year: 

(b) a change from a 52-53-week taxable 
year to a non-52-53-week taxable year that 
ends with reference to the same calendar 
month, and vice versa: or 

(c) a change in accounlJIlg period 
by an S corporation. electing S cor
poration. or PSc. in order to comply 
with the common taxable year require
ments of ** 1.1502-75(d)(3)(v) and 
1.1502-76(a)( I). 

(6) Terminl//ed S Clllpomtioll. A cor
poration that is requesting a change in a 
taxahle year that is within an S termination 
year (as defined in ~ 1362(e)(.f)). 

(7) Sectiol/444 election. A partnership, 
S corporation. electing S corporation, or 
PSC that make, or terminates a * 444 elec
tion. 

.03 NOl/automatic ChmlRes. Any tax
paJ er that wants to adopt. change to. or re
tain an annual accounting period that can
not do '0 automatically under this revenue 
procedure (because the requested taxahle 
} ear I, not descrihed in section .f.0 I or be-
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cause of any application of section 4.02) or 
pursuant to a provision in the Code, reg
ulations. or other published administrative 
procedures. must obtain the approval of the 
Commissioner. See § 1.442-1 (b) and Rev. 
Proc. 2002-39 (or any successor) for rules 
relating to nonautomatic changes of annual 
accounting periods by partnerships, S cor
porations, electing S corporations, PSCs, 
and trusts. 

SECTION 5. DEFINITIONS 

The following definitions apply solely 
for purposes of this revenue procedure: 

.01 Taxpayer. The term "taxpayer" has 
the same meaning as the term "person" 
as defined in § 770! (a)( I) (e.g., an indi
vidual, trust, estate, partnership, associa
tion, or corporation) rather than the mean
ing of the term "taxpayer" as defined in 
§ 7701(a)(14) (any person subject £0 tax). 

.02 Partnership. A partnership is any 
entity classified as a partnership for pur
poses of § 770l(a)(3) or the regulations 
thereunder. 

.03 Electing S Corporation. An "elect
ing S corporation" is a corporation at
tempting to make an S corporation elec
tion for the short period (as defined in 
section 5.11 of this revenue procedure). 
See Rev. Proc. 2006-45, 2006-45 I.R.B. 
gSI. for procedures for automatic ap
proval to change an annual accounting 
period by corporations attempting to make 
an S corporation election for the taxable 
year immediately following the first effec
tive year (as defined in section 5.10 of this 
revenue procedure). 

.04 PSc. A PSC is a personal service 
corporation as defined in § 441 (i)(2)_ For 
purposes of this revenue procedure, a PSC 
dues nut include a wrporation that has a 
required taxable year under a provi~ion 
of the Code other than § 441 (i) (e.g., a 
specified foreign corporation as defined in 
§ 898(b)(I)). 

.05 Required Taxable Year. The '"re
quired taxable year" is lhe taxable year de
termined under § 706(b) in the case of a 
partnership, § 644 in the case of a trust, 
§ 1378 in the case of an S corporation or 
an electing S corporation. or § 441 (i) in 
the case of a PSc. without taking into ac
count any taxable year that is allowable by 
reason of a business purpose (including a 
grandfathered fiscal year as defined in sec-

tion 5.09 of this revenue procedure) or a 

§ 444 election. 

.06 Permitted 7ilXahie Year A --permit
ted taxable year" is the required taxable 
year; a natural business year: the owner
ship taxable year: a taxable year elected 
under § 444: a 52-53-week taxable year 
that references the required taxable year, 
natural business year. ownership taxable 
year. or a taxable year elected under § 444: 
or any other taxable year for which the tax
payer establishes a business purpose to the 
satisfaction of the Commissioner. 

.07 Natural Business Year. A "natu
ral business year" is a year for which a 
partnership. S corporation, electing S cor
poration, or PSC satisfies the following 
"25-percent gross receipts test": 

(1) 25-percent gross receipts test. Ex
cept as provided in (2) below, the 25-per
cent gross receipts test is satisfied if each 
of the results described in (a) and (b) be
low equals or exceeds 25-percent: 

(a) Gross receipts from sales and ser
vices for the most recent l2-month period 
that ends with the last month of the re
quested annual accounting period are to
taled and then divided into the amount of 
gross receipts from sales and services for 
the last 2 months of this 12-month period. 

(b) The same computation as in (l )(a) 
above is made for the two preceding 
12-month periods ending with the last 
month of the requested annual accounting 
period 

(2) Exception. The taxpayer must deter
mine whether any annual accounting pe
riod other than the requested annual ac
counting period also meets the 25-percent 
test described in (I). If one or more other 
annual accounting periods produce higher 
averages of the three percentages (rounded 
to 11100 of a percent) described in (I) than 
the requested annual accounting period, 
then the requested annual accounting pe
riod will not qualify as the taxpayer's nat
ural business year. 

(3) Special rules. 
(a) To apply the 25-percent gross re

ceipts tests for any particular taxable year, 
the taxpayer must compute its gross re
ceipts from sales and services under the 
method of accounting used to prepare its 
federal income tax returns for such taxable 
year. 

(b) If a taxpayer has a predecessor or
ganization and is continuing the same busi-



ness as its predecessor, the taxpayer must 
use the gross receipts from sales and ser
vices of its predecessor for purposes of 
computing the 25-percent gross receipts 

test. 
(c) If the taxpayer (including any pre

decessor organization) does not have 
a 47-month period of gross receipts 

(36-month period for requested taxable 
year plus additional II-month period for 
comparing requested taxable year with 
other potential taxable years), then it can
not establish a natural business year under 
this revenue procedure. 

(d) If the requested taxable year is a 
52-53-week taxable year, the calendar 
month ending nearest to the last day of the 

52-53-week taxable year is treated as the 
last month of the requested taxable year 
for purposes of computing the 25-percent 
gross receipts test. 

.08 Ownership Taxable Year. For an 
S corporation or electing S corporation, 
an "ownership taxable year" is the tax
able year (if any) that, as of the first 
day of the first effective year, consti
tutes the taxable year of one or more 
shareholders (including any shareholder 
that concurrently changes to such taxable 
year) holding more than 50-percent of 
the corporation's issued and outstanding 
shares of stock. Under principles similar 
to § l.706-1(b)(5) for determining the 
taxable year of a partnership, a share
holder that is tax-exempt under § 501(a) 
is disregarded if such shareholder is not 
subject to tax on any income attributable 
to the S corporation. Tax-exempt share
holders are not disregarded, however, if 
the S corporation is wholly-owned by such 
tax-exempt entities. A shareholder in an 
S corporation or electing S corporation that 
wants to concurrently change its taxable 
year must follow the instructions generally 
applicable to taxpayers changing their tax
able years contained in § 1.442-1 (b), Rev. 
Proc. 2002-39 (or any successor), or any 
other applicable administrative procedure 
published by the Commissioner. 

.09 Grandfathered Fiscal Year. A 
"grandfathered fiscal year" is a fiscal 
year (other than a year that resulted in a 
three-month or less deferral of income) 
that a partnership or an S corporation re
ceived permission to use on or after July 
1, 1974, by a letter ruling (i.e., not by 

automatic approval). 

.l0 First Effective Year. The "first ef
fective year" is the first taxable year for 
which an adoption, change, or retention in 
annual accounting period is effective. The 
first effective year generally is the short 
period required to effect the change. In 
the case of a short period of 6 days or 
less, the first effective year is the taxable 
year that includes such short period un
der § 1.441-2(b)(2)(ii). The first etfective 
year is also the first taxable year for com
plying with all the terms and conditions set 
forth in this revenue procedure necessary 
to effect the adoption, change, or retention 
in annual accounting period. 

.11 Short Period. In the case of a change 
in annual accounting period, a taxpayer's 
"short period" is the period beginning with 
the day following the close of the old tax
able year and ending with the day preced
ing the first day of the new taxable year. 

.12 Field Office, Area Office, Director. 
The terms "field office," "area office," and 
"director" have the same meaning as those 
tenns have in Rev. Proc. 2006-1,2006-1 
I.R.B. I (or any successor). 

.13 Under Examination. 
(1) In general. 
(a) Except as provided in section 

5.13(2) of this revenue procedure, an 
examination of a taxpayer with respect 
to a federal income tax return begins on 
the date the taxpayer is contacted in any 
manner by a representative of the Service 
for the purpose of scheduling any type of 
examination of the return. An examination 
ends: 

(I) in a case in which the Service accepts 
the return as filed, on the date of the "no 
change" letter sent to the taxpayer; 

(ii) in a fully agreed case, on the ear
liest of the date the taxpayer executes a 
waiver of restrictions on assessment or ac
ceptance of overassessment (for example, 
Fonn 870, 4549, or 4605), the date the tax
payer makes a payment of tax that equals 
or exceeds the proposed deficiency, or the 
date of the "closing" letter (for example, 
Letter 891 (IN) or 987(DO» sentto the tax

payer; or 
(iii) in an unagreed or a partially agreed 

case, on the earliest of the date the taxpayer 
(or its representative) is notified by an area 
officer that the case has been referred to an 
area office from a field office, the date the 
taxpayer files a petition in the Tax Court, 
the date on which the period for filing a 

petition with the Tax Court expires, or the 
date of the notice of claim disallowance. 

(b) An examination does not end as a 
result of the early referral of an issue to 
an area office under the provisions of Rev. 
Proc. 99-28, 1999-2 C.B. 109. 

(c) An examination resumes on the date 
the taxpayer (or its representative) is no
tified by an appeals officer (or otherwise) 
that the case has been referred to a field of
fice for reconsideration. 

(2) Partnerships and S corporations 
subject to TEFRA. For a partnership or 
S corporation that is subject to the TEFRA 
unified audit and litigation provisions 
(note that an S corporation is not subject 
to the TEFRA unified audit and litigation 
provisions for taxable years beginning 
after December 31,1996; see Small Busi
ness Job Protection Act of 1996, Pub. L. 
No. 104-188, § 1317(a), 110 Stat. 1755, 
1787 (1996)), an examination begins on 
the date that the notice of the beginning 
of an administrative proceeding is sent or 

personally delivered to the Tax Matters 
Partner/Tax Matters Person (TMP). An 
examination ends: 

(a) in a case in which the Service ac
cepts the partnership or S corporation re
turn as filed, on the date of the "no adjust
ments" letter or the "no change" notice of 
final administrative adjustment sent to the 
TMP; 

(b) in a case in which no fonnal notice is 
given, the period of limitations on assess
ment has expired for all partners with re
spect to the partnership items of the part
nership; 

(c) in a fully agreed case, when all the 
partners or shareholders execute a Fonn 
870-P, 870-L, 870-S, or any variation 
thereof; or 

(d) in an unagreed or a partially agreed 
case, on the earliest of the date the TMP (or 
its representative) is notified by an appeals 
officer that the case has been referred to 
an area office from a field office, the date 
the TMP (or a partner, member, or share
holder) requests judicial review, or the date 
on which the period for requesting judicial 
review expires. 

.14 Issue Under Consideration. 

(l) During an examination. A tax
payer's annual accounting period is an 
issue under consideration for the taxable 
years under examination if the taxpayer 
receives written notification (for example, 
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by examination plan. informatllln doc
ument reque,t (\DR). or notification of 
prupo\lxl adJu\tment, or income tax ex
amination changes) from the examining 
agent(s) spel'ifically cillllg the taxpayer', 
annual accounting period a, an issue under 
consideration. Fur example. a taxpayer'" 
annllal accounting period is an issue under 
consideration ,I, a rt.',ult uf an examination 
plan that ilienlifie, the propriety of the 
taxpayer'" annual accounting perind as a 
malleI' to be l'x'llnined. The question of 
whether the taxpayer' s annual account
ing period is an issue under consideration 
ma) be referred to the national office as 
a request for technical adyice under the 
prmisions of Rev. Pmc. 2006-2. 2006-1 
I.R.B. iN (or any successor). 

(2) Betll/'e (11/ ({I'm otJice. A taxpayer's 
annual accounting period is an issue under 
consideration for the taxable years before 
an area office if the taxpayer's annual ac
counting period is included as an item of 
adjustment in the examination report re
ferred to the area office or is specifically 
identified in writing to the taxpayer by the 
area office. 

(3) Bejlm' (I/l'deml COllrt. A taxpayer's 
annual accounting period is an issue under 
consideration for the taxable years before 
a federal court if the taxpayer's annual ac
counting period is an item included in the 
~tatlltory notice of deficiency, the notice of 
claim disallowance, the notice of final ad
ministrative adjustment, the pleadings (for 
example. the petition, complaint, or an
swer) or amendments thereto. or is specif
ically identified in writing to the taxpayer 
by the government counsel. 

SECTION 6. TERMS AND 
CONDITIONS OF CHANGE 

o I In General. An adoption. change, 
or retention in annual accounting period 
fi led under this revenue procedure must be 
made pursuant to the terms and conditions 
['rmided in this re\enue procedure. 

.02 Record Keel)inglBook COllt<lI'Ini(\'. 

( I ) III gel/cml. The taxpayer must COIl)

[,ute it~ inctlme and keep its books and 
reemll~ i including finaneial qatemenh 
and reports to creditors) on the basis of 
tht' rt'que,ted taxable year. The books and 
rt'corLis Df the taxpayer must be closed 
as of tht' laq day of the fir'>! etlecti\e 
\ ear and the ta.xpayer must conform the 
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accounting period used for financial ~tate
ment purposes and reports to creditors 
concurrently. 

(2) Cert(/in short periods exclllptfmlll 

fillancia/ staTement COI!f(In/litr. If the tax
payer is 11111 required to issue financial 
statements for the short period rcquired 
to effect the change. the taxpayer will be 
deemed to hme met the financial state
ment conformity requirement for the first 
effective year provided the taxpayer's 
accounting period used for financial state
ment purposes already conforms to the 
requested taxable year or the taxpayer 
makes the change in accounting period 
used for financial statement purposes and 
reports to creditors concurrently. 

(3) Certain taxpayers /Ising required 
year exempt from financial st{/fement ('on
jiJr/nity. If the requested taxable year is the 
taxpayer's required taxable year. the tax
payer must compute its income and kecp 
its books and records for U.S. federal in
come tax purposes on the basis of the re
quired taxable year. but is not required to 
conform its financial statements and re
ports to creditors on the basis of the re
quired taxable year. The books and records 
of the taxpayer must be closed as of the last 
day of the first effective year. 

.03 First Effectil'e Year Tax Return, 

(I) When to{tle. The taxpayer generally 
must file it federal income tax return for the 
first effective year by the due date of that 
return. including extensions. in accordance 
with ~ 1.443-I(a). 

(2) AIlIIIl(lIi::.otlOn. If the taxpayer is a 
PSC or a trust. the taxpayer's taxable in
come for the short period must be annual
izeu anu the tax must be computed in ac
cordance with the provisions of § 443(b) 
and § 1,443-Hb). However. for changes 
to (or from) a 52-53-week taxable year ref
erencing the same month as the current (or 
re4uested) taxable year. see special rules in 
~ 1.441-2. 

.04 SlIhseqllenf Year Tax Refilms. Re
turns for subsequent taxable years gener
Jlly must be made on the basis of a full 
12 months (or on a 52-53-week basis) end
ing on the last dJ)' of the requested taxable 
year. unless the taxpayer secures the ap
proval of the Commissioner to change that 
taxahle year. 

.05 Ch(/nges in Notu/'(/l Business Year. 
If a partnership. S corporation, electing 

S corporation. or PSC changes to or re
tains a natural business year and that year 
no longer qualifies as a permitted taxable 
year. the taxpayer is using an impef1nis
sihle anllual accounting period and must 
change to a permitted t,\xablc year. Tax
payer:- qualifying under section 4 of this 
revenue procedure may request automati\.· 
approval for the change under the provi
sions of this revenue procedure. Other ta.x
payers must request approval under Rev, 
Proc. 2002-39 (or any successor). 

.06 Changes ill (hl'l/ashi!) lint/Me 
Yew: An S corporation or electing S cor
poration that adopts. changes Ill. or re
tains an ownership taxable year under this 
revenue procedure must change to a per
mitted taxable year. or request approval to 
retain its current taxable year. i r. as of the 
first day of any taxable year. its owner
ship taxable year changes. S L'Orporations 
qualifying under section 4 of thi~ revenue 
procedure may request automatic approval 
for the change or retention under the pro
visions of this revenue procedure. Other 
taxpayers must request approval under 
Rev. Proc. 2002-39 (or any successor). 

.07 52-5J-week Taxable Years. If ap
plicable. the taxpayer must comply with 
~ 1.441-2(e) (relating to the timing oftak
ing items into account in those cases where 
the taxable year of il pass-through entity or 
PSC ends with reference to the same cal
endar month as one or more of its partners, 
shareholders. or employee-owners). 

.08 Creatiol1 or Net Operatil1R Loss or 
Capital Loss. In the case of a PSC chang
ing its annual accounting period, if the 
PSC generates a net operating loss (NOL) 

or capital loss (CL) in the short period re
quired to effect the change in annual ac
counting period, the PSC may not carry 
the NOL or CL back, but must carry it 
over in accordance with the provisions of 
§§ 172 and 12 I 2, respectively, beginning 
with the first taxable year after the short 
period. However. except as provided in 
§ 280H and the regulations thereunder. the 
short period NOL or CL must be carried 
back or carried over in accordance with 
~ 172 or 1212. respectively, ifit is either (a) 
$50.000 or less; or (b) less than the NOL 
or CL, respectively, generated for the full 
l2-month period beginning with the first 
day of the short period. The taxpayer must 
wait until this I 2-month period has expired 



to detennine whether the taxpayer quali
fies for the exception in (b) above. 

. 09 Creation of General Business Cred
its. In the case of a PSC changing its an
nual accounting period, if there is an un
used general business credit or any othcr 
unused credit generated in the short period, 
the PSC must carry that unu~ed credit for
ward. An unused credit from the short pe
riod may not be carried back. 

SECTION 7. GENERAL APPLICATION 
PROCEDURES 

.01 Appruval. Approval is hereby 
granted to any taxpayer within the scope 
of this revenue procedure to adopt, change, 
or retain its annual accounting period, pro
vided the taxpayer complies with all the 
applicable provisions of this revenue pro
cedure. Approval is granted beginning 
with the first effective year. A taxpayer 
granted approval under thi~ revenue pro
cedure to adopt, change to, or retain an 
annual accounting period other than its 
required year is deemed to have estab
lished a business purpose for the adoption. 
change, or retention to the satisfaction of 
the Commissioner. 

.02 Filing Requirements. 

(1) Where 10 file. A tax payer within the 
seope of this revenue procedure that wants 
to adopt, change, or retain its annual ac
counting period under this revenue proce
dure must complete and file an application 
(i.e., a current Form 1128 or, in the case of 
an electing S corporation, a current Form 
2553, Election by a Small Business Corpo
ration) with the Director, Internal Revenue 
Service Center, Attention: ENTITY COI\'
TROL, where the taxpayer files its federal 
income tax return. No copies ofFonn 1128 
(or Form 2553) should be sent to the na
tional office. The taxpayer also must at
tach a copy of the Fonn 1128 (or Form 
2553) to the federal income tax return filed 
for the first effective year. 

(2) When tu file. The Form 1128 must 
be filed no earlier than the day following 
the end of the first effective year and no 
later than the due date (including exten
sions) for filing the federal income tax re
turn for the first effective year. For elect
ing S corporations, the Form 2553 must be 
filed when the election to be an S corpo
ration is filed pursuant to § 1362(b) and 
§ 1.1362-6. Generally, such election must 

be filed at any time during (i1) the taxable 
year that immediately preccde~ the taxable 
year for which the election i~ to be ef
fective. or (b) the taxable year for which 
the election is to be effective. provided the 
election is made before the I :)lh day of the 
third month of the taxable year. 

(3) Labe/. In order to assist in the pro
cessing of the adoption, change, or reten
tion in annual accounting period, taxpay 
ers should write at the top of page 1 of the 
Form 1128 (or Fonn 2553): "FILED UN
DER REV. PROC. 2006-46." 

(4) Sif!,llature requirements. In the case 
of a partnership, the Form 11 n must be 
signed on behalf of the partnership by a 
general partner. In the case of a limited 
liability company that elect~ to be treated 
as a partnership, the Form I 128 must be 
signed by a member-manager who has per
sonal knowledge of the facts ~et forth on 
the form. In all other cases, the Form 1128 
(or Form 2553) must be signed by an au
thorized corporate officer. If an agent is 
authorized to represent the taxpayer be
fore the Service, to receive [he original or 
a copy of correspondence concerning the 
application, or to perform any other act( s) 

regarding the application on behalf of the 
taxpayer, a Form 2848, POIl'cr of Attor
ney and Decfaratioll of Represerllolil'(" re
flecting such authorization(s) should be at
tached to the application. A taxpayer" 
representati ve without a power of attorney 
to represent the taxpayer will not be given 
any information about the application. 

(5) No user fee. A user fee is not re
quired for applications filed under thi, rev
enue procedure and, except as provided in 
section 9.0 I of this revenue procedure, the 
receipt of an application filed under thi, 
revenue procedure may not he acknowl
edged. 

(6) Additional information. In the case 
of a taxpayer changing to a natural busi
ness year that satisfies the 25-percent gross 
receipts test described in section 5.07 of 
this revenue procedure, the taxpayer muq 
supply the gross receipts from sale, and 
services for the most recent 47 months 
for itself (or any predecessor) in compli
ance with the instructions to Form 1128 (or 
Form 2553). 

.m Addlt/ollal PWi'{'{llIrCl It Under 
£xUIIl;lIutioll. Betim' 1111 Arca OtJicc. or 

Betore {/ Federal COllrt . 
( I ) '[(I-"parl'!' IIIlder C.Wllli,wtioll. 

(a) A taxpayer under examination may 
reque:,t approval to change or retain ih an
nual accounting period under thi~ revenue 
procedure only if the appropriate director 
consents to the change or retention. The 
director will con,cnt to the change or re
tention unle,,,. in the opinion of the direc
tor, the taxpayer\ annual accounting pe
riod ordlllarily would he included a, an 
item of adju-,tment in the year( s) for which 
the taxpayer is under examination. For 
example. the director will consent to a 
change if the taxpayer is u,ing a perrni,
sible annual accounting period. The direc
tor abo will con,ent to a change from an 
impermissible annual accounting period if 
the period became impermi~slble (c.g .. due 
to a change in ownership or a change in 
the taxpayer's business) subsequent to the 
years under examination. The question of 
whether the taxpayer's annual accounting 
period from which the taxpayer is chang
ing is permisslhle or became impermissi
ble subsequent to the years under examina
tion may be referred to the national office 
as a request for technical advice under the 
provisions of 2006-2, 2006-1 I.R.B. 89 (Or 

any successor). 
(h) A taxpayer changing or retaining an 

annual accounting period under this rev
enue procedure with the consent of the ap
propriate director must attach to the appli
cation a statement from the director con
senting to the change or retention. The tax
payer must provide a copy of the applica
tion to the director at the same time it file, 
the application with the Service Center. 
The application mmt contain the namt(,,) 
and telephone number( <,) of die examining 
agent( ~). 

(2) Tax/wI'a befi!re (Ill uIea (ltiicc. A 
taxpayer that is before an area office must 
attach to the application a separate state· 
ment ~igned by the taxpayer certifying 
that. to the beq of the taxpayer's knowl· 
edge, the taxpayer's annuul ~lCc()unting 

period i~ not un issue under consideration 
by the area office. The taxpuyer mu,t 
provide a copy of the application to the 
appeab officer at the ,arne time it files the 
Jpplication with the Sen'ice Center. The 
application must contain the name and 
telephone number of the appeab officer. 
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(3) T{/xplirer belcnf' afedeml COlll'l. A 
taxpayer that i~ before a federal court must 
attach to the application a separate ,tate
ment ,igned by the taxpayer certifying 
thaI, to the be"t of the taxpayer's knowl
edge. the taxpayer" s annLlal accounting 
period is not an ""ue under consideration 
by the federal court. The taxpayer must 
provide a COP) of the application to the 
government C(lUn,e[ at the same time it 
files the application \\ ith the Service Cen
ter. The application must contain the name 
and telephone number of the government 
couoseL 

SECTION ~. EFFECT OF APPROVAL 

.0 I .4t1(/ir Protectioll. 

( I ) /11 general. Except as provided in 
,,-,ction X.O I (::.) of thiS revenue procedure. 
a taxpayer that files an application in com
pliance wlth all the applicable provisions 
of this rewnue procedure will not be re-
4uired by the Service to change its annual 
accounting period for a taxable year prior 
to the first effecti ve year. 

(2) Exceptio/ls. The Service may 
change a taxpayer's annual accounting 
period for a prior taxable year if: 

(a) the taxpayer fails to implement the 
change: 

(h) the taxpayer implements the change 
hut does not comply with all the applicable 
provisions of this revenue procedure; or 

(e) there was a misstatement or omis
sion of material facts. 

.02 SII!;seqllel1llf RUjuin:d ChOi/Xes. 

( I) /n general. A taxpayer that adopts, 
change~. or retains its annual accounting 
period pursuant to this revenue procedure 
may be required to subsequently change its 
annual accounting period for the following 
reasons: 

(a) the enactment of legislation; 
(h) a decision of the United States 

Supreme CourL 
(c) the issuance of temporary or final 

regulations: 
(d) the i~suance of a revenue ruling, rev

enlle procedure. notice, or other "tatement 
puhlished in the Internal Revenue Bulletin: 

(e I the issuance of written notice to 
the taxpayer that the change in annual 
acconnting period was not in compliance 
,lith all the applicable provisions of this 
rClt'nut' prncedure or is not in accord with 
the current liew llf the Senice: or 
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(0 a change in the material facts on 
which the approval was granted. 

(2) RetrO/lctil'C' change. Except in rare 
circumstances, if a taxpayer that adopts, 
changes, or rctains its annual accounting 
period under this revenue procedure is sub
sequently required under section 8.02( I) 

of this revenue procedure to change that 
annual accounting period, the required 
change will not be applied retroactively, 
provided that: 

(a) the taxpayer complied with the ap
plicable provisions of this revenue proce
dure: 

(b) there has been no misstatement or 
omission of material facts: 

(c) there has been no change in the 
material facts on which the approval was 
based; 

(d) there has been no change in the ap
plicable law; and 

(e) the taxpayer to which the approval 
was granted acted in good faith in relying 
on the approval, and applying the change 
retroactively would be to the taxpayer's 
detriment. 

SECTION 9. REVIEW OF 
APPLICATION 

.01 Sen'ice Center ReFieH'. A Service 
Center may deny an adoption, change, or 
retention of an annual accounting period 
under this revenue procedure only if: (I) 
the Form 1128 (or Form 2553) is not filed 
timely, or (2) the taxpayer fails to meet the 
~cope or any term and condition of this rev
enue procedure. If the application is de
nied, the Service Center will return the ap
plication with an explanation for the de
nial. In the case of a denial of an account
ing period request filcd on Form 2553, the 
taxpayer will be required to use the calen
dar year or, if applicable, make a § 444 

election, if it chooses to be an S corpora
tion. 

.02 Rf'I'ielt" of Director. The appropri
ate director may ascertain if the adoption, 
change, or retention of annual accounting 
period was made in compliance with all 
the applicahle provisions of this revenue 
procedure. Taxpayers adopting, changing, 
or retaining their annual accounting period 
pursuant to this revenue procedure without 
complying with alllhe provisions (includ
ing the terms and conditions) of this rev
enue procedure ordinarily will be deemed 

to have initiated rhe adoption. change, 
or retention of annual accounting period 
without the approval of the Commissioner. 
Upon examination, a taxpayer that has ini
tiated an unauthorized adoption. change, 
or retention of annual accounting period 
may he denied the adoption, change, or 
retention. For example, the taxpayer may 
he required 10 recompute its taxable in
come or loss in accordance with its former 
(or required, if applicable) taxable year. 
For a taxpayer that must change to a re
quired year, failure to comply with all the 
applicable provisions of this revenue pro
cedure does not relieve the taxpayer from 
the requirement to change to the required 
year and, if the taxpayer does not change 
to the required year, does not prevent the 
imposition of any applicable penalty or 
addition of any amount to tax. 

SECTION 10. EFFECTIVE DATE 

This revenue procedure generally is 
effective for adoptions, changes, or re
tentions of annual accounting periods for 
which the first effective year ends on or 
after October 18, 2006. However, if the 
time period for filing Form 1128 (or Form 
2553) with respect to a taxable year set 
forth in section 7.02(2) of this revenue 
procedure has not yet expired, a taxpayer 
within the scope of this revenue procedure 
may elect early application of the revenue 
procedure by providing the notification 
set forth in section 7.02(3) on the top of 
page I of Form 1128 (or Form 2553) and 
by satisfying the other procedural require
ments of section 7. 

SECTION 11. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2002-38 is clarified, modi
tIed, amplified, and superseded. 

SECTION 12. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.s.c. 3507) under control number 
1545-1786. An agency may not conduct 
or sponsor, and a person is not required to 



respond to, a collection of information un
less the collection of information displays 
a valid OMB control number. 

The collection of information in this 
revenue procedure is found in section 7. 
The information in section 7 is required 
in order to determine whether the taxpayer 
properly obtained automatic approval to 
adopt, change, or retain its annual account
ing period. The likely respondents are the 
following: partnerships, S corporations, 
electing S corporations, PSCs, and trusts. 
The estimated total annual burden for the 
requirements contained in section 7 of this 
revenue procedure is reflected in the bur
den estimates for Forms 1128 and 2553. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. 6103. 

DRAFTING INFORMATION 

The principal authors of this revenue 
procedure are Jeffrey S. Marshall and 
Roy A. Hirschhorn of the Office of As
sociate Chief Counsel (Income Tax and 
Accounting). For further information re
garding this revenue procedure, contact 
Mr. Marshall at (202) 622-4960 (not a 
toll-free call). 

26 CFR 1.199-2: Wage Limitatioll. 
(Also: 26 CFR J /99-2T.) 

Methods of Determining 
Paragraph (e)(l) Wages for 
Purposes of the § 199(b)(1) 
Wage Limitation on the § 199 
Deduction 

Rev. Proc. 2006-47 

SECTION 1. PURPOSE 

This revenue procedure provides meth
ods used as part of calculating W -2 wages 
for purposes of § I 99(b )( I ) of the Internal 
Revenue Code, which limits the amount of 
the § 199 deduction for income attributable 
to domestic production acti vities to 50 per
cent of the W -2 wages of the taxpayer for 
the taxable year. 

Section 514( a) of the Tax Increase Pre
vention and Reconciliation Act of 2005 
(Public Law 109-222) (TIPRA) imposes 
a new limitation on W-2 wagcs for pur
poses of § 199 for taxable years beginning 
after May 17, 2006. Under the change 
made by TIPRA. W-2 wages, for pur
poses of § 199, include only amounts that 
are properly allocable to domestic produc
tion gross receipts (DPGR) for purposes 
of § 199( c)(1). Thus, to determine such 
W -2 wages for taxable years beginning af
ter May 17, 2006, it is necessary to de
termine the amount that would have been 
W -2 wages for purposes of § 199 before 
the amendment by TIPRA and then to de
termine the portion of that amount prop
erly allocable to DPGR. 

This revenue procedure provides meth
ods for calculating the amount of wages 
described in § 1.199-2(e)(l) of the In
come Tax Regulations ("paragraph (e)(1) 
wages"). Section 1.199-2T(e)(2) of the 
temporary Income Tax Regulations pro
vides that the term W-2 wages include, 
on 1 y paragraph (e)(1) wages that are prop
erly allocable to DPGR for purposes of 
§ 199(c)(1). Thus, for taxable years cov
ered by this revenue procedure, a taxpayer 
first determines the amount of paragraph 
(e)(I) wages under this revenue procedure 
and then applies § 1.199-2T(e)(2) to deter· 
mine the amount of W-2 wages. 

Section 1. I 99-2( e )(3) of the regu· 
lations provides the Internal Revenue 
Service with authority to issue guid
ance providing the methods that may 
be used to calculate W-2 wages. Sec
tion 1.199-2(e)(3) is effective for taxable 
years beginning on or after June I, 2006. 
In Rev. Proc. 2006-22, 2006-23 LR.B. 
1033, the Internal Revenue Service pro· 
vided methods for calculating W -2 wages 
for taxpayers who choose to apply the fi
nal regulations to taxable years beginning 
before June 1, 2006, but only for taxable 
years beginning on or after January I, 
2005, and on or before May 17,2006. For 
taxable years covered by this revenue pro
cedure, this revenue procedure provide, 
methods to determine paragraph (e)(I) 
wages, but taxpayers must then subject 
such wages to the limitation contained in 
§ 1.199-2T(e)(2) of the temporary regula
tions to determine W-2 wages. 

SECTION 2. BACKGROUND 

Section 199( a) provides a deduction for 
an amount equal to a percentage of the 
lesser of (Al the qualified production ac· 
tivities income of the taxpayer for the tax· 
able year, or (8) taxable income (deter· 
mined without regard to § 199) for the tax· 
able year (or, in the case of an individual. 
adjusted gross income). 

Section 199(b)( I) provides that the 
amount of the deduction allowable under 
§ 199(a) for any taxable year shall not 
exceed 50 percent of the W-2 wages of 
the taxpayer for the taxable year. For this 
purpose, § 199(b)(2)(A) defines the term 
"W-2 wages" to mean, with respect to any 
person for any taxable year of such per
son, the sum of the amounts described in 
§ 6051 (a)(3) and (8) paid by such person 
with respect to employment of employees 
by such person during the calendar year 
ending during such taxable year. Section 
199(b )(2)(C) provides that W -2 wages 
shall not include any amount that is not 
properly included in a return filed with the 
Social Security Administration (SSA) on 
or before the 60th day after the due date 
(including extensions) for such return. 

Section 514( a) of TIPRA added 
§ 199(b)(2)(B) to exclude from the term 
W-2 wages any amount that is not prop
erly allocable to domestic production 
gross receipts for purposes of § 199(c)(1). 
Section 199(b)(2)(B) is effective with re
spect to taxable years beginning after the 
date of enactment, May 17, 2006. Tem
porary and final regulations have been 
issued to reflect the changes in the def
inition of W-2 wages made by TIPRA. 
Section 1.199-2T(e)(2) of the temporary 
regulations provides rules for applying the 
TIPRA limitation on W-2 wages under 
§ 199(b )(2)(B). 

This revenue procedure provides three 
methods for calculating paragraph (e)(1) 
wages. These methods for calculating 
paragraph (e)(l) wages are generally sim
ilar to the methods used to calculate W-2 
wages before the amendment made by 
TIPRA as set forth in Rev. ProC. 2006-22, 
§ 1.199-2 of the proposed regulations that 
were published in the Federal Register 
on November 4,2005 (REG-I05847-05, 
2005-47 I.R.B. 987 [70 FR 67220]). and 
section 4.02 of '[olice 2005-14, 2005-1 
C.B. 498, 514. The first method (the 
unmodified Box method) allows for a sim-
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plified calculation whilc the second and 
third methods (the modified Box I method 
and the tracking wagc~ method) provide 
greater accuracy. After paragraph (e)( I ) 
wages are determined under one of these 
method~. the amount ofW-2 \\ages is then 
determined by applying * 1I<)<)-2T(e)(2) 
of the temporary regulations. 

SECTION 3. RULES OF APPLICATIO;\! 

.n I III gelleral. Except as provided in 
<;ection 3.03 and ~ection 6.01 of this rev
enue procedure. the Forms W-2. "Wage 
lIl/d Ttl.\ Statement." used in determining 
the amount of paragraph (e)( I) wages are 
those issued for the calendar year end
ing during the taxpayer's taxable year 
for wages paid to employees (or former 
employees) of the taxpayer for employ
ment by the taxpayer. For this purpose, 
employees of the taxpayer are limited to 
employees of the taxpayer as defined in 
~ 3121(d)(I) alld m (that is, officers of a 
corporate taxpayer and employees of the 
taxpayer under common law rules). See 
* 1.199-21 a)( I) of the regulations. 

.02 Wages paid bv entity other than 
COlll1l10n lal\' emplover. [n determining 
paragraph (e)( 1) wages. a taxpayer may 
take into account wages paid by another 
entity and reported by the other entity on 
~orms W-2 with the other entity as the em
ployer listed in Box c of the Forms W-2, 
provided that the wages were paid to em
ployees of the taxpayer for employment by 
the taxpayer. If the taxpayer is treated as 
an employer described in ~ 340 I (d)( I) be
cause of cOlltrol of the payment of wages 
(that is, the taxpayer is not the common law 
employer of the payee of the wages), the 
paymellt of wage~ may not be included in 
determining paragraph (e)( I ) wages of the 
taxpayer. [f the taxpayer is paying wage~ 
as an agent of another entity to individual~ 
who are llot employees of the taxpayer. the 
wages may not he included in determinillg 
the paragraflh (e l( I ) wages of the taxpayer. 
See ~ 1.199-2(a)( 2) of the regulations. 

.03 Requircment thut \\'{/ges IIIl1Sf be re
fllJrted 011 re/llrJI tilcd H'itli Social Security 
AdlllinisrmrilJlI. Paragraph (e)( I) wages 
shall not include any amount that is not 
properly included in a return filed with 
SSA on or before the 60th day afterthe due 
date (includillg extensiolls) for such return. 
For thi~ purpo,e. if a Form W-2c (or cor
rected return) i, filed to correct a Form 
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W-2 that was llot filed with SSA on or be
fore the 60th day after the due date (in
cluding extensions) of the Form W-2 (or 
to correct a Form W -2c relating to a Form 
W-2 that had not been filed with SSA on 
or before the 60th day after the due date 
(including extensions) of the Form W-2), 
thell such Form W-2c (or corrected return) 
shall not be considered to have been filed 
with SSA on or before the 60th day af
ter the due date (including extensions) for 
such Form W-2c (or corrected return), re
gardless of when such Form W-2c (or cor
rected return) is filed. See § 1.1 <)9-2(a)(3) 
of the regulations for further guidance re
lated to this requirement. 

.04 No application ill determining 
whether al/wullts are wages for employ
mellt tax pluposes. The discussions of 
"wages" in this revenue procedure and 
in the regulations under § 199 are for 
purposes of § IlJ<) ollly and have no ap
plication in determining whether amounts 
are wages under § 3121 (a) for purposes 
of the Federal Insurance Contributions 
Act, under § 3306(b) for purposes of the 
Federal Unemployment Tax Act, or under 
§ 340 I (a) for purposes of the Collec
tion of Income Tax at Source on Wages 
(federal income tax withholding), or any 
other wage-related determination. See 
~ 1.199-2( a)(l) of the regulations. 

.05 Applicution for a ta).payer I'I!/tll a 
slum taxable Year, Subject to the other 
rules of application of the regulations and 
of this revenue procedure, paragraph (e)( I) 
wages of the taxpayer for a short taxable 
year shall include those wages paid during 
the short taxable year to employees of the 
taxpayer as determined under the tracking 
wages method described in section 5.03 of 
this revenue procedure. See section 6 of 
this revenue procedure. 

.06 Acquisition or disposition of a trade 
(}r business (or major portion). If a tax
flayer (a successor) acquires a trade or 
business, the major portion of a trade or 
business, or the major portion of a separate 
ullit of a trade or business from another 
taxpayer (a predecessor), then, for pur
poses of computing the respective section 
199 deduction of the successor and of the 
predecessor, paragraph (e)(I) wages paid 
for that calendar year shall be allocated 
between the successor and the predeces
sor based Oil whether the wages are for 
employment by the successor or for em
ployment by the predecessor. Thus, in this 

situation. paragraph (e)( I) wages are allo
cated based on whether the wages are for 
employment for a period during which the 
employee was employed by the predeces
sor or for employment for a period during 
which the employee was employed by the 
successor, regardless of which permissible 
method for ~orrn W-2 reporting is used. 
See ~ 1.199-2(c) of the regulations. 

.07 Non-duplication rules. Amounts 
that are treated as paragraph (e)( 1) wages 
for a taxable year under any method of cal
culating paragraph (e)(l) wages shall not 
be treated as paragraph (e)(I) wages for 
any other taxable year. Thus. for exam
ple, an amount of nonqualified deferred 
compensation that is treated as paragraph 
(e)(l) wages under the Unmodified Box 
Method described in section 5.01 of this 
revenue procedure shall not be treated as 
paragraph (e)(1) wages in any other tax
able year. Also, an amount shall not be 
treated as paragraph (e)( 1) wages by more 
than one taxpayer. See section 1. 199-2(d) 
of the regulations. 

.08 Trade or business reqlliremellf. Pur
suant to § 1.199-8(c)(l), the term para
graph (e)(I) wages only includes those 
wages paid to employees of the taxpayer 
that are attributable to the actual conduct 
of a trade or business of the taxpayer. For 
example, remuneration paid to an em
ployee for domestic service performed in 
the private home of the taxpayer is not 
included in paragraph (e)( I) wages of the 
taxpayer. 

SECTION 4. DEFINITION OF 
PARAGRAPH (e)(I) WAGES AND 
CORRELATION WITH BOXES ON 
FORM W-2 

.01 De/initioll of paragraph (e)(1) 
wages. Paragraph (e)(l) wages means, 
with respect to any person for any tax
able year of such person, the sum of the 
amounts described in § 6051 (a)(3) and 
(8) paid by such person with respect to 
employment of employees by such person 
during the calelldar year ending during 
such taxable year. See § I.l99-I(e)(l) of 
the regulations. Thus, paragraph (e)(1) 
wages include: (i) the total amount of 
wages as defined in ~ 3401(a); (ii) the 
total amount of elective deferrals (within 
the meanillg of § 402(g)(3)); (iii) the com
pensation deferred under § 457; and (iv) 
for tax years beginnillg after December 



31, 2005, the amount of designated Roth 
contributions (as defined in § 402A). 

.02 Correlation with Form W-2. Under 
the 2006 Forms W-2, the elective defer
rals under § 402(g)(3) and the amounts 
deferred under § 457 directly correlate to 
coded items reported in Box 12 on Form 
W -2. Box 12, Code D is for elective 
deferrals to a § 40 I (k) cash or deferred 
arrangement (plan); Box 12, Code E is for 
elective deferrals under a § 403(b) salary 
reduction agreement; Box 12, Code F is 
for elective deferrals under a § 408(k)(6) 
salary reduction Simplified Employee 
Pension (SEP); Box 12, Code G is for 
elective deferrals and employer contri
butions (including nonelective deferrals) 
to any governmental or nongovernmen
tal § 457(b) deferred compensation plan; 
Box 12, Code S is for employee salary 
reduction contributions under a § 408(p) 
SIMPLE (simple retirement account); Box 
12, Code AA is for designated Roth con
tributions (as defined in section 402A) to 
a section 401 (k) plan; and Box 12, Code 
BB is for designated Roth contributions 
(as defined in section 402A) under a sec
tion 403(b) salary reduction agreement. 
However, designated Roth contributions 
are also reported in Box I, Wages, tips, 
other compensation, and Box S, Medicare 
wages and tips, and are subject to income 
tax withholding. 

SECTION 5. METHODS FOR 
CALCULATING PARAGRAPH (e)( I) 
WAGES 

For any taxable year, a taxpayer must 
calculate paragraph (e)(I) wiiges for pur
poses of § 199(b)( I) using one of the three 
methods described in section 5.0 I, 5.02, 
and 5.03 of this revenue procedure. These 
three methods are subject to the non-dupli
cation rules provided in § I. I 99-2( d) and 
in section 3.07 of this revenue procedure. 
For a taxpayer with a short taxable year, 
see Section 6 of this revenue procedure. 
In calculating paragraph (e)( I) wages for a 
taxable year under the methods below, the 
taxpayer include~ only those Forms W-2 
that are for the calendar year ending with 
or within the taxable year of the taxpayer 
and that meet the rules of application de
scribed in section 3 of this revenue proce
dure. 

.01 Unmodified box melhod. Under the 
unmodified box method, paragraph (e)(1) 

wages are calculated by taking, without 
modification, the lesser of-

(A) The total entries in Box I of all 
Forms W-2 filed with SSA by the tax
payer with respect to employees of the 
taxpayer for employment by the tax
payer; or 

(B) The total entries in Box 5 of all 
Forms W-2 filed with SSA hy the tax
payer with respect to employees of the 
taxpayer for employment by thc tax
payer. 
.02 Modified Box 1 method. Under 

the Modified Box I method, the taxpayer 
makes modifications to the total entries in 
Box I of Forms W-2 filed with respect 
to employees of the taxpayer. Paragraph 
le)(1) wages under this method are calcu
lated as follows-

(A) Total the amounts in Box I of 
all Forms W-2 filed with SSA by the 
taxpayer with respect to employees of 
the taxpayer for employment by the tax
payer: 

(B) Subtract from the total in para
graph .02(A) ofthis section amounts in
cluded in Box I of Forms W-2 that are 
not wages for Federal income tax with
holding purposes and amounts included 
in Box I of Forms W-2 that are treated 
as wages for purposes of income tax 
withholding under § 3402(0) (for exam
ple, supplemental unemployment com
pensation benefits); and 

eC) Add to the amount obtained af
ter paragraph .02(B) of thls section the 
total of the amounts that are reported in 
Box 12 of Forms W-2 with respect to 

employees of the taxpayer for employ
ment by the taxpayer and that are prop
erly coded D, E, F, G, and S. 
.03 Tracking fi.'afies method. Under the 

tracking wages method, the taxpayer ac
tually tracks total wages subject to Fed
eral income tax withholding and makes ap
propriate modifications. Paragraph (e)( J) 

wages under this method are calculated as 
follows-

(A) Total the amounts of wages sub
ject to Federal income tax withholding 
that are paid to employees of the tax
payer for employment by the taxpayer 
and that are reported on Fonns W-2 
filed with SSA by the taxpayer for the 
calendar year: 

(B) Subtract from the total in para
graph .03(A) of this section the supple
mental unemployment compensation 

benefits (as defined in § 3402(o)(2)(A») 
that were included in the total in para
graph .03( A) of this section: and 

(e) Add to the amount obtained af
ter paragraph .03( B) of this section the 
total of the amounts that are reported in 
Box 12 of Forms W-2 with respect to 
employees of the taxpayer for employ
ment by the taxpayer and that are prop
erly coded D. E, F, G, and S. 

SECTIO;-.,r 6. APPLICATION IN CASE 
OF SHORT TAXABLE YEAR 

.01 Special rule for raxpavers ailh (I 

short taxable year. In the case of a tax
payer with a short taxable year, subject 
to the rules of § 1.199-2(a), the para
graph (e)( I ) wages of the taxpayer for the 
short taxable year shall include only those 
wages paid during the short taxable year 
to employees of the taxpayer, only those 
elective deferrals (within the meaning of 
~ 402( g)(3)) made during the short taxable 
year by employees of the taxpayer, and 
only compensation actually deferred under 
~ 457 during the ~hort taxable year with 
respect to employees of the taxpayer. See 
§ 1.199-2(b) of the regulations. 

.02 Method requiredfor (/ short taxable 
year and modifications required ill appli

c(lrion of method. The paragraph (e)(1) 
wages of a taxpayer with a short taxable 
year shall be determined under the tracking 
wages method described in section 5.03 of 
this revenue procedure. In applying the 
tracking wages method in the case of a 
short taxable year, the taxpayer must ap
ply the method as follows-

(A) For purposes of section 5.03(A), 
the total amount of wages subject to 
Federal income tax withholding and re
ported on Form W-2 must include only 
those wages subject to Federal income 
tax withholding that are actually paid to 
employees during the short taxable year 
and reported on Fonn W-2 for the cal
endar year ending with or within that 
short taxable year: 

(B) For purposes of section 5.03(8), 
only the supplemental unemployment 
compensation benefits paid during the 
short taxable year that were included in 
the total in section 5.03(A) as modified 
by section 6.02(A) are required to be 
deducted: and 

(el For purposes of section 5.03(C), 
only the portion of the total amounts 
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reported in Box 12. Codes D. E. F, G. 
and S on Forms W-2. that are actually 
deferred or contributed during the short 
taxable year are included in paragraph 
(e)( I) wages. 

SECTION 7. EFFECTIVE DATE 

This revenue procedure applies to tax
payers with taxable years beginning on or 
after October 19. 2006. A taxpayer may 
apply this revenue procedure to taxable 
years beginning after May 17. 2006, and 
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before October 19, 2006. For taxable years 
beginning after May 17, 2006, a taxpayer 
may not apply any guidance under section 
199 in a manner inconsistent with amend
ments made to section 199 by section 514 
of TIPRA. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Alfred G. Kelley of the Of
fice of Associate Chief Counsel (Tax 

Exempt & Government Entities). For fur
ther information regarding this revenue 
procedure. contact Mr. Kelley at (202) 
622-6040 (not a toll-free call). 



Part IV. Items of General Interest 
Determination of Interest 
Expense Deduction of Foreign 
Corporations; Correction 

Announcement 2006-84 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to final and temporary regu
lations (T.D. 9281, 2006-39 I.R.B. 517), 
that were published in the Federal Reg
ister on Thursday, August 17, 2006 (71 

FR 47443). This regulation revised the 
Income Tax Regulations relating to the 
determination of the interest expense de
duction of foreign corporations and applies 
to foreign corporations engaged in a trade 
or business within the United States. 

DATES: This correction is effective Au
gust 17,2006. 

FOR FURTHER INFORMATION 
CONTACT: Gregory Spring or 
Paul Epstein, (202) 622-3870 (not a 
toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final and temporary regulations 
(T.O. 9281) that is the subject of this cor
rection are under sections 882 and 884 of 
the Internal Revenue Code. 

Need for Correction 

As published, T.D. 9281 contains errors 
that may prove to be misleading and are in 
need of clarification. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR part I is cor
rected by making the following correcting 
amendment: 

PART 1-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 USC 7805 ~ '" * 
Par. 2. Section I.S82-5 paragraph 

(a)(7) is revised to read as follows: 

§ 1.882-5 Determination of interest 
deduction. 

:I: * ~ * * 
(a)(7) through (a)(7)(iii) [Reserved]. 

For further guidance, see entry III 

§ I.S82-5T(a)(7) through (a)(7)(iii). 

* * * * * 
Par. 3. Section 1.882-5T is amended 

by revising the last sentence of paragraph 
(c)(2)(iv) to read as follows: 

.9 J .882-5T Determination of interest 
deduction (temporary). 

* * * '" * 
(c) * * * 
(2) * * * 
(iv)* * * The rules of § 1.882-5(b)(3) 

apply in determining the total value of 
applicable worldwide assets for the tax
able year, except that the minimum num
ber of determination dates are those stated 
in § 1.882-5(c)(2)(i). 

* * * * * 

Cynthia E. Grigsby, 
Senior Federal Register Liaison Officer, 

Publications and Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

IFiled by the Office of the Federal Regi,ter on September 
27. 2006. 8:45 a m .. and publi,hed in the i"ue of the Federal 
Regi,ter flJr Septemher 2R. 2006_ 71 FR. 56X6X) 

Flat Rate Supplemental Wage 
Withholding; Correction 

Announcement 2006-85 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to final regulations (T.D. 9276. 
2006-37 I.R.B. 432), that were published 

in the Federal Register on Tuesday, July 
25, 2006 (71 FR 142). These regulations 
apply to all employers and others making 
supplemental wage payments to employ
ees. 

DATES: This correction is effective Jan
uary I, 2007. 

FOR FURTHER INFORMATlO\J 
CONTACT: A. G. Kelley, (202) 622-6040 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations IT.D. 9276) that is 
the subject of thi s correction are under sec
tions 3401 and 3402 of the Internal Rev
enue Code. 

Need for Correction 

As published, T.D. 9276 contains lan
guage that is repetitious. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR part 31 IS cor
rected by making the following correcting 
amendment: 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Paragraph I. The authority citation for 
pan 31 continues to read in pan as follows: 

Authority: 26 USC 7805 * * " 

§ 31.3402(g)-1 [Corrected] 

Par. 2, Section 31.3402(g)-1 is 
amended by removing the last sentence 
from paragraph (a)IS), Example 4 Ii). 

Cynthia E. Grigsby. 
Senior Federal Register Liaison Officer. 

Publications and Regulations Branch, 
Legal Processing Divisioll, 

Associate Chief Coullsel 
(Procedure and Administratioll). 

IFiled by the Office ,)\ the redrrJi Rep,ter un O([uOo[ 2, 
200f>. ~:.J5 a.m .. anJ ruhlr,hed in the ,-,Lie of the Federal 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 62(c).-Certain 
Arran~ements Not Treated 
as Reimbursement 
Arrangements 
~() ('f /( / ()~ ~r t I Rl /ll/f){(! ~(11/( 1/(\ cluJ (1III!',. 

(\/1(1/\/ (///(lIltlll(( (/rJ({II:"://II(IIf' \/Ifl-d/ JI/\c/)!"o\i-

\1(11/ 

Excess per diem alhmances, Thi~ ml

II\~ pru\ Ilk" tllat \1 hl.'rl.' all "'pel1'l.' al
IllI\ ;\I\l'l' arral1~eml.'l1l ha, nll mcch;llli,1l1 
or pnlll'" to track all,l\\ann::s paiLi and 
l(lutil1l'l) P;I\" !WI" dicill all 0\\ alice, in ex
(c." or thl' fcdcral j)('r dicill rate, with
out reqllirill~ actual ,uh,wlltiation (1f all 
thl' npen."C\ or re[layment oj' the exces\ 
;UIl()UIlL all paymenh maLic under the ar-
1',lIl~emel1t will he trGlted a, made umler a 
11UIl,lCU 11lnt,lbk pLm. 

Rev. Rut. 2006-56 

ISSllF 

Wlll'theL under an expense allowance 
;llT;lngemellt \\ hich ha\ no lIlechani,m or 
I1rOL'C\\ to determine when an allowance 
e\ceed, the amount that may be deemed 
\uh,tantiated and II hich routinely pay, al-
100\;lnce, 111 CXCI.''' ol'the amount that may 
he del.'med \ub,t;lIltiated without requirin~ 
actual 'llhstantiatioll of all cxpense, or re
pa) mcnt uf the exces, amount. the failure 
1\1 trL'al IIlL' nce", alhmances a\ w;t)2es for 
cmplll) ment tax purpu,cs cau,e, all pay
Illcnh madc under the cxpen"e allllwallce 
,lrrangcment to hL' treated a, made under a 
IHlllaCCllUl1tahk plan, 

neTS 

Ta\payer 1\ an employer of long-haul 
trlll'k dri\ cr, 111 the tralhportatiol1 industry. 
T.1\P~I)l'l' lI"l', a munthly payroll period 
~llld L'Ompelhatl'" ih dri\ cr, for their ~er
\ ICL'\ nil a mileagc ha"i" For 20()h, Tax
p;l~ cr pa~, it" dri\ er, compelNltion of X 
l'cnh-pcr-lllllc drivcn durill~ each month, 
Ta\ln~er I'L'port" thc compensation on the 
dri\el" hlllll' \\'-2 and lreal, lhe COIl1-

11l'lhatioll a, wage" for redL'ral 11lslIr,llIu: 
Clllllrlhllti\llh ,'\(( 11'1('.--\) t,IX, Federal 
L' lll'll1plll\ llll'lll Ta\ ,'\ct I FUT A I t,1\, and 
Fecicr;d 11l(,lllll' t~l\ \\ ithholding purpose" 
,-(\llkl,tl\ c'II, "l'lllplll) ment taxe,"), 
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Taxpayer also reimburses its drivers 
for meal and incidental expenses (M&IE) 
p,lld or incurred while traveling away from 
home dunng: the monthly payroll period, 
Tnpaycr reimburses its drivers for these 
npell,es through an allowance for each 
day the driver is away from home for Tax
payer" s business, For 2006, the allowance 
is Y cents-per-mile driven, Taxpayer's in
dustry commonly used this cents-per-mile 
drilcn lllethod hefore December 12,1989, 

Taxpayer establishes the Y eents-per
mi Ie rate based on its expectation of the 
amount of daily M&IE that will be paid or 
incurred, and its expectation of the average 
number of daily miles driven during the 
payroll period, Taxpayer bases its expecta
tions on reliable industry data and on Tax
payer's own data from recent years, Based 
011 Taxpayer's specific methodology and 
data, Taxpayer's projected allowance is 
reasonably calculated not to exceed the 
drivers' anticipated daily M&IE, 

Taxpayer requires its drivers to provide 
logs to suhstantiate the time, place, and 
business purpose of the travel away from 
home for each day (or partial day), Tax
payer doe, not require its drivers to sub
stantiate the amount of actual M&IE. 111-
stead, for its drivers' substantiation of the 
amount of M&IE paid or incurred by the 
drivers, Taxpayer relies on administrative 
guidance published annually by the In
ternal Revenue Service under which the 
amount of ordinary and necessary busi
ness expenses of an employee far M&IE 
paid or incurred while traveling away from 
home is deemed substantiated when the 
employer provides a per diem allowance 
to CDver the expenses, The guidance ap
plicable for per diem allowances paid to 
an employee on or after October I, 200S, 
with respect to travel away from home 011 

or after October I, 2005, is Rev, Proc. 
2()()5-h7, 2005-2 CB, 729, For 2006 Tax
payer elects to treat $52 per day as the fed
eral M&IE rate for all localities of travel 
pursuant to section -t04 of Rev, Proc. 
2005-67, Thus, for 2006, $52 or less 
per day of M&IE paid or incurred by a 
driler while traveling away from home 
may be deemed substantiated, The al-
100\ances paid by Taxpayer to many of its 
dri \ ers for M&IE incurred on travel away 

from home during the monthly payroll pe
rioLi routinely exceed $52 per day, even 
when computed on a monthly basis pur
suant to the periodic rule provided in sec
tion -l.04 of Re\, Pwc. 2005-67. 

Taxpayer requires its drivers to return 
any amounts paid to them for M&IE with 
respect to days they were not away from 
home on husiness traveL Taxpayer does 
not require drivers to return the portion 
of the allowance paid for days they were 
away from home on business travel that 
exceeds the $52 per day that may be 
deemed substantiated, 

Neither the policies nor actual practices 
of Taxpayer's expense allowance arrange
ment include any process for tracking 
the amaunt of the cents-per-mile M&IE 
allowance paid to each driver on a per 

diem basis, nor is there any mechanism in 
place to determine when the allowances 
exceed the amount of expenses that may 
be deemed substantiated under Rev, Proe, 
2005-67, Taxpayer does not treat the 
excess allowances over $52 per day as 
wages for withholding or employment tax 
purposes and does not report the excess 
allowances as wages on the drivers' Forms 
W-L 

LAW AND ANALYSIS 

Section 62(a)(2)(A) afthe Internal Rev
enue Code provides that, for purposes of 
determining adjusted gross income, an em
ployee may deduct certain business ex
penses paid by the employee in connection 
with the performance of services as an em
ployee of the employer under a reimburse
ment or other expense allowance arrange
ment 

Section 62( c) provides that, for pur
poses of § 62(a)(2)(A), an arrangement 
will not be treated as a reimbursement or 
other expense allowance arrangement if 
( I ) the arrangement does not require the 
employee to substantiate the expenses cov
ered by the arrangement to the person pro
viding the reimbursement, or (2) the ar
rangement provides the employee the right 
to retain any amount in excess of the sub
qantiated expenses covered under the ar
rangement. 



Section l.o2-2(c)( I) of the Income 
Tax Regulations provides that a reim
bursement or other expense allowance 
arrangement satisfies the requirements of 
§ 62(c) if it meets the requirements of 
business connection, substantiation, and 
returning amounts in excess of substanti
ated expenses. If an arrangement meets 
these requirements, al\ amounts paid under 
the an-angement are treated as paid under 
an accountable plan. See § 1.62-2(c)(2). 
Amounts treated as paid under an ac
countable plan are excluded from the 
employee's gross income, are not reported 
as wages or other compensation on the em
ployee's Form W-2, and are exempt from 
the withholding 8nd payment of employ
ment taxes. See § 1.62-(2)(c)(4). Con
versely, if the arrangement fails anyone 
of these requirements, amounts paid under 
the arrangement are treated as paid under 
a nonaccountable plan and are included 
in the employee's gross income, must be 
reported as wages or other compensation 
on the employee's Form W-2, and are 
subject to withholding and ptlyment of 
employment taxes. See § 1.62-2(c)(3) and 
(5). 

With regard to the husiness connec
tion requirement, under § 1.62-2(d)(3)(ii) 
an arrangement providing a per diem al
lowance that is computed on a basis similar 
to that used in computing the employee', 
wages or other compensation (such as the 
number of hours worked, miles traveled, 
or pieces produced) meets the business 
connection requirement only if, on De
cember 12, 1989, the per diem allowance 
was identified by the payor either by mak
ing a separate payment or by specifically 
identifying the amount of the per diem 
allowance, or a per diem allowance com
puted on that basis was commonly used 
in the industry in which the employee is 
employed. 

With regard to the substantiation 
requirement, pursuant to Rev. Proc. 
2005-67, the amount of M&IE that is 
deemed substantiated for each calendar 
day is equal to the lesser of the per diem 
allowance for that day or the amount 
computed at the federal M&IE rate. See 
section 3.0 I (3) of Rev. Proc. 2005-67. 
Under these rules, employees must con
tinue to actually substantiate the elements 
of time, place, and business purpose re
lating to the travel expenses. See section 
7.01 of Rev. Proc. 2005-67. Section 4.04 

of Rev. Proc. 2005-67 provides special 
rules for the transportation industry under 
which $52 per day may be treated as the 
federal M&IE rate and the amount rleemed 
substantiated may he computed on a pe
riodic basis (but not less frequently than 
monthly) rather than daily. 

For purposes of the retum of excess 
requirement, § 1.62-2(f)(2) permits the 
Commissioner to prescribe rules under 
which an arrangement thtlt provides a per 
diem allowance is treated as satisfying the 
requirement of returning amounts in ex
cess of expenses so long as the allowance 
is reasonably calculated not to exceed the 
tlmount of the employee-s expenses and 
the employee is required to return any 
portion that relates to days of travel not 
substantiated. However, the portion of 
the allowance that exceeds the amount 
deemed substantiated will be treated as 
ptlid under a nonaccountab1e plan, must be 
reported as wages or other compensation, 
and is subject to withholding and payment 
of employment taxes. See § 1.62-2(c )15). 

Section 1.62-2(h)(2)(i )(B)(1) pro-
vides that if a payor pays a per diem 
allowance that meets the requirements 
of § 1.62-2(c)( I), the portion, if any, 
of the allowance that relates to days of 
travel substantiated in accordance with 
§ 1.62-2(e) and that exceeds the tlmount 
of the employee's expenses deemed sub
stantiated for the travel pursuant to rules 
prescribed under § 274(d) ilnd the rele
vant regulations is treated as paid under 
a nonaccountable plan. Such amount is 
wages subject to withholding and payment 
of employment taxes. See § 1.62-2(c)(5). 
See a/so §§ 31.3121 (a)-3(b)(I )(ii), 
3U30fJ(b)-2(b)( I )(ii), and 31.3401(a)-
4(b)(1 )(ii) of the Employment Tax Regu
lations. 

Section 1.62-2(k) provides that if a 
payor's reimbursement or other expense 
allowance arrangement evidences a pat
tern of abuse of the wles of § 62( c) and the 
regulations thereunder, all payments made 
under the arrangement are treated as made 
under a nonaccountable plan. Thus, these 
payments are included in the employee's 
gross income. are reported as wages or 
other compensation on the employee's 
Form W-2, and are subject to withholding 
tlnd payment of employment taxes. See 
§ 1.62-2(c )(5), and (h)(2). 

If an arrangement satisfies all three 
requirements of an accountable plan, but 

an allowance is paid under the arrange
ment that exceed~ the amount that may 
be deemed substantiated. no actual sub
stantiation is provided for the M&IE 
covered by the allowance. and the ex
cess allowance is not returned. the ex
cess allowance is treated as wages. See 
§ I.fJ2-2(h)(2)1B)( 1 J. However. if the 
facts and circumstances evidence a pattern 
of abuse of the rules of * 62( c) and the 
regulations thereunder, including the rule 
to treat excess allowances as wages. all 
payments made under the arrangement are 
treated as wages. See * 1.62-2(k). 

Under the facts set forth above, the 
;mangement to reimburse Taxpayer's 
drivers for M&IE ptlid or incurred while 
traveling away from home meets the busi
ness connection requiremenl. Tax payer 
is permitted to compute a per diem al
lowance hased upon the number of miles 
driven during the payroll period as thtlt 
method Wtl5 commonly used in Taxpayer's 
industry before December 12, 1989. 

For purposes of satisfying the substanti
ation requirements of * 1.62-2(e) for 2006, 
Taxpayer relies on the deemed substantia
tion rules provided in Rev. Proc. 2005-67, 
including the special rules for the trans
portation industry found in section 4.04 of 
Rev_ Proc. 2005-67_ 

With respect to the return of excess re
quirement. the regulations and Rev. Proc. 
2005-67 permit Taxpayer to pay per diem 
allowances for M&IE paid or incurred 
while traveling away from home that ex
ceed the deemed substantiated amount 
without requiring return of the exce~s. See 
* 1.62-2(f)(2) and section 7.02 of Rev. 
Proc. 2005-67 Under these mles, how
ever, Taxpayer must take steps to ensure 
that the excess allowances are tracked and 
treated as wages subject to withholding 
and payment of employment taxes and 
reporting on Forms W-2. 

In implementing its expen~e allowance 
arrangement for 2006. Taxpuyer has not 
included any mechanism or process that 
tracks allowances and permits it to de
termine when the allowances paid to its 
drivers, computed on a per diem basis, ex
ceed the $52 per day that may he deemed 
substantiated. Taxpayer does not receive 
actual substantiation for the M&IE cov
ered by the allowances. Taxpayer nei
ther requires repayment of the e.l(cess al
lowances nor treats the excess allowance, 
as wages for purposes of withholding and 
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payment of employment taxes and report
mg on Forms W-2. 

As operated in 2006, Taxpayer's ex
pense allowance arrangement routinely 
results in payment of excess allowances 
that are not repaid or treated as wages. 
Taxpayer's failure to track the excess 
allowances and its routine payment of 
excess allowances that are not repaid or 
treated as wages evidence a pattern of 
abuse under ~ 1.62-2(k). Although the ex
cess allowances that have not been repaid 
or treated as wages may be small in com
parison to the total allowance paid to an 
individual driver, to the amount that may 
be deemed substantiated for any given 
period of travel away from home, and to 
the aggregate allowances paid to all of 
Taxpayer's drivers, Taxpayer's arrange
ment is neither structured nor operated to 
meet the requirements of the accountable 
plan regulations for per diem allowance 
arrangements. As a result, Taxpayer has 
more than a failure to account for a partic
ular driver's excess allowance or excess 
allowances paid to drivers for a particular 
period of travel. Taxpayer's arrangement 
evidences a pattern of abuse of the ac
countable plan rules. 

Accordingly, even if Taxpayer's ex
pense allowance arrangement otherwise 
meets the business connection, substantia
tion, and return of excess requirements of 
an accountable plan for the allowances 
paid to Taxpayer's drivers up to the 
amount that may be deemed substantiated, 
all payments made under Taxpayer's ex
pense allowance arrangement are treated 
as paid under a nonaccountable plan. Tax
payer must include all amounts paid under 
the arrangement to reimburse drivers' 
M&IE, not just the excess allowances, 
in the drivers' wages on Fonns W-2 and 
must treat all these amounts as wages for 
the withholding and payment of employ
ment taxes. 

HOLDING 

Where an expense allowance arrange
ment has no mechanism or process to 
determine when an allowance exceeds the 
amount that may be deemed substantiated 
and the arrangement routinely pays al
lowances in excess of the amount that may 
be deemed substantiated without requiring 
actual substantiation of all the expenses or 
repayment of the excess amount, the fail-
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ure of the arrangement to treat the excess 
allowances as wages for employment tax 
purposes causes all payments made under 
the arrangement to be treated as made 
under a nonaccountable plan. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Ligeia M. Donis of the Office of 
Associate Chief Counsel (Tax Exempt & 
Government Entities). For further infor
mation regarding this revenue ruling, con
tact Ligeia M. Donis at (202) 622-0047 
(not a toll-free call). 

Section I03.-lnterest on 
State and Local Bonds 
26 CFR Sf103-1(c}.· ReRisteredform. 

26 CFR SfI03-1(e}.· Special rules. 

A notice interprets the rules regarding obligations 

held through book-entry systems. See Notice 2006· 

99, page 907. 

Section 163.-lnterest 
26 CFR 1.163-S(c)(2)(iJi DJ. 

A notice interprets the rules regarding certain obli

gations issued before January 1.2007, in compliance 

with TEFRA D. See Notice 2006-99, page 907. 

Section 664.-Charitable 
Remainder Trusts 

Excess inclusion income allocated to a charitable 

remainder trust is not unrelated business taxable in

come to the charitable remainder trust and thus does 

not affect the charitable remainder trust's exemption 

from tax under section 664(c) for the taxable year. 

See Rev. RuL 2006·58, page 876. 

Section 860E.-Treatment 
of Income in Excess 
of Daily Accruals on 
Residual Interests 
26 CFR /.860£-2: Tax Dn lransfers of residual in
reresrs to cerra in organizarions. 
(A/so §§ 5/1. 664. 702. 1.664-1. 1.702-1, 
1.860£-1.) 

Charitable remainder trust; real es
tate investment trust (REIT). This ruling 
illustrates the application of section 860E 
of the Code where a charitable remainder 
trust is a shareholder of a real estate invest
ment trust (REIT) or a partner of a partner-

ship. and the REIT or the partnership has 
excess inclusion income. 

Rev. Rul. 2006-58 

ISSUES 

If a charitable remainder annuity trust 
or a charitable remainder unitrust. as de
fined in section 664(d) of the Internal 
Revenue Code (collectively, charitable 
remainder trusts), is a partner in a part
nership or a shareholder in a real estate 
investment trust (REIT), and if the part
nership or the REIT has excess inclusion 
income from holding a residual interest in 
a real estate mortgage investment conduit 
(REMIC)-

(1) Does the charitable remainder trust 
have unrelated business taxable income 
(UBTI) as defined in section 512, causing 
the charitable remainder trust to lose its 
exemption from tax under section 664(c) 
for the taxable year? 

(2) Is the charitable remainder trust a 
disqualified organization as defined in sec
tion 860E(e)(5)? 

(3) Is the partnership (or REIT) subject 
to the pass-thru entity tax under section 
860E(e)(6)? 

FACTS 

In the following situations, Trust TRl 
and Trust TR2 meet all the requirements 
for exemption from tax under section 
664( c) for the taxable year, except for 
the possible treatment of excess inclusion 
income as UBTI under section 860E(b). 

Situation 1 

Trust TR1, a charitable remainder trust. 
holds a ten percent partnership interest 
in Partnership PRS. Because PRS holds 
a residual interest in a REMIC, section 
860C(a) requires PRS to take into account 
its daily portion of the REMICs net in
come or net loss. For 2004, a portion of 
the REMIC net income taken into account 
by PRS was an excess inclusion, as de
fined in section 860E(c). 

Situation 2 

Trust TR2, a charitable remainder trust, 
holds a ten percent equity interest in Cor
poration R, which has elected, and is qual
ified, to be treated as a REIT under sub-



chapter M of the Code. Because R holds 
a residual interest in a REMIC. section 
860C(a) requires R to take into account 
its daily portion of the REMIC's net in
come or net loss. For 2004, a portion 
of the REMIC net income taken into ac
count by R was an excess inclusion, as de
fined in section 860E(c) R's real estate in
vestment trust taxable income (within the 
meaning of section 857(b )(2), excluding 
any net capital gain) was zero. 

LAW 

In general, section 702 requires each 
partner to take into account separately its 
distributive share of partnership items. 
Section 702(a)(7) requires a partner to 
take into account separately its distribu
tive share of a partnership's "other items 
of income, gain, loss, deduction, or credit, 
to the extent provided in regulations 
prescribed by the Secretary." Section 
1.702-1 (a)(8)(ii) provides: 

Each partner must also take into ac
count separately the partner's dis
tributive share of any partnership item 
which, if separately taken into account 
by any partner, would result in an in
come tax liability for that partner, or 
for any other person, different from 
that which would result if that partner 
did not take the item into account sepa
rately. 

Section 702(b) provides: 

The character of any item of income, 
gain, loss, deduction, or credit included 
in a partner's distributive share under 
paragraphs (I) through (7) of [section 
702(a)] shall be determined as if such 
item were realized directly from the 
source from which realized by the part
nership, or incurred in the same manner 
as incurred by the partnership. 

Section 860E(d) requires REITs, regu
lated investment companies, common trust 
funds, and subchapter T cooperatives, to 
allocate excess inclusion income to the 
shareholders, participants, and patrons. 
Section 860E(d) provides: 

If a residual interest in a REMIC is 
held by a [REIT), under regulations pre
scribed by the Secretary-

(I) any excess of-

(AJ the aggregate excess inclu
sions determined with respect to 
such interests, over 

(B) the real estate investment 
trust taxable income (within the 
meaning of section 857(b)(2), ex
cluding any net capital gain), 

shall be allocated among the share
holders of such trust in proportion 
to the dividends received by such 
shareholders from such trust, and 

(2) any such amount allocated to 
a shareholder under paragraph (I) 
shall be treated as an excess inclu
sion with respect to a residual inter
est held by such shareholder. 

Rules similar to the rules of the pre
ceding sentence shall apply also in the 
case of regulated investment compa
nies, common trust funds, and organi
zations to which part I of subchapter T 
[(sections 1381-1383») applies. 

Section 664(c) provides that a chari
table remainder trust "shall, for any tax
able year, not be subject to any tax im
posed by [subtitle A), unless such trust, for 
such year, has [UBTI] (within the mean
ing of section 512, determined as if part 
!II of subchapter F [(unrelated business 
income tax (UBIT) provisions under sec
tions 51 1-515)] applied to such trust)." 

Section 1.664-l(c) provides: 

If a charitable remainder trust has any 
lUBTI] (within the meaning of section 
512 and the regulations thereunder, de
termined as if part III, subchapter F, 
chapter I, subtitle A of the Code ap
plied to such trust) for any taxable year, 
the trust is subject to all of the taxes im
posed by subtitle A of the Code for such 
taxable year .... The taxes imposed by 
subtitle A of the Code upon a nonex
empt charitable remainder trust shall be 
computed under the rules prescribed by 
subparts A and C, part I, subchapter 
J, chapter I, subtitle A of the Code 
[(sections 641-646 and 661-664)J for 
trusts which may accumulate income or 
which distribute corpus. 

Section 860E(b) provides, ""If the 
holder of any residual interest in a REMIC 
is an organization subject to Lhe tax im
posed by section 511. the excess inclusion 
of such holder for any taxable year shall 
be treated as [UBTIJ of such holder for 
purposes of section 511." 

Section 860E(e)(6)(A) imposes a tax 
on certain REITs, partnerships and other 
pass-thru entities (as defined under section 
860E(e)(6)(B». Section 860E(e)(6J(A) 
provides, "[f. at any time during any 
taxable year of a pass-thru entity, a dis
qualified organization is the record holder 
of an interest in such entity, there is hereby 
imposed on such entity for such taxable 
year a tax equal to the product of-(i) the 
amount of excess inclusions for such tax
able year allocable to the interest held by 
such disqualified organization, multiplied 
by (ii) the highest rate of tax specified in 
:,ection 11 (b)( I )." For purposes of section 
860E(e)(6), section 860E(e)(6)(B) defines 
the term "pass-thm entity" to include 
any REIT and any partnership. Section 
860E(e)(5)(B) defines the term "disquali
fied organization" to include "any organi
zation (other than a cooperative described 
in section 521) which is exempt from tax 
imposed by [chapter I) unless such organ
ization is subject to the tax imposed by 
section 511." 

Section I .860E-2(b) of the Income Tax 
Regulations contains mles relating to the 
application of the pass-thru entity tax un
der section 860E(e)(6)(A). Among other 
things, § 1.860E-2(b)(4) provides, '"Div
idends paid by a RIC or by a REIT are not 
preferential dividends within the meaning 
of section 562( c) solely because the tax ex
pense incurred by the RIC or REIT un
der section 860E(e)(6) is allocated solely 
to the shares held by disqualified organi
zations." 

ANALYSIS 

1. Effect of allocatioll of excess inclusion 
income (() a charitable remainder trust on 
its eligibllitv for exemption from tax under 
section 664( c) for the taxable vear. 

As a partner of PRS, TRI has a dis
tributive share of the excess inclusion in
come of PRS. as determined under section 
702(a) and (b). If ~ection 860E(b) char
acterizes the excess inclusion income al
located to TRI as UBTI, TRJ will lose its 
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~xemption under section 664{c) for 2004. 
Section 860E(b) treats excess inclusIOn in
come as UBTI to the holder of a REMIC 
residual interest but only if the holder "IS 

an organization subject to the tax imposed 
by ~ection 511" (that is, subject to the 
UBIT). In the case of a charitable remain
der trust. section 664(C} employs the defi
nitional rules of section 512 and the other 
UBIT provisions to determine whether any 
of the trmt's income is UBTI, but it does 
not ,ubject the trust to section 511. (See 
the discussion below under Issue 2.) 

Whether section 860E(b) characterizes 
the excess inclusion income of charitable 
remainder trust~ as UBTI should be de
termined in light of the intent underly
ing section 860E and other REMIC provi
sions. A number of the REMIC provisions 
are comprehensive and complementary by 
design. If a tax-exempt entity holds the 
REMIC residual interest, the REMIC pro
vislOns ensure the taxation of excess inclu
sion income in all events, whether or not 
the tax-exempt holder of the REMIC resid
ual interest is a disqualified organization. 
A disqualified organization (as defined in 
section 860E(e)(5)(B)) is a tax-exempt en
tity that is not ~ubject to UBIT. Thu~, a dis
qualified organization cannot be subject to 
a tax on any excess inclusion income allo
cable to it. But other tax exempt entities 
are generally subject to UBIT and could 
be subject to a tax on excess inclusion in
come, subject to other requirements. 

With respect to disqualified organiza
tions, a REMIC i, required to have in 
place "reasonable arrangements designed 
to ensure that. . . residual interests in 
I the REMIC I are not [transferred to J dis
qualified organizations,. ." Section 
X60D(a)(6}. If an entity nonetheless trans
fers a REMIC residual interest to a disqual
ified organization, section 860E(e)( 1) im
pose~ a lax on the transferor. Further. if a 
pa,;;s-thru entity has a record equity owner 
that is a disqualified orgallization. the pass
thru entity must pay a tax on the amount 
of excess inclusion income that is alloca
ble to the disqualitied organization, Sec
til)n S60E( e J( 6)( A l. With respect to other 
tax-exempt entities {which are not disqual
ified organizations}. section 860E(b) gen
l'r~llly prm'ides that. if a tax-exempt entity 
that is subject to the UBIT holds a REMIC 
re,idual interest. the excess inclusion in
l'llIlk of that holder is UBTI. 
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Sections 860E(e)(6)(A) and 860E(b) 
are complementary provisions that should 
he interpreted consistently. If a pass-thru 
entity (whose equity owners may he dis
qualified organizations or other tilx-ex
empt entities) holds REMIC residual 
interests, the two sections ensure that the 
excess inclusion income is taxable ei
ther to the pass-thru entity (under section 
X60E(e)(6)(A» or to its tax-exempt eq
uity owner that is subject to UBIT (under 
section 860E(b», Characterizing as UBTl 
only the excess inclusion income that is 
allocable to tax exempt entities that are 
actually subject to the UBIT causes the 
two sections to operate consistently. 

As discussed below. a charitable re
mainder trust can never be SUbject to the 
UBIT Accordingly, TRl's distributive 
share of PRS's excess inclusion income is 
not UBTI under section 860E(b). 

2. Status of a charitable remainder trust 
as a disqualified organization. 

TR 1 and TR2 are charitable remainder 
trusts. Under section 664(c), a charitable 
remainder trust is exempt from tax under 
subtitle A of the Code, including chapter 
I, unless it has UBTI for the taxable year 
(determined as ifUBIT applied to the char
itable remainder trust). But if a charitable 
remainder trust has UBTI, it loses its sec
tion 664(c) tax exemption for the taxable 
year, and the resulting tax liability is deter
mined under the trust tax provisions of the 
Code. See § 1.664-1 (c). Thus, if a char
itahle remainder trust has UBTL that trust 
becomes an organization subject to the tax 
imposed by sections I and 641 but nor to 
the UBIT. Because a charitable remainder 
trust can never be subject to the UBIT, it is 
a disqualified organization, as defined in 
section 860E(e)(5), As charitable remain
der trusts, TR J and TR2 are disqualified OT

ganiLations. 

3. Application of the pass-thru entin' tax 
lInder section ROOE(ej(6)(A), 

PRS and Rare pass-thru entities, as 
defined in section 860E(e)(6)(B). For 
purposes of section 860E(e)(6)(A), PRS 
is treated as having allocated excess in
clusion income to TR J, a disqualified 
organization. equal to its distributive share 
of the excess inclusion income of PRS 
determined under section 702. Because 

R's real estate investment trust income is 
zero. all of R's excess inclusion income is 
allocable to its shareholders, R's excess 
inclusion income is allocable to TR2, also 
a disqualified organization. in proportion 
to the dividends paid to TR2 (determined 
without regard to any special allocation 
to TR2 of the expense for the tax under 
section 860E(e)(6). See * 1.860E-2(b)(4) 
(providing an exception to the preference 
dividend rule in section 562(c)), 

PRS and R have record equity own
ers that are disqualified organizations. to 
which e)(cess inclusion income is alloca
ble. Thus, PRS and R are subject to a 
tax under section 860E(e)(6)(A) on the 
amount of the excess inclusion income al
locable to TRl and TR2, respectively, at the 
highest rate specified in section II (b)( I ). 

HOLDINGS 

(I) Excess inclusion income allocated 
to a charitable remainder trust is not UBn 
to the charitable remainder trust and thus 
does not affect the charitable remainder 
trust's exemption from tax under section 
664( c) for the taxable year. 

(2) A charitable remainder trust is a dis
qualified organization for purposes of sec
tion 860E. 

(3) A pass-thru entity that has excess 
inclusion income allocable to a charitable 
remainder trust is subject to the pass-thru 
entity tax under section 860E(e)(6)(A). 
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to Collection Due Process 
Procedures Relating to Notice 
and Opportunity for Hearing 
Upon Filing of Notice of 
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AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final Regulations. 

SUMMARY: This document contains final 
regulations amending the regulations relat
ing to a taxpayer's right to a hearing under 
section 6320 of the Internal Revenue Code 
of 1986 after the filing of a notice of Fed
eral tax lien (NFTL). The final regulations 
make certain clarifying changes in the way 
collection due process (COP) hearings are 
held and specify the period during which a 
taxpayer may request an equivalent hear
ing. The final regulations affect taxpayers 
against whose property or rights to prop
erty the Internal Revenue Service (IRS) 
files a NFTL. 

DATES: Effective Date: These regulations 
are effective on November 16,2006. 

Applicability Date: These regulations 
apply to requests for CDP or equivalent 
hearings on or after November 16. 2006. 

FOR FURTHER INFORMATION 
CONTACT: Laurence K. Williams, 
202-622-3600 (not a toll-free number). 

SUPPLE.\1ENTARY INFORMATION: 

Background 

This document contains amendments to 
the Regulations on Procedure and Admin
istration (26 CFR part 301) relating to the 
provision of notice under section 6320 of 
the Internal Revenue Code to taxpayers of 
a right to a COP hearing (COP Notice) af
ter the IRS files a NFTL. Final regulations 
(T.D. 8979, 2002-1 c.B. 466) were pub
lished on January 18, 2002, in the Fed
eral Register (67 FR 2558) (the 2002 fi
nal regulations), The 2002 final regUla
tions implemented certain changes made 
by section 3401 of the Internal Revenue 
Service Restructuring and Refonn Act of 
1998 (Public Law 105-206, 112 Stat. 685) 
(RRA 1998), including the addition of sec
tion 6320 to the Internal Revenue Code. 

Section 3401 of RRA 1998 also added 
section 6330 to the Internal Revenue Code. 
That statute provides for notice to taxpay
ers of a right to a hearing before or, in 
limited cases, after levy. A number of 
the provisions in section 6330 concerning 
the conduct and judicial review uf a COP 
hearing are incorporated by reference in 
section 6320. On January 18, 2002, fi
nal regulations (T.D. gnO, 2002-1 C.B. 
477) under section 6330 were published in 
the Federal Register (67 FR 2549) along 
with the 2002 final regulatiuns under sec
tion 6320. 

On September 16, 2005, the IRS and 
the Treasury Department published in the 
Federal Register (70 FR 54681) a notice 
of proposed rulemaking and notice of pub
lic hearing (REG-I 50088-02, 2005-43 
I.R.B.774). The IRS received one set of 
written comments responding to the notice 
of proposed rulcmaking. Because no one 
requested to speak at the public hearing, 
the hearing was cancelled. After consid
ering each of the comments, the proposed 
regulations are adopted as amended by 
this Treasury decision. 

On August 17, 2006, the Pension Pro
tection Act of 2006, Public Law 109-280, 

120 Stat. 780 (the PPA), was enacted. 
Section 855 of the PPA amended section 
6330(d) of the Internal Revenue Code 
to withdraw judicial review of COP no
tices of determination from United States 
district court jurisdiction, leaving review 
solely in the United States Tax Court. Sec
tion 6330(d) is made applicable to section 
6320 hearings by section 6320(c). The 
amendment to section 6330(d), effective 
for notices of determination issued on 
or after October 17, 2006, requires the 
removal of references to district court re
view in the 2002 final regulations. This 
Treasury decision removes those refer
ences. 

The IRS and the Treasury Department 
have determined that a notice of proposed 
rule making and solicitation of public com
ments are not required to amend the reg
ulations to implement the modification to 
section 6330(d). These amendments are 
made solely to conform the regulations to a 
statutory change enacted by Congress. Be
cause the amendments do not involve any 
exercise of discretion or interpretation, the 
notice and public comment procedures are 
unnecessary. 

The comments and changes to the pro
posed regulations, and the amendments re
quired by the Congressional modification 
to section 6330(d), are discussed below. 

Summary of Comments and 
Explanation of Changes 

The comments suggested that the IRS 
be required to contact taxpayers who 
timely file an incomplete request for CDP 
hearing to give them the opportunity to 
perfect the request within a reasonable 
time period and further recommended that 
such contact be in writing and identify the 
infirmity requiring perfection. The com
ments also recommended that the final 
regulations establish a specific lime pe
riod during which taxpayers may, by right, 
amend or perfect their previously-filed yet 
incomplete CDP hearing request. The re
quest, according to the comments, should 
be considered timely if it is perfected 
within the applicable time period. 

Currently, the practice of the IRS is to 
contact taxpayers whose hearing requests 
fail to satisfy the requirement" specified 
by the existing regulations and ask these 
taxpayers to perfect their re4uests within a 
specified period of time. The IRS consid-
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Cr" rCljllc'>h perfected within the tim\.' ~peL
Ifieo to be timely. The intention of the IRS 
and the Treal.,ury Dcpartment il., to incor
porcHe thi" aomini ... trati\ I.' procedure intn 
the pmpo~ed regulation'>. Thl' final regu
lation" mOle ckarly :-.tate that the IRS will 
make a rea"onable allempl to cuntact tax
payers tll gm: them a rea~onable perioo of 
tIme tll perfect incomplete reque ... h. How
ever. the limdrame in which tu respond tll 
the rellue"t. and the method of delivery of 
the rellue,t (i.t'.. orally or in writing) are 
more appropriately addre~sed In the Inter
nal Re\enue Manual. The final regulations 
make clear that relluests perfected within 
the time period "pecified by the IRS will 
be considered timely. 

The final regulations do not adopt the 
I.,uggestion to establish a period of time 
during which a taxpayer is allowed to per
fect an incomplete [cljue"" without regard 
to a perfection reljuest from the IRS. The 
IRS and Treasury Department believe that 
the procedure i nClllporated into the final 
regulations is sufficient to permit taxpay
er ... to ensure their reyuesls are complete. 

The comments recommended that the 
IRS Offic\.' of Appeals (Appeals) be given 
the disnetion to permit a taxpayer to 
amend an imperfect hearing request after 
the period for perfecting the request has 
expired, if the taxpayer can demonstrate 
that such amendment furthers an alter
native to collection. This change to the 
regulations is unnecessary because Ap
peals is already empowered to exercise 
thi~ dl,cretion. Neither the ClIITent regula
tIons nor the pruposed amendmellls limits 
Appeals from exercising this discretion. 
Accmdingly. the final regulations do not 
adopt this recommendation. Further clari
fication, however, will be provided ill the 
Internal Revenue Manual. 

The commenb suggested that where a 
taxpayer fails to perfect a CDP hearing re
quest lIntil after the time period specified 
by the IRS. the perfected reljuest should 
be automatically treated as a request for an 
equi\ alent hearing. Treating untimely per
kcted reque~t, as equivalent hearing re
que,t, may unduly prolong the process in 
L'a,e, in which a taxpayer does not want 
an equi\aknt heanng. Accordingly. the fi
nal regulations do not adopt this sugge~
tiUll. Thl' final regulations. howc\C[, pro
\ Ide lhal Appeals \\ill determine the time
IIlles, of CDP hearing reljuests. The final 
rq,:ulatlllJl' "I,() add to the propLl~ed regu-
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latium that taxpayers makinn an untimel\' 
~ -

request will be provided the opportunity to 
haw the request for CDP hearing treated 
as a n~ljuest for equi\alent hearing, with
out submitting an additional reljues!. 

The comments requested that the final 
regulations give taxpayers whose hearing 
requests might be construed as making 
a frin)lous argument the right to amend 
their hearing requests to rai~e relevant, 
n()n-frivolllu~ issues. The comments fur
ther recommended that all taxpayers be 
given the right to supplement the hearing 
reljuest prior to the conference conducted 
by Appeals. 

These comments indicate concern that 
taxpayers may be unable to articulate rea
sons for disagreeing with the collection 
action that are satisfactory to Appeals. The 
reasons for disagreeing with the coIlec
tion action need not be detailed. To assist 
taxpayers in articulating reasons, the IRS 
is revising Form 12153, "Request for a 
Cof/ection Due Process Hearing," to add 
examples of the most common reasons 
taxpayers give for requesting a hearing, 
including requests for collection alterna
tives. In any event, the informal nature 
of the CDP hearing permits taxpayers and 
Appeals to discuss coIlection alternatives 
and issues not listed in the hearing request 
if such di~cussion will help resolve the 
case. Accordingly, the final regulntions do 
not adopt these recommendations. 

The comments urged that the final reg
ulatIons guarantee a face-to-face confer
ence for each taxpayer who presents a rel
evant, non-frivolous reason for disagree
ment with the collection action. If this 
recommendation is not adopted, the com
ments suggest that the regulations address 
and provide examples of when a face-to
face conference will not be granted. The 
final regulations do not adopt the recom
mendation to guarantee a face-to-face con
ference for each taxpayer raising a rele
vanL non-frivolous issue. The IRS and 
the Treasury Department agree with the 
comments that a face-to-face conference 
can be a useful forum for resolving a tax
payer's issues. The final regulations rec
ognize the importance of a face-to-face 
meeting by providing that taxpayers will 
ordinarily be offered an opportunity for a 
face-to-face conference. There will be in
qance~, however, when a face-to-face con
ference is not practical. The final regula
tiom identify typical situations in which 

a face-tn-face conference will be neithel 
necessary nor produeti\"l~. Except for these 
situation:" the IRS and the Treasury De
partment anticipate that Appeals will af
ford a face-tn-face meeting to taxpayers 
who request one. Nonetheless, unantic
ipated circumstances may arise in which 
granting a face-tn-face conference will not 
be appropriate. The final regulations give 
Appeals the flexibility needed to respond 
to unanticipated circumstances. 

Adoption of the comment requesting 
guidance on when a face-to-face confer
ence will not be granted is unnecessary. 
The final regulations retain descriptions of 
situations in which a face-to-face confer
ence will not be granted, as illustrated in 
the proposcd regulations. Further guid
ance on granting face-to-face conferences 
will bc provided in the Internal Revenue 
Manual. 

The comments suggested that a tax
payer who appears to be presenting only 
frivolous reasons be given an opportu
nity to provide relevant, non-frivolous 
reasons in order to obtain a face-to-face 
conference. Adoption of this recommen
dation is unnecessary. Correspondence 
sent by Appeals to taxpayers who make 
only frivolous arguments invites them to 
submit relevant, non-frivolous reasons. 
Appeals offers face-to-face conferences to 
taxpayers who respond by providing such 
reasons. 

The comments also suggested that the 
regulations define relevant and frivolous. 
The IRS and the Treasury Department 
believe that any attempt to define these 
terms is unnecessary and could result in 
underinclusive definitions. For example, 
the comments suggest that a frivolous is
sue be defined as an issue that is the same 
or substantially similar to an issue identi
fied as frivolous by the IRS in published 
guidance. It is not possible to anticipate or 
keep pace with the evolution of frivolous 
arguments through published guidance. 
Instead, taxpayers are advised to consult 
the lists of examples of frivolous argu
ments in IRS Publication 2105, "Why Do I 
Have to Pay Taxes" and on the IRS website 
in a document entitled "The Truth about 
Frivolous Tax Arguments." The names 
and web addresses of these documents, 
and a toll-free number to order Publication 
2105, will be added to the instructions 
to Form 12153 to help taxpayers avoid 
making these arguments. 



The comments recommended clarifica
tion of the proposed rule that a face-ta-face 
conference concerning a collection alter
native will not be granted unless the alter
native would be available to other taxpay
ers in similar circumstances. According 
to the comments, a taxpayer should not be 
denied a face-to-face conference because 
the requested collection alternative cannot 
be accepted, for example, because it ap
pears from financial information that the 
taxpayer can pay the liabilities in full. This 
proposed rule was not intended to deny 
a face-to-face conference because the re
quested collection alternative would not be 
accepted. The intention of this rule is to 
pennit the denial of a face-to-face confer
ence to discuss a collection alternative for 
which the taxpayer is not eligible. A lack 
of eligibility under IRS policy is tied to a 
taxpayer's compliance with the Federal tax 
laws, not to the taxpayer's financial cir
cumstances or ability to request the most 
appropriate alternative. For example. if the 
taxpayer has not filed all required tax re
turns, the taxpayer is not eligible for an of
fer to compromise or an installment agree
ment. 

In response to the concerns expressed 
in the comments, the final regulations am
plify the rule that a face-to-face conference 
to discuss a collection alternative will not 
be granted unless other taxpayers would be 
eligible for the alternative in similar cir
cumstances. The final regulations provide 
in A-D8 that Appeals in its discretion may 
grant a face-to-face conference if Appeals 
detennines that a face-to-face conference 
is appropriate to explain to the taxpayer 
the requirements for becoming eligible for 
a collection alternative. The final regula
tions also provide that taxpayers will be 
given an opportunity to demonstrate they 
are eligible for a collection alternative in 
order to obtain a face-to-face conference to 
discuss the alternative. Taxpayers will also 
be given an opportunity to become eligi
ble for a collection alternative in order to 
obtain a face-to-face conference. For ex
ample, under the final regulations, if a tax
payer appears to have failed to file all re
quired returns (and thus appears not to be 
eligible for an offer to compromise or an 
installment agreement), the taxpayer will 
be given an opportunity to demonstrate the 
inapplicability of the filing requirements 
or to file delinquent returns, in order to 
obtain a face-to-face conference. The fi-

nal regulations further provide that a tax
payer's eligibility for a collection alterna
tive does not include the taxpayer's ability 
to pay the unpaid tax. 

The comments expressed concern that 
the amendment providing a face-to-face 
conference at an Appeals office other than 
an office in which all officers or employ
ees had prior involvement could be con
strued as giving Appeals the discretion to 
deny a face-to-face conference even if the 
taxpayer would have been granted a face
to-face conference at the original location. 
The relevant sentence in A-DS in the fi
nal regulations has been rewritten to make 
clear that Appeals does not have discretion 
to deny a face-to-face conference at an al
ternate location if the taxpayer would have 
been granted a face-to-face conference but 
for the disqualification of the Appeals em
ployees at the original location. 

The comments suggested that the reg
ulations permit face-to-face conferences 
to be held not only at the Appeals office 
closest to the taxpayer's residence or, for a 
business taxpayer, the taxpayer's principal 
place of business, but also at the Appeals 
office closest to the taxpayer's school or 
place of employment, the authorized rep
resentative's place of business, or some 
other location convenient to the taxpayer 
or the taxpayer's representative. The IRS 
and Treasury Department believe the rules 
for CDP hearings should be consistent 
with the treatment of other proceedings 
in Appeals. The long-standing practice 
of Appeals in cases not docketed in the 
Tax Court is to grant face-to-face confer
ences in the Appeals office closest to the 
taxpayer's residence or principal place of 
business. The practice is retained in the 
final regulations. Appeals will, however, 
attempt to accommodate reasonable re
quests to hold the face-to-face conference 
at an Appeals office more convenient to 
the taxpayer. 

The comments expressed concern that 
the definition of prior involvement under 
section 6320(b)(3) or 6330(b)(3) in the 
proposed regulations could be construed 
too narrowly in two ways. First, the def
inition of prior involvement as involve
ment in a prior hearing or proceeding could 
be read to exclude involvement in some 
informal settings, e.g., the Appeals offi
cer's participation in a mediation session. 
In order to clarify that no such limitation 
is intended. the final regulations substi-

tute matter for hearing or proceeding in 
A-D4 of paragraph (d)(2). Second, defin
ing prior involvement to exist when the 
Appeals otlicer previously considered the 
same tax liability could be construed as 
excluding from the definition instances in 
which the Appeals officer previously con
sidered questions bearing only on collec
tion issues, The final regulations adopt the 
suggestion in the comments to remove the 
word liability in A-D4 in order to elimi
nate the potential interpretation that there 
is a distinction between liability and col
lection issues in determining prior involve
ment. 

The comments also requested that a 
mediation example be added to paragraph 
(d)(3). The IRS and the Treasury De
partment believe that the change made 
to A-D4 adequately clarifies the defini
tion of prior involvement. This example 
and others will be added to the Internal 
Revenue Manual to ensure the proper ad
ministration of sections 6320(b )(3) and 
6330(b)(3). 

The comments recommended that the 
regulations address the treatment of ex 
parte communications during CDP hear
ings. The rules applicable to ex parte 

communications during CDP hearings and 
other Appeals proceedings are provided 
in Rev. Proc. 2000-43, 2000-2 C.B. 404. 
Therefore, these rules are not duplicated 
in the regulations under sections 6320 and 
6330. 

The comments recommended that the 
regulations be amended to provide that 
self-reported tax liabilities may be dis
puted in a CDP hearing. The final regula
tions adopt this recommendation. See also 
Montgomery v. Commissioner, 122 T.c. I 
(2004), acq. 2005-51 I.R.B. 1152. 

The comments also requested changes 
in the existing regulations' interpreta
tion of preclusive events under sec
tion 6330(c)(2}(B). Under section 
6330(c)(2)(B), during a CDP hearing. 
a taxpayer may challenge the existence or 
amount of the underlying tax liability for 
any tax period if the person did not receive 
any statutory notice of deficiency for such 
tax liability or did not otherwise have an 
opportunity to dispute such tax liability. 
Section 6330(c)(2)(B) is made applica
ble to section 6320 hearings by section 
6320(c). According to the comments. the 
only opportunity to dispute the tax liability 
that is sufficient to prevent the taxpayer 
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frulll challenging lile liahilit) 111 a CUP 

hearing i~ the prillr oppllrtunity to di,pute 

th~ Ilahility 111 a Judicial tllntill. The IRS 

and the TI"',I~lIr) [)q~artl1lent helie\ e that 

the ni,ting reguLttlon\ tillT"ctl) ilK/ude 
,Ill oppmtllnity fur an Appeal, l'llllkrenc,' 

a" a preelu~i\t· prior oppmtl1nity, The tat 
of ~ecti()n h.i~O( c 112)( 61 does not con
tain langudge limiting prillr ()ppmtllllItle~ 

tll Judicial prul'eedll1g, t'lll\1"cmer. it i, 
c()n,i,tent for a taxpayer \\ho has had :In 
\lpportullit) to oht,lln a determination of 
lidhility hy r\ppeal, in llne admiIli~trati\l' 
hearing tIl he precluded from ohtaining 
an -\ppeal, detcrminatilln in ,i ,uh,equent 

C1W admilmtrati\e hearing \.I. ith respect 
to the ,ame liahilit). This interpretation Ill' 
section 6330( c)( 2)( B) has heen upheld hy 
the l'()lIrt~, See, e.g .. Pel/lccit! t·. Uniled 

Sill/es, 2.sJ 1--. Supp. 2d 25X, 261-62 
(D Conn. 20m). Accordingly, the final 
regulations do 110t adopt thi, suggestion. 

i\ltcrnatiwly, the comments also rec
ommeIllkd that the regulations specify that 
a pre-C UP Appeals conference is not a 
prior opportunity to dispute liahility un
der ~ection 6330(c)(2)(B) if the receipt of 
the conferenn: was conditioned upon the 
taxpayer's agl\:ellll:llt (() extend the a~~e~~
ment statute of limitation, with rc:-.pect to 
the Iiahi lity and the taxpayer declined to 
extend the ,tanlte, The IRS and Trea
sury Depanment helicvc this addition is 
unnecessary. For taxe, subject to defi
ciency procedures, the relevanL pre-a,
,essment "prior opportunity" IS the receipt 
of the notice of deficiency. The offer of 
an A.ppeals confercnce prior to receipt of 
the notice of dcficiency does not consti
tute an opportunity to dispute liahllity un
dn sectlll1l hi.iO(cl(2)(13) This interpre
tatil)t1 of :-.ection 6.-nO(c)(2)(131 has heen 
added to paragraph (e)( 3) A-E2 to remove 
allY uncertainty ahol/t thi~ matter. For li
ahilitle, not subject ttl deficiency proce
dllIt'" the offer of an Appeal., conference 
prtnr to a"eS,mCl1t constitute, an oppor
tunity tll dispute the liahllity under sec
tl\\n o330(c)(2)(H). Appeals conferences 
tn l'onsiLier tilese types llf liahilities are 
r,lrciy conditioned UpOIl an cxtension of 
the asse,'ll1ellt statute of limitatiolls. The 
IRS generall \ makes l'Ollditional offers of 
,\ (Onkrclll'e (lnl y when a taxpaYl'r makes 
,In lII1tillll'ly It'quest for rC\'icl\' of a pro
j1ll'l'd rrll,t Fund RCl'lll'ery Penalty pur
'llant tIl ;1 Letter 1/53 and Ic.ss than one 
y,'ar remain.\ un the ass('\\mcnt \tatutl' nf 
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limitations. In thIS CirCLll11stancl',IH\\\'t'\l'r. 

the opportunity for an Appeal~ conference 
offered ill the I.ettl'!" 115J con\tilll!Cs the 
opportunity tIl dispute the liability under 
\cL'tioll fl.'.lO( L')( 2)( H L Tilt' conditiollal 01-
kr made ;Ifter the expiration of the prim 
opportunity provided in the Letter 1153 is 
IITekvant. For these reasons, the final reg
ulatioll\ lil) not adopt this C01l1Jllt'llt 

The C011lmenh objected to the additioll 
of a definition of administrative record to 
the regulations as an attempt to overrule 
the Tax Court'~ decision in Ro/Jillftte I'. 

CllllIllli.l.liollcr, In TC. X5 (2004), re\,'d, 

·n9 FJd 455 (Xth ('ir. 200fl). The assump
tion that No/)il/ttle eliminated <lily role for 
an administrative record in CDP coun pro
ceedings i~ not supported by the Cour!' s 
opinion, While the Tax Coun held in 
Robinell" that it was not required to limit 
its abuse-of-discretion review to the ad
ministrative record. it did n()t reject the 
utility of an administrative record, Subse
quent to the suhmission of the comJllents, 
the United StaleS Court of Appeals for 
the Eighth Circuit reversed the Tax Court 
and held that abuse-of-discretion review in 
COP ca~es is limited to the administrative 
record, Robinc{(c \', CO/lllllissioller, 439 
F,3d 455 (Xth Cif. 20(6). for these rea
sons, it is important that taxpayers and the 
IRS have a common understanding of the 
:;copc of the administrative record, The 
definition is retained in the final regula
tions, 

The comments suggested that the pro
posed definition of the administrative 
record permits Appeals officers and em
ployees to exclude from the record for 
judiL'ial review Issues, arguments, and ev
idence presented orally by the taxpayer, 
and to exclude written communications 
and doclIments. The administrative record 
definition is not intended to suggest that 
the reviewing court is not permitted tu 
determine the contenh of the administra
t i ve record or the recoru' s adeq uacy in 
<In individual CJse. The revicwing court 
has the authority to rcceive evidence con
cerning what happened during the COP 
hearing, The definition is provided to 
estahli~h for the benefit of the IRS and 
taxpayers a ha~eline description of what 
~ach adlllini~tratl\'e record should contain 
to ensure a recOId sufficient for judicial 
review. The final regulations have not 
heen changed in this regard, The final 
regulatil)!ls, however, adopt the ~ugges-

tHlll tilat the description uf thl.' case file 
III A-D7 and In the definition of admin-
1~lrati\e I"l'l'onl in A-F6 of the proposed 
rl'gulations (redesignated as A-f-l in the 
fill,t! rt'gulati()I1~) he madl' L'onsistenl. 

The L'Ol11lllent, recommended that the 

final regulations rcquire each Appeals of
ficer to include in the notice of determi
nation a list of tilL' dtllllillenh thl' Appeals 
officer beliC\es arc included in the admin
istrative record. The justification for this 
proposed requirement is that the list would 
assist the taxpayer in deciding whdher to 
seek judicial review. The list of docu
ments. according to the comments, will 
also a~sist the court and taxpayers seek
ing review to more efficiently ascertain 
whether there was an aousc of disnetion. 

The fi nal regulations do not adopt this 
recoll1lllendation. Requiring App\.'als offi
cers to prepare a list of documents consti
tuting the administrative record in each of 
the thousands of cases handled each year 
would impose a heavy burden on Appeals 
without a commensurate henefit to taxpay
ers, The notice of determination issued in 
each case descrihes the facts and reasons 
supporting the Appeals officer' s determi
nation and should provide an adequate ba
sis for the taxpayer's decision whether to 
seek judicial review. 

The IRS and the Treasury Department 
acknowledge that disputes have arisen 
with respect to the contents of the ad
ministrative record in COP cases and 
that there arc no special rules in place to 
resolve these disputes, An appropriate 
solution could involve the Tax Court's 
development of rules governing the prepa
ration and submission of the administra
tive record for abuse-of-discretion review, 
particularly now that the recently-enacted 
Pension Protection Act of 2006 requires 
all COP cases to he litigated in the Tax 
Court. 

The comments ~uggested removal of 
the limitation in the existing regulations 
that a taxpayer is precluded from obtaining 
judicial review of an issue not raised with 
Appeals during the COP hearing. As an 
alternative, the comments recommended 
that a taxpayer only be prevented from 
raising those i~sues the taxpayer could 
have, but failed to raise during the COP 
hearing. Thc limitation ill the existing reg
ulations impiemcnb a oasic principle of 
administrative law that tho,>e seeking re
view of an i,sue must first give the agency 



the opportunity to evaluate and respond to 
the issue. This limitation has been upheld 
in the courts. See Robinette v. Com
missioner, 123 T.C. 85, 101-102 (2004), 
rev'd on other grounds, 439 F.3d 455 (8th 

CiT. 2006); Magana v. Commissioner, 
1I8 T.C. 488, 493 (2002); Abu-Awad v. 
United States, 294 F. Supp. 2d 879, 889 
(S.D. Tex. 2003). Accordingly, the final 
regulations do not adopt either of these 
recommendations. 

The comments recommended that if the 
limitation on the taxpayer's ability to raise 
new issues during judicial review is re
tained, then the amendment to A-F5 (re
designated as A-F3 in the fi nal regula
tions) should clarify that a taxpayer need 
not provide the evidence specified by Ap
peals with respect to an issue in order to 
present "any evidence" necessary to prop
erly raise the issue. The IRS and the Trea
sury Department believe this change is un
necessary. The revision to A-FS (redes
ignated as A-F3) does not suggest that the 
"any evidence" needed to avoid preclusion 
must be the evidence speci fied by Appeals. 
The revised language simply requires that 
the taxpayer submit some evidentiary sup
port. This suggestion is not adopted in the 
final regulations. 

The comments also suggested adding 
that a taxpayer need not provide any evi
dence to avoid preclusion if the case file 
already contains evidence with respect to 
that issue. This addition is not necessary. 
If the case file contains all the information 
needed for a decision on an issue, an Ap
peals officer will not request any additional 
evidence and the revised language in A-F5 
(redesignated as A-F3 in the final regula
tions) will not apply. In the unlikely event 
that an Appeals officer making a determi
nation on an issue requested information 
already in the file, a reviewing court should 
find the taxpayer's failure to provide any 
evidence does not prevent the issue from 
being raised. The final regulations do not 
adopt this recommendation. 

The comments urged that the regula
tions make clear that the authority of Ap
peals officers to determine the validity, 
sufficiency and timeliness of a CDP no
tice does not alter or limit the authority 
of the reviewing court to make the same 
determination. The IRS and the Treasury 
Department believe this clarification is un
necessary. It is well-settled that review
ing courts have the authority to determine 

the validity. sufficiency LInd timeline~s of 
a CDP notice. See, c.g., Kl'IlIledy I'. COIll
missioner, 1/6 I.c. 255 (2001). This clar
ification is not adopted in the final regub
tions. 

The comments recommended that ad
ministrative rules similar to those devel
oped under section 60 I 5 be added to the 
regulations. The regulations state that a 
spousal defense raised under section 66 or 
60 ISis governed by section 66 or 60 I 5 and 
the regulations and procedures thereun
der. Sec Treas. Reg. * 301.6320-I(e)(2). 
To the extent it is determined that further 
guidance is necessary, sllch guidance will 
be in the form of additions to the Internal 
Revenue Manual. The final regulations d() 
not adopt this recommendation. 

The final regulations include amend
ments to the existing regulations to remove 
references to judicial review by United 
States district courts. The Pension Protec
tion Actof2006, Public Law 109-280, 120 
Stat. 780, ~ 855 amended section 6330(d) 
to eliminate the jurisdiction of the district 
courts to review notices of determination, 
leaving the Tax Court with sole jUflsdic
tion. Section 6330(d) i~ made applicable to 
section 6320 hearings by section 6320(c). 
To make clear in the regulations that ju
dicial review is available only in the Tax. 
Court, Q&A-F3 and Q&A-F4 in the ex
isting regulations are removed by the final 
regulations and Q&A-F5 and Q&A-F6 in 
the proposed regulations are redesignated 
as Q&A-F3 and Q&A-F4 in the final reg
ulations. In addition, only the Tax Court 
is now mentioned in A-Ell, paragraph 
(f)(l), A-FI, redesignated Q&A-F3 and 
Q&A-F4, Example I of paragrLlph (g)(3). 
Q&A-H2 and redesignated Q-I6. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executi ve Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.c. chapter 
5) does not apply to these regulations. In 
particular, the IRS and the Treasury De
partment find for good cause that a no
tice of proposed rulemaking and solicita
tion of public comments are unnecessary 
to amend the existing regulations to imple
ment the modification of section 6330(d) 

hy the Pelbion Protection Act of 2006. 
Puhlic Law IO\)-2XO, 120 Stat. no. These 
amendments are made slliely to conform 
the regulations to the statutory change en
acted by Congress. The amendments do 
not involve any exercise of discretion or 

interpretation by the IRS or Treasury De
partment and the removal of United States 
district court jurisdiction would berome 
effecti ve even if the amendments were not 
made. Accordingly, the notice and pub
lic comment procedures do tlot apply. Be
cause the regulations do not impose a col
lection of information on <;mall entities, the 
Regulatory Flexihility Act (5 USc. chap
ler 6) does not apply. Pursuant to section 
7805(f) of the Internal Revenue Code. the 
proposed regulations were submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
it.s impact on small business. 

Drafting Information 

The principal author of these regula
tions is Laurence K. Williams, Office of 
Associate Chief Counsel, Procedure and 
Administration (Collection. Bankruptcy 
and Summonses Divi~ion). 

* * * * * 

Adoption of Amendments to the 

Regulations 

Accordingly, 26 CFR part 301 IS 

amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation for 
part 301 continues to read, in part, as fol
lows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.6320-1 is amended 

as follows: 
I. Paragraph (cJ(2l A-CI, Q&A-C6 

and A-C7 are revised. 
2. Paragraph (d)(2) A D4 and A-D7 

are revised. 
3. Paragraph (d)(2) Q&A-D8 is added. 
4. Paragraph (d)(3) is added. 
5. Paragraph (e)( I) is revised. 
6. Paragraph (e)(3) A-E2, A-E6. A-E7 

and A-Ell are revi.'oed. 
7. Paragraph (fl(l ) is revised. 
8. Paragraph (f)(2) A-FI is revised. 
9. Paragraph (0(2) Q&A-f3 is re

moved. 
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10. Paragraph (fl(2) Q&A-F5 is re
vised and redesignated Q&A-F3. 

II. Paragraph (O( 2) Q&A-F4 is re
vised. 

12. Paragraph (g)(3) Example I is re
vised. 

13. Paragraph (h)(2) Q&A-H2 is re
vised. 

14. Paragraph (i)(2) Q-15 j, revised and 
redesignated Q-I6. 

15. Paragraph (i)(2) A-IS IS redesig
nated A-16. 

16. Paragraph (i)(2) Q&A-Il through 
Q&A-14 are redesignated Q&A-12 
through Q&A-15. 

17. Paragraph (i)(2) Q&A-I I and 
Q&A-17 through Q&A-III are added. 

18. Paragraph (j) is revised. 

§301.6320-1 Notice Gild opporlllllityfor 
heuring lIpOIl jilill,!; (!lllotice of Federul 
tax liell. 

* * * * * 
(c) * * * 
(2) * * * 
A-C I. (i) The taxpayer must make 

a request in writing for a CDP hearing. 
The request for a CDP hearing shall in
clude the information and signature spec
ified in A-Cl(ii) of this paragraph (c)(2). 
See A-D7 and A-08 of paragraph (d)(2). 

(ii) The written request fur a CDP hear
ing must be dated and must include the fol
lowing: 

(A) The taxpayer's name, address, 
daytime telephone number (if any), and 
taxpayer identification number (e.g., SSN, 
ITIN or EIN). 

(8) The type of tax involved. 
(C) The tax period at issue. 
(D) A statement that the taxpayer re

quests a hearing with Appeals concerning 
the filing of the NFTL. 

IE) The reason or reasons why the 
taxpayer disagrees with the filing of the 
NFTL. 

(F) The signature of the taxpayer or the 
taxpayer's authorized representative. 

(iii) If the IRS receives a timely written 
request for CDP hearing that does not sat
isfy the requirements set forth in A-C I (ii) 
ofthi~ paragraph (cJ(2), the IRS will make 
a reasonable attempt to contact the tax
payer and request that the taxpayer com
ply with the unsatisfied requirements. The 
L1Xpayer must perfect any timely written 
request for a COP hearing that does not sat-
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isfy the requirements set forth in A-C I (ii) 
of this paragraph (c)(2) within a reasonahle 
period of time after a request from the IRS. 

(iv) Taxpayers are encouraged to use 
Form 12153, "Request for a Collection 
Dill' Process Hearing." in requesting a 
CDP hearing so that the request can be 
readily identified and forwarded to Ap
peals. Taxpayers may obtain a copy of 
Form 12/53 by contacting the IRS office 
that issued the COP Notice. by down
loading a copy from the IRS Internet site. 
lI'WlI'. irs. gol'lpllblirs-pdllll 2 1 53.pdf. or by 
calling. toll-free. 1-800-829-3676. 

(v) The taxpayer must affirm any timely 
written request for a CDP hearing which 
is signed or alleged to have been signed 
on the taxpayer's behalf by the taxpayer's 
spouse or other unauthorized representa
tive by filing. within a reasonable period of 
time after a request from the IRS. a signed, 
written affirmation that the request was 
originally submitted on the taxpayer's be
half. If the affirmation is filed within a rea
sonable period of time after a request, the 
timely CDP hearing request will be consid
ered timely with respect to the non-sign
ing taxpayer. If the affirmation is not filed 
within a reasonable period of time after a 
request, the CDP hearing request will be 
denied with respect to the non-signing tax
payer. 

* * * * * 
Q-Co. Where must the written request 

for a CDP hearing be sent? 
A-C6. The written request for a CDP 

hearing must be sent, or hand delivered (if 
permitted), to the IRS office and address 
as directed on Lhe COP Notice. If the ad
dress of that office does not appear on the 
COP Notice, the taxpayer should obtain 
the address of thc office to which the writ
ten request should be sent or hand deliv
ered by calling, toll-free, 1-800-829-1040 
and providing the taxpayer's identification 
number (e.g., SSN, ITIN or EIN). 

* * * * * 
A-C7. If the taxpayer does not request 

a COP hearing in writing within the 30-day 
period that commences on the day after 
the end of the fi ve-business-day notifica
tion period, the taxpayer foregoes the right 
to a CDP hearing under section 6320 with 
respect to the unpaid tax and tax periods 
shown on the COP Notice. A written re
quest submitted within the 30-day period 
that does not satisfy the requirements set 

forth in A-C I (ii)(Al. (B). (C). (D) or(F) of 
this paragraph (c)(2) is considered timely 
if the request is perfected wilhin a reason
ahle period of time pursuant to A-CI(iii) 
of this paragraph (c)(2). If the request for 
CDP hearing is untimely, either because 
the request was not submitted within the 
30-day period or not perfecled within the 
reasonable period provided, the taxpayer 
will be notified of the untimeliness of the 
request and offered an equivalent hearing. 
In such cases. the taxpayer may obtain an 
equivalent hearing without submitting an 
additional request. See paragraph (i) of 
this section. 

* * * * * 
(d) * * * 
(2) * * * 
A-04. Prior involvement by an Ap

peals officer or employee includes partic
ipation or involvement in a matter (other 
than a COP hearing held under either sec
tion 6320 or section 6330) that the tax
payer may have had with respect to the 
tax and tax period shown on the CDP No
tice. Prior involvement exists only when 
the taxpayer, the tax and the tax period at 
issue in the CDP hearing also were at is
sue in the prior non-CDP matter, and the 
Appeals officer or employee actually par
ticipated in the prior matter. 

* * * * * 
A-D7. Except as provided in A-08 

of this paragraph (d)(2), a taxpayer who 
presents in the CDP hearing request rel
evant, non-frivolous reasons for disagree
ment with the NFTL filing will ordinarily 
be offered an opportunity for a face-to-face 
conference at the Appeals office closest to 
taxpayer's residence. A business taxpayer 
will ordinarily be offered an opportunity 
for a face-to-face conference at the Ap
peals office closest to the taxpayer's prin
cipal place of business. If that is not satis
factory to the taxpayer, the taxpayer will be 
given an opportunity for a hearing by tele
phone or by correspondence. In all cases, 
the Appeals officer or employee will re
view the case file, as described in A-F4 
of paragraph (f)(2). If no face-to-face or 
telephonic conference is held, or other oral 
communication takes place, review of the 
documents in the case file, as described in 
A-F4 of paragraph (f)(2), will constitute 
the CDP hearing for purposes of section 
6320(b). 



Q-D8. In what circumstances will 
face-to-face COP conference not be a 

granted? 
A-D8. A taxpayer is not entitled to 

a face-to-face COP conference at a loca
tion other than as provided in A-D7 of this 
paragraph (d)(2) and this A-D8. If all Ap
peals officers or employees at the location 
provided for in A-D7 of this paragraph 
(d)(2) have had prior involvement with the 
taxpayer as provided in A-D4 of this para
graph (d)(2), the taxpayer will not be of
fered a face-to-face conference at that lo
cation, unless the taxpayer elects to waive 
the requirement of sec lion 6320(b)(3). The 
taxpayer will be offered a face- to-face con
ference at another Appeals otlice if Ap
peals would have offered the taxpayer a 
face-to-face conference at thc location pro
vided in A-D7 of this paragraph (d)(2), 
but for the disqualification of all Appeals 
officers or employees at that location. A 
face-to-face COP conference concerning a 
taxpayer's underlying liability will not be 
granted if the request for a hearing or other 
taxpayer communication indicates that the 
taxpayer wishes only to raise irrelevant or 
frivolous issues concerning that liahility. 
A face-to-face COP conference concern-
ing a collection alternative, such as an in
stallment agreement or an offer to compro
mise liability, will not be granted unless 
other taxpayers would be eligible for the 
alternative in similar circumstances. For 
example, because the IRS does not con
sider offers to compromise from taxpay
ers who have not filed required returns or 
have not made certain required deposits 
of tax, as set forth in Form 656, "Offer 
in Compromise," no face-to-face confer
ence will be granted to a taxpayer who 
wishes to make an offer to compromise 
but has not fulfilled those obligations. Ap
peals in its discretion, however, may grant 
a face-to-face conference if Appeals deter
mines that a face-to-face conference is ap
propriate to explain to the taxpayer the re
quirements for becoming eligible for a col
lection alternative. In all cases, a taxpayer 
will be given an opportunity to demon
strate eligibility for a collection alternative 
and to become eligible for a collection al
ternative, in order to obtain a face-to-face 
conference. For purposes of determining 
whether a face-to-face conference will be 
granted, the determination of a taxpayer's 
eligibility for a collection alternative is 
made without regard to the taxpayer's abil-

ity to pay the unpaid tax. A face-to-face 
conference need not bc granted if the tax
payer does not provide the required infor
mation set forth in A-CI(ii){E) of para
graph (c)(2j. See also A-CI(iii) of para
graph (c)(2). 

(3) Examples. The following examples 
illustrate the principles of this paragraph 
(d): 

Exwllrle 1. Individual A timely re4ue,h a COP 
hearing concerning a NFTL filed with re,pect to the 
1998 income lax liability as,e~,ed again)t individ
ual A. Appeal, employee B previnu,ly conducted a 
COP hearing regarding a propmed levy for individ
ual A's 1998 income tax liability. Because employee 
B·s only prior involvement wah individual A·s 1998 

income tax liabi lity wa' in connec·tion with <l sec
tion 6:BO CDP hearing. employee B may conduct the 
CDP hearing under section 6320 involving the "lFTL 
filed for the I 998 income tax liability. 

Example 2. Individual C timely requesh a COP 
hearing conceming a I'FTL filed with re'pect to the 
1998 income tax liability assessed ag<linst tndividual 
C. Appeals employee D previously conducted a Col
lection Appeal> Program (CAP) hearing regarding a 
NFTL filed Wilh respect to individual C's 1998 in
come tax liabilIty. Because employee D's prior in
volvement wilh individual C's 199H income tax li
ability was in connection with a non-COP hearing. 
employee 0 may not conduct the CDP heanng under 
section 6320 unie" individual C waives the retjuire
ment that the hearing will be conducted by an Appeals 
officer or employee who has had no prior invohe
ment with respect to individual ('I 1998 tncomc tax 
Iiahility. 

Example 3. Same facts as in Example 2. except 
that the prior CAP hearing only involved individual 
C's 1997 income tax liability and employment tax lia
bilities for 1998 reported on Form 94/. ··Emplover's 
Quarterll Federal Tax Return."' Employee 0 would 
not be considered to have prior involvement because 
the prior CAP hearing in whIch she participated did 
not involve indiVIdual Cs 199R inc·ome tax liahility. 

Example 4. Appeal, employee F is a~stgned to a 
COP hearing concerning a NFTL filed with re'pect 
to a tru,t fund recovery penalty (TrRP) asse'"ed pur
suant to section 6672 agamst individual E. Appea\<' 
employee F participated in a prior CAP hearing In

volving individual E" \ 1999 income tax liability. and 
participated in a CAP hearing involving the employ
ment taxes of business entity X. which mcurred the 
employment lax liability to which the TFRP "-,,cs,ed 
against individual E reiates. Appeah employee F 
would not he considered to have prior involvement 
because the prior CAP hearings in which he partic
ipated dId not directly involve the TFRP as,e'>,ed 
against individual E. 

Example 5 Appeal, employee G is a,'igned [0 a 
COP hearing concerning a NFrL hied WIth respect 
to a TFRP assessed pur,uant to sec lion 6672 again,t 
individual H. III preparing for the COP hearing. Ap
peals employee G reviews the Appeals case file con
cernmg the pnor CAP hearing mvolvmg the TFRP 
assessed pursuant to section 6672 agamst individual 
H. Appeals employee G I' not deemed to have par
ticipated in the previous CAP hearing Ifl\olving the 
TFRP assessed against individual H by such review. 

(e) Mutters cOllsidered (I/ CDP hear
illg-( I) In Ref/era!. Appeals will deter
mine the timeliness of any request for a 
CDP hearing that is made by a taxpayer. 
Appeals has the authority to determine the 
validity. sufficiency, and timeliness of any 
Cop Notice given by the IRS aad of any 
request for a CDP hearing that is made hy 
a taxpayer. Prior to issuance of a determi
nation, Appeals is required to obtain veri
fication from the IRS office collecting the 
tax that the requirements of any applica
ble law or administrati ve procedure with 
respect to the fi ling of the NFTL have been 
met. The taxpayer may raise any rele
vant issue relating to the unpaid tax at the 
hearing, including appropriate spousal de
fenses, challenges to the appropriateness 
of the NFTL filing, and offers of collection 
alternatives. The ta\payer also may raise 
challenges to the existence or amount of 

the underlying liability. including a liabil
ity reported on a self-filed return, for any 
tax pcriod specified on the CDP Notice if 
the taxpayer did not receive a statutory no
tice of deficiency for that tax liability or 
did not otherwise have an opportunity to 
dispute the tax liability. Finally, the tax
payer may not raise an issue that was raised 
and considered at a previous CDP hearing 
under section 6330 or in any other previ
ous administrative or judicial proceeding 
if the taxpayer participated meaningfully 
in such hearing or proceeding. Taxpayers 
will he expected to provide all relevant in
formation requested by Appeals, including 
financial statements, for its consideration 
of thc facts and issues involved in the hear
mg. 

:.(.: * * * * 
(3) ~ * "' 
A-E2. A taxpayer is entitled to chal

lenge the existence or amount of the under
lying liability for any tax periOd specified 
on the CDP Notice if the taxpayer did not 
receive a statutory notice of deficiency for 
such liability or did not otherwise have an 
opportunity to dispute such liability. Re
ceipt of a statutory notice of deficiency for 
this purpose means receipt in time to peti
tion the Tax Court for a redetermination of 
the deficiency determined in the notice of 
deficiency. An opportunity to dispute the 
underlying liability includes a prior oppor
tunity for a conference with Appeals that 
was offered either before or after the as
sessment of the liability. An opportunity 
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for a conference with Appeals prior to the 
assessment of a tax subject to deficiency 
procedures is not a prior opportunity for 
thi~ purpose. 

A-E6. CullectiuIl alternati\e~ include. 
for example. a proposal to withdraw the 
l'\FTL in circumstances that \\ ill facilitate 
the collection of the tax liability. subor
dination of the NFTL discharge of the 
N FTL from specific property. an install
ment agreement. an offer to compromise. 
the posting of a bond. or the substitution 
of other assets. A collection alternative is 
not available unless the alternative would 
be available to other taxpayers in similar 
circumstances. See A-D8 of paragraph 
(d)(2). 

* * * * * 
A-E7. The taxpayer may raise appro

priate spousal defenses, challenges to the 
appropriateness of the NFTL filing, and of
fers of collection alternatives. The exis
tence or amount of the underlying liability 
for any tax period specified in the CDP No
tice may be challenged only if the taxpayer 
did not have a prior opportunity to dispute 
the tax liability. If the taxpayer previollsly 
received a COP Notice under section 6330 
with respect to the same tax and tax period 
and did not request a COP hearing with re
spect to that earlier CDP Notice. the tax
payer had a prior opportunity to dispute the 
existence or amount of the underlying tax 
liability. 

* * * * * 
A-E II. No. An Appeals officer may 

consider the existence and amount of the 
underlying tax liability as a part of the COP 
hearing only if the taxpayer did not receive 
a statutory notice of deficiency for the tax 
liability in question or otherwise have a 
prior opportunity to dispute the tax liabil
ity. Similarly, an Appeals officer may not 
consider any other issue if the issue wa~ 
raised and considered at a previous hear
ing: Llnder section 6330 or in any other pre
\ ious administrative or judicial proceed-
1Ilg: in which the per~on seeking to raise 
the issue meaningfully participated. In the 
Appeals officer' s sole discretion, however, 
the Appeals officer may consider the exis
tence or amount of the underlying tax lia
billt:-. or such other precluded issue~, at the 
"lllle time ,\'- the CDP hearing. Any deter
mination, however. [mde by Ihe Appeals 
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officer with respect to such a precluded is
~ue shall not be treated as part of the Notice 
of Determination issued by the Appeals of
ficer and will not be subject to any judi
cial review. Because any decisions made 
by the A ppeals offiCer on sllch precl uded 
is.'\ues are not properly a part of the COP 
hearing. such decisions are not required to 
appear in the Notice of Determination is
sued following the hearing. Even if a de
cision concerning such precluded issues is 
referred to in the Notice of Determination, 
it is not reviewable by the Tax Court be
cause the precluded issue is not properly 
part of the COP hearing. 

* * * * * 
(0 Judicial re\'iew of Notice of De

lermillation-( I) III general. Unless the 
taxpayer provides the IRS a written with
drawal of the request that Appeals conduct 
a COP hearing. Appeals is required to is
sue a Notice of Determination in all cases 
where a taxpayer has timely requested a 
COP hearing. The taxpayer may appeal 
such determinations made by Appeals 
within the 30-day period commencing the 
day after the date of the Notice of Deter
mination to the Tax Court. 

(2) * * * 
A-Fl. Subject to the jurisdictional lim

itations described in A-F2 of this para
graph (0(2), the taxpayer must, within the 
30-day period commencing the day after 
the date of the Notice of Determination, 
appeal the determination by Appeals to the 
Tax Court. 

:;; * * * * 
Q-F3. What issue or issues may the 

taxpayer raise before the Tax Court if the 
taxpayer disagrees with the Notice of De
termination? 

A-F3. In seeking Tax Court review of a 
Notice of Determination, the taxpayer can 
only ask the court to consider an issue, in
clUding a challenge to the underlying tax 
liability. that was properly raised in the tax
payer's COP hearing. An issue is not prop
erly raised if the taxpayer fails to request 
consideration of the issue by Appeals, or 
if consideration is requested but the tax
payer fails to present to Appeals any evi
dence with respect to that issue after being 
given a reasonable opportunity to present 
such evidence. 

Q-F4. What is the administrative 
record for purposes of Tax Court review? 

A-F4. The case file, including the 
taxpayer's request for hearing. any other 
written communications and information 
from the taxpayer or the taxpayer's au
thorized representative submitted in con
nection with the COP hearing, notes made 
by an Appeals officer or employee of any 
oral communications with the taxpayer or 
the taxpayer's authorized representative. 
memoranda created by the Appeals officer 
or employee in connection with the CDP 
hearing, and any other documents or ma
terials relied upon by the Appeals ofticer 
or employee in making the determination 
under section 6330(c)(3). will constitute 
the record in the Tax Court review of the 
Notice of Determination issued by Ap
peals. 

(g) * * * 
(3) * * * 
Example 1. The period of limitdtion under section 

6502 with respect to the taxpayer's tax period listed 
in the NFTL will expire on August I, 1999. The IRS 
sent a CDP Notice to the taxpayer on April 30. 1999. 
The taxpayer timely requested a CDP hearing. The 
IRS received this request on Ylay 15. 1999. Appeals 
sends the taxpayer its determination on June 15, 1999. 

The taxpayer timely seeks judicial review of thaI de
terminatiun. The period of limitation under section 
6502 would be suspended from May 15, 1999, un· 
til the determination resulting from that hearing be· 
comes final by expiration of the time for seeking re
view or reconsideration before the Tax C()urt. plw; 90 
days. 

* * * * * 
(h) * * * 
(2) * * * 
Q-H2. Is a decision of Appeals result

ing from a retained jurisdiction hearing ap
pealable to the Tax Court? 

A-H2. No. As discussed in A-H I, a 
taxpayer is entitled to only one COP hear
ing under section 6320 with respect to the 
tax and tax period or periods specified in 
the COP Notice. Only determinations re
sulting from COP hearings are appealable 
to the Tax Court. 

(i) * * * 
(2) * * * 
Q-I I. What must a taxpayer do to ob

tain an equivalent hearing? 
A-II. (i) A request for an equivalent 

hearing must be made in writing. A writ
ten request in any form that requests an 
equivalent hearing will be acceptable if it 
includes the information and signature re
quired in A-II (ii) of this paragraph (i)(2). 

(ii) The request must be dated and must 
include the following: 



(A) The taxpayer's name, address, 
daytime telephone number (if any), and 
taxpayer identification number (e.g., SSN, 
ITIN or EIN). 

(B) The type of tax involved. 
(C) The tax period at issue, 
(D) A statement that the taxpayer is re

questing an equivalent hearing with Ap
peals concerning the filing of the NFTL 

(E) The reason or rea~ons why the 
taxpayer disagrees with the filing of the 
NFTL 

(F) The signature of the taxpayer or the 
taxpayer's authorized representative, 

(iii) The lax.payer must perfect any 
timely written request for an equivalent 
hearing that does not satisfy the require
ments set forth in A-II (ii) of this para
graph (i)(2) within a reasonable period 
of time after a request from the IRS. If 
the requirements are not satisfied within a 
reasonable period of time, the taxpayer's 
equivalent hearing request will be denied. 

(iv) The taxpayer must affirm any 
timely written request for an equivalent 
hearing that is signed or alleged to have 
been signed on the taxpayer's behalf by the 
taxpayer's spouse or other unauthorized 
representative, and that otherwise meets 
the requirements set forth in A-Il(ii) of 
this paragraph (i)(2), by filing, within a 
reasonable period of time after a request 
from the IRS, a signed written affirmation 
that the request was originally submitted 
on the taxpayer's behalf. If the affirmation 
is filed within a reasonable period of time 
after a request, the timely equivalent hear
ing request will be considered timely with 
respect to the non-signing taxpayer. If the 
affirmation is not filed within a reason
able period of time, the equivalent hearing 
request will be denied with respect to the 
non-signing taxpayer. 

* * * * * 
Q-I6. Will a taxpayer be able to obtain 

Tax Court review of a decision made by 
Appeals with respect to an equivalent hear
ing? 

* * '" * * 
Q-I7. When must a taxpayer request an 

equivalent hearing with respect to a COP 
Notice issued under section 6320? 

A-l7. A taxpayer must submit a written 
request for an equivalent hearing within 
the one-year period commencing the uay 
after the end of the five-business-day pe
riod following the filing of the NFTL. This 

period is slightly different from the pe
riod for submitting a written request for an 
equivalent hearing with respect to a COP 
Notice issued under section 6330. For a 
COP Notice issued under section 6330, a 
taxpayer must submit a written request for 
an equivalent hearing within the one-year 
period commencing the day after the date 
of the CDP Notice is~ued under section 
6330. 

Q-IR. How will the timeliness of a tax
payer's written request for an equivalent 
hearing be determined? 

A-I8. The rules and regulations under 
section 7502 and section 7503 will apply to 
determine the timeliness of the taxpayer's 
request for an equivalent hearing, if prop
erly transmitted and addressed as provided 
in A-Il 0 of this paragraph (i)(2). 

Q-19, Is the one-year period within 
which a taxpayer must make a request for 
an equivalent hearing extended because 
the taxpayer resides out~ide the United 
States') 

A-I9, No. All taxpayers who want an 
equivalent heanng concerning the filing of 
the NFTL must request the hearing within 
the one-year period commencing the day 
after the end of the five-business-day pe
riod following the filing of the NFTL. 

Q-IlO. Where must the written request 
for an equivalent hearing be sent? 

A-I I O. The written request for an 
equivalent hearing must be sent, or hand 
delivered (if permitted), to the IRS office 
and address as directed on the COP Notice. 
If the address of the issuing office does not 
appear on the COP Notice, the taxpayer 
should obtain the address of the office to 
which the written request should be sent 
or hand delivered by calling, toll-free, 
1-800-829-1040 and providing the tax
payer's identification number (e.g., SSN, 
ITIN or EIN). 

Q-Ill, What will happen if the tax
payer does not request an equivalent hear
ing in writing within the one-year period 
commencing the day after the end of [he 
five-business-day period following the fil
ing of the NFTL'I 

A-III. If the taxpayer does not request 
an equivalent hearing with Appeals within 
the one-year period commencing the day 
after the end of the five-business-day pe
riod following the filing of the NFTL, the 
taxpayer foregoes the right to an equiva
lent hearing with respect to the unpaid tax 

and tax periods shown on the CDP No
tice, A written request submitted within 
the one-year period that does not satisfy 
the requirements set forth in A-I I (ii) of 
this paragraph (i)(2) is considered timely 
if the request is perfected within a reason
able period of time pursuant to A-I I (iii) 
of this paragraph (i)(2). If a request for 
equivalent hearing is untimely, either be
cause the request was not submitted within 
the one-year period or not perfected within 
the reasonable period provided, the equiv
alent hearing request will be denied. The 
taxpayer, however, may seek reconsidera
tion by the IRS office collecting the tax, 
assistance from the National Taxpayer Ad
vocate, or an administrative hearing before 
Appeals under its Collection Appeals Pro
gram or any successor program. 

U) Effective date. This section is appli
cable on or after November 16, 2006 with 
respect to requests made for COP hearings 
or equivalent hearings on or after Novem
ber 16, 2006. 

Mark E. Matthews. 
Deputy Commissioner for 
Services and Enforcement. 

Approved October 6, 2006. 

Eric Solomon, 
Acting Dp[luty Assistant Spcrptan 

of the Treasllry (Tax Policy). 
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and Opportunity for Hearing 
Prior to Levy 

AGENCY: Internal Rl'\enlle Sen'ice 
(IRS)' Tri?asury. 

ACTION: Final Regulation .... 

SUMMARY: This dtlL'unknt contains final 
regulatlolh amending the regulations relat
ing to a taxpayer's right to a hearing hefore 
or. in limited elses. after Ie\)' under sec
tion 6-'-'0 of the Internal Re\enue Code of 
I YX6. The final regulations make certain 
clarifying changes in the way collection 
due process (COP) hearings are held and 
specify the period during which a taxpayer 
may request an equivalent hearing. The 
final regulations affect taxpayers against 
whose property or rights to property the 
I ntemal Revenue Service (IRS) intends to 
levy. 

DATES: E/fi'clil'l.' Dale: These regulations 
are effective on November 16, 2006. 

Applicability Date: These regulations 
apply to requests for COP or equivalent 
hearings on or after November 16. 2006. 

FOR FURTHER INFORMATION 
CONTACT: Laurence K. Williams. 
202-622-3600 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
the Regulations on Procedure and Admin
istration (26 CFR part 3(1) relating to the 
pn)\'ision of notice under section 6330 of 
the Inti?rnal Revenue Code to taxpayers of 
a right to a COP hearing (COP Notice) be
fore or. in limited cases. after levy. Final 
regulation~ (TO. X980. 2002-1 C.B. 477) 
were puhllshed on January 18.2002. in the 
Federal Register (67 FR 2549) (the 2002 
final regulations). The 2002 final regula
tillns implemented certain changes made 
hy ,ection 3-1-0 I of the Internal Revenue 
Sen ice Re ... tructuring and Reform Act of 
IllY8 (Puhlic Law 105-206. 112 Stat. 685) 
(RRA 1ll9X l. including the addition of scc
tiull 6-' 30 to the Internal Revenue Code. 

Section 340 I of RRA 1998 also added 
'('dion 6Y20 to the Internal Re\'enue Code. 
Th~lt ,Iatute prmide, fur notice to taxpay
er, of a right 10 a hearing after the filing 
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of a notice of Federal tax lien (NFTl). A 
number of the pro\'isions in section 6330 
concerning the conduct andjudicial re"iew 
of a COP hearing are incorporated by refer
ence in section 6320. On January IX. 2002. 
final regulations (T.D. X979. 2002-1 C.R. 
4(6) under section 6320 were puhlished in 
the Federal Register (67 FR 255X) along 
with the 2()02 final regulations under sec
tion 6330. 

On September 16. 2005, the IRS and 
the Treasury Department published in the 
Federal Register (70 FR 54(87) a notice 
of proposed rule making and notice of pub
lic hearing (REG-I 50091-02. 2005-43 
I.R.B.774). The IRS received one set of 
written comments responding to the notice 
of proposed rulemaking. Because no one 
requested to speak at the public hearing. 
the hearing was cancelled. After consid
ering each of the comments, the proposed 
regulations are adopted as amended by 
this Treasury decision. 

On August 17. 2006. the Pension Pro
tection Act of 2006. Public Law 109-280. 
120 Stat. 780 (the PPA). was enacted. 
Section 855 of the PPA amended section 
6330(d) of the Internal Revenue Code 
to withdraw judicial review of COP no
tices of determination from United States 
district court jurisdiction. leaving review 
solely in the United States Tax Court. This 
amendment to section 6330(d). effective 
for notices of determination issued on 
or after October 17, 2006, requires the 
removal of references to district court re
view in the 2002 final regulations. This 
Treasury decision removes those refer
ences. 

The IRS and the Treasury Department 
have determined that a notice of proposed 
rulemaking and solicitation of public com
ments are not reljuired to amend the reg
ulations to implement the modification to 

section 6330(d). These amendments are 
made solely to conform the regulations to a 
statutory change enacted by Congress. Be
cause the amendments do not involve any 
exercise of discretion or interpretation. the 
notice and public comment procedures are 
unnecessary. 

The comments and changes to the pro
posed regulations. and the amendments re
quired hy the Congressional modification 
to section 6330(d). are discussed below. 

Summar~' of Comments and 
Explanation of Changes 

The comments suggested that the IRS 
be required to contact taxpayers Who 
timely file ,\11 incomplete request for COP 
hearing to give them the opportunity to 
perfect the request within a reasonable 
time period and further recommended that 
such contact be in writing and identify the 
infirmity requiring perfection. The com
ments also recommended that the final 
regulations establish a specific time pe
riod during which taxpayers may, by right, 
amend or perfect their previously-filed yet 
incomplete CDP hearing request. The re
quest. according to the comments, should 
be considered timely if it is perfected 
within the applicable time period. 

Currently, the practice of the IRS is to 
contact taxpayers whose hearing requests 
fail to satisfy the requirements specified 
by the existing regulations and ask these 
taxpayers to perfect their requests within a 
specified period of time. The IRS consid
ers requests perfected within the time spec
ified to be timely. The intention of the IRS 
and the Treasury Department is to incor
porate this administrative procedure into 
the proposed regulations. The final regu
lations more clearly state that the IRS will 
make a reasonable attempt to contact tax
payers to give them a reasonable period of 
time to perfect incomplete requests. How
ever, the timeframe in which to respond to 
the request. and the method of delivery of 
the request (i.e., orally or in writing) are 
more appropriately addressed in the Inter
nal Revenue Manual. The final regulations 
make clear that requests perfected within 
the time period specified by the IRS will 
be considered timely. 

The final regulations do not adopt the 
suggestion to establish a period of time 
during which a taxpayer is allowed to per
fect an incomplete request, without regard 
to a perfection request from the IRS. The 
IRS and Treasury Department believe that 
the procedure incorporated into the [mal 
regulations is sufficient to permit taxpay
ers to ensure their reljuests are complete. 

The comments recommended that the 
IRS Office of Appeals (Appeals) be given 
the discretion to permit a taxpayer to 
amend an imperfect hearing request after 
the period for perfecting the request has 
expired, if the taxpayer can demonstrate 
that such amendment furthers an alter-



native to collection. This change to the 
regulations is unnecessary because Ap
peals is already empowered to exercise 
this discretion. Neither the current regula
tions nor the proposed amendments limits 
Appeals from exercising this discretion. 
Accordingly, the final regulations do not 
adopt this recommendation. Further clari
fication, however, will be provided in the 
Internal Revenue Manual. 

The comments suggested that where a 
taxpayer fails to perfect a CDP hearing re
quest until after the time period specified 
by the IRS, the perfected request should 
be automatically treated as a request for an 
equivalent hearing. Treating untimely per
fected requests as equivalent hearing re
quests may unduly prolong the process in 
cases in which a taxpayer does not want 
an equivalent hearing. Accordingly, the fi
nal regulations do not adopt this sugges
tion. The final regulations, however, pro
vide that Appeals will determine the time
liness of CDP hearing requests. The final 
regulations also add to the proposed regu
lations that taxpayers making an untimely 
request will be provided the opportunity to 
have the request for CDP hearing treated 
as a request for equivalent hearing, with
out submitting an additional request. 

The comments requested that the final 
regulations give taxpayers whose hearing 
requests might be construed as making 
a frivolous argument the right to amend 
their hearing requests to raise relevant, 
non-frivolous issues. The comments fur
ther recommended that all taxpayers be 
given the right to supplement the hearing 
request prior to the conference conducted 
by Appeals. 

These comments indicate concern that 
taxpayers may be unable to articulate rea
sons for disagreeing with the collection 
action that are satisfactory to Appeals. The 
reasons for disagreeing with the collec
tion action need not be detailed. To assist 
taxpayers in articulating reasons, the IRS 
is revising Form 12153, "Request for a 
Collection Due Process Hearing," to add 
examples of the most common reasons 
taxpayers give for requesting a hearing, 
including requests for collection alterna
tives. In any event, the informal nature 
of the CDP hearing permits taxpayers and 
Appeals to discuss collection alternatives 
and issues not listed in the hearing request 
if such discussion will help resolve the 

case. Accordingly, the final regulations do 
not adopt these recommendations. 

The comments urged that the final reg
ulations guarantee a face-to-face confer
ence for each taxpayer who presents a rel
evant, non-frivolous reason for disagree
ment with the collection action. If this 
recommendation is not adopted. the com
ments suggest that the regulations address 
and provide examples of when a face-to
face conference will not be granted. The 
final regulations do not adopt the recom
mendation to guarantee a face-to-face con
ference for each taxpayer raising a rele
vant, non-frivolous issue. The IRS and 
the Treasury Department agree with the 
comments that a face-to-face conference 
can be a useful forum for resolving a tax
payer's issues. The final regulations rec
ognize the importance of a face-to-face 
meeting by providing that taxpayers will 
ordinarily be offered an opponunity for a 
face-to-face conference. There will be in
stances. however. when a face-to-face con
ference is not practical. The final regula
tions identify typical situations in which 
a face-to-face conference will be neither 
necessary nor producti ve. Except for the~e 
situations, the IRS and the Treasury De
panment anticipate that Appeals will af
ford a face-to-face meeting to taxpayers 
who request one. Nonetheless, unantic
ipated circumstances may arise in which 
granting a face-ta-face conference will not 
be appropriate. The final regulations give 
Appeals the flexibility needed to respond 
to unanticipated circumstances. 

Adoption of the comment requesting 
guidance on when a face-to-face confer
ence will not be granted is unnecessary. 
The final regulations retain descriptions of 
situations in which a face-to-face confer
ence will not be granted, as illustrated in 
the proposed regulations. Further guid
ance on granting face-to-face conferences 
will be provided in the Internal Revenue 
Manual. 

The comments suggested that a tax
payer who appears to be presenting only 
frivolous reasons be given an opportu
nity to provide relevant, non-frivolous 
reasons in order to obtain a face-to-face 
conference. Adoption of this recommen
dation is unnecessary. Correspondence 
sent by Appeals to taxpayers who make 
only frivolous arguments invites them to 
submit relevant, non-frivolous reasons. 
Appeals offers face-to-face conferences to 

taxpayers who respond by providing such 
reasons. 

The comments also suggested that the 
regulations define relevant and frivolous. 
The IRS and the Treasury Department 
believe that any attempt to define these 
terms is unnecessary and could result in 
underinclusive definitions. For example. 
the comments suggest that a frivolous is
sue be defined as an issue that is the same 
or substantially similar to an issue identi
fied as frivolous by the IRS in published 
guidance. It is not possible to anticipate or 
keep pace with the evolution of frivolous 
arguments through published guidance. 
Instead, taxpayers are advised to consult 
the lists of examples of frivolous argu
ments in IRS Publication 2105. "Why Do 1 
Have to Pay Taxes" and on the IRS website 
in a document entitled 'The Truth about 
Frivolous Tax Arguments." The names 
and web addre~ses of these documents, 
and a toll-free number to order Publication 
2105, will be added to the instructions 
to Form 12153 to help taxpayers avoid 
making these arguments. 

The commenl~ recommended clarifica
tion of the proposed rule that a face-to-face 
conference concerning a collection alter
native will not be granted unless the alter
native would be available to other taxpay
ers in similar circumstances. According 
to the comments, a taxpayer should not be 
denied a face-to-face conference because 
the requested collection alternative cannot 
be accepted, for example, because it ap
pears from financial information that the 
taxpayer can pay the liabilities in full. This 
proposed rule was not intended to deny 
a face-to-face conference because the re
quested collection alternative would not be 
accepted. The intention of this rule is to 
permit the denial of a face-to-face confer
ence to discuss a collection alternative for 
which the taxpayer is not eligible. A lack 
of eligibility under IRS policy is tied to a 
taxpayer'~ compliance with the Federal tax 
laws, not to the taxpayer's financial cir
cumstances or ability to request the most 
appropriate alternative. For example, if the 
taxpayer has not filed all required tax re
turns, the taxpayer is not eligible for an of
fer to compromise or an installment agree
ment. 

In response to the concerns expressed 
in the comments, the final regulations am
plify the rule that a face-to-face conference 
to discuss a collection alternative will not 
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be granted LIn Ie." olher Wxpayer\ would he 
eligible fur the aIILTIl,lti\e in ~il1lilar cir
cum~tance~. The tilwl rcguhltJOlh prmitie 
in A-D~ that Appc,i1s in ib disL'Ietion Illay 
grant ,\ Llce-Ill-facl' conference if Appeals 
dcterIlllllCS tltdt a LICC-t\l- Lice COl\krcnL·e 
is appropriate 10 ("(plain to the taxpa~er 
the re4ulrements for bL'collling eligible lor 
a C(lllection altl'rnati\cl he tinal regula
tions ~t1S() prm ide that ta\payers will be 
given an llpportunity to demonstrate they 
are eligihk for a collectioll alternati\i.~ in 
order tll obtain a face-to-face conference to 
discIIss the alternati\t~. Ta\paycr;, will abo 
be given an 0ppllrtunity to hCL'Ome eligi
hie for a collectioll alternati\e in order to 
obtain a face-to-face conference. For ex
ample. IInder the final regulations. if a tax
payer appears to havc failed to fik all re
ljlllred returns (and thus appears not to be 
eligible for an offer to compromise or an 
installment agrecment). the taxpayer wi II 
be given an opportunity to demonstrate the 
inapplicability of the filing re4uirements 
or to file delin4ucllt returns. in order to 
obtain a face-ttl-face conference. The fi
nal regulations further provide that a ta\
payer's eligibility for a collection ulterna
tive d()e~ not include the taxpayer's ability 
to pay the unpaid tax. 

The comments expressed concern that 
the amendment providing a face-to-face 
conference at an Appeals office other than 
an office in which all officers or employ
ees had prior involvement could be con
strued a, giving Appeals the discretion to 
deny a face-to-face conference even if the 
ta\payer would have been granted a face
to-face conference at the original location. 
The relevant sentence in A-OS in the fi
nal regulations has been rewritten to make 
clear that Appeals does not have discretion 
to deny a face-to- face conference at an al
ternate location if the taxpayer would have 
been granted a face-to-face conference but 
for the disqualification of the Appeals em
ployees at the original location. 

The comments suggested that the reg
ulations permit face-tn-face conferences 
to he held not only at the Appeals office 
cio,est to the taxpayer's residence or, for a 
husine'is taxpayer. the ta\payer', principal 
place of busines;,. hur also at the Appea\;, 
office c1\lsest to the I<lxpaye( s school or 
place of employment. the aulhoriLed rep
re,entatil e's place of business. or some 
\lther locatioTl COI1\ enient tll the taxpayer 
or the I<l\pa~er's representatile. The IRS 
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and Treasury Department believe the rules 
tor CDP hearings should be consistent 
with the Ireatmenr of other proceedings 
in Appeals. The long-standing practi~e 
of Appeals in cases not docketed in the 
Tax Cuurt is to grant face-tn-face confer
ences in the Appeals office closest to the 
taxpayer", resilienCE or principal place of 
husiness. The practice is retained in the 
final regulations. Appeals will. however, 
al1empt 10 accommodate reasonable re
quests to hnld the face-to-face conference 
at an Appeals office more convenient to 
the taxpayer. 

The comments expressed concern that 
the definition of prior involvement under 
section 6320(b)(3) or 6330(b)(3) in the 
proposed regulations could be construed 
too narrowly in two ways. First, the def
inition of prior involvement as involve
ment in a prior hearing or proceeding could 
be read to exclude involvement in some 
informal settings, e.g., the Appeals offi
cer's participation in a mediation session. 
In order to clarify that no such limitation 
is intended. the final regulations substi
tutc mattcr for hearing or proceeding in 
A-D4 of paragraph (d)(2). Second, defin
ing prior involvcmcnt to exist when the 
Appeals officer previously considered the 
same tax liability could be construed as 
excluding from the definition instances in 
which the Appeals officer previously con
sidered questions bearing only on collec
tion issues. The final regulations adopt the 
suggestion in the comments to remove the 
word liability in A-D4 in order to elimi
nate the potential interpretatlOn that there 
is a distinction between liability and col
lection issues in determining prior involve
ment. 

The comments also requested that a 
mediation example be added to paragraph 
(d)( 3). The IRS and the Treasury De
partment believe that the change made 
to A-D4 adequately clarifies the defini
tion of prior involvement. This example 
and others will be added to the Internal 
Revenue Manual to ensure the proper ad
ministration of sections 6320(b)( 3) and 
6330(b)(3). 

The comments recommended that the 
regulations address the treatment of ex 
parte communications during CDP hear
ings. The rules applicable to ex parle 
communications during COP hearings and 
other Appeals proceedings are provided 
in Rev. Proc. 2000-43, 2000-2 C.B. 404. 

Therefore. these rules are not duplicated 
111 the regulations under sections 6320 and 

6330. 
The comments recommended that the 

regulations he amended to provide that 
self-reported laX liabilities may be dis
puted in a CDP hearing. The final regUla
tions adopt this recommendation. See also 
MOIITgoll1l'J"r \'. COll1missioner, 122 T.e. I 
(2004), (/("(1. 2005-51 I.R.B. 1152. 

The comments also requested changes 
in the existing regulations' interpreta
tion of preclusive events under sec
tion 6330(c)(2)(B). Under section 
6330(c)(2)(B), during a CDP hearing, 
a taxpayer may challenge the existence 
or amount of the underlying tax liability 
for any tax period if the person did not 
receive any statutory notice of deficiency 
for such tax liability or did not otherwise 
have an opportunity to dispute such tax 
liability. According to the comments, the 
only opportunity to dispute the tax liability 
that is sufficient to prevent the taxpayer 
from challenging the liability in a COP 
hearing is the prior opportunity to dispute 
the liability in a judicial forum. The IRS 
and the Treasury Department believe that 
the existing regulations correctly include 
an opportunity for an Appeals conference 
as a preclusive prior opportunity. The text 
of section 6330(c)(2)(B) does not con
tain language limiting prior opportunities 
to judicial proceedings. Moreover, it is 
consistent for a taxpayer who has had an 
opportunity to obtain a determination of 
liability by Appeals in one administrative 
hearing to be precluded from obtaining 
an Appeals determination in a subsequent 
CDP administrative hearing with respect 
to the same liability. This interpretation of 
section 6330( c )(2)(B) has been upheld by 
the courts. See, e.g., Pelliccio v. United 
States, 253 F. Supp. 2d 258, 261-62 
(D. Conn. 2003). Accordingly, the final 
regulations do not adopt this suggestion. 

Alternatively, the comments recom
mended that the regulations specify that 
a pre-CDP Appeals conference is not a 
prior opportunity to dispute liability un
der section 6330(c)(2)(B) if the receipt 
of the conference was conditioned upon 
the taxpayer's agreement to extend the 
assessment statute of limitations with 
respect to the Jiability and the taxpayer 
declined to extend the statute. The IRS 
and Treasury Department believe this ad
dition is unnecessary. For taxes subject 



to deficiency procedures, the relevant. 
pre-assessment "prior opportunity" is the 
receipt of the notice of deficiency, The 
offer of an Appeals conference prior to 

receipt of the notice of deficiency does not 
constitute an opportunity to dispute the 
liability under section 6~~O(c)(2)(B). This 
interpretation of section 6330( c)( 2)( B) has 
been added to paragraph (e)( ~) A-E2 to 

remove any uncertainty about this matter. 
For liabilities not subject to deficiency 
procedures. the offer of an Appeals con
ference prior to assessment constitutes an 
opportunity to dispute the liability under 
section 6330(c)(2)(B). Appeals confer
ences to consider these types of liabilities 
are rarely conditioned upon an extemion 
of the assessment statute of limitations. 
The IRS generally makes conditional of
fers of a conference only when a taxpayer 
makes an untimely re4ue:>t for review of 
a proposed Trust fund Recovery PenallY 
pursuant to a Letter 1153 and less than one 
year remains on the assessment statute of 
limitations. In this circumstance, however, 
the opportunity for an Appeals conference 
offered in the Letter 1153 constitutes the 
opportunity to dispute the liability under 
section 6330(c)(2)(B) The conditional 
offer made after the expiration of the prior 
opportunity provided in the Letter 1153 
is irrelevant. For these reasons, the final 
regulations do not adopt this comment. 

The comments objected to the addition 
of a definition of administrative record to 
the regulations as an attempt to overrule 
the Tax Court's decision III Robinette v. 
Commissioner, 123 I.e. S5 (2004), rev'd, 
439 FJd 455 (8th CiL 2006). The assump
tion that Robinelle eliminated any role for 
an administrative record in COP court pro
ceedings is not supported by the Court's 
opInion. While the Tax Court held in 
Robinette that it was not required to limit 
its abuse-of-discretion review to the ad
ministrative record, it did not reject the 
utility of an administrative record. Sub,e
quent to the submission of the comments, 
the United States Court of Appeals for 
the Eighth Circuit reversed the Tax Court 
and held that abuse-of-discretion review in 
CDP cases is limited to the administratIve 
record. Rohinette v. Commissioner, 439 
F3d 455 (8th Cir. 2006). For these rea
sons, it is important that taxpayers and the 
IRS have a common understanding of the 
scope of the administrative recoru. The 

definition i, retuined in the final regula
tions. 

The comments suggested that the pro
posed definition of the administrative 
record permit, Appeals officers and em
ployee~ to exclude iIum the record for 
judicial review i~sues. arguments, and ev
idence presenteu orally by the taxpayer. 
and to exclude written communicatio]l\ 
and documents. The admini,trative record 
definition is not intended to sugge<.;t that 
the reviewing court is not permitted to 
determine the contents of the administra
tive record or the record's adequacy in 
an individual case. The reviewing court 
has the authority to receive evidence con
cerning what happened during the COP 
hearing. The definition is provided to 
establish for the benefit of the IRS and 
taxpayers a baseline description of what 
each administrative record should cuntain 
to ensure a record sufficient for judicial 
review. The final regulations have not 
been changed in this regard. The final 
regulations, however, adopt the sugges
tion that the description of the case file 
in A-D7 and in the definition of admin
istrative record in A-F6 of the proposed 
regulations (redesignated as A-F4 in the 
final regulations) be made consistent. 

The comments recommended that the 
final regulations require each Appeals of
ficer to include in the notice of determi
nation a list of the documents the Appeals 
officer believes are included in the admin
i <;trative record. The justifIcation for this 
proposed requirement is that the list would 
a<,si5t the taxpayer in deciding whether to 
seek judicial revicw. The list of docu
ments, according to the CDmments, will 
also assist the court and taxpayers seek
ing review to more efficiently ascertain 
whether there was an abuse of discretion, 

The final regulations do not adopt this 
recommendation. Requiring Appeals offi
cers to prepare a list of documents consti
tuting the administrative record in each of 
the thousands of cases handled each year 
would impose a heavy burden on Appeals 
without a commensurate benefit to taxpay
ers. The notice of determination j'isued in 
each case describes the facts and reasons 
supporting the Appeals officer's detenni
nation and should provide an ade4uate ba
sis for the taxpayer's decision whether to 
seek judicial review. 

The IRS and the Treasury Departmel1t 
acknowledge that disputes h~ ve arisen 

with respect to the contents of the ad
ministrative record in Cop cases and 
that there are no special rule~ in place to 
resolve rhe<,e dispute,. An appropriate 
solutiull could involve the Tax Court's 
development of ru Ie, govellli ng the prepa
ration and submi~~ion of the administra
tive record f()/ abu,e-of-discretioll review, 
particularly now that the recently-enacted 
Pension Protection Act of 2()()o requires 
all CDP cases to he litigated in the Tax 
Court. 

The commenh suggested removal of 
the limitation in the existirlg legulations 
that a taxpayer i, precludcd from obtaining 
judicial review of all issue not r~li,ed with 
Appeals during: the COP hearing. As an 
alternati ve. the comments recommended 
that a taxpayer only be prevented from 
raising those issues the taxpayer could 
have. but failed to raise during the COP 
hearing. The limitation in the existing reg
ulations implements a basic principle of 
administrative law that those ~eeking re
view of an is~ue must first give the agency 
the opportunity to evaluate and respond to 
the is~ue. Thi ~ limitation has been upheld 
in the courts. See Rohilll!ftl! 1'. Com
mls.lionel', 123 Te. 85. 101-102 (20()4), 
I'e\"d I!Il other glOullds, 43Y F3d 455 (St}l 

CiT. 20(6): Maf!-ww I'. Commissioner, 
/18 TC. 48g, 4Y3 (20()2); Abu-Awad I: 

Ullited Stutes, 2Y4 F Supp. 2d 879, 889 
(S.D. Tex. 2(03), Accordingly, the final 
regulations do not adopt either of the,e 
recommendatIons. 

The comments recommended that if the 
limitation on the taxpayer's ability to raise 
new issues during judicial review is re
tained, then the amendment to A-F5 (re
de~ignated as A-F3 in the fmal regula
tions) should clarify that a taxpayer need 
not provide the evidence specified by Ap
peals with respect to an issue in order to 
present "any evidence" nccessary to prop
erly raise the issue. The IRS and the Trea
sury Department believe this change is un
necessary. The revision to A-FS (redes
ignated as A-F3) does not suggest that the 
"any evidence" needed to avoid preclusion 
must be the evidence specified by Appeals. 
The revised language simply re4uires that 
the taxpayer submit some evidentiary sup
port. This suggestion is not adopted in the 
final regulations. 

The comments also suggested adding 
tbat a taxpayer need not provide any evi
dence to avoid preclusion if the case file 
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already contains evidence with respect to 
that issue. This addition is not necessary. 
If the case file contains all the infonnation 
needed for a decision on an issue. an Ap
peals officer will not request any additional 
ev idence and the revised language in A-FS 

(redesignated as A-F3 in the final regula
tions) will not apply. In the unlikely event 
that an Appeab officer making a determi
nation on an issue requested information 
already in the file. a reviewing court should 
find the taxpayer's failure to provide any 
evidence does not prevent the issue from 
being raised. The final regulations do not 
adopt this recommendation. 

The comments urged that the regula
tions make clear that the authority of Ap
peals officers to determine the validity. 
sufficiency and timeliness of a CDP no
tice does not alter or limit the authority 
of the reviewing COUl1 to make the same 
determination. The IRS and the Treasury 
Department believe this clarification is un
necessary. It is well-settled that review
ing courts have the authority to determine 
the validity, sufficiency and timeliness of 
a CDP notice. See, e.g .. Kennedy v. Com
missioner. 116 T.c. 255 (2001). This clar
ification is not adopted in the final regula
tions. 

The comments recommended that ad
ministrative rules similar to those devel
oped under section 6015 be added to the 
regulations. The regulations state that a 
spousal defense raised under section 66 or 
6015 is governed by section 66 or 60 15 and 
the regulation'> and procedures thereun
der. See Treas. Reg. § 301.6330-1(e)(2). 
To the extent it is determined that further 
guidance is necessary, such guidance will 
be in the form of additions to the Internal 
Revenue Manual. The final regulations do 
not adopt this recommendation. 

The final regulations include amend
ments to the existing regulations to remove 
references to judicial review by United 
States district courts. The Pension Pro
tection Act of 2006. Public Law 109-280. 
120 Stat. no. ~ 855 amended section 
6330(d) to eliminate the jurisdiction of the 
dIstrict courts to review notices of deter
mination. leaving the Tax Court with sole 
jurisdiction. For this reason, Q&A-F3 
and Q&A-F4 in the existing regulations 
are removed by the final regulations and 
Q&A-F5 and Q&A-F6 in the propmed 
regulations are redesignated as Q&A-F3 
and Q&A-F+ in the final regulations. In 
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addition. only the Tax Court is now men
tioned in A-E II, paragraph (f)( I). A-Fl. 
redesignated Q&A-F3 and Q&A-F4. Ex

ample J of paragraph (g)(3), Q&A-H2 and 
redesignated Q-I6. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.s.C. chapter 
5) does not apply to these regulations. In 
particular, the IRS and the Treasury De
partment fmd for good cause that a no
tice of proposed rulemaking and solicita
tion of public comments are unnecessary 
to amend the existing regulations to imple
ment the modification of section 6330(d) 
by the Pension Protection Act of 2006, 
Public Law lO9-280, 120 Stat. 780. These 
amendments are made solely to conform 
the regulations to the statutory change en
acted by Congress. The amendments do 
not involve any exercise of discretion or 
interpretation by the IRS or Treasury De
partment and the removal of United States 
district court jurisdiction would become 
effective even if the amendments were not 
made. Accordingly. the notice and pub
lic comment procedures do not apply. Be
cause the regulations do not impose a col
lection of information on small entities, the 
Regulatory Flexibility Act (5 U.S.C. chap
ter 6) does not apply. Pursuant to section 
7805(f) of the Internal Revenue Code, the 
proposed regulations were submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Laurence K. Williams, Office of 
Associate Chief Counsel, Procedure and 
Administration (Collection, Bankruptcy 
and Summonses Division). 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR part 301 is 
amended as follows: 

PART :10 I-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 301 continues 10 read. in part, as fol

lows: 
Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 301.6330-1 is amended 

as follows: 
I. Paragraph (c)(2) A-Cl. Q&A-C6 

and A-C7 are revised. 
2. Paragraph (d)(2) A-D4 and A-D7 

are revised. 
3. Paragraph (d)(2) Q&A-D8 is added. 
4. Paragraph (d)(3) is added. 
5. Paragraph (e)( I) is revised. 
6. Paragraph (e)(3) A-E2, A-E6, A-E7 

and A-Ell are revised. 
7. Paragraph (f)(l) is revised. 
8. Paragraph (0(2) A-F I is revised. 
9. Paragraph (f)(2) Q&A-F3 is re

moved. 
10. Paragraph (0(2) Q&A-F5 is re

vised and redesignated Q&A-F3. 
11. Paragraph (f)(2) Q&A-F4 is re

vised. 
12. Paragraph (g)(3) Example 1 is re

vised. 
13. Paragraph (h)(2) Q&A-H2 is re

vised. 
14. Paragraph (i)(2) Q-15 is revised and 

redesignated Q-I6. 
15. Paragraph (i)(2) A-I5 is redesig

nated A-I6. 
16. Paragraph (i)(2) Q&A-I I through 

Q&A-14 are redesignated Q&A-12 
through Q&A-15 

17. Paragraph (i)(2) Q&A-Il and 
Q&A-I7 through Q&A-III are added. 

18. Paragraph (j) is revised. 

§301.6330-J Notice and opportunity for 
hearing prior to levy. 

* * * * * 
(c) * * * 
(2) * * * 
A-CI. (i) The taxpayer must make 

a request in writing for a CDP hearing. 
The request for a CDP hearing shall in
clude the information and signature spec
ified in A-Ci(ii) of this paragraph (c)(2). 
See A-D7 and A-D8 of paragraph (d)(2). 

(ii) The written request for a CDP hear
ing must be dated and must include the fol
lowing: 

(A) The taxpayer's name, address, 
daytime telephone number (if any), and 



taxpayer identification number (e.g .. SSN, 
ITIN or ErN). 

(B) The type of tax involved. 
(C) The tax period at issue. 
(D) A statement that the taxpayer re

quests a hearing with Appeals concerning 
the proposed levy. 

(E) The reason or reasons why the tax
payer disagrees with the proposed levy. 

(F) The signature of the taxpayer or the 
taxpayer's authorized representative. 

(iii) If the IRS receives a timely written 
request for COP hearing that does not sat
isfy the requirements set forth in A-CI(ii) 
of this paragraph (c)(2). the IRS will make 
a reasonable attempt to contact the tax
payer and request that the taxpayer com
ply with the unsatisfied requirements. The 
taxpayer must perfect any timely written 
request for a COP hearing that does not sat
isfy the requirements set forth in A-C \(ii) 
of this paragraph (c)(2) within a reasonable 
period of time after a request from the IRS. 

(iv) Taxpayers are encouraged to use 
Form 12153, "Request for a Collection 

Due Process Hearing," in requesting a 
COP hearing so that the request can be 
readily identified and forwarded to Ap
peals. Taxpayers may obtain a copy of 
Form 12153 by contacting the IRS office 
that issued the CDP Notice, by down
loading a copy from the IRS Internet site, 
www.irs.govlpublirs-pdflf12153.pdf, or by 
call1ng, toll-free, I-S00-S29-3676. 

(v) The taxpayer must affirm any timely 
written request for a COP hearing which 
is signed or alleged to have been signed 
on the taxpayer's behalf by the taxpayer's 
spouse or other unauthorized representa
tive by filing, within a reasonable period of 
time after a request from the IRS, a signed, 
written affirmation that the request was 
originally submitted on the taxpayer's be
half. If the affirmation is filed within a rea
sonable period of time after a request, the 
timely CDP hearing request will be consid
ered timely with respect to the non-sign
ing taxpayer. If the affirmation is not filed 
within a reasonable period of time after a 
request, the COP hearing request will be 
denied with respect to the non-signing tax
payer. 

* * * * * 
Q-C6. Where must the written request 

for a COP hearing be sent') 
A-C6. The written request for a CDP 

hearing must be sent, or hand delivered (if 

permitted), to the IRS office and address 
as directed on the COP Notice. [I' the ad
dress of that office does not appear on the 
COP Notice, the taxpayer ~hould ohtain 
the address of the office to which the writ
ten request should be sent or hand deliv
ered by calling. toll-free. I-BOO-829-1040 
and providing the taxpayer' s identification 
number (e.!! .• SSN. lTIN or EIN). 

* * * * * 
A-C7. If the taxpayer does not request 

a CDP hearing in writing wIthin the 30-day 
period that commences on the day after the 
date of the COP Notice, the taxpayer fore
goes the right to a CDP hearing under sec
tion 6330 with respect (0 the unpaid tax 
and lax periods shown on the COP No
tice. A written request suhmitted within 
the 30-day period that does not satisfy the 
requirements set forth in A-C I (iiJ( A). (8), 

(C), (D) or (F) of this paragraph (c)(2) 

is considered timely if the request is per
fected within a reasonable period of time 
pursuant to A-C I (iii) of this paragraph 
(c){2). [f the request for COP hearing is 
untimely, either because the request was 
not submitted within the 30-day period or 

not perfected within the reasonable period 
provided, the taxpayer will be notified of 
the untimeliness of the request and offered 
an equivalent hearing. [n such cases, the 
taxpayer may obtain an equivalent hearing 
without submitting an additional reque,t. 
See paragraph (i) of this section. 

* * * ~ * 
(d) ? * * 
(2) * * * 
A-04. Prior involvement by an Ap

peals officer or employee includes partic
ipation or involvement in a matter (other 
than a CDP hearing held under either sec
tion 6320 or section 6330) that the tax
payer may have had with respect to the 
tax and tax period shown on the CDP No
tice. Prior involvement exists only when 
the taxpayer. the tax and the tax period at 
issue in the COP hearing also were at is
sue in the prior non-COP matter, and the 
Appeals officer or employee actually par
ticipated in the prior matter. 

* * * * * 
A-07. Except as provided in A-OS 

of this paragraph (d)(2). a taxpayer who 
presents in the COP hearing request rel
evant. non-frivolous reasons for disagree
ment with the proposed levy will ordinar
ily be offered an opponunity for a face-to-

face conference at the Appeals office clos
est to taxpayer's residence. A business 
taxpayer will ordinarily be offered an op
portunity for a face-tn-face conference at 
the Appeals office closest to the taxpayer's 
principal place of business. [1' that is not 
satisfactory to the taxpayer, the taxpayer 
will be given an uppurtunity for a hearing 
hy telephone or by correspondence. In all 
cases, the Appeals officer or employee will 
review the case file. as described in A-F4 
of paragraph (0(2). If no face-to-face or 
telephonic conference is held, or other oral 
communication takes place. review of the 
documents in the case file, a5 described in 
A-F4 of paragraph (f)(2). will constitute 
the COP hearing for purposes of section 
6330(b). 

Q-D8. In what circumstances will 
a face-to-face COP conference not be 
granted? 

A-OS. A taxpayer is not entitled to 
a face-to-face CDP conference at a loca
tion other than as provided in A-D7 of this 
paragraph (d)(2) and this A-08. If all Ap
peals officers or employees at tbe location 
provided for in A-07 of tbis paragraph 
(d)(2) have had prior involvement with the 
taxpayer as provided in A-D4 of this para
graph (d)(2), the taxpayer will not be of
fered a face-to-face conference at that lo
cation, unie,s the taxpayer elects to waive 
the requirement of section 6330(b)(3). The 
taxpayer will be offered a face-to-face con
ference at another Appeals office if Ap
peals would have offered the taxpayer a 
face-to-face conference at the location pro
vided in A-07 of this paragraph (d)(2), 
but for the disqualification of all Appeals 
officers or employees at that location. A 
face-to-face COP conference concerning a 
taxpayer's underlying liability will not be 
granted if the request for a hearing or other 
taxpayer communication indicates that the 
taxpayer wishe, only tu raise irrelevant or 

frivolous issues cOJl(;erning that liability. 
A face-ta-face COP conference concern
ing a collection alternative. such as an in
stallment agreement or an offer to compro
mise liability, will not be granted unbs 
other taxpayers would be eligible for the 
alternative in similar circumstances. For 

example, because the IRS does not con
sider offer~ to compromise from taxpay
ers who have not filed required returns or 
have not made certain required deposits 
of tax, as set forth in Form 656, "Offer 
ill Compromise," no face-to-face confer-
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ence will be granted to a taxpayer who 
\vishes to make an offer to compromise 
but has not fulfilled those obligation~. Ap
peab in ib discretion, however, may grant 
a face-tll-face conference if Appeals deter
mine~ that a fuce-tll-face conference is ap
propriate to explain to the taxpayer the re-
4uirements for becol11111g eligible for a col
lection altern,ltivc. In all cases, a taxpayer 
will be gIven an opportunity to demon
strate eligibility for a collection alternative 
and to become elIgible for a collection al
ternatiYe. in order to obtain a face-to-face 
conference. For purposes of determining 
whether a face-to-face conference will be 
granted, the determination of a taxpayer's 
eligibility for a collection alternative is 
made without regard to the taxpayer's abil
ity to pay the unpaid tax. A face-to-face 
conference need not be granted if the tax
payer does not provide the required infor
mation set forth in A-CI(ii)(E) of para
graph (c)(2). See also A-CI(iii) of para
graph (c)( 2). 

(3) Examples. The following examples 
illustrate the principles of this paragraph 
(d): 

EX(//III'/c I, Individual A timely requests a COP 
hearing concernlIlg a proposed levy f()r the 1991\ in
L'omC tax liability J"e,sed against individual A, Ap
pe;i1s cmployee R prey iOllsly conducted a COP hear

ing regarding a NFTL tiled with respect to individ· 
ual A', Il)l)~ income tax liability, Because employee 

6', only prior involvement with individual A's 19LJ~ 
IIKume tax liability was in connection with a sec· 
tion 6:120 COP hearing. employee B may conduct the 
CDP he~lring under section 63.10 involvlI1g the pro
p",eu levy for thc 199R incolllc tax liability, 

EWII//'/(? Individual C timely requests a COP 
hcann,>! cIHKerning a proposed levy for the 1998 in
come tax Ilahility a"e"ed against IIldividual C. Ap
peal, cmrloyl.?C /) rrCl'iou,ly conducted a Collection 
Appeals Prugram ICAP) hearing regarding a NFTL 
fi led with respect !o indi\ idual C, I <J9X income tax 
Ilahillty, BCL'ame cmployee D's prior involvement 
with individu,r1 Cs 199X income tax liability was 
in connection with a nl)J1-CDP hearing. cmployee D 
ma} Ilut cOllduct the COP hearing undcr ,ection 63.10 
lInle" intlil idual C \\ alVes the requirement that the 
hcaring Ildl he conducted by an Appeals officer or 
employec \\ ho has had no prior im olvement "ith rc
SpCL't to IIltii\ idual Cs 199X income tJX Iiahility, 

L\lIl/ll,l,. 3, Samc tach as In E\(lI1lp/1' 2. cxcept 
that thL' prior CAP hearing onl, lJ1\'llI\'ed IIlJividual 
(", 1l)'J7 I II cO JlIe' ta, liahilitv anJ employment tax 1i3-

hilitic, for ILJL)X rep"rted on Form 941. "EmI,/oYer's 

Ijllllrrl'rir !-i'dent/ !tit Refilm" Employee 0 would 
11Il[ hL' cOlbidaed tll hal'!.' prior inl'll/Yement because 
the prill[ CAP heanng III I\hich ,he participClted did 
lillt 1111 nil L' intiil iJual C, I 99~ inL'olllc la\ Iiabllit), 

hill/II''''.J "\ppc,tI, "lllplo\cc F i, assigned to a 
CDP lll'''nn~ L'llllL'cming a pfllposed Icy) for a truq 
fund rL'cPICr\ penalt! ITFRP, ,h,c"cd pur,uant tlJ 
,,'dll'n 00 7 ~ agallls' Indl\ idllal E, Appeal, employee 
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F participated in a prior CAP hearing involving indio 
vidual E' s I 9lJ9 income tax liability. and pal1icipated 

til a CAP hearing involving the employment taws of 
hustness entity X. which incurred the employment tax 

liabilIty to which the TFRP assessed again,t individ. 

ual E rt'lates. Appeab employee F \\ould not he con
Sidered III have prim inVOlvement because the pnor 

CAP heanng, in which he participated did not di

rectly in\'oil e the TFRP assessed against individual 
E, 

£\11l1/p/e .', Appeab employee G I, assigned to a 
COP hearing concerning ,I proposed levy for a TFRP 

a>sessed pursuant to section 6672 against individual 
II, In preparing for the COP hearing. Appeals em· 
ployec G re\'iews the Appeals case file concemll1g the 

prior CAP hearing involving the TFRP assessed pur
suant ttl section 6672 against individual H, Appeals 

employee G is not deemed to have participated in the 
prey t(lUS CAP hearing involving the TFRP assessed 

against individual H by such revie\~. 

(e) Matters considered at CDP hear
illg-( I) In general. Appeals will deter
mine the timeliness of any request for a 
COP hearing that is made by a taxpayer. 
Appeals has the authority to determine the 
validity, sufficiency, and timeliness of any 
COP Notice given by the IRS and of any 
request for a COP hearing that is made by 
a taxpayer. Prior to issuance of a determi
nation, Appeals is required to obtain veri
fication from the IRS office collecting the 
tax that the requirements of any applica
ble law or administrative procedure with 
respect to the proposed levy have been 
met. The taxpayer may raise any rele
vant issue relating to the unpaid tax at the 
hearing, including appropriate spousal de
fenses, challenges to the appropriateness 
of the proposed levy, and offers of collec
tion alternatives. The taxpayer also may 
raise challenges to the existence or amount 
of the underlying liability, including a li
ability reported on a self-filed return, for 
any tax period specified on the CDP Notice 
if the taxpayer did not receive a statutory 
notice of deficiency for that tax liability or 
did not otherwise have an opportunity to 
dispute the tax liability. Finally, the tax
payer may not raise an issue that was raised 
and considered at a previous CDP hearing 
under section 6320 or in any other previ
ous administrati ve or judicial proceeding 
if the taxpayer participated meaningfully 
in such hearing or proceeding. Taxpayers 
will be expected to provide all relevant in
formation requested by Appeals, including 
financial statements, for its consideration 
of the facts and issues involved in the hear
ing. 

* * '* * * 
(3) * * * 

A-E2. A taxpayer is entitled to chal· 
lenge the existence or amount of the under· 
Iyi;g liahility for any tax period specified 
on the COP Notice if the taxpayer did nol 
receive a statutory notice of deficiency for 
such liability or did not otherwise have an 
opportunity to dispute such liability. Re
ceipt of a statutory notice of deficiency for 
this purpose means receipt in time to peti
tion the Tax Court for a redetermination of 
the deficiency determined in the notice of 
deficiency. An opportunity to dispute the 
underlying liability includes a prior oppor
tunity for a conference with Appeals that 
was offered either before or after the as
sessment of the liability. An opportunity 
for a conference with Appeals prior to the 
assessment of a tax subject to deficiency 
procedures is not a prior opportunity for 
this purpose. 

* * * * * 
A-E6. Collection alternatives include, 

for example, a proposal to withhold the 
proposed levy or future collection action 
in circumstances that will facilitate the col
lection of the tax liability, an installment 
agreement, an offer to compromise, the 
posting of a bond, or the substitution of 
other assets. A collection alternative is 
not available unless the alternative would 
be available to other taxpayers in similar 
circumstances. See A-D8 of paragraph 
(d)(2). 

* * * * * 
A-E7. The taxpayer may raise appro

priate spousal defenses, challenges to the 
appropriateness of the proposed collection 
action, and offers of collection alterna
tives. The existence or amount of the un
derlying liability for any tax period speci
fied in the CDP Notice may be challenged 
only if the taxpayer did not have a prior op
portunity to dispute the tax liability. If the 
taxpayer previously received a COP No
tice under section 6320 with respect to the 
same tax and tax period and did not re
quest a COP hearing with respect to that 
earlier CDP Notice, the taxpayer had a 
prior opportunity to dispute the existence 
or amount of the underlying tax liability. 

* * * * * 
A-Ell. No. An Appeals officer may 

consider the existence and amount of the 
underlying tax liability as a part of the CDP 
hearing only if the taxpayer did not receive 
a statutory notice of deficiency for the tax 
liability in question or otherwise have a 



prior opportunity to dispute the tax liabil
ity. Similarly, an Appeals officer may not 
consider any other issue if the issue was 
raised and considered at a previous hear
ing under section 6320 or in any other pre
vious administrative or judicial proceed
ing in which the person seeking to raise 
the issue meaningfully participated. In the 
Appeals officer's sole discretion, however, 
the Appeals officer may consider the exis
tence or amount of the underlying tax lia
bility, or such other precluded issues, at the 
same time as the CDP hearing. Any deter
mination, however, made by the Appeals 
officer with respect to such a precluded is
sue shall not be treated as part of the Notice 
of Determination issued by the Appeals of
ficer and will not be subject to any judi
cial review. Because any decisions made 
by the Appeals officer on such precluded 
issues are not properly a part of the CDP 
hearing, such decisions are not required to 

appear in the Notice of Determination is
sued following the hearing. Even if a de
cision concerning such precluded issues is 
referred to in the Notice of Determination, 
it is not reviewable by the Tax Court be
cause the precluded issue is not properly 
part of the CDP hearing. 

* * * * * 
(f) Judicial review of Notice of De

termination-(l) In general. Unless the 
taxpayer provides the IRS a written with
drawal of the request that Appeals conduct 
a CDP hearing, Appeal~ is required to is
sue a Notice of Determination in all cases 
where a taxpayer has timely requested a 
CDP hearing. The taxpayer may appeal 
such detenninations made by Appeals 
within the 30-day period commencing the 
day after the date of the Notice of Deter
mination to the Tax Court. 

(2) * * * 
A-Fl. Subject to the jurisdictional lim

itations described in A-F2 of this para
graph (f)(2), the taxpayer must, within the 
30-day period commencing the day after 
the date of the Notice of Determination, 
appeal the determination by Appeals to the 
Tax Court. 

* * * * * 
Q-F3. What issue or issues may the 

taxpayer raise before the Tax Court if the 
taxpayer disagrees with the Notice of De
termination? 

A-F3. In seeking Tax Court review of a 
Notice of Detennination, the taxpayer can 

only ask the court to consider an issue, in
cluding a challenge to the underlying tax 
liability, that was properly raised in the tax
payer's CDP hearing. An issue is not prop
erly raised if the taxpayer fails to request 
consideration of the issue by Appeals, or 
if consideration is requested but the tax
payer fails to present to Appeals any evi
dence with respect to that issl1e after being 
given a reasonable opportunity to present 
such evidence. 

Q-F4. What is the administrative 
record for purposes of Tax Court review? 

A-F4. The case file, including the 
taxpayer's request for hearing, any other 
written communications and information 
from the taxpayer or the taxpayer's au
thorized representative submitted in con
nection with the COP hearing, notes made 
by an Appeals officer or employee of any 
oral communications with the taxpayer or 
the taxpayer's authorized representative, 
memoranda created by the Appeals officer 
or employee in connection with the CDP 
hearing, and any other documents or ma
terials relied upon by the Appeals officer 
or employee in making the determination 
under section 6330(c)(3), will constitute 
the record in the Tax Court review of the 
Notice of Determination issued by Ap
peals. 

(g) * * * 
(3) * * * 
Example J. The period of limitation under section 

6502 with respect to the taxpayer's tax period listed 
in the CDP Notice will expire on August I, 1999. The 
IRS sent a CDP Notlce to the taxpayer on April 3(), 
1999. The taxpayer timely requested a CDP hear
ing. The IRS received this request on May 15, 1999. 
Appeals sends the taxpayer its determination on June 
IS, 1999. The taxpayer timely seeks judicial review 
of that determinatIOn. The period of limitation under 
section 6502 would be suspended from May IS, 1999, 
until the determtnation resulting from that hearing be
comes final by expiration of the time for seeking re
view or reconsideration before the Tax Court, plus 90 
days. 

* * * * * 
(h) * * * 
(2) * * * 
Q-H2. Is a decision of Appeals result

ing from a retained jurisdiction hearing ap
pealable to the Tax Court? 

A-H2. No. As discussed in A-HI, a 
taxpayer is entitled to only one CDP hear
ing under section 6330 with respect to the 
tax and tax period or periods specified in 
the CDP Notice. Only determinations re
sulting from COP hearings are appealable 
to the Tax Court. 

(i) * * * 
(2) * * * 
Q-II, What must a taxpayer do to ob

tain an equivalent hearing? 
A-II. (i) A request for an equivalent 

hearing must be made in writing. A writ
ten request in any form that requests an 
equivalent hearing will be acceptable if it 
includes the information and signature re
quired in A-Ii (ii) of this paragraph (i)(2). 

(ii) The request must be dated and must 
include the following: 

(A) The taxpayer's name, address, 
daytime telephone number (if any), and 
taxpayer identification number (e.g., SSN, 
ITIN or EIN). 

(B) The type of tax involved. 
(C) The tax period at issue. 
CD) A statement that the taxpayer is re

questing an equivalent hearing with Ap
peals concerning the levy. 

(E) The reason or reasons why the tax
payer disagrees with the proposed levy. 

(F) The signature of the taxpayer or the 
taxpayer's authorized representative. 

(iii) The taxpayer must perfect any 
timely written request for an equivalent 
hearing that does not satisfy the require
ments set forth in A-I10i) of this para
graph (i)(2) within a reasonable period 
of time after a request from the IRS. If 
the requirements are not satisfied within a 
reasonable period of time, the taxpayer's 
equivalent hearing request will be denied. 

(iv) The taxpayer must affirm any 
timely written request for an equivalent 
hearing that is signed or alleged to have 
been signed on the taxpayer's behalf by the 
taxpayer's spouse or other unauthorized 
representative, and that otherwise meets 
the requirements set forth in A-I I (ii) of 
this paragraph 0)(2), by filing, within a 
reasonable period of time after a request 
from the IRS, a signed written affirmation 
that the request was originally submitted 
on the taxpayer's behalf. If the affirmation 
is filed within a reasonable period of time 
after a request, the timely equivalent hear
ing request will be considered timely with 
respect to the non-signing taxpayer, If the 
affirmation is not filed within a reason
able period of time, the equivalent hearing 
request will be denied with respect to the 
non-signing taxpayer. 

* * * * * 
Q-I6. Will a taxpayer be able to obtain 

Tax Court review of a decision made by 
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Appeals with respect to an equivalent hear
ing') 

::; *" :(. * *' 
Q-l7. When must a taxpayer request an 

equivalent hearing with respect to a COP 
Notice issued under section 6330? 

A-l7. A taxpayer Illust submit a written 
request for an equivalent hearing within 
the one-year period commencing the day 
after the date of the COP Notice issued un
der,ection 6330. This period is slightly 
different from the period for submitting a 
written request for an equivalent hearing 
with respect to a COP Notice issued under 
section 6320. For a COP Notice issued un
der sectiun 6320. a taxpayer must submit 
u written request for an equivalent hear
ing within the one-yeur period commenc
ing the duy after the end of the five-busi
ness-day period following the filing of the 
NFTL. 

Q-IS. How will the timeliness of a tax
puyer's written request for an equivalent 
hearing be determined? 

A-IS. The rules and regulations under 
section 7502 and section 7503 will apply to 
determine the timeliness of the taxpayer's 
request for an equivalent hearing, if prop
erly transmitted and addressed as provided 
in A-I I 0 of this paragraph (i)(2). 

Q-I9. Is the one-year period within 
which a taxpayer must make a request for 
an equivalent hearing extended because 
the taxpayer resides outside the United 
States'! 

A-19. No. All taxpayers who want an 
equivalent hearing must request the hear
ing within the one-year period commenc
ing the day after the date of the COP Notice 
issued under section 6330. 

Q-I J O. Where must the written request 
for an equivalent hearing be sent') 

A-I J O. The written request for an 
equi valent hearing must be sent, or hand 
delivered (if permitted). to the IRS office 
and address as directed on the COP Notice. 
If the address of the issuing office does not 
appear on the COP Notice, the taxpayer 
should obtai n the address of the office to 
which the written request should be sent 
or hand delivered by calling. toll-free, 
I-ROO-829-1040 and pmviding the tax
payer'~ identification number (e.g .. SSN, 
lTI'J Of EIN). 

Q-III. What will happen if the tax
payer does not request an equivalent hear
ing in writing \vithin the one-year period 
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commencing the day after the date of the 
COP Notice issued under section 6330? 

A-I II. If the taxpayer does not request 
an equivalent hearing with Appeals within 
the one-year period commencing the day 
after the date of the COP Notice issued un
der section 6330. the taxpayer foregoes the 
right to an equivalent hearing with respect 
to the unpaid tax and tax periods shown 
on the COP Notice. A written request 
submitted within the one-year period that 
does not satisfy the requirements set forth 
in A-II (ii) of this paragraph (i)(2) is con
sidered timely if the request is perfected 
within a reasonable period of time pur
suant to A-II(iii) of this paragraph (i)(2). 
If a request for equivalent hearing is un
timely. either because the request was not 
submitted within the one-year period or 
not perfected within the reasonable period 
provided, the equivalent hearing request 
will be denied. The taxpayer, however, 
may seek reconsideration by the IRS of
fice collecting the tax, assistance from the 
National Taxpayer Advocate, or an admin
istrative hearing before Appeals under its 
Collection Appeals Program or any suc
cessor program. 

(j) Effective date. This section is appli
cable on or after November 16, 2006 with 
respect to requests made for COP hearings 
or equivalent hearings on or after Novem
ber 16, 2006. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved October 6, 2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury (Tax Policy). 

(Fi led by the omce of the Federal Register on October 16. 
2006, 8,45 am .. and pUbl"hcd in the i"ue of the Federal 
Regiqer for October 17.2006.71 F.R 6(827) 

Section 7702.-Life 
Insurance Contract Defined 
26 CFR 1.7702-2. Allai/l"d Ilg<, ojtiJe insured IlIIder 
(/ Ilff iJlsllmJlc<' <'onlmO. 

T.D.9287 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Attained Age of the Insured 
Under Section 7702 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulation. 

SUMMARY: This document contains final 
regulations explaining how to determine 
the attained age of an insured for purposes 
of testing whether a contract qualifies as a 

life insurance contract for Federal income 
tax purposes. 

DATES: Effective Date: These regulations 
are effective September [3,2006. 

Applicability Dates: For dates of appli
cability, see § I. 7702-2( f). 

FOR FURTHER INFORMATION 
CONTACT: Ann H. Logan, 
202-622-3970 (not a toll-free num
ber). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 7702(a) of the Internal Revenue 
Code (Code) provides that, for a contract 
to qualify as a life insurance contract for 
Federal income tax purposes, the contract 
must be a life insurance contract under the 
applicable law and must either (1) satisfy 
the cash value accumulation test of section 
7702(b), or (2) both meet the guideline pre
mium requirements of section 7702(c) and 
fall within the cash value corridor of sec
tion 7702(d). To determine whether a con
tract satisfies the cash value accumulation 
test, or meets the guideline premium re
quirements and falls within the cash value 
conidor, it is necessary to detennine the at
tained age of the insured. 

A contract meets the cash value accu
mulation test of section 7702(b) if, by the 



terms of the contract, the cash surrender 
value of the contract may not at any time 
exceed the net single premium that would 
have to be paid at that time to fund future 
benefits under the contract. Under sec
tion 7702( e)( 1 )(B), the maturity date of the 
contract is deemed to be no earlier than the 
day on which the insured attains age 95, 
and no later than the day on which the in
sured attains age 100, for purposes of ap
plying the cash value accumulation test. 

A contract meets the guideline premium 
requirements of section 7702( c) if the sum 
of the premiums paid under the contract 
does not at any time exceed the greater of 
the guideline single premium or the sum 
of the guideline level premiums as of such 
time. The guideline single premium is the 
premium that is needed at the time the pol
icy is issued to fund the future benefits 
under the contract based on the follow-

ing three elements enumerated in section 
7702( c )(3 )(B): 

(i) Reasonable mortality charges that 
meet the requirements (if any) prescribed 
in regulations and that (except as provided 
in regulations) do not exceed the mortal
ity charges specified in the prevailing com
missioners' standard tables (as defined in 
section 807(d)(5)) as of the time the con
tract is issued; 

(ii) Any reasonable charges (other than 
mortality charges) that (on the basis of 
the company's experience, if any, with re
spect to similar contracts) are reasonably 
expected to be actually paid; and 

(iii) Interest at the greater of an annual 
effective rate of six percent or the rate or 
rates guaranteed on issuance of the con
tract. 

The guideline level premium is the level 
annual amount, payable over a period not 
ending before the insured attains age 95, 

APPLICABLE PERCENTAGE 

computed on the same basis as the guide
line single premium but using a minimum 
interest rate of four percent, rather than six 
percent. Like the cash value accumulation 
test, the guideline premium requirements 
are applied by deeming the maturity date 
of the contract to be no earlier than the 
day on which the insured attains age 95, 
and no later than the day on which the in
sured attains age 100. The deemed ma
turity date generally is the determination 
date set forth in the contract or the end of 
the mortality table (which, when section 
7702 was enacted in 1984, was age 100). 

A contract falls within the cash value 
corridor if the death benefit of the con
tract at any time is not less than the ap
plicable percentage of the cash surrender 
value. The applicable percentage is deter
mined based on the attained age of the in
sured as of the beginning of the contract 
year, as follows: 

In the case of an insured with an attained age as of the beginning The applicable percentage shall decrease by a ratable portion 
of the contract year of: for each full year: 

More than: But not more than: From: 

0 40 

40 45 

45 50 

50 55 

55 60 

60 65 

65 70 

70 75 

75 90 

90 95 

The Code does not define the attained 
age of the insured for purposes of apply
ing the cash value corridor, the guideline 
premium limitations, or the computational 
rules of section 7702(e). The Senate 
Finance Committee explanation of the 
Deficit Reduction Act of 1984, Public 
Law 98-369 (98 Stat. 494), however, 
states that the attained age of the insured 
means the insured's age determined by 
reference to contract anniversaries (rather 
than the individual's actual birthdays), so 
long as the age assumed under the contract 

250 

250 

215 

185 

150 

130 

120 

115 

105 

105 

is within 12 months of the actual age. See 
S. Prt. No. 98-169, Vol. I, at 576 (1984). 

Section 7702A defines a modified en
dowment contract (MEC) as a contract that 
meets the requirements of section 7702 
(that is, a contract that is a life insurance 
contract), but that fails to meet the 7-pay 
test set forth in section 7702A(b). A con
tract fails to meet the 7-pay test if the 
accumulated amount paid under the con
tract at any time during the first 7 contract 
years exceeds the sum of the net level pre
miums that would have been paid on or 
before that time if the contract provided 

To: 

250 

215 

185 

150 

130 

120 

ll5 

105 

105 

100 

for paid-up future benefits after the pay
ment of 7 level annual premiums. Sec
tion 7702A( c)( 1 )(B) provides that, for pur
poses of this test, the computational rules 
of section 7702(e) generally apply, includ
ing the contract's deemed maturity no ear
tier than the day on which the insured at
tains age 95, and no later than the day on 
which the insured attains age 100. 

In sum, the attained age of an insured 
under a contract that is a life insurance con
tract under the applicable law must be de
termined to test whether the contract com
plies with the guideline premium require-
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ments of \ection n02(c). the cash value 
corridor of section 7702(d). and (by rea
~on of the computational rules of section 
7702( e)) the cash value accumulation test 
of section 7702(h) and the 7-pay test of 
section 77()2A(bl. as appllcahle. 

On May 2-k 2005. the IRS and Trea
sur) Department published a notice of 
proposed rule making (REG-16X~92-03. 
20()5-25 I.R.B. 12<,)3. June 20. 20OS) 
in the Federal Register (70 fR 2%71) 
(the proposed regulatlllns). The proposed 
regulations provide guidance on ho\v' to 
determine the attained age of an indiviu
ual insureu under a contract that IS a life 
II1surance contract under the applicable 
law. for purposes of testing whether the 
contract qualifies as a life insurance con
tract under section 7702 and is a modified 
endowment contract under section 7702A. 
Under the proposed regulations. the at
tained age of the insured is either (i) the 
insured's age determined by reference to 

the individual's actual birthday as of the 
date of determination (actual age) or (ii) 
the insured's age determined by reference 
to cuntract anniversary (rather than the 
individual's actual birthday), so long as 
the age assumed under the contract (con
tract age) is within 12 months of the actual 
age. The proposed regulations provide 
that the attained agc of the insured un
der a contract insuring multiple lives on 
a last-to-die basis is the attained age of 
the youngest insured, and the attained age 
of the im,ured under a contract insuring 
multiple lives on a fin,t-to-die basis is the 
attained age of the oldest insured. 

The sole party requesting a public hear
ing timely withdrew its request. One writ
ten comment regarding the notice of pro
posed rulemaking was received. 

Explanation of Provisions 

After consideration of the written COlll

ment received. this Treasury decision 
adopts the regulations as proposed. \vith 
the modifications noted below. 

A. Idclllin' ot lhe Insured Illdil'iduui 

The propo~ed regulations provide that. 
III the case of a last-to-die contract. the at
tained age of the insured means the age 
PI' [he younge.>;! individual insured under 
the contral'l. The comment letter pointed 
\Hlt that. in the case of slich a cuntract. 
the death uf the youngest insured raises 
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a question whether the attained aoc under c 
the contract should continue to be deter-
mined based on the attained age of the de
ceased insured, or should instead be based 
on the attained age of the youngest .'\/11'1';1'

illg insured. Some last-to-die life insur
ance contracts undergo a change in both 
cash value and future mortality charges as 
a result of the death of an insured. These 
changes take into account the identity of 
the surviving insured or insureds. Other 
last-to-die life insurance contracts treat the 
death of an insured as a non-event for 
purposes of measuring cash value and fu
ture mortality charges under the contract. 
The comment letter suggested a rule for 
last-to-die contracts that would take into 
account the age of the youngest surviving 
insured if the contract undergoes modifica
tions to both the cash value and future mor
tality charges under the contract, so that the 
attained age assumptions used for Federal 
income tax purposes are consistent with 
those used under the terms of the contract. 
The final regulations include such a rule in 
§ I.n02-2(c)(2). 

B. Changes in Benefits Between Policy 
Allllil'ersuries 

The proposed regulations provide that 
the age of an individual insured under a 
life insurance contract is either (i) the in
sured's age determined by reference to the 
indi vidual's actual birthday as of the date 
of determination (actual age), or (ii) the 
insured's age determined by reference to 
contract anniversary (rather than the indi
vidual's actual hirthday), so long as the age 
assumed under the contract (contract age) 
is within 12 months of the actual age. The 
proposed regulations do not, however, de
fine the attained age to be used if there is an 
increase in death benefits between policy 
anniversary dates. Specifically, should the 
attained age as of the beginning of the con
tract year continue to be used at the time 
of the benefit increase, even if the date of 
change is closer to the next contract an
niversary? The comment letter requests 
tlexibility to use the allained age as of ei
ther the previous or subsequent policy an
niversary. or any age between those two 
ages. The final regulations address this is
sue by clarifying that the attained age of 
the insured under a contract, once deter
mined. changes annually. This rule is set 
furth in § l. n02-2(b )(2). 

C Use of'Derircd Ages ti)!' MII/lip/e Lite 

COil tracTS 

Under the proposed regUlations, the at
tamed age of the insured under a contract 
insuring multiple Jiyes is either the attained 
age of the youngest insured (in the case 
of a last-to-die contract) or the attained 
age of the oldest insured (in the case of a 
first-to-die contract). Some issuers. how
ever, determine mortality charges under 
such contracts using a single. del'ived age 
that does not correspond to the attained age 
of any single insured under the contract. 
In addition, in some cases issuers currently 
account for substandard risks by determin
ing mortality charges based on an age that 
is older than the actual attained age of the 
insured under the contract. The comment 
letter requested a rule that would permit 
the use of the same derived age as the at

tained age of the insured in these circum
stances, to avoid whatever administrative 
complexities could result from the use of 
different ages for ditferent purposes in the 
course of testing compliance of the con
tracts with sections n02 and n02A. 

The final regulations do not make this 
change. The manner in which age is used 
to determine reasonable mortality charges 
under section n02( c )(3 )(B)(i) is inde
pendent of the age that is treated as the 
attained age of the insured for purposes of 
determining the guideline level premium 
under section 7702(c)(4), or applying the 
cash value corridor of section n02(d) or 
the computational rules of section n02(e). 
The final regulations do not, nor are 
they intended to, endorse Of prohibit any 
methodology for determining reasonable 
mortality charges under section n02(e). 
Reasonable mortality charges were the 
subject of regulations proposed July 5, 
1991, (FI-069-89, 1991-2 C.B. 963) in 
the Federal Register (56 FR 30718), and 
also were addressed in Notice 88-128, 
1988-2 CB. 540, and Notice 2004-61, 
2004-2 CB. 596. See §601.601(d)(2)(ii). 
This prior guidance is not modified. clari
fied, or in any other way affected by these 
final regulations. 

D .. Contract Anniversary 

The comment letter requested that the 
regulations include a definition of contract 
anniversary other than the issue date of 
the contract and subsequent anniversaries 



of that date. The final regulations do not 
include such a definition because the terms 
issue date and contract year have broad 
application, and it would be inappropriate 
to address the maller for the first time in 
these final regulations. 

E. Effective Date 

The proposed regulations were pro
posed to apply to contracts issued on or 
after the date that is one year after the 
regulations are published as final regula
tions in the Federal Register. A taxpayer 
would be pennilled, however, to apply 
these final regulations retroactively for 
contracts issued before that date provided 
the taxpayer does not later determine qual
ification of those contracts in a manner 
that is inconsistent with these regulations. 

The comment letter requested that the 
final regulations conform more closely 
to the adoption dates for the 200 I Com
missioners' 5 tandard Ordinary mortality 
and morbidity tables (200 I C50 tables). 
These tables arc now prevailing within 
the meaning of section 807(d)(5) and have 
a mandatory effective date of January I, 
2009. In some States, insurers have the 
option to use either the 1980 CSO tables or 
the 2001 CSO tables for contracts issued 
before January I, 2009. Either changing 
from the 1980 CSO mortality tables to the 
2001 CSO tables or adopting changes to 
the determination of the insured's attained 
age under this regulation (or both) may 
require filing new contract forms with the 
relevant state insurance commissioners 
and may require changes to existing com
pliance systems. Accordingly, the effec
tive date of this final regulation has been 
adjusted to take into account the transition 
period for adoption of the ncw mortality 
tables. Specifically, the final regulations 
apply to life insurance contracts that are 
either (I) issued after December 31,2008, 
or (2) issued on or after Octuber I, 2007, 
and based upon the 2001 CSO tables. 
This modification will enable issuers IO 

make any changes required by this final 
regulation concurrently with the changes 
required by the adoption of the 200 I CSO 
mortality tables. In addition, taxpayers 
may apply the regulations for contracts 
issued before October 1, 2007, provided 
they do not later determine qualification 
of those contracts under section 7702 in a 
manner inconsistent with the regulations. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required, It also has been determined 
that section 553(b) and (d) of the Adminis
trative Procedure Act (5 U .S.c. chapter 5) 
does not apply to these regulations, and be
cause the regulations do not impose a col
lection of information on small entities. the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) does not apply, Pursuant to section 
7805(0 of the Code, the notice of proposed 
rulemaking preceding this Treasury deci
sion was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on its impact on 
small business. 

Drafting Information 

The principal author of these final regu
lations is Ann H. Logan, Office of the As
sociate Chief Counsel (Financial Institu
tions and Products), Office of Chief Coun
sel, Internal Revenue Service, However, 
personnel from other offices of the IRS 
and the Treasury Department participated 
in their development. 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I~INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding entries in nu
merical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.7702-2 also issued under 26 

U,S,c. 7702(k). * * * 
Par. 2, Section 1.7702-0 is added to 

read as follows: 

§ 1.7702-0 Table of contents. 

This section lists the captions that 
appear In §§ 1.7702-1, 1.7702-2, and 
1.7702-3. 

§1.7702-1 Mortality charges. 

(a) General rule. 
(b) Reasonable mortality charges. 
(I) Actually expected to be imposed. 

(2) Limit 011 charges. 
(c) Safe harhor~. 
( 1 ) 1980 C.S.O. Basic Mortality Tables. 
(2) Unisex tables and smoker/non-

smoker tables. 
(3) Certain contracts based on 1958 

C.S.O. table. 
(d) Defillitions. 
(I) Prevailing commi~sioners' standard 

tables, 
(2) Substandard risk. 
(3) Nonparticipating contract. 
(4) Charge reduction mechanism. 
(5) Plan of insurance. 
(e) Effective date. 

§ 1.7702-2 Attained age oj the insured 
under (I life insurance contract. 

(a) In general. 
(h) Contract insuring a single life. 
(c) Contract insuring multiple lives on 

a last-to-die ba~is. 
( I) In general. 
(2) Modifications to cash value and fu

ture 1l1011ality charges upon the death of in
sured. 

(d) Contract insuring multiple lives on 
a first-to-die basis. 

(e) Examples. 
(f) Effective dates. 
(I) In general. 
(2) Contracts issued before the general 

effective date. 

.9/.7702-3 Definitions. 

(a) In general. 
(b) Cash value. 
(I) In general. 
(2) Amounts excluded from cash value. 
(c) Death benefit. 
(I) In general. 
(2) Qualified accelerated death benefit 

treated as death benefit. 
(d) Qualified jKcelerated death benefit. 
(I) In general. 
(2) Determination of present value of 

the reduction in death benefit. 
(3) Examples. 
(e) Terminally ill defined. 
(f) Certain other additional benefits. 
(! ) In general 
(2) Examples. 
(g) Adjustments under section 

n02( f)(7). 

(h) Cash surrender value. 
0) In general. 
(:2) For purposes of section 7702( no ). 
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(I I Net surrender \·alue. 
(J) Effecti\e date and ~pecial rules. 
( 1 ) In general. 
(2) PrO\i~llln of L'crtain benefits before 

July I, 1l)L)3. 
(i) Not treated as cash \ alue. 

(ii I No effect on date of i~'uance. 
(iii) Special rule I'm ~tddition of benefit 

Dr loan prO\i~i()n after December 15, 1l)92. 
(31 Addition of qualified accelerated 

death benefit. 
14) Addition of other additional bene

I'ih. 
P~lr. 3. Section l.n02-2 is added to 

read ~t, follll\\,': 

~ 1.7702-2 Attuilled (lge of'the illsllred 
IIl/der lf lite' ill.lilrullCC contract. 

(a) III gel1eral. This section provides 
guidance on determining the attained age 
of an insured under a contract that is a 
life insurance contract under the applicable 
law, for purposes of determining the guide
line level premium of the contract under 
section 7702( c)( 4 L applying the cash value 
corridor of section 7702( d) or applying the 
computational rules of section n02( e), as 
applicable. 

(h) COl/truC! ill.\urillg [/ sinKle life. (1) 

Il a contract insures the life of a single 
indi viduaL either of the following two ages 
may be treated as the attained age of the 
insured with respect to that contract-

(i) The insured's age determined by ref
erence to the individual's actual birthday 
as of the dak of determination (actual age): 
or 

(ii) The insured's age determined by 
reference to contract anni versary (rather 
than the' individual's actual birthday), so 
long as the age' assumed under the contract 
I contract age) is within 12 months of the 
~tclual age as of that date, 

(2) Once determined under paragraph 
I h)( 11 Dr this ;,ection. the attained age with 
re,peL't to all illdividual insured under 
d L'lllltract changes annually. Moreover, 
the ~all1e dttained age' must be used for 
purposes of applying sections n02(c)(4), 
n021. d Land 7702(e), as applicable'. 

(c) COl/truer il/sl/rillg IlIlIitiple lit'es 011 

(/ Im/-to-dl£' husi.l'-( I) 111 general. Ex
l'ept as prmided in paragraph (e)(2) of this 
,ecrinll. if a contract insure, the lives of 
1l11lrt' than olle individual on a last-tll-die 
b,t,is_ the anained age of the insured is de
termi ned hy applying paragraph (b) of this 
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section as if the youngest individual were 
the only insured under the contract for pur
pOSe'S of sections n02(c)(4). 7702(d), and 
n02(e), as applicable. 

(2) Modifico/iol/.I to cash \'{llll£' mId fil

til re mortality charges UpO/l the death 4 
insured. If both the cash value and future 
mortality charges under a contract change 
by reason of the death of one or more in
sureds to no longer take into account the 
attained age of the deceased insured or 
insureds, the youngest surviving insured 
shall thereafter be treated as the only in
sured under the contract. 

(d) C01lfract insuring multiple /ires on 

a first-to-die basis. If a contract insures 
the lives of more than one individual on a 
first-to-die basis, the attained age of the in
sured is determined by applying paragraph 
(b) of this section as if the oldest individ
ual were the only insured under the con
tract for purposes of sections 7702( c)( 4), 

n02(d), and 7702(e). as applicable. 
(e) Examples. The following examples 

illu~trate the determination of the attained 
age of the insured for purposes of sections 
n02(c)(4), n02(d), and n02(e), as appli
cable. The examples are as follows: 

E.,wIlT'''· 1. (i) X was born on May I. 1947. X 
became flO years old on May I. 2007. On January I, 
20(J~. X purchases from Ie a contract insuring X's 
life. January I is the wntract anniversary date for all 
future year.,. Ie determines X's annual premiums on 
an age-last-birthday oasis. Ba"d on the method used 
hy Ie to determine age. X has an attained age of flO 
for the first contract year, 6 I for the second contract 
year. and .... 0 on. 

Iii) Section 1.77112-2Ibll I) permIts the delermi
natHln of atlalned age under either of tWD alternative 
approaches. Section l.n02-2(h)11 IIi) provides that. 
if a contract insures the life of a single insured indi
viduaL the attained age may he determined hy ref
erence to the individual's actual hirthday as of the 
dak of uelerminatioll. Under this pnlVlsion. X has 
an attained age of flO for the first contracl year. 61 for 
the second contract year, and so on. Alternatively, 
~177()2-2(h)(J)(ii) provides that the insured's age 

may he determined hy reference to contract anniver
"11') (rather than the Individual's actual birthday), so 
long J~ the ag~ J~"'umcd under the contract i~ within 
12 months of the actual age as of that date. If Ie deter
mines X's altai ned age under ~1770~-2Ih)(l)(iil. X 
Itkewise has an attained age of flO for the fiN con
tract year. () I for the second contract year, and so 
on. WhichevCf provision Ie uses to determine X's 
altai ned age must be used eonsiqently from year to 

year fur purposes of .,ections n02(c )141. 77Ol1 d), anu 
7702kl. as applicahle. 

1:..\(/111/)1" 2. (i) The facts are the same as in Ex

IIJ11!,'" I except that. under the contract. X' s annual 
premiums are determined on <in age-nearest-birthday 
Ddsis. X's nearest hinhda) tl) January 1,2008. is May 
J 200X. "hen X "ill hecome fll year'i old. Based on 
the method used hJ IC to determine age. X has an at-

(ained agl' of (] I for the tiN Cl)ntrac( \ ear. 62 fur the 

sICcond contract) car. and Scl on. 
liil Sl's·till/) I.77112-2ID)( J I pernllh the detcnni

nation or attained age under either nf tllll alternative 
aprro~lL'he, Sectil)l) I .771l2-2(hl( 1 )(i) provides that. 

if a l'ontr.lL't ilh,lr<" the lift- 01':1 single Insured indi
Vidual. the attained a~e ma~ hIC determined oy ref
erence III the indi,idual', aclual rirthday a, nf th~ 
date of dl'IL'rmllwtil1n. Undl'f this rrol·i,IlHl. X has 
an ,Ituincd age of bO for the first contract \ ear, hi fllr 

the seclmd contra,·t year. and ,,) on. Alternilti\t~ly. 

~ 1.770~- ~(h)( I Ii ii) pnmde, that the insured" age 
may oe determtned hy reference to contract anl1lver
sary (rather than the indi,idual' s actual birthda)), so 

long as the age assumed under the contract is Within 

I ~ months tlf the ilL'tual age as of that datl'. If IC de
termines X' s attaincu age under § I.7702-2(b)( I )(ii)' 

X has an attained age of h I for the first contract year. 
62 for the second contract year. and so on. \Vhichever 
provision Ie uscs to detenmne X's attaineu age must 
be lIsed consistently from year to year for pllrpr»;es 
of sections 7702(c)(4). 7702(d), <lIld 7702Ie), as ap
plicable. 

£w/)/Jlle 3. (i) The facts are the sallle as in f)

alllple I e.~cept that the face amount of the contract 
is increased on May 15, 20 II. During the contract 
year beginning January I. 20 II, the age assumed un
der the contract on an age-last-birthday basis is 63 
years. However. X ha, an actual age of 64 as of the 

date the face amount of the contract is increased. 
(ii) Section I.7702-2(b)( I)(ii) proviucs that Ihc 

insured's age may he determined by reference to con
tract anniversary (rather than the individual's aClUal 
hirthday), so long as the age assumed under the con· 
tract is within 12 months of the actual age. Section 
1.7702-2tb)(2) provides that, once uetermined un
der paragraph (b)( I) of this section, the attained age 
with respect to an individual insured under a contract 
changes annually. Accordingly, X continues to be 
63 years old throughout the contract year beginning 
January I. 201 I. for purposes of sections 7702(c)(4), 
7702( d). and n02( e). as applicable. 

Example 4. (i) The facts are the same as in Ex

ample f except that in audition to X (born in 1947), 
the insurance contract also insures the life of Y. bom 
on September I. 1942. The death benefit will be paid 
when the second of the two insureds dies. 

Iii) Section I .7702-2(c)( I) provides that if a life 
insurance contract insures the lives of more than one 
individual on a last-to-die basis, the attained age of 

the im,ured is determined hy applying * I. n02-2(b) 
as if the youngest individual were the only insured 
under the contract. Because X is younger than Y. the 
attaineu age of X must be used for purposes of sec
tions 7702(c)( 4), 7702(d), and 7702(e), as applicable. 

Emmplf' 5. (i) The facts are the same as Example 
.; except that X (the younger of the two insureds) dies 
in 2012. Aftcr X's ucath, both the cash value and 
mortality charges of the life insurance contract are 
adjusted to take into account only the life of Y. 

Iii) Section I. n02-2( c!ll ) provides that if a life 
insurance contract insures the lives of more than one 
individual on a last-to-dle bu.sls. the attamed age of 
the insured is determined by applying § I. n02-2(b) 
as if the youngest individual were che only insured 
under the contract. Paragraph (C)O) of this section 
provides that if both the cash value and future mor
tality charges under a contract change oy reason of 
the death of an insured to no longer take Into account 



the attained age of the deceased in,ured, the youngest 

surviving insured is thereafter treated as the only in

sured under the contract. Because both the cash value 

and mortality charges are adjusted after X's death to 

take into account only the life of Y. only the attained 

age of Y is taken into account after X' s death for pur

poses of sections 7702(c)(4), 7702(d). and 7702(e), 

as applicable. 
Example 6. (i) The facts are the same as Exam

ple 1 except that in addition to X (born in 1947), the 

insurance contract also insures the life of Z, born on 

September L 1952. The death benefit will be paid 
when the first of the two IOsureds dies. 

(ii) Section 1.7702-2(d) provides that if a life in

surance contract insures the lives of more than one 

individual on a first-to-die basis, the attained age of 

the insured is determined by applying § l.7702-2(b) 

as if the oldest individual were the only insured un

der the contract. Because X is older than Z. the at-

tained age of X must be used for purposes of sections 

7702(c)(4). 7702(d). and n02(e). as applicable. 

(f) Effective dates-( 1) In general. Ex
cept as provided in paragraph (t)(2) of this 
section, these regulations apply to all life 
insurance contracts that are either-

0) Issued after December 31, 2008; or 
(ii) Issued on or after October I, 2007, 

and based upon the 200 I CSO tables. 
(2) Contracts issued before the gen

eral effective date. Pursuant to section 
7805(b )(7), a taxpayer may apply these 
regulations retroactively for contracts is
sued before October 1,2007, provided that 
the taxpayer does not later determine qual-

jfication of those contracts in a manner 
that is inconsistent with these regulations. 

Deborah M. Nolan, 

Acting Deputy Commissioner 
for Services and Enforcement. 

Approved September 6. 2006. 

Eric Solomon. 
Acting Deputy Assistant Secretary 

of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Regilter on September 
12.2006,8:45 a m .. and published in the ;Isue of the Federal 
Regi,ter for September 13,2006,71 F.R. 5.\967) 
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Part III. Administrative, Procedural, and Miscellaneous 
Guidance Regarding Appraisal 
Requirements for Noncash 
Charitable Contributions 

Notice 2006-96 

SECTION I. PURPOSE 

Thi~ notice provides transitional guid
ance relating to the new definitions of 
"qualified appraisal" and "qualified ap
praise(· in * 170(f)( 11) of the Internal 
Revenue Code. and new ~ 6695A of the 
Code regarding substantial or gross valu
ation misstatements. as added by ~ 1219 
nf the Pension Protection Act of 2006, 
Pub. L. No. I 09-2~0. 120 Stat. 780 
(2006) (the "PPA"). 

The Service and the Treasury Depart
ment expect to issue regulations under 
~ 170( f)( II). Until those regulations are 
effective. taxpayers may rely on this notice 
to comply with the new provisions added 
hy ~ 1219 of the PPA. 

SECTION 2. BACKGROUND 

A deduction for charitable contribu
tiom is generally permitted under * 170(a), 
subject to certain limitations depending on 
the type of taxpayer, the nature of the 
property contributed. and the type of 
donee organization. Section 170(f)( II). as 
added hy ~ XX3 of the American Jobs Cre
ation Act of 2004. Pub. L. No. IOX-357, 
II X Stat. 141 X (2004 J. contains reporting 
and substantiation requirements relating to 
the allowance of deductions for noncash 
charilahk contributions. In particular. 
under * 170(f)( II )(C). taxpayers are re
quired to obtain a qualified appraisal for 
donated property for which a deduction 
of mllre than S5,O()() is claimed. Under 
~ 170( f)( II )( D), in certain cases the qual
ified appraisal must be attached to the tax 
return. For appraisals prepared with re
spect to return~ filed on or before August 
17. 2006. existing Treasury Regulations 
prmide a definition of the terms "quali
fied appraisal·· and ··qualified appraiser" 
for purposes of ~ I 7 ()(t'j( II ). 

Section 1219 of the PPA amends 
* 170( f)( II I( E) ami pnl\ide, '>latutory 
definition>; of a qualified apprai,al and 
qualified apprai,er for apprai,als prepared 
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with respect to returns filed after August 
17, 2006. 

Section 170(f)( II )(E)(i) provides that 
the term "qualified appraisal" means an 
appraisal that is (I) treated as a quali
fied appraisal under regulations or other 
guidance prescribed by the Secretary, and 
(2) conducted by a qualified appraiser in 
accordance with generally accepted ap
praisal standards and any regulations or 
other guidance prescribed by the Secre
tary. 

Section 170(0(11 )(E)(ii) provides that 
the term "qualified appraiser" means an 
individual who (1) has earned an ap
praisal designation from a recognized 
professional appraiser organization or has 
otherwise met minimum education and 
experience requirements set forth in reg
ulations prescribed by the Secretary, (2) 

regularly performs appraisals for which 
the individual receives compensation, 
and (3) meets such other requirements 
as may be prescribed by the Secretary in 
regulations or other guidance. Section 
170(f)( II )(E)(iii) further provides that an 
individual will not be treated as a qual
ified appraiser unless that individual (I) 
demonstrates verifiable education and ex
perience in valuing the type of property 
subject to the appraisal. and (2) has not 
been prohibited from practicing before the 
Internal Revenue Service by the Secretary 
under * 330(c) of Title 31 of the United 
States Code at any time during the 3-year 
period ending on the dale of the appraisal. 

Section 1219 of the PPA also adds a 
new penalty provision. If the claimed 
value of property based on an appraisal 
results in a substantial or gross valuation 
misstatement under * 6662. a penalty is 
imposed by new § 669SA on any person 
who prepared the appraisal and who knew, 
or reasonably should have known. the ap
praisal would be used in connection with 
a return or claim for refund. 

SECTION 3. TRANSITIONAL 
GUIDANCE 

.01 In general 
The Service and the Treasury Depart

ment expect to issue regulations under 
~ 170(f)( II), as amended by the PPA. The 
terms in section 3 of this notice apply to 

contributions of property (other than read
ily valued property within the meaning 
of ~ 170(t)(II)(A)(ii)(\)) by individuals, 
partnerships, or corporations for which a 
deduction of more than $5.000 is claimed 
on returns filed after August 17, 2006. 
and before the effective date of the regu
lations that the Service and the Treasury 
Department expect to issue. Until regu
lations are effective under § 170(f)( Ill. 
as amended by the PPA, an appraisal that 
meets the requirements of this notice shall 
be treated as a qualified appraisal for pur
poses of § 170(t)( II). The determination 
of whether an appraiser is qualified under 
section 3.03 of this notice must be based 
on the appraiser's qualifications as of the 
date the appraisal is made. 

.02 Transitional terms-qualified ap
praisal 

( I) Qualified uppraisal. An appraisal 
will be treated as a qualified appraisal 
within the meaning of § 170(t)( II )(E) 
if the appraisal complies with all of the 
requirements of § 1.170A-I3(c) of the 
existing regulations (except to the ex
tent the regulations are inconsistent with 
§ 170(f)( II)), and is conducted by a quali
fied appraiser in accordance with generally 
accepted appraisal standards. See sections 
3.02(2) and 3.03 of this notice. 

(2) Generally accepted appraisal 
standards. An appraisal will be treated 
as having been conducted in accor
dance with generally accepted ap
praisal standards within the meaning of 
* 170(f)( 11 )(E)(i)(i[) if, for example, 
the appraisal is consistent with the sub
stance and principles of the Uniform Stan
dards of Professional Appraisal Practice 
("USPAP"), as developed by the Appraisal 
Standards Board of the Appraisal Founda
tion. Additional information is available 
at htfp:!/www.appraisaljoundationorg. 

.03 Transitional terms-qual(fied ap
praiser 

(I) Appraisal designation. An ap-
praiser will be treated as having earned an 
appraisal designation from a recognized 
professional appraiser organization within 
the meaning of § 170(f)( II )(E)(ii)(I) if 
the appraisal designation is awarded on 
the basis of demonstrated competency in 
valuing the type of property for which the 
appraisal is performed. 



(2) Education and experience in valu
ing the type of property. An appraiser 
will be treated as having demonstrated 
verifiable education and experience in 
valuing the type of property subject 
to the appraisal within the meaning of 
§ 170(f)( 11 )(E)(iii)(I) if the appraiser 
makes a declaration in the appraisal that, 
because of the appraiser's background, 
experience, education, and membership 
in professional associations, the appraiser 
is qualified to make appraisals of the 
type of property being valued. See also 
§ 1.I70A-13(c)(5). 

(3) Minimum education and experi
ence. An appraiser will be treated as 
having met minimum education and expe
rience requirements within the meaning of 
§ 170(f)(ll)(E)(ii)(I) if-

(a) For real property 
(i) For returns filed on or before Octo

ber 19, 2006, the appraiser is qualified as 
a "qualified appraiser" within the meaning 
of § 1.I70A-l3(c)(5lto make appraisals of 
the type of property being valued. 

(ii) For retull1s filed after October 19, 
2006, the appraiser is licensed or certified 
for the type of property being appraised in 
the state in which the appraised real prop
erty is located. 

(b) For property other than real prop
erty -

(i) For returns filed on or before Febru
ary 16, 2007, the appraiser is qualified as 
a "qualified appraiser" within the meaning 
of § 1.170A -13( c)( 5) to make appraisals of 
the type of property being valued. 

(iil For returns filed after February 16, 
2007, the appraiser has (A) successfully 
completed college Dr professional-level 
course work that is relevant to the property 
being valued, (B) obtained at least two 
years of experience in the trade or busi
ness of buying, selling, or valuing the type 
of property being valued, and (C) fully 
described in the appraisal the appraiser's 
education and experience that qualify the 
appraiser to value the type of property 
being valued. 

,04 Applicubility of reporting and sub
STantiation regulations 

(1) In general 
The requirements of § 1.170A-13( c) of 

the existing regulations concerning qual
ified appraisals and qualified appraisers 

continue to apply to all taxpayers, includ
ing those to whom the transitional guid
ance in this section may apply. except to 
the extent the regulations are inconsistent 
with the provisions of § 170(f)( 11). In par
ticular, all taxpayers are required to com
ply with §§ 1.170A-13(c)(3), (c)(S), (c)(6) 
and (c)(7). 

(2) Revision to appraiser declaration 
For retull1s filed after February 16, 

2007, the declaration required under 
§ 1.170A-13(c)(5)(i) must include an 
additional statement that the appraiser 
understands that a substantial or gross 
valuation misstatement resulting from an 
appraisal of the value of property that the 
appraiser knows, or reasonably should 
have known, would be used in connection 
with a return or claim for refund, may sub
ject the appraiser to a civil penalty under 
§ 669SA. See also § I. 170A-13(c )(3 )(iii). 

SECTION 4. REQUEST FOR 
COMMENTS 

The Service and the Treasury De
partment invite comments containing 
suggestions for future guidance under 
§ 170(f)( II), including regulations. In 
particular, comments are requested con
cerning the definition of the following 
terms: (1) "generally accepted appraisal 
standards" in § 170(f)(II)(E)(i)(I1); (2) 
"appraisal designation from a recognized 
professional appraisal organization" in 
§ 170(f)( II )(E)(ii)(I); (3) "minimum ed
ucation and experience requirements" in 
§ 170(0(11 )(E)(ii)(I); and (4) "verifiable 
education and experience in valuing the 
type of property subject to the appraisal" 
in § 170(f)(11 )(E)(iii)(I) Comments also 
are requested on the potential impact any 
guidance under § 170(f)(l1) may have on 
small businesses. Comments should refer 
to Notice 2006-96 and be suhmitted hy 
January 17, 2007, to: 

Internal Revenue Service 
PO. Box 7604 
Ben Franklin Station 
Washington, D.C. 20044 
Attn: CC:PA:LPD:PR 
Room 5203 

Alternatively, comments may 
be submitted electronically via 

e-mail to the following address: 
Notice. CommellTs@irScollllsel.(reas.fiOl'. 
All comments will be available for public 
inspection and copying. 

SECTION 5. PAPERWORK 
REDUCTION ACT 

The collections of information in this 
notice have been reviewed and approved 
by the Office of Management and Bud
get (OMB) in accordance with the Paper
work Reduction Act (44 U.s.c. 3507) un
der control number 1545-1953. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in section 3 of this notice. The 
collections of information are required 
from donors to satisfy the substantiation 
requirements of § 170(fl( II). The col
lections of information are required from 
donors to obtain a benefit. The likely 
respondents are individuals, partnerships, 
and corporations. 

The estimated total annual reporting 
burden is 161 ,571 hour~. 

The estimated annual hurden per re
spondent varies from 5 minutes to 5 hours, 
with an estimated average of approxi
mately 3.5 hours. The estimated number 
of respondents is 46,285. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once per year. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and return in
formation are confidentiaL as required by 
§ 6103. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this notice is 
Susan J. Kassell of the Office of Asso
ciate Chief Counsel (Income Tax & Ac
counting). For further information regard
ing this notice, contact Susan 1. Kassell at 
(202) 622-5020 (not a toll-free call). 
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Taxation and Reporting of 
Excess Inclusion Income 
by REITs, RICs, and Other 
Pass-Through Entities 

Notice 2006-97 

SECTION I. PURPOSE 

This notice provides interim guidance 
relating to excess inclusion income of 
pass-through entities. particularly real es
tate investment trusts (REITs). A growing 
number of REITs are generating excess 
inclusion income by engaging in mortgage 
securitization transactions that cause the 
R EIT to be a taxable mortgage pool (TMP) 
or have a qualified REIT subsidiary that 
is a TMP. The interim guidance applies 
to excess inclusion income both from 
REMIC residual interests and from REIT 
TMPs. whether received directly or allo
cated from another pass-through entity. 

This notice also requests comments 
and suggestions for further guidance. es
pecially guidance regarding the tax and 
reporting obligations of regulated invest
ment companies (RICs) and other entities 
that hold stock of REIT TMPs or that 
receive excess inclusion income in other 
ways. 

SECTION 2. BACKGROUND 

Enacted by the Tax Reform Act of 1986 
(the 1986 Act). the real estate mortgage 
investment conduit (REMIC) provisions 
of the Internal Revenue Code permit a 
qualifying entity or arrangement, which 
finances mortgages by issuing multiple 
classes of interests, to elect REMlC status. 
[n general, a REMIC is not treated as a 
taxable entity. Instead. the holders of the 
residual interests in a REMIC take into 
account the REMICs net income or net 
loss. 

A REMIC issues regular interests and 
a single class of residual interests. Reg
ular interests in a REMIC are treated as 
debt, and holders of these interests must 
include interest income from the regular 
interests under an accrual method. The 
REMIC deducts interest accruals on the 
regular interests in computing its net in
come or net loss. The holders of the resid
ual interests in a REMIC take into account 
the net IIlcome or net loss of the REMIC. A 
portion of the net income allocated to the 
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residual interest holders may be an excess 
inclusion within the meaning of section 
860E(c). An excess inclusion may not be 
offset by net operating losses, is treated as 
unrelated husiness taxable income (UBTI) 
by certain tax-exempt organizations, and is 
not eligible for any reduction in withhold
ing tax (by treaty or otherwise) in the case 
of a nonresident. 

In addition, the REMIC provisions 
seek to ensure that excess inclusion in
come does not escape current taxation. 
Some of these provisions are designed to 
prevent certain tax-exempt entities (dis
qualified organizations) from being direct 
holders of a REMIC residual interest. 
Others impose tax on certain pass-through 
entities that have excess inclusion income 
allocable to a record owner that is a dis
qualified organization. For this purpose, 
pass-through entities (as defined in sec
tion 860E(e)(6)(B» include REITs. RICs. 
and nominees; and disqualified organiza
tions (as defined in section 860E(e)(5)(B» 
include tax exempt entities that are not 
subject to unrelated business income tax 
under section 511. For example, a REIT 
that owns REMIC residual interests must 
pay any tax imposed by section 860E(e)(6) 
with respect to excess inclusion income 
allocable to a shareholder that is a disqual
ified organization. Rev. Ru!. 2006-58, 
2006-46 I.R.B. 876 (November 13,2006), 
illustrates the application of these provi
sions to a REIT (or a partnership) that has 
a charitable remainder trust as a share
holder (or a partner). 

Section 860E(d) addresses the tax con
sequences to a REIT's shareholders when 
the REIT holds a REMIC residual inter
est. The section provides that, if a REIT 
holds one or more REMIC residual in
terests. then, under regulations prescribed 
by the Secretary, the excess of the aggre
gate excess inclusions determined with re
spect to those interests over the REIT's 
taxable income shall be allocated among 
the shareholders of the REIT in proportion 
to the dividends received from the REIT. 
Any such amounts allocated to a share
holder shall be treated as an excess in
clusion with respect to a residual interest 
held by the shareholder. Section 860E(d) 
further provides that similar rules apply 
to RICs, common trust funds. and cer
tain cooperative organizations. Regula
tions issued under section 860E reserve 
the portion of the regulations dealing with 

the application of section 860E(d). See 
§ 1.860E-l(b). 

Congress intended rhe REMIC regime 
to be the exclusive vehicle for securitiza
tions issuing multiple-maturity mortgage
backed debt securities. Accordingly, the 
1986 Act also enacted TMP provisions, 
which require an entity that issues such se
curities without making the REMIC elec
tion to be taxed as a separate corporation. 

Section 770 Hi) defines a taxable mort
gage pool as any entity (other than a 
REMIC) if-

(i) Substantially all of the assets of the 
entity consist of debt obligations or in
terests in debt obligations, and more than 
50% of these debt obligations or interests 
are real estate mortgages or interests in real 
estate mortgages; 

(ii) The entity is the obligor under debt 
obligations that have two or more maturi
ties; and 

(iii) The required payments on the debt 
obligations that the entity issued bear a re
lationship to the payments to be received 
by the entity on the debt obligations that it 
holds as assets. 

A portion of an entity may also be a 
TMP under this definition. 

Section 7701 (i)(3) provides a special 
rule for a REIT that is a TMP. Congress 
generally intended for equity interests in 
REIT TMPs to be subject to rules similar 
to those that apply to residual interests in 
REMICs. Accordingly, section 7701 (i)(3) 
provides that if a REIT, or a qualified 
REIT subsidiary, is a TMP, then, under 
regulations prescribed by the Secretary, 
adjustments similar to the adjustments 
provided in section 860E(d) are to apply 
to the shareholders of the REIT. Regu
lations under section 7701(i) have been 
issued, but these regulations specifically 
reserve on the treatment of REIT TMPs. 
See § 1.7701 (i)-4(b). 

The Treasury Department and the Ser
vice have been advised that a growing 
number of REITs have recently begun 
securitizing mortgages by issuing debt 
obligations that cause the REITs to be 
TMPs. These securitizations may be ef
fected through a qualified REIT subsidiary 
or a disregarded entity, such as a securiti
zation trust. In these arrangements, not all 
of the REIT's income is attributable to a 
TMP. 

The Treasury Department and the Ser
vice have also been advised that, in the 



absence of regulations or other guid
ance under section 7701(i)(3), taxpayers 
are uncertain about how to apply sec
tion 770I(i)(3) to REIT TMPs and to 
shareholders of REIT TMPs. Taxpayers 
are similarly uncertain about how to ap
ply section 860E(d) to RICs (and other 
pass-through entities) that receive exces~ 
inclusion income (for example, a RIC 
holding shares of a REIT that is required 
by sections 770 I (i)<3) and 860E( d) to 
allocate excess inclusion income to its 
shareholders). 

SECTION 3. REQUESTS FOR 
GUIDANCE AND RELIEF 

Representatives of REITs and RICs 
have requested guidance on the tax treat
ment of excess inclusion income of a 
REIT that either is a TMP or has a quali
fied REIT subsidiary that is a TMP. Some 
of the questions and issues they have 
raised are: 

• The proper computation of excess in
clusion income of a REIT (or qualified 
REIT subsidiary) that is a TMP under 
section 7701(i)(3); 

• The proper method for allocating ex
cess inclusion income among the divi
dends paid by REITs and RICs during 
the taxable year; 

• The reporting obligations of REITs, 
RICs, and their shareholders with re
spect to excess inclusion income; 

• If excess inclusion income is allocated 
to, or otherwise recognized by, an or
ganization that is subject to tax under 
section 5 II, whether the $1,000 deduc
tion provided by section SI2(b)(12) is 
available; 

• Whether there is or will be, a de min
imis exception that applies to REITs, 
RICs, and other pass-through entities 
that have only small amounts of excess 
inclusion income. 

Taxpayer~ have requested the Trea
sury Department and the Service to issue 
an announcement providing that sections 
860E(d) and 7701(i)(3) do not apply be
fore the issuance of the regulations autho
rized by those sections. Taxpayers have 
also requested that any such regulations 

apply only to REIT distributions made 
some period after the issuance of regula
tions or other guidance. 

SECTION 4. REQUEST FOR 
COMMENTS 

The Treasury Department and the Ser
vice are concerned that the purpo,es of the 
REMIC excess inclusion provisions may 
be avoided through the use ot REIT TMPs 
if the resulting excess inclusion income j, 

not properly reported to, and accounted for 
by, direct and indirect shareholders of the 
REITs that create TMPs. At the same time. 
the Treasury Department and the Service 
are mindful that many RICs and other in
vestors hold stock in REITs that do not own 
REMIC residual interests or create TMPs. 

Accordingly, in developing further 
guidance dealing with the excess inclusion 
income of pass-through entities (especially 
that of REIT TMPs), it is appropriate to 
weigh the potential administrative burden 
and complexity for all direct am] indirect 
investors in these entities. The Trea
sury Department and the Service invIte 
comments and suggestion, on the issues 
summarized in Section 3 above and on 
any other matters that may be relevant 
in achieving the purposes of the REMIC 
provisions without imposing undesirable 
administrative burdens on investors. 

SECTION S. INTERIM GUIDANCE 

The Treasury Department and the Ser
vice have concluded that, although the is
suance of regulations may be appropri
ate to provide detailed guidance on cer
tain issues identified by concerned par
ties, sections 860E(d) and 7701(i)(3) es
tablish basic principles that are applicable 
even in the absence of regulations. Pend
ing the issuance of further guidance, in ad
ministering sections 860E(d), 860E(e)(6), 
and 770/(i), the IRS will apply the fol
lowing principles, which are applicable to 
all excess inclusion income, whether from 
TMPs or from REMIC residual interests: 

• A REIT must-

• Detennine whether it or its qual
ified REIT subsidiary (or a par 
tion of either) is a TMP, and If so, 
calculate the excess inclusion in
come of the TMP under a reason
able method. 

• Allocate it, excess inclusion in
come to its ~hareholders in propor
tion to dividends paid (determined 
without regard to any special al
location of the expense for any 
tax paid under section 860E( e I( 6)) 
and Inform the shareholders that 
are not disqualified ()rganization~ 

of the amount and character of the 
excess indu~ion income allocated 
to them. 

• Pay the tax imposed by sectioll 
860E(e)(6) on the excess inclu
sion income that is allocable to its 
shareholders that are disqualified 
organizations. 

• As provided by section 
860G(h)(2), apply the withholding 
tax proVIsions with respect to 
the excess inclusion portion of 
dividends paid to foreign persons 
without regard to any treaty excep
tion or reduction in tax rate. 

• With respect to ih excess inclusion in
come, a pass-through entity, other than 
a REIT, RIC, or nominee, must-

• Allocate its excess inclusion in
come to its partners, participants, 
beneficiaries, or patrons (collec
tively, "owners") in accordance 
with applicable provisions (section 
702. section 584. subchapter ], or 
part I of subchapter T) and IOform 
any owners that are not disquali
fied organizations of the amount 
and character of the cxces~ inclu
sion income that has been allocated 
to them. 

• Pay the tax imposed by ~ection 

860E(e)(6) on excess inclu~ion in
come that is allocable to disquali
fied organizations. 

• As provided by ~ectilln 
860G(b)(2), apply the Withholding 
tax provisions with respect to the 
excess inclu5ion portion of the 
payments made to foreign perSllm 
without regard to any treaty excep
tion or reduction in tax rate. 

• With respect to excess inclll~i()n 10-

come, a nominee must-
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• 

• 

• Inform the beneficial owner~ that 
are not disqualified organizations 
of the amount and character of their 
excess inclusion income. 

• Pay the tux. imposed by section 
X60E(e)(6) on the ex.cess inclusion 

income of beneficial owners that 
are disqualified organizations. 

• As provided by section 
S60G(b)(2). apply the withhold
ing tax. proVISIons to the ex.cess 
inclusion portion of the payments 
made to foreign persons without 
regard to any treaty exemption or 
reduction in tax rate. 

With respect to ils excess inclusion in
come. a RIC must-

• Allocate its excess inclusion in
come to its shareholders in propor
tion to dividends paid (determined 
without regard to any special allo
cation of the expense for any tax 
paid under section 860E(e)(6)). 

• Inform shareholders who arc nom
inees of the amount and character 
of the excess mclusion income that 
has been allocated to them. 

• Pay the tax imposed by section 
860E(e)(6) on excess inclusion in
come that is allocable to record 
shareholders that are disqualified 
organizations. 

• As provided by section 
the with-860G(b)(2). apply 

holding tax provisions to the 
excess inclusion portion of divi
dends paid to foreign shareholders 
without regard to any exemption 
or reduction in tax rate. 

Pending the issuance of further guid
ance. except as provided in this para
gl·aph. a RIC i~ not reljuired to report 
the <l1l111unt and character of the exce~s 
inclusion income allocated to its share
holders who are Ilot nominees. For 
RIC taxable years beginning 011 or af
ter January I. 2007-

• .-'\ RIC Jllll~l inform all of it', ~hare
h\llder~ that are not nominees re-
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• 

garding the amount and character 
of the excess inclusion income al
located to those shareholders if the 
excess inclusion income received 
by the RIC from all sources (in
cluding investments in REMIC 
residual interests) exceeds one per
cent of the gross income of the 
RIC. 

A RIC that is not subject to the 
reporting requirement in the pre
ceding bullet must inform all of its 
shareholders that are not nominees 
regarding the amount and charac
ter of excess inclusion income al
located to those shareholders, tak
ing into account only excess inclu
sion income allocated to the RIC 
from REITs described in the fol
lowing sentence. A REIT is de
scribed in this sentence if it re
ported to its shareholders for the 
most recent REIT taxable year end
ing not later than nine months be
fore the first day of the RIC s tax
able year that-

I. A portion of the REIT's divi
dends for the year was excess 
inclusion income, and 

2. This excess inclusion income 
exceeded three percent of the 
REIT's total dividends for the 
year. 

As an example, the reporting obligation 
described in this bullet applies to a fis
cal year RIC for its taxable year begin
ning February I, 2007, with respect to 
excess inclusion income allocated to the 
RIC by that REIT for the REIT's tax
able year ending December 31, 2007, 
if the REIT had reported for its taxable 
year ending December 31,2005, that its 
excess inclusion income exceeded three 
percent of its total dividends for that 
year. 

SECTION 6. PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 

Reduction Act (44 U.s.c. 3507) under 
control number 1545-2036. 

I\n anencv may not conduct or sponsor. • eo _ -

and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
OMB control nUll1her. 

The collection of information in this no
lice is in sectIOns RoOE(d) and 770 I (i)(3). 
This information is required to allow the 
recipients of the information to properly 
report and pay taxes on excess inclusion 
income allocable to them. The collection 
of information is mandatory. The likely re
spondents are business or other for-profit 
institutions. 

The estimated total annual reporting 
and/or recordkeeping burden is two hours. 
The estimated annual burden per respon
denUrecordkeeper varies from one to three 
hours, depending on individual circum
stances, with an estimated average of two 
hours. The estimated number of respon
dents and/or recordkeepers is 50. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential. as required 
by 26 U.S.c. 6103. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Anna Kim of the Office of the As
sociate Chief Counsel (Financial Institu
tions and Products). For further informa
tion regarding this revenue ruling, contact 
Anna Kim at (202) 622-3735. 

2007 Limitations Adjusted As 
Provided in Section 415(d), 
etc'! 

Notice 2006-98 

Section 415 of the Internal Revenue 
Code (the Code) provides for dollar lim
itations on benefits and contributions un
der qualified retirement plans. Section 415 
also requires that the Commissioner annu-



ally adjust these limits for cost-of-living 
increases. Other limitations applicable to 
deferred compensation plans are also af
fected by these adjustments. Many of the 
limitations will change for 2007. For most 
of the limitations, the increase in the cost
of-living index met the statutory thresh
olds that trigger their adjustment. For ex
ample, the limitation under § 402(g)( 1) 
on the exclusion for elective deferrals de
scribed in § 402(g)(3) is increased from 
$ 15,000 to $15,500. This limitation affects 
elective deferrals to section 40 I (k) plans 
and to the Federal Government's Thrift 
Savings Plan, among other plans. 

Cost-oj-Living limits Jor 2007 

Effective January I, 2007, the limita
tion on the annual benefit under a defined 
benefit plan under § 415(b)( I )( A) is in
creased from $ [75,000 to $180,000. For 
particIpants who separated from service 
before January 1,2007, the limitation for 
defined benefit plans under S 415(b)( I)(B) 
is computed by multiplying the partic
ipant's compensation [imitation, as ad
justed through 2006, by 1.0334. 

The [imitation for defined contribution 
plans under § 415(c)(I)(A) is increased 
from $44,000 to $45,000. 

The Code provides that various other 
dollar amounts are to be adjusted at the 
same time and in the same manner as the 
dollar limitation of ~ 415(b)(I)(A). These 
dollar amounts and the adjusted amounts 
are as follows: 

The limitation under § 402(g)( I) on 
the exclusiun for elective deferrals de
scrihed in § 402(g)(3) is increased from 
$15,000 to $15,5UO. 

The annual compensation limit under 
§§ 401 (a)(17), 404(1), 408(k)(3 l(e), 
and 408(k)(6)(D)(ii) is increased from 
$220,000 to $225,000. 

The dollar limitation under 
§ 416(i)(l)(A)(i) concermng the 
definition of key employee in a 
top-heavy plan is increased from 
$140,000 to $145,000. 

The dollar amount under 
§ 409(0)( 1 )(C)(ii) for determining 
the maximum account balance in an 
employee stock ownership plan sub-

ject to a 5-year distribution period is 
increased from $885,000 to $915,000, 
while the dollar amount used to de
termine the lengthening of the 5-year 
distribution period is increased from 
$175,000 to $[80,000, 

The limitation used in the definition 
of highly compensated employee under 
* 4[4(q)(1 )(8) remains unchanged at 
$100,000. 

The dollar limitation under 
§ 414(v)(2)(B)(i) for catch-up con
tributiuns to an applicable employer 
plan other than a plan described in 
§ 401 (k)(ll) or 408(p) for indi vidua[s 
aged 50 or over remains unchanged at 
$5,000. The dollar limitation under 
§ 414(v)(2)(B)(ii) for catch-up contri
butions to an applicable employer plan 
described in § 40 I (k)( II) or 408(p) for 
individuals aged 50 or over remains 
unchanged at $2,500. 

The annual compensation limitation 
under § 40 [(a)(\ 7) for eligib[e partic
ipants in certain governmental plans 
that, under the plan as in effect on July 
I, 1993, allowed cost-of-living adjust
ments to thc compensation limitation 
under the plan under § 40 I (a)( 17) to be 
taken into account, is increased from 
$325,000 to $335,000. 

The compensation amount under 
§ 408(k)(2)(C) regarding simplified 
employee pensions (SEPs) is increased 
from $450 to $500. 

The limitation on deferrals under 
§ 457(e)(l5) concerning deferred com
pcnsation plans of state and local gov
ernments and tax-exempt organizations 
is increased from $15,000 to $15,500. 

The compensation amounts under 
§ 1.61-21(f)(5)(i) of the Income Tax 
Regulations concerning the definition 
of "control employee" for fringe bene
fit valuation purposes is increased from 
$85,000 to $90,000. The compensation 
amount under § 1.61-21(f)(5)(iii) is 
increased from $175,000 to $180,000. 

The limitation under § 408(p)(2)(E) re
garding SIMPLE retirement accounts is 
increased from $10,000 to $10,500. 

Administrators of defined benefit or de
fineu contribution plans that have received 
favorable determination letters should not 
request new determination letters solely 
because of yearly amendments to adjust 
maximum [imitations in the plans. 

Drafting Information 

The principal author of this notice is 
John Heil of the Employee Plans, Tax 
Exempt and Government Entities Divi
sion. For further information regarding 
the data in this notice, please contact 
the Employee Plan~' taxpayer assistance 
telephone service at 1-877-829-5500 
(a toll-free call) between the hours of 
8:30 a.m. and 4:30 p.m. Eastern time 
Monday through Friday. For informa
tion regarding the methodology used in 
arriving at the data in this notice, please 
contact Mr. Heil at 1-202-283-9888 (not 
a toll-free call). 

Guidance on Withholding and 
Information Reporting on 
Foreign Persons, Including 
Guidance on Certain 
Book-Entry Systems 

Notice 2006-99 

SECTION I. PURPOSE 

This notice provides guidance on with
holding and information reporting on for
eign persons and includes guidance on cer
tain book-entry systems in foreign coun
tries. 

This notice provides clarification 
on whether bonds held through certain 
book-entry systems are treated as in reg
istered or in bearer form under Treas. 
Reg. §§ 5f.I03-1(c) and 1.871-14. It 
concludes that a dematerialized bond that 
can be held and transferred only through 
a book-entry system is in registered form, 
when a holder may only obtain a physical 
certificate in bearer form if the clearing 
organization that maintains the book-entry 
system goes out of business without :l suc
cessor. Notwithstanding the clarification 
set forth in this notice, obligations that 
are outstanding prior to January I, 2007, 
and that were issued in compli;mce Treas. 
Reg. § 1.163-5(c)(2)(ij(D) (TEFRA D) 
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may continue to be treated as obligations 
in bearer form until the obligations mature. 

Further, this notice announces that the 
IRS and Treasury intend to issue regula
tions providing that section 1.871-14( e) of 
the regulations, dealing with foreign tar
geted registered obligations, will not ap
ply to obligations issued after December 
31.2006. except in limited circumstances. 
The regulations will provide that the rules 
of section 1.871-14(e) will apply to obli
gations issued after December 31, 2006, 
and before January I. 2009, but only if 
those obligations have a stated maturity of 
no more than 10 years from the date of is
suance. Obligations issued under the rules 
of Treas. Reg. § 1.871-14( e) prior to Jan
uary I, 2009, will continue to be subject to 
those rules until those obligations mature. 

Finally, this notice announces that the 
IRS and Treasury intend to issue regu
lations retroactively removing the rule in 
Treas. Reg. § 1.1441-I(b)(7)(iii) that 
would impose interest under section 6601 
when no underlying tax liability has in fact 
been imposed. These regulations would 
also clarify that, like interest, penalties that 
are computed based on underpayments of 
tax will not be imposed when no tax has in 
fact been imposed. 

SECTION 2. BACKGROUND 

.0 I Development of dematerialized 
book-entry systems 

IRS and Treasury are aware of the 
development of dematerialized book-en
try systems for holding and transferring 
bonds. In such systems, bonds are required 
to be represented only by book entries, and 
no physical certificates are issued or trans
ferred. Such dematerialized book-entry 
systems offer significant efficiencies for 
securities markets, and in order to capture 
those efficiencies, markets in certain for
eign countries have adopted such systems. 

For example, Foreign Country law re
quires that, beginning on a certain date, 
bonds issued in that country must be held 
through the book-entry system operated by 
Foreign Country Clearing Organization. 
Foreign Country Clearing Organization is 
an entity which is in the business of hold
ing obligations for member organizations 
and transferring obligations among such 
members by credit or debit to the account 
of a member without the necessity of phys
ical delivery of the obligation. Within the 
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book-entry system, bonds are not repre
sented by any physical certificates, but are 
represented only by book entries. Hold
ers do not have the ability to withdraw 
bonds from the book-entry system and 
obtain physical certifIcates representing 
the bonds. Holders may obtain physical 
certificates in bearer form only if For
eign Country Clearing Organization goes 
out of business without a successor that 
will continue to operate the book-entry 
system. Bonds that were issued before 
the book-entry system became mandatory 
must be transferred into the system by a 
specified date. 

.02 Obligations in registered form 
Section Sf.l 03-1 (c)(1) provides that 

an obligation is in registered form if 
the obligation is registered as to both 
principal and interest and the obligation 
may be transferred only by surrender and 
re-issuance of the physical certificate or 
through a book-entry system. Section 
Sf.103-I(c)(2) provides that an obliga
tion is considered transferable through a 
book-entry system if the ownership of an 
interest in the obligation is required to be 
reflected in a book entry that identifies 
the owner of an interest in the obligation. 
Section Sf.103-1(e) provides that an obli
gation that is not in registered form is con
sidered to be in bearer form. An obligation 
in registered form that is convertible into 
bearer form is considered to be in bearer 
fonn. Treas. Reg. § J871-14(c) provides 
that for purposes of determining the appli
cation of the portfolio interest exception, 
the conditions for an obligation to be in 
registered form are identical to the condi
tions described in Treas. Reg. § Sf.l03-I. 

SECTION 3. TREATMENT OF 
OBLIGATIONS HELD THROUGH A 
DEMATERIALIZED BOOK-ENTRY 
SYSTEM 

.01 Obligations subject to a book-entry 
requirement described in section 2.01 

An obligation subject to a book-entry 
requirement described in section 2.01 of 
this notice, and held through the book-en
try system operated by Foreign Country 
Clearing Organization, is an obligation in 
registered form because, within the book
entry system, it may be transferred only by 
book entries and the holder of the obliga
tion does not have the ability to withdraw 
the obligation from the book-entry system 

and obtain a physical certificate in bearer 
form. 

The cessation of operation of the book
entry system would be an extraordinary 
event. Holding through the book-entry 
system is mandatory for obligations in For
eign Country's market while the book-en
try system is in existence and while For
eign Country's legal requirements remain 
in place. The provision for the issuance 
of physical certificates in bearer form in 
the event that the book entry system goes 
out of existence is not the equivalent of 
a provision conferring on the holder the 
ability to convert an obligation from regis
tered form into bearer form in the ordinary 
course of business. 

Notwithstanding that such obligations 
are in registered form, section 3.02 of this 
notice, below, provides a transition rule for 
certain obligations issued prior to January 
I, 2007. 

.02 Obligations issued before January 1, 
2007 

An obligation in bearer form that was 
issued before January I, 2007, and that 
was issued in compliance with section 
1. 163-S(c)(2)(i)(D) (TEFRA D) may con
tinue to be treated as an obligation in 
bearer form until its maturity, whether 
or not it is held within Foreign Coun
try Clearing Organization's book -entry 
system described in section 2.01 of this 
notice. 

SECTION 4. SUNSET OF FOREIGN 
TARGETED REGISTERED RULES 

The IRS and Treasury intend to issue 
regulations providing that the rules of 
section I.871-14(e) of the regulations, 
dealing with foreign targeted registered 
obligations, will not apply to obligations 
issued after December 31, 2006, except in 
the limited circumstances described in the 
next sentence. The regulations will pro
vide that the rules of section 1.871-14(e) 
will apply to obligations issued after De
cember 31, 2006, and before January 1, 
2009, but only if those obligations have a 
stated maturity of no more than 10 years 
from the date of issuance. Obligations 
issued under the rules of Treas. Reg 
§ I.871-14(e) prior to January 1, 2009, 
will continue to be subject to those rules 
until those obligations mature. 



SECTION 5. INTEREST IMPOSED 
WHEN NO TAX DUE 

Treas. Reg. § 1.1441-1(b)(7)(iii) pro
vides that a withholding agent that has 
failed to withhold tax other than based on 
reliance on the appropriate presumptions is 
not relieved from liability for interest un
der section 6601. It further provides that 
such liability exists even when there is no 
underlying tax that is ultimately shown to 
be due. That is, the regulation imposes 
an interest charge under section 6601 on a 
withholding agent for an amount of tax that 
has not in fact been imposed. Treas. Reg. 
§ 1.1441-1(b)(7)(v) sets forth two exam
ples that illustrate the operation of this rule. 

The IRS and Treasury intend to is
sue regulations retroactive to January I, 
200 I, removing the rule in Treas. Reg. 
§ 1.1441-1 (b )(7)(iii), and the accompany
ing examples illustrating the rule in Treas. 
Reg. § 1.1441-l(b)(7)(v), that imposes 
interest under section 6601 when no un
derlying tax liability is imposed. Further, 
the IRS and Treasury intend, in the new 
regulations, to clarify also that, like inter
est, penalties that are computed based on 
underpayments of tax will not be imposed 
when no tax has in fact been imposed. 
Taxpayers may rely on this notice until the 
regulations removing the rule are final
ized. 

SECTION 6. COMMENTS 

Comments are requested regarding the 
regulations to be issued under Section 4 of 
this notice. Specifically, comments are re
quested on the transition period to be pro
vided for such rules. 

SECTION 7. CONTACT 
INFORMATION 

The principal author of this notice is 
Kay Holman of the Office of Associate 
Chief Counsel (International). For further 

information regarding this notice, contact 
Kay Holman at (202) 622-3840 (not a toll
free call). 

Social Security Contribution 
and Benefit Base for 2007 

Notice 2006-102 

Under authority contained in the So
cial Security Act nhe Act"), the Commis
sioner, Social Security Administration, has 
determined and announced (71 F.R. 62636, 
dated October 26, 2006) that the contri· 
bution and benefit base for remuneration 
paid in 2007, and self-employment income 
earned in taxable years beginning in 2007 
is $97,500. 

"Old-Law" Contribution and Benefit 
Base 

General 

The "old-law" contribution and bene
fit base for 2007 is $72,600. This is the 
base that would have been effective under 
the Act without the enactment of the 1977 
amendments. 

The "old-law" contribution and benefit 
base is used by: 

(a) The Railroad Retirement program 
to determine certain tax liabilities and tier 
II benefits payahle under that program to 
supplement the tier I payments which cor
respond to basic Social Security benefits, 

(b) the Pension Benefit Guaranty 
Corporation to determine the maximum 
amount of pension guaranteed under the 
Employee Retirement Income Security 
Act (as stated in section 230(d) of the 
Social Security Act), 

(c) Social Security to detennine a year 
of coverage in computing the special min
imum benefit, as described earlier, and 

(d) Social Security to determine a year 
of coverage (acquired whenever earnings 
equal or exceed 25 percent of the "old
law" base forlhis purpose only) in comput
ing benefits for persons who are also eligi
ble to receive pensions based on employ
ment not covered under section 210 of the 
Act. 

Domestic Employee Coverage 
Threshold 

General 

The minimum amount a domestic 
worker must earn so that such earnings are 
covered under Social Security or Medicare 
is the domestic employee coverage thresh
old. For 2007, this threshold is $1,500. 
Section 3121 (x) of the Internal Revenue 
Code provides the formula for increasing 
the threshold. 

Computation 

Under the formula, the domestic em
ployee coverage threshold amount for 
2007 shall be equal to the 1995 amount 
of $1,000 multiplied by the ratio of the 
national average wage index for 2005 to 
that for 1993. If the resulting amount is 
not a multiple of $1 00, it shall be rounded 
to the next lower multiple of S 100. 

Domeiitic Employee Coveruge Threshold 

Amount 

Multiplying the 1995 domestic em
ployee coverage threshold amount 
($1,000) by the ratio of the national av
erage wage index for 2005 ($36,952.94) 
to that for 1993 ($23,132.67) produces 
the amount of $1,597.44. We then round 
this amount to $1,500. Accordingly, the 
domestic employee coverage threshold 
amount is $1,500 for 2007. 

(Filed by the om,e of the Federal Register on Octoher ]5. 
2006. 8:45 a.m .. and pUbli'hed in the i"ue :Ii Ihe Tederal 
Register for October ]6. 200h. 71 FK 626.16, 
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Part IV. Items of General Interest 
Standards for Calculating 
Energy Savings for the New 
Energy Efficient Home Credit; 
Internal Revenue Code 45L 

Announcement 2006-88 

This announcement informs taxpayers 
thut either Re~idential Services Network 
(RESNET) Publication No. 05-001 or 
RESNET Publication No. 06--001 may be 
used in determining whether a dwelling 
unit qualifies for the New Energy Efficient 
Home Credit. Thus, a taxpayer may cal
culate heating and cooling energy and cost 
savings using the procedures contained in 
either RESNET publication. Similarly, an 
application to have a software program 
included on the public list of software 
programs that may be used to calculate 
energy consumption may be based on 
a declaration by the developer that the 
program satisfies the tests required to con-
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form to the software accreditation process 
prescribed in either RESNET publication. 
This change is effective for new energy 
efficient homes acquired after December 
3 L 2005. 

Notice 2006--27, 2006-11 I.R.B. 626, 
February 21, 2006, and Notice 2006-28, 
2006-11 I.R.B. 628, February 21, 2006, 
provided guidance regarding the calcu
lation of heating and cooling energy and 
cost savings for purposes of determining 
the eligibility of dwelling units for the 
New Energy Efficient Home Credit under 
Internal Revenue Code § 45L. Those no
tices provided that calculations of heating 
and cooling energy and cost savings be 
done in accordance with the procedures 
contained in RES NET Publication No. 
05-001. The notices also provided that 
software would be included on the public 
list of software programs that may be used 
to calculate energy consumption only if 
the software developer certified that the 

program satisfied all tests required to con
form to the software accreditation process 
prescribed in RESNET Publication No. 
05--001. Shortly after the publication of 
the notices, RESNET updated Publica
tion No. 05--001 by issuing Publication 
No. 06-00 I. Publication No. 06-001 
is intended to provide more appropriate 
regional standards for calculating energy 
and cost savings. This announcement 
modifies the guidance in the previously 
issued notices by permitting taxpayers to 
use either the prior RES NET standards 
in Publication No. 05-001 or the current 
RES NET standards in Publication No. 
06-001. 

The principal author of this announce
ment is lenniferC. Bernardini of the Office 
of Associate Chief Counsel (Passthroughs 
& Special Industries). For further informa
tion regarding this announcement, contact 
Jennifer C. Bernardini at (202) 622-3120 
(not a toll-free call). 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 62.-Adjusted 
Gross Income Defined 

26 eFR 1.62-2: Reimbursements and other expense 
allowance arrangements. 

Rules are provided under which a reimbursement 
or olher expense allowance arrangement fur the CO,l 
uf operating an automobile for business purposes will 
satisfy the requirements of section 62«(") of the Code 
as a business connection, subslantiation, and return
ing amounts in excess of expenses. See Rev. Proc. 

2006-49, page 930. 

Section 132.-Certain 
Fringe Benefits 
26 eFR 1.132-9: Qualified Transporrarioll Fringes. 
(Also: 3121(a)(20). 33061b){ 16). 3401(a)( 19)) 

Qualified transportation fringes; 
smartcards and debit cards. This ruling 
provides guidance to employers on the use 
of smartcards and debit cards to provide 
qualified transportation fringes under sec
tion 132(f) of the Code. 

Rev. Rul. 2006-57 

ISSUE 

Whether, under the facts described, 
employer-provided transportation bene
fits provided through smartcards, debit 
or credit cards, or other electronic media 
are excluded from gross income under 
§§ 132(a)(5) and 132(f) of the Internal 
Revenue Code and from wages for em
ployment tax purposes. 

FACTS 

Situation 1. For 2006, Employer A pro
vides to its employees transportation bene
fits in an amount not exceeding $105 each 
month. Transit system X provides smart
cards that may be used by employers in 
the metropolitan area served by X as a 
mechanism to provide fare media for tran
sit system X to employees. The smart
cards are plastic cards containing a mem
ory chip that stores certain information in
cluding the serial number of the card and 
the value of the fare media stored on the 
card. The amount stored as fare media 
on the smartcard is not authorized to be 

used to purchase anything other than fare 
media for X. A uses the smilrtcards as a 
mechanism to provide transportation ben
efits to its employees. A makes monthly 
payments to X on behalf of its employ
ees who participate in the transportation 
benefit program, which X then electroni
cally allocates to each employee's smart
card as instructed by A. A does not require 
its employees to substantiate their use of 
the smartcards. 

Situation 2. For 2006, Employer B pro
vides to its employees transportation bene
fits in an amount not exceeding $105 each 
month. Debit card provider P provides 
debit cards that may be used by employ
ers to provide transportation benefits to 
their employees. The dehit cards are re
stricted for use only at merchant terminals 
at points of sale at which only fare media 
for transit system Y is sold. B uses the 
terminal-restricted debit cards provided by 
P as a mechanism to provide transporta
tion benefits to its employees_ B makes 
monthly payments to P on behalf of its em
ployees who participate in the transporta
tion benefit program, which P then elec
tronically allocates to each employee's ter
minal-restricted debit card as instructed by 
B. B does not require its employees to sub
stantiate their use of the debit cards. 

Situation 3. For 2006, Employer C pro
vides to its employees transportation bene
fits in an amount not exceeding $105 each 
month. Debit card provider Q provide~ 
debit cards that may be used by employ
ers as a mechanism to provide transporta
tion benefits to their ernployee~. Q re
stricts the use of the debit cards to mer
chants that have been assigned a merchant 
category code CvlCC) indicating that the 
merchant sells fare media. The cards are 
restricted for use at merchants that have 
been assigned MCCs indicating the mer
chant sells fare media for some or all of 
the following categories: local and sub
urban commuter passenger transport; pas
senger railway: bus lines, excluding char
ters and tours; and transportation service 
(not elsewhere classified). The merchant 
mayor may not sell other merchandise. 
The MCCs were developed by S, which 
is a debit/credit card network. S deter
mines and updates the MCC assigned to 

a particular merchant based on informa
tion provided by the merchant. C uses thc 
MCC-restricted debit cards provided by Q 
as a mechanism to provide transportation 
benefits to its employees. A voucher or 
similar item exchangeable only for a tran
sit pass is not otherwise readily available 
for purchase by C for direct distribution 
to C"S employees within the meaning of 
§ 132(f)(3). 

For the first month an employee par
ticipates in the transportation benefit pro
gram, the employee pays for fare media 
with after-tax amounts. The employee 
then substantiates to C the amount of fare 
media expenses incurred during the month 
following reasonable substantIation pro
cedures implemented by C as described 
in § 1.l32-9(b) QfA-16(c). C then re
mits to Q an amount equal to the amount 
of substantiated fare media expenses for 
the prior month, which Q then electroni
cally allocates to the debit card assigned 
to the employee. For suhsequent months, 
C reimburses the employee for fare me
dia expenses incurred by the employee 
by providing funds to Q to be allocated 
to the employee's debit card equal to the 
amount of fare media expenses substanti
ated under the following procedures (not 
exceeding the monthly limit provided un
der § 132(f)(2». With respect to expenses 
for which employees seek reimbursement 
that were paid using the MCC-restricted 
debit card, C receives periodic statements 
providing infonnation on the use of each 
debit card, which include information on 
the identity of the merchants at which 
the debit card was used, and the date and 
amount of the debit card transactions. In 
addition, for the first month the debit card 
was Llsed, prior to providing reimburse
ment, C requires that the employee certify 
that the debIt card was used only to pur
chase fare media. For subsequent months, 
C does not require employee certifica
tions prior to reimbursement of recurring 
expenses that match expenses previously 
substantiated under the procedures de
scribed above as to seller and time period 
(e.g., for an employee who purchases a 
transit pass on a regular basis from the 
same seller). However, C requires a re
certification at \east annually from each 
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employee that the debit card \\a~ u~ed unly 
to rurchC\\e fare media. C re\ie\\~ the pe
riodic qatement\ in cumbinatitln \\ ith till' 
employee certificatilln~ to determine the 
transit pas~ expense\ incurred by each 
employee through the u~e llr the debit 
card and reimhurse~ each emrlo:>ee fur 
the exrenses that ha\e heen substantiated 
by transmitting funds t() Q to be allo
cated electwnically to eaL'h employee's 
dehit L'ard. With resped to fare media 
expenses for whidl Cs employees seek 
reimbursement that were not raid using 
the MCC-n:striL'ted dehit card, the em
rloyees suhstantiate the amount of the fare 
medIa exrenses incurred following rea
sonahle suhstantiation procedures imple
mented by C as descri bed in ~ l.132-9( b) 
Q/A-16(c). For example, an employee 
receiving reimhursements of less than the 
maximum monthly excludable amount of 
transportation expenses may increase his 
or her reimbursements for future months 
by paying for increased fare media ex
penses by ~ome method other than the 
use of the dehit card and substantiating 
the additional amount using reasonable 
substantiation procedures as described in 
~ 1.132-(9)(b) Q/A-16(c). 

Sil[{(/{ioll..t. The facts are the same as 
in Situation 3, except in the following re
spects. Employer C provides employees 
with MCC -restricted debit cards as soon 
as they hegin work. Prior to using the 
MCC -restricted debit cards, C s employ
ees certify that the card will be used only 
to purcha~e transit passes. In addition, 
written on each dehit card is the statement 
that the card is to he used only for tran
~it passes, and, by lIsing the card, the em
ployee certifies that the card is heing used 
only to purchase transit passes. At no time 
do C s ernployee.\ substantiate to C the 
amount of fare mediCI e:\penses that have 
heen incurred. 

LAW 

Section 61 (a)( I ) of the Code pnl\ides 
that. e:\cept as otherwise provided in subti
tle A, g.ross income includes compensation 
lor services, II1cluding fees, commissions, 
IrInge henefih, and similar items. 

Section IJ2( a)( S) pnl\ ides that any 
fringe henefit that is a qualified transporta
tion fringe is excluded from gross income. 
Section 132( O( I) provides that the term 
"ljualified transportation fringe" means 
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( I ) transportation in a commuter highway 
\ chicle between home and work, (2) any 
transit pass, and (3) ljualified parking, The 
amollnt of the fringe benefit which may be 
excluded from gross income and wages for 
2006 is limited to $1 OS per month for the 
aggregate of transportation in a commuter 
highway \'Chicle and transit passes, and 
S20S per month for qualified parking, See 
~ U2( f)( 2); Rev. Pmc. 2005-70, 2005--+7 
I.R.B. 979, ~ 3.12. 

Section 132(0(S )(A) provides that a 
transit pass is any pass, token, farecard, 
voucher or similar item entitling a person 
to transportation (or transportation at a 
reduced price) if such transportation is on 
mass transit facilities or is provided by 
any person in the business of transporting 
persons for compensation or hire in a com
muter highway vehicle, See § 132(0(5 )(B) 

for the definition of a commuter highway 
vehicle, 

Section 132(f)(3) provides that a qual
ified transportation fringe includes a cash 
reimbursement by an employer to an em
ployee for transit benefits, However, a 
ljualified transportation fringe includes 
a cash reimbursement by an employer 
to an employee for a transit pass only 
if a voucher or similar item that may be 
exchanged only for a transit pass is not 
readily available for direct distribution by 
the employer to the employee. 

Section II 32-9(b) Q/A-16(h)( I) of 
the Income Tax Regulations provides that 
if a voucher or similar item is readily 
;lVailahle, the requirement that a voucher 
or similar item be distributed in-kind by 
the employer is satisfied if the voucher 
is distributed by the employer or by an
other person on behalf of the employer 
(for example, if a transit operator credits 
amounts to the employee's fare card as a 
result of payments made to the operator 
by the employer). 

Section 1.132-9(b) Q/A-16(b)(2) pro
vides that a transit system voucher is an 
instrument that may be purchased by em
ployers from a voucher provider that is ac
cepted by one or more mass transit oper
ators in an area as fare media or in ex
change for fare media. Under * 1.132-9(b) 
QI A-16( b)( 3). a voucher provider is any 
person in the trade or business of selling 
tran~it system vouchers to employers, or 
any tramit system or transit system opera
tor that sells vouchers to employers for the 

purpose of direct distribution to employ

ees, 
Section I. U2-9(b) Q/A-16(b)(-l) pro

vides that a \oucher or similar item is 
readily available for direct distribution by 
an employer to employees if and only if 
the employer can obtain it from a voucher 
provider that does not impose fare me
dia charge~ greater than I percent of the 
average annual value of the voucher for 
a transit system, and does not impose 
other restrictions causing the voucher not 
to be considered readily available, See 
§ 1.132-9(b) Q/A-16(b)(5) and (b)(6), 

Section I. 132-9(b ) QI A-16(a) pro
vides that the term qualified transportation 
fringe includes cash reimbursement for 
transportation in a commuter highway 
vehicle, transit passes (if permitted), and 
qualified parking, provided the reimburse
ment is made under a bOl/a fide reimburse
ment arrangement. A payment made be
fore the date an expense has been incurred 
or paid is not a reimbursement. In addi
tion, a bona fide reimbursement arrange
ment does not include an arrangement 
that is dependent solely on the employee 
certifying in advance that the employee 
will incur expenses at some future date, 
Under § l.132-9(b) QIA-16(c), whether 
a reimbursement is made under a bona 
fide reimbursement arrangement depends 
upon the facts and circumstances, The 
employer must implement reasonable pro
cedures to ensure that the amount equal 
to the reimbursement was incurred for 
transportation in a commuter highway ve
hicle, transit passes, or qualified parking, 
Section 1.132-9(b) QIA-16(d) provides 
that reasonable reimbursement procedures 
include the collection of receipts from 
employees or obtaining employee certi
fications in appropriate circumstances. 
The regulations provide that obtaining an 
employee's certification is a reasonable 
reimbursement procedure if receipts are 
not provided by the seller in the ordinary 
course of business, and if the employer 
has no reason to doubt the employee's 
certification, 

Section 1.132-9(b) QI A-18 provides 
that there are no employee substantiation 
requirements if an employer distributes a 
transit pass (including a voucher or similar 
item) in-kind to the employer's employ
ees. 

Federal Insurance Contributions Act 
(FICA) taxes, Federal Unemployment Tax 



Act (FUTA) taxes, and Federal income tax 
withholding are imposed on "wages." See 
§§ 3101, 3111, 3121(a), 3301, 3306(b), 
3402, and 3401(a). Section 3121(a) de
fines "wages" for FICA purposes as all 
remuneration for employment including 
the cash value of all remuneration (in
cluding benefits) paid in any medium 
other than cash, with certain specific ex
ceptions. Sections 3306(b) and 3401(a) 
define "wages" similarly for FUTA and 
Federal income tax withholding purposes 
respectively. 

Section 3121(a)(20) excepts from the 
definition of "wages" for FICA tax pur
poses any beneflt provided to or on behalf 
of an employee if, at the time such benefit 
is provided, it is reasonable to believe that 
the employee will be able to exclude such 
benefit from gross income under § 132. 
Sections 3306(b)( 16) and 3401 (a)( 19) pro
vide similar exclusions for FUTA and Fed
eral income tax withholding purposes re
spectively. 

ANALYSIS 

In Situation 1, the fare media value 
stored on the smartcards is useable only 
as fare media for transit system X. Thus, 
the smartcard qualifies as a transit system 
voucher under § 1.132-9(b) QI A-16(b )(2) 
distributed in-kind by A to its employees. 
In addition, the amount allocated to each 
employee's smartcard is within the amount 
specified by § 1 32(f)(2)(A). Accordingly, 
the value of the fare media provided by 
A to its employees through the use of the 
smartcards is excluded from the employ
ees' gross income as a qualified transporta
tion fringe benefit within the meaning of 
§ 132(a)(5) without requiring the employ
ees to substantiate their use of the smart
cards. 

In Situation 2, the terminal-restricted 
debit card provided by B to its employees 
qualifies as a transit system voucher un
der § 1.1 32-9(b) QIA-16(b)(2) because it 
can be used only at merchant terminals at 
points of sale at which only fare media for 
transit system Y can be purchased. In ad
dition, the amount allocated to each em
ployee's debit card each month is within 
the amount specified by § 132(f)(2)(A). 
Therefore, the value of the fare media pro
vided by B to its employees through the 
use of the terminal-restricted debit cards 
is excluded from its employees' gross in-

come as a qualified transportation fringe 
benefit within the meaning of § 132(a)(5) 
without requiring the employees to sub
stantiate their use of the debit cards. 

In Situation 3, the debit card provided 
by C to its employees does not qualify as a 
transit system voucher under § I.l32-9(b) 
Q/A-16(b)(2) because it is possible that a 
MCC-restricted debit card may be used to 
purchase items other than transit passes. A 
merchant properly classified to accept the 
debit card as payment may sell merchan
dise other than transit passes, and there is 
nothing in the debit card technology which 
prevents its use to purchase things other 
than transit passes. 

Recause a voucher or similar item ex
changeable only for fare media is not 
readily available to C for direct distribu
tion to its employees, § 132(0(3) permits 
C to provide qualified transportation ben
efits in the form of cash reimbursements 
for transit pass expenses, but only if the 
reimbursements are provided under a 
bona fide reimbursement arrangement. 
With respect to expenses incurred during 
the first month an employee participates 
in the transportation benefit program, 
and with respect to expenses not paid 
using the MCC-restricted debit card, C 
has implemented reasonable substantia
tion procedures as described in § 1.132-9 
Q/A-16(c). With respect to expenses paid 
using the MCC-restricted debit card, C 
receives periodic statements providing 
information on the purchases made with 
the debit card, including the identity of 
the seller, and the date and amount of 
the debit card transactions. In addition, 
for the first month an employee uses the 
MCC-restricted debit card, C requires that 
the employee certify that the card was used 
only to purchase fare media. C does not 
require monthly certifications with respect 
to recurring items if the item described 
in the periodic statement matches with 
respect to seller and time period items that 
have previously been substantiated as tran
sit pass expenses. However, C requires at 
least an annual recertification from each 
employee that the debit card was used only 
to purchase fare media. Prior to remitting 
an amount to Q as reimbursement for 
transit pass expenses for an employee, C 
examines the periodic statements describ
ing debit card transactions in combination 
with employee certifications to determine 
the transit pass expenses incurred by each 

employee through the use of the debit 
card. C provides funds to Q to be electron
ically allocated to the debit cards only as 
reimbursements for substantiated transit 
pass expenses that have been incurred and 
substantiated in this fashion. Based on the 
facts and circumstances, C has established 
a bona fide reimbursement arrangement 
for transit passes within the meaning of 
§ 1.132-9 Q/A-16(c). In addition, the 
amount of the monthly benefit is within 
the amount specified by § 132(f)(2)(A). 
Therefore, the value of the fare media 
provided by C to its employees through 
the use of the MCC-restricted debit cards 
is excluded from its employees' gross in
come as a qualified transportation fringe 
benefit within the meaning of § 132(a)(5). 

In Situation 4, as discussed above, 
the MCC-restricted debit card does not 
qualify as a transit system voucher under 
§ 1.132-9(b) Q/A-16(b)(2). Because a 
voucher or similar item is not otherwise 
readily available to C, C may provide qual
ified transportation fringe benefits in the 
form of cash reimbursements for transit 
passes under a bona fide reimbursement 
arrangement. C provides the debit cards in 
advance, requiring its employees to certify 
that they will use the cards exclusively to 
purchase transit passes. This arrangement 
does not constitute a bona fide reimburse
ment arrangement under § 1. 132-9(b ) 
Q/A-16(c) because it provides for ad
vances rather than reimbursements and 
because it relies solely on employee cer
tifications provided before the expense is 
incurred. Those certifications, standing 
alone, do not provide the substantiation of 
expenses incurred necessary for there to be 
a bona fide reimbursement arrangement. 
Because C is providing restricted-use debit 
cards that are not transit system vouch
ers, and because C is not reimbursing its 
employees for fare media expenses under 
a bona fide reimbursement arrangement, 
the amounts C provides to its employees 
through the use of the MCC-restricted 
debit cards are included in its employees' 
gross income and wages. 

HOLDINGS 

Situation I. The value of the transit 
pass benefits provided by A to its em
ployees through the use of the smartcards 
is excluded from gross income under 
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~ l32(et)IS) and from wetge~ fur employ
ment tax purp()~es. 

Situation 2. The \alue ufthe tran~lt pa\~ 
benefit~ provided by R tn its employee~ 
through the U~e of the terminal-re~tncted 
debit card i\ e:--e1uded frolll gro~s incollle 
under ~ 132(a)(S) and from wages for em
ployment tax purposes. 

Situation J. The \alUe of the tr,\ll,it 
pas, benefit'-- prmided by C to it'-- employ
ees through the U~e of the MCC -re\tricted 
debit card IS e:--e1uded from gross income 
under ~ I J2(a)(S) and from wages for em
ployment tax purposes. 

Situation·t The amounts provided 
by C to it, employees through the use 
of the MCC -restricted debit cards are 
not excluded from gross income under 
~ I J21 a II S) and are wages for employment 
tax purposes. 

EFFECTIVE DATE 

This n'?\'enue ruling is effective January 
I. 200tl. Employers ami emplOyees may 
rely on this re\'enlle ruling with respect to 
transacti()n~ occurring prior to January I, 
2008. As discussed in Notice 2004--46, 
2004-2 C.B. 46. if a debit card qualifies 
as a \'oucher or similar item. then cash 
reimbursement for transit pass expenses 
would be precluded if such a debit card 
\Vere readily available. The Treasury De
partment and the Internetl Revenue Service 
will continue to review this issue. includ
ing the circumstances under which a tenni
nal-restricted debit card may be considered 
not readi Iy availahle hecause of implemen
tation charges or other restrictions within 
the meaning of ~ I. L~2-9( b) QI A-16(b)( 6) 
that dlecti vely prevent the employer from 
ohtaining the dehit card for distribution to 
employees. 

As terminal-re~tricted dehit cards ap
pear not to be widely used at present in ar
ea~ where cash reimbursement is permissi
ble. the Trca:--ury Department and the Inter
nal Re\ enuc Service lack sufficicnt factual 
context to develop guidancc at this time 
regarding when terminal-restricted debit 
card~ arc rcadily available. As usc of ter
minal-re~tricted dehit cards increases in 
cash-reimhurscment areas. we intend to is
sue guidance clarifying under what situa
tions the cards are considered to be read
II) a\ ailable and thus preclude cash re
imhursement tor transit benefits. Until 
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such guidance is issued, the Service will 
not challenge the ability of employers to 
prmide qualified transportation fringes in 
the form of cash reimbursement for transit 
passes when the only a\'ailable voucher or 
similar item is a terminal-restricted debit 
card. 

DRAFTING INFORMATION 

The principal authors of this rev
enue ruling are David R. Ford and 
John Richards of the Office of Associate 
Chief Counsel (Tax Exempt & Govern
ment Entities). For further information 
regarding this revenue ruling. contact 
John Richards at (202) 622-6040 (not a 
toll-free call). 

Section 162.-Trade or 
Business Expenses 

2{) CFR 1.162-17: R~p"rlillg (/Ild suiJslullliali(J/1 of 

certain hlfsinc.\5 c,\jJells('.\ (!f employct!s. 

Rules are provided for substantiatIng the amount 

of a deduction for an expense for business use of an 

autolllobile. See Rev. Proc. 2006-4lJ. page 936. 

Section 170.-Charitable, 
etc., Contributions and Gifts 
2{) CFR 1.170;\- I: Chariwb!e, elc .. cOl/lriiJlIliol/ I' 

((1ll1 giji.l: ul/oHwlce o/dedllcTiol1. 

Rules are provided for substantiating the amollnt 

of a deduction for an expense for charitable use of an 

automllhile. See Rev. Proc. 2006-49. page 936. 

Section 213.-Medical, 
Dental, etc., Expenses 

2{) CFR 1.213-1: Mr'dicili. deI/wi. flc .. expCII.\cs. 

Rules are provided for suhstantiating the amount 

of a deductHlIl for an expense fDr use of an automobile 

to ohtain medical services. See Rev. Proc. 2006-49, 

page CJ36. 

Section 217.-Moving 
Expenses 
]() CFR 1.2 I 7-2: MOI'il/li expc/Jlc,l. 

Rules are provided for substantiating the amount 

llf a deduction for an expense for use of an automobile 

as part of a Ino,e. See Rev. Proc 2[J06-49. page 936. 

Section 274.-Disallowance 
of Certain Entertainment, 
etc., Expenses 
2() CFN 1.27-1 5. S(/lnIUIIIIlIli,,,1 1''''111 I rOil ('II 1.1. 

Rules arc prlll ilkd fIll ,ub,tanti.ltlng thl' amount 

of nrdillary and nccessary hUSIness expenses of an 

employee for autlllllllhik c\penses II hen a pa)'nr pro

lidcs a mileage allol\ anc\' fLlI the npl'lhc,. Rules are 

abo provided fnr cmployees and sdf-employcd ill

dividua" to use in suhstantialing a Irade or husmess 

deduction fnr autlll1lohiie expenses. See ReI. Pmt'o 
2()06--+9. page lJ.'fl 

Section 704.-Partner's 
Distributive Share 
26 CFR 1.7()-I-I: PlIrlller's di.ltri/Julil'(, s!r"I'e. 
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DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Partner's Distributive Share: 
Foreign Tax Expenditures 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations and removal 
of temporary regulations. 

SUMMARY: This document contains fi
nal regulations regarding the allocation 
of creditable foreign tax expenditures by 
partnerships. The regulations are neces
sary to clarify the application of section 
704(b) to allocations of creditable foreign 
tax expenditures. The final regulations 
affect partnerships and their partners. 

DATES: Effectil'e DUfe: These regulations 
are effective October 19, 2006. 

Applicahilitv Date: These regulations 
apply to partnership taxable years begin
ning on or after October 19, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Timothy 1. Leska at 
202-622-3050 or Michael I. Gilman at 
202-622-3850 (not toll-free numbers). 



SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
26 CFR part I under section 704 of the In
ternal Revenue Code (Code). On April 21, 
2004, temporary regulations (T.D. 9121, 
2004-1 C.B. 903) relating to the proper 
allocation of partnership expenditures for 
foreign taxes were published in the Fed
eral Register (69 FR 21405). A notice of 
proposed Tulemaking (REG-I 39792-02, 
2004-1 C.B. 926) cross-referencing the 
temporary regulations was also published 
in the Federal Register (69 FR 21454) on 
April 21, 2004. A public hearing was re
quested and held on September 14, 2004. 
The IRS received a number of written 
comments responding to the temporary 
and proposed regulations. After consid
eration of the comments, the proposed 
regulations are adopted as revised by this 
Treasury decision and the corresponding 
temporary regulations are removed. 

Section 704(a) provides that a partner'~ 
distributive share of income, gain, loss. de
duction. or credit shall, except as otherwise 
provided, be determined by the partnership 
agreement. Section 704(b) provides that 
a partner's distributive share of income, 
gain, loss. deduction, or credit (or item 
thereof) shall be determined in accordance 
with the partner's interest in the partner
ship (determined by taking into account all 
facts and circumstances) if the allocation 
to a partner under the partnership agree
ment of income, gain, loss. deduction, or 
credit (or item thereof) does not have sub
stantial economic effect. Thus, in order to 
be respected, partnership allocations either 
must have substantial economic effect or 
must be in accordance with the partners' 
interests in the partnership. 

In general, for an allocation to have 
economic effect, it must be consistent with 
the underlying economic arrangement of 
the partners. This means that, in the event 
there is an economic burden or benefit that 
corresponds to the allocation, the partner 
to whom the allocation is made must re
ceive the economic benefit or bear such 
economic burden, See §1.704-l(b)(2)(ii). 
As a general rule, the economic effect of 
an allocation (or allocations) is substantial 
if there is a reasonable possibility that 
the allocation (or allocations) will affect 
substantially the dollar amounts to be re-

ceived, independent of tax consequences 
See §1.704-l(b)(2)(iii). Even if the al
location affects substantially the dollar 
amounts. the economic effect of the allo
cation (or allocations) is not substantial if. 
at the time the allocation (or allocations I 
becomes part of the partnership agreement, 
(I) the after-tax economic t:onsequences 
of at least one partner may, in present 
value terms, be enhanced compared to 
such consequences if the allocation (or 
allocations) were not contained in the 
partnership agreement, and (2) there is a 
strong likelihood that the after-tax eco
nomic consequences of no partner will. in 
present value terms, be substantially di
minished compared to such consequences 
if the allocation (or allocations) were not 
contained in the partnership agreement. 
See § 1.704-1 (b)(2)(iii). 

The temporary and proposed regu
latiom clarified the application of the 
regulations under section 704 to foreign 
taxes paid or accrued by a partnership and 
eligible for credit under section 90 l( a) 
(creditable forelgn tax expenditures or 
CFTEs). While allocations of CFTEs that 
are disproportionate to the related income 
may have economic effect in that they 
reduce the recipient partner's capital ac
count and affect the amount the recipient 
partner is entitled to receive on liquida
tion, this effect will almost certainly not 
be substantial after taking U.S. tax con
sequences into account. For example, 
the after-tax economic consequences to 
a foreign or other tax-indifferent partner 
whose share of the tax expense is borne 
by a U.S, taxable partner will be enhanced 
by reason of the allocation, and there i, 
a strong likelihood that the after-tax eco
nomic consequences to a U.S. partner will 
not be substantially diminished since the 
allocation of the CFTE increases the al
lowable foreign tax credit and results in Q 

dollar-for-dollar reduction in the U.S. tax 
the partner would otherwise owe. 

The temporary and proposed regula
tions were based on the assumption that 
partnerships specially allocate foreign 
taxes where the recipient partner would 
elect to claim the CFTE as a credit rather 
than as a deduction. As a matter of ad
ministrative convenience, the regulations 
applied to all allocations of CFTEs even 
though, in rare instances, a paIlner may 
instead elect to deduct the CFTEs. Thus. 
the temporary and proposed regulations 

provided that partner~hip allocations ot' 
CFTEs cannot have substaJltial economic 
enect and. therefore. must be allocated in 
accordance wi th the partners' interests in 
the partnership. 

The temporary and proposed regula
lion~ provided a safe harbor under which 
partnership allocations of CFTEs will 
be deemed to be in accordance with the 
partners' interests in the partnership. Un
der this safe harbor. if the partnership 
agreement satisftes the requirements of 
§ 1.704-I(b)(2)(ii)(b) or (d) (capital ac
count maintenance. liquidation accord
ing to capital accounts. and either deficit 
restoration obligations or qualified income 
offsets). then an allocation of CFTEs that 
is proportionate to a partner's distributive 
~hare of the partnership income to which 
~uch taxes relate (including income al
located pursuant to section 704(c) will 
be deemed to be in accordance with the 
partners' interests in the partnership. If the 
allocation of CFTEs does not satisfy this 
safe harbor, then the allocation of CFTEs 
will be tested under the partners' interests 
in the partnership standard set forth in 
§ 1.704-I(b)(3), 

Summary of Comments and 
Explanation of Provisions 

These final regulations retain the provi
sions of the proposed and temporary reg
ulations excluding allocation, of CFTEs 
from the substantial economic effect safe 
harbor of § 1.704-1 (b )(2). and provide 
a safe harbor under which allocation~ of 
CFTEs will be deemed to be in accordance 
with tbe partners' interests in the partner
ship. As provided in the temporary and 
proposed regulations. the final regulations 
provide that allocation~ of CFTEs must be 
in proportion to the distributi ve shares of 
mcume to which the CPTEs relate in order 
to satisfy the safe harbor. 

The final regulations provide that the 
lI1come to which a CFTE relates is the net 
Income in the CFTE category to which 
the CFTE is allocated and apportioned. A 
CFTE category is a category of net income 
attributable to one or more activitIes of the 
partnership. The net income in a CFTE 
category is the net income determined for 
U.S. federal income tax purposes (U.S. net 
income) attributable to each separate Jctiv
tty of the partnership that is induded in the 
CFTE category. Income from separate ac-
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tivities i~ included in the same CFTE cate
gory only if the U.S. net income from the 
activities is allocated among the partners 
in the same proportions. For this purpose. 
income from a divisible part of a single ac
tivity that is shared in a ditlerent ratio than 
other income from that activity is treated 
as income from a separate activity. CFTEs 
are allocated and apportioned to CFTE cat
egories in accordance \vith * 1.90-\.-6 prin
ciples. as modified by the final regulations. 
Therefore. CFTEs generally are allocated 
to a CFTE category if the income on which 
the CFTE is imposed (the net income rec
ognized for foreign tax purposes) is in the 
CFTE category. 

Accordingly. the safe harbor of the final 
regulations requires a three-step process 
to determine the distributive share of in
come to which a CFTE relates. First. the 
partnership must determine its CFTE cat
egories. Second. the partnership must de
termine the U.S. net income in each CFTE 
category. Third. the partnership must al
locate and apportion CFTEs to the CFTE 
categories based on the net income in the 
CI"TE categories that is recognized for for
eign tax purposes. To satisfy the safe har
hor. the partnership must allocate CFTEs 
among the partners in the same proportion 
as the allocations of U.S. net income in the 
applicable CFTE category. 

Summary of Comments 

A number of comments were received 
on the temporary and proposed regula
tions. The comments included requests 
for clarification and recommendations re
lating to the following: (i) the definition 
of CITEs. (ii) the CFTE categories. (iii) 
the distributive share of income to which 
a CFTE relates. (iv) the application of the 
principles of * 1.904-6. (v) the partners' 
interests in the partnership. (vi) the ef
fective date and transition rule and (vii) 
certain other matters. The comments and 
final regulations are discussed in detail 
below. 

A. Creditahle Foreign Tox Expellditu res 
(CFTEs) 

The temporary and proposed regula
tions provide that a CFTE is a foreign tax 
paid or accrued by a partnership that is el
igible for a credit under section 90 I (a). A 
qualifying domestic corporate shareholder 
may claim a credit under section 901 (a) for 
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taxes paid or accrued by a foreign corpo
ration and deemed paid by the shareholder 
under section 902 or 960 upon distribution 
or inclusion of the associated earnings. 
Several commentators requested guidance 
concerning \\ hether taxes deemed paid 
under section 902 or 960 are subject to 
these regulations. Although a domestic 
corporation may be eligible to claim a 
credit for deemed-paid taxes with respect 
to stock of a foreign corporation it owns 
indirectly through a partnership. any such 
deemed-paid taxes are determined directly 
by the corporate partner based on the 
partner's distributive share of dividend 
income or inclusion. Such deemed-paid 
taxes. therefore. are not partnership items 
and are not taxes paid or accrued (or 
deemed paid or accrued) by a partnership. 
Accordingly. foreign taxes deemed paid 
under section 902 or 960 are not subject to 
these regulations. 

The final regulations retain the defini
tion of CFTE contained in the temporary 
and proposed regulations. In response to 

the comment. the final regulations clarify 
that a CFTE does not include foreign taxes 
deemed paid by a corporate partner under 
section 902 or 960. The final regulations 
also clarify that the regulations do not ap
ply to foreign taxes paid or accrued by a 
partner (foreign taxes for which the part
ner has legal liability within the meaning 
of * 1.90\-2(f)). Finally. the final regula
tions clarify that a CFTE does include a 
foreign tax paid or accrued by a partner
ship that is eligible for a credit under an 
applicable U.S. income tax treaty. 

B. CFTE Categories 

Examples in the temporary and pro
posed regulations illustrated that the deter
mination of the income to which a CFTE 
relates must be made separately for cer
tain categories of income when the part
ner~hip agreement provides for different 
allocations of such income. Commenta
tors requested additional guidance regard
ing the relevant categories for purposes 
of the safe harbor. including clarification 
that the safe harbor does not require the 
partnership to determine its CFTE cate
gories by reference to section 904(d) cat
egories. Subject to the requirements of 
section 704( b) and other applicable provi
sions of U.S. law. partners are free to al
locate income in any manner they choose. 

Although partners must assign their dis
tributi \C shares of partnership items (along 
with their other Items llf inc()l11e and ex
pense) to sect ion 90-\.( d) categories to com
pute the applicable limitations on the for
eign tax crediL the CFTE categories need 
not be determined by reference to section 
904(d) categories. These principles were 
illustrated by the examples in the tempo
rary and proposed regulations. However. 
the IRS and the Treasury Department agree 
with commentators that it is appropriate to 
provide additional guidance in determin
ing a partnership' s relevant categories of 
income. Accordingly. the final regulations 
provide additional guidance for purposes 
of making this determination. The addi
tional guidance is also intended to assist in 
the determination of the distributive share 
of income to which a foreign tax relates. 
See the discussion at section C in this pre
amble. Consistent with the comments. the 
rules provided for in the final regulations 
rely to the extent possible on U.S. tax prin
ciples. 

The final regulations clarify that the rel
evant category of income is the CFTE cat
egory. defined in the final regulations as 
U.S. net income attributable to one or more 
activities of the partnership. In general. the 
final regulations provide that U.S. net in
come from all of the partnership's activi
ties is treated as income in a single CFTE 
category. This general rule does not ap
ply. however. if the partnership agreement 
provides for an allocation of U.S. net in
come from one or more activities that dif
fers from the allocation of U.S. net income 
from other activities. In that case. U.S. net 
income from each activity or group of ac
tivities that is subject to a different alloca
tion is treated as net income in a separate 
CFTE category. For this purpose, income 
from a divisible part of a single activity is 
treated as income from a separate activity 
if such income is shared in a different ratio 
than other income from the activity. 

Thus. if a partnership agreement al
locates all partnership items in the same 
manner. the partnership will have a single 
CFTE category. regardless of the num
ber of activities in which the partnership 
is engaged. Conversely, a partnership 
agreement that provides for different al
locations of net income with respect to 
one or more activities will have multiple 
CITE categories. For example, assume 
a partnership (AB) with two partners is 



engaged in two actIvIties and that the 
partnership agreement provides that all 
partnership items are shared 50-50. In 
such a case, the partnership has a single 
CfiE category. However, the partnership 
would have two CFTE categories if the 
items from one activity were shared 50--50 
and the items from the second activity 
were shared 80-20. 

Different allocations of the partner
ship's U.S. net income from separate activ
ities and, thus, multiple CPTE categories 
may result if the partnership agreement 
contains special allocations. For example, 
assume that AB partnership agreement 
allocates all items other than depreciation 
50-50, and that deductions for deprecia
tion are allocated 100 percent to one of the 
partners. In such a case, the allocations 
of U.S. net income from the two activities 
will differ if AB' s deductions for depre
ciation relate solely to one activity or if 
the deductions relate disproportionately 
to the activities. See paragraph (b)(5) 
Example 22. A preferential allocation of 
income will not result in multiple CFTE 
categories if the allocation relates to all of 
the partnership's net income. For exam
ple, assume partnership AB allocates S 100 
of gross income each year to one of the 
partners and all remaining items 50-50. In 
such a case, the special allocation of S 100 
of gross income affects the overall sharing 
ratio of partnership net income, but does 
not result in different sharing ratios with 
respect to income from the partnership's 
two activities. Accordingly, the U.S. net 
income attributable to the two activities is 
included in a single CPTE category. See 
paragraph (b)(5) Example 25. 

Whether the partnership has different 
sharing ratios with respect to income from 
one or more activities, and therefore has 
more than one CFTE category, depends on 
the facts and circumstances. Therefore, 
the final regulations provide that whether 
a partnership has one or more activities, 
and the scope of those activities, must be 
determined in a reasonable manner tak
ing into account all the facts and circum
stances. In evaluating whether aggregat
ing ordisaggregating income from particu
lar business or investment operations con
stitutes a reasonable method of determin
ing the scope of an activity, the principal 
consideration is whether or not the pro
posed detennination has the effect of sep-

arating CFTEs from the related foreign in
come. Accordingly, relevant facts and Cir
cumstances include whether the partner
ship conducts business or investment or
erations in more than one geographic lo
cation or through more than one entity or 
branch, and whether certain types of in
come are exempt from foreign tax or sub
ject to preferential foreign tax treatment. 
In addition, income from a divisible part of 
a single activity is treated as income from 
a separate activity if necessary to prevent 
the separation of CFTEs from the related 
foreign income. Finally, the final regula
tions provide that the partnership'S activi
ties must be determined consistently from 
year to year absent a material change in 
facts and circumstances. 

C. Distributive Share o{/Ilcome to Which 
(I CFTE Relates 

The temporary and proposed regula
tions required the allocation of a CFTE 
to be in proportion to the partner's di~

tributive share of income to which It 
relates. Several commentators requested 
that the final regulations provide addi
tional guidance in determining a partner's 
distributive share of income for purposes 
of the safe harbor. Some commentators 
believed that it was unclear whether allo
cations of CFTEs must be proportionate 
to allocations of income as determined 
for U.S. tax purposes or as determined 
under foreign law. One comment recom
mended that, at least in cases where there 
is a preferential allocation of income, in
come as determined for U.S. tax purposes 
should control. Other commentators re
quested that the final regulations clarify 
whether allocations of CFTEs must follow 
allocations of gross or net income, and 
that the final regulations clarify the effect 
of special allocations and allocations of 
separately stated items on allocations of 
CFTEs under the safe harbor. Commenta
tors also requested clarifications regarding 
section 704(c) allocations, income allo
cations that are deductible under foreign 
law, guaranteed payments, and situations 
in which certain partners' allocable shares 
of partnership income are excluded from 
the foreign tax base. In response to the 
comments, the final regulations provide 
several clarifications regarding the deter
mination of a partner's distributi ve share 
of income to which a CFTE relates. 

I. Net income ill (i C FTE catC;?OII' 

The final regulations clarify that the 
net income in a CFTE category is the 
net income for U.S. Federal income tax 
purposes, determined by taking into ac
count all items attributable to the relevant 
activity or group of activities (or portion 
thereof). 1he final regulations provide 
that the 1lem~ of gross income included in 
a CFTE category must be determined in 
a consistent manner under any reasonahle 
method taking into account all the facts 
and circumstances. Expenses, losses or 
other deductions generally must be allo
cated and apportioned to gross income 
included in a CFTE category in accor
dance with the rules of §§ 1.861-8 and 
I.S61-ST. 

Sections 1.861-8 and 1.861-81 re
quire taxpayers to use special rules con
tained in §§1.861-9 through 1.861-131 
and § 1.861-17 to allocate and apportion 
deductions for interest expense and re
search and development (R&D) costs. 
See §§ 1.861-8(e)(3) and 1.861-8T(e)(2). 
Those provisions generally require tax
payers to allocate and apportion such 
deductions at the partner level and do not 
provide rules for allocating and appor
tioning the deductions at the partnership 
level. See §~ I.S61-9T(e) and 1861-17(f). 
Therefore, the final regulations permit a 
partnership to allocate and apportion de
ductions for interest and R&D costs for 
purposes of determining net income in 
a CFTE category under any reasonable 
method, including hut not limited to the 
rules contained in §§ 1.861-9 through 
\.861-13T and §1.861-17. 

The final regulations clarify that in ap
plying U.S. Federal income tax principles 
to determine the net income attributable to 

an activity of a branch, the only items of 
gross income taken into account are items 
of gross income that are recognized by the 
branch for U.S. federal income tax pur
poses. Therefore, a payment from one 
branch to another does not increase the 
gross income attributable to the activity of 
the recipient. See paragraph (b)(5) Eram
pie 24. Similarly, because U.S. tax prin
ciples apply to determine net income at
tributable to an activity of a branch. the 
inter-branch payment does not reduce the 
gross income of the payor. See paragraph 
(b)(4)(viii)(c)(3)(B) and paragraph (b\(5) 
Example 24. 
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The discussion in this preamhle ad
dresses the effect of the following factors 
on the determination of net income in a 
CITE category: (a) section 70-l-lc) alloca
tiOn>, (h) preferential income allocations 
and guaranteed payments, and (c) the ex
clusion of income of certain partners from 
the foreign tax base. 

(a) Sectioll 7()·/( c) IIl/o('utiollS 

Sevaal commentators reyuested clari
fication of when section 70-1-( c) allocations 
should be taken into account. Some com
mentators believed that section 70-l-(c) al
locations should only be taken into account 
where the built-in gain or loss is also rec
ogni/ed in the foreign jurisdiction. A num
ber of commentators suggested further that 
section 70-l-(c) allocations should be taken 
into account only upon the disposition of 
the section 70-l-(c) property. while other 
commentators believed that section 704(c) 
allocations should also be taken into ac
count as the section 704(c) property is de
preciated or amortized over time. 

After consideration of these comments. 
the final regulations retain the general 
principle that all section 704(c) allocations 
must be taken into account when determin
ing net income in the relevant category. 
The IRS and the Treasury Department 
concluded that any attempt to trace the 
impact of built-in gain (or loss) under for
eign tax principles to corresponding items 
under U.S. tax principles would be diffi
cult to do and impractical to administer. 
Because allocations of net income from a 
CFTE category are allocations of the net 
income recognized for U.S. tax purposes, 
the IRS and the Treasury Department be
lieve that all section 70-l-(c) allocations 
(including "reverse" section 704(c) allo
cations and section 704(c) allocations that 
are made prior to an asset's disposition) 
must be taken into account in determining 
a partner's distributive share of income. 
Thus. the final regulations provide that the 
net income in a CFTE category is the net 
income fllf U.S. income tax purposes, de
termined by taking into account all items 
attributable to the relevant activity, includ
ing. among other items. items allocated 
pursuant to section 70-1-( c). See paragraph 
(h)()) E.\lI/Ilple 20. 
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(b) Preferential income a{{ocatiolls al/d 
guaranteed p(I\'I1Iellts 

Scvcral commentators requested that 
the final regulations provide guidance 
regarding the treatment of preferential 
income allocations and guaranteed pay
ments when applying the safe harbor. In 
particular. clarification was requested as to 
the relevance of the deductibility of such 
items under foreign law in determining 
whether Ct-TEs are related to such items. 

The final regulations generally provide 
that the income to which a CFTE relates 
is the net income in the CFTE category to 
which the CFTE is allocated and appor
tioned. However, if an allocation of part
nership income is treated as a deductible 
payment under forcign law. then no CFTEs 
are related to that income because it is not 
included in the foreign tax base. To reflect 
this principle, the final regulations provide 
that income attributable to an activity shall 
not include an item of partnership income 
to the extent the allocation of such item of 
income (or payment thereof) to a partner 
results in a deduction under foreign law. 
By removing the income associated with 
a preferential income allocation that is de
ductible under foreign law from the net in
come in a CFTE category, this provision of 
the final regulations ensures that no CFTE 
will be related to such income, which is not 
included in the base upon which the cred
itable foreign tax is imposed. 

The principle that no CFTEs are re
lated to income if the allocation of such 
income results in a deduction under for
eign law applies with equal force to cases 
in which a guaranteed payment made by 
a partnership to a partncr is deductible by 
the partnership under foreign law. Con
versely, where a partner receives a guar
anteed payment and the guaranteed pay
ment is not deductible by the partnership 
under foreign law (and thus does not re
duce the foreign tax base), CFTEs should 
relate to the guaranteed payment. Accord
ingly. the final regulations contain two pro
visions to reflect these principles. First, 
under the final regulations, a guaranteed 
payment is treated as income in a CFTE 
category to the extent that the payment 
is not deductible by the partnership under 
foreign law, Second, the final regulations 
provide that such a guaranteed payment is 
treatcd as a distributive share of income for 
purposes of the safe harbor. Consequently, 

the final regulations provide that CFfEs 
relate to income taken into account as a 
2uaranteed payment to ttle extent (he pay
~lent is not deductihle under foreign law. 
and therefore CFfEs must be allocated to 
the partner receiving the guaranteed pay

ment. 
One commentator requested guidance 

concerning the source and character of 
guaranteed payments for other U.S. tax 
~urposes. These issues are clearly impor
tant. but they are beyond the scope of this 
project and are not addressed in these final 
regulations. 

(c) Taxes imposed on certain partners' 
income 

A foreign jurisdiction may impose tax 
with respect to partnership income that is 
allocable to certain partners and not with 
respect to partnership income allocable to 
other partners. For example, as was the 
case in Vulcan Materials Co. 1'. Comm'r, 
96 T.C. 410 (1991), aff'd in unpublished 
opinioll, 959 F.2d 973 (11 th Cir. 1992), 
Ilonacq. 1995~2 c.B. 2, a foreignjurisdic
tion may impose tax solely with respect to 
the nonresident partners' shares of partner
ship income. One commentator suggested 
that the final regulations provide that in 
these situations, allocations of CFTEs sat
isfy the safe harbor if they are allocated to 
the partner or partners whose income is in
cluded in the foreign tax base. The final 
regulations adopt this comment, and pro
vide that income in a CFTE category does 
not include net income that foreign law 
would exclude from the foreign tax base 
as a result of the status of the partner. By 
removing such income from a CFTE cate
gory, this provision of the final regulations 
ensures that CFTEs will be related only to 
income of those partners whose income is 
included in the base upon which the cred
itable foreign tax is impos.ed. 

2. Distrihutive share of income 

The final regulations provide that a 
partner's distribuli ve share of income gen
erally is the portion of the net income in 
a CFTE category that is allocated to the 
partner. Therefore, a partner's distribu
tive share of income is determined under 
U.S. tax principles, taking into account 
the modifications descri bed in section C 1 
under ''Net income in a CFTE category." 



The final regulations provide a special 
rule for cases in which more than one 
partner receives positive income alloca
tions (income in excess of expenses) from 
a CFTE category and the aggregate of 
such po~itive income allocations exceeds 
the net inc()me in the CFTE category 
because one or more other partners is al
located a net loss (expenses in excess of 
income). Because in this situation the sum 
of the positive income allocations from the 
CITE category exceeds 100 percent of the 
net income in the category. an adjustment 
to the safe harbor formula is required to 
ensure that aggregate allocations of CFTEs 
do not exceed 100 percent of the CFTEs in 
the category. Accordingly, solely for pur
poses of allocating CFTEs under the safe 
harbor, the final regulations limit the dis
tributive share of income of each partner 
that receives a positive income allocation 
to the partner's positive income allocation 
attributable to the CFTE category, divided 
by the aggregate positive income alloca
tions attributable to the CFTE category, 
multiplied by the net income in the CFTE 
category. For example, assume that the 
partnership has $100 of net income ($130 
of gross income and $30 of expenses) in 
a CFTE category and that partner A is 
allocated $65 of gross income, partner 
B is allocated $45 of gross income and 
partner C is allocated $20 of gross income 
and $30 of expenses. In this case, solely 
for purposes of the safe harbor, partner 
A's distributive share of income is $59 
($65/$110 x SIOO) and partner B's dis
tributi ve share of income is $41 ($45/$; 10 
x $100). 

3. No net income 

The final regulations contain a special 
rule for cases in which CFTEs are allo
cated and apportioned to a CFTE category 
that does not have any net income for u.s. 
tax purposes in the year (he foreign taxes 
are paid or accrued. In such cases, there 
is no net income in the CFTE category to 
which the CFTEs relate. In the absence of 
a special rule. allocations of such CFTEs 
among the partners would not fall within 
the general safe harbor of the final regu
lations and would be required to be allo
cated in accordance with the partners' in
terests in the partnership. To eliminate un
certainty in this situation, the final regula
tions include a rule that relates such CFTEs 

to net income recognized for V.S. tax pur
p()ses in other years or in other eFTE cate
gories. (For rules relating to the allocation 
and apportionment of CFTEs La a CFTE 
category, see section D below.) 

Under the final regulations, CFTEs al
located and apportioned to a CFTE cale
gory that has no net income for U.S. tax 
purposes will be deemed to relate to the 
aggregate net income (if any) recugnized 
by the partnership in that CFTE category 
during the preceding three-year period (not 
taking into account years in which there is 
a net loss in the CFTE category for U.S. 
tax purposes). Accordingly, the CFTEs 
in these situations generally must be al
located among the partners in the same 
proportion as the allocations of such net 
income for the prior three-year period to 
satisfy the safe harbor. If the partnership 
does not have net income in the applica
ble CFTE category ill either the current 
year or any of the previous three taxable 
years, the CFTE, must he allocated among 
the partners in the same proportion that the 
partnership reasonably expects to allocate 
net income 10 the applicable CFTE cate
gory over the succeeding three years. If 
the partnership does not reasonably expe~t 
to have net income in the applicable CFTE 
category in the succeeding three years, the 
CFTEs must be allocated among the part
ners in the same proportion as thc total 
partnership net income for the year is al
located. If the CFTE cannot be allocated 
under any of the foregoing rules. it must 
be allocated in proportion to the partner,' 
outstanding capital contributions. 

D. Allocation and Apportionment of 
CFTEs to CFTE Categories 

The temporary and proposed regula
tions provided that the income to which a 
CFTE relates is determined in accordance 
with the principles of § \.904-6. Section 
1.904-6, which contains rutes for allocat
ing and apportioning foreign taxes to the 
categories of income described in section 
904( d), provides generally that a foreign 
tax is related to income if the income is in
cluded in the base upon which the foreign 
tax is imposed. Section \.904-6(a)(\ )(ii) 
contains special rules for appurtioning 
taxes among categories of income when 
the income on which the foreign tax is 
imposed includes income in more than 
one category. It also provides special rules 

for allocating a foreign tax that is imposed 
on an item that WQuld be income under 
U.S. tax principles in another year (timing 
difference) or an item that does not con
stitute income under V.S. taX principles 
(base differences). 

A number of comments were received 
requesting clarification of the * 1.904-6 
principles that apply for purposes of these 
regulations. In particular, commentators 
requested guidance concernmg the ap
plicability of the related party interest 
expense rule in § 1.904-6(a)( I )(ii), tim
ing and base differences, and inter-branch 
payments. 

The final regulations retain the rule 
that the determination of the income to 
which a CFTE relates is made in accor
dance with the principles of § 1.904-6. 
In response to the comments, however, 
the final regulations contain several clar
ifications and modificatiom regarding 
how the principles of § 1.904-6 apply in 
allocatmg foreign taxes to CFTE cate
gories. The final regulations clarify that 
in applying § 1.904-6 for purposes of the 
safe harbor, the relevant categories are 
the CFTE categories determined under 
the rules described in section B in this 
preamble. Therefore, the final regulations 
clarify that applIcation of the principles of 
§ 1.904-6 requires a CFTE (0 be allocated 
to a CFTE category if the net income on 
which the tax is imposed (the net income 
recognized for foreign tax purposes) is in 
the CFTE category. The final regulations 
also provide gUIdance on (a) the appor
tionment rule in * 1.904-6(a)(I)(ii), (b) the 
rules for timing differences, (c) the rules 
for base differences and (d) the treatment 
of inter-branch payments. 

1. Apportionment of CFTEs 

Section I. 904-6(a)(I )(ii) provides that 
where foreign li1xes are imposed on in
come that relates to more than one separate 
category, the foreign taxes must he appor
tioned among the separate categories pm 

rata hased on the amount of net income in 
each category. Subject to a speclal rule for 
related party interest expeme. the net in
come in each category generally is deter
mined under foreign law. If foreign law 
does not provide rules for the allocation 
and apportionment of expen~e,. losses or 
other deductions Lo a particular category 
of income, then such items must be allo-
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cated and apportioned in accordance \\ ith 
the rules oH ~ I.SO I-S through I.Sfl 1-1-lT. 

C()llllllentat()r~ requt>ted clarIfica
tion that the apponiunment rule in 
~1l)()-l-6(a)( I )Iii)' which apflortions for
eign td\e~ alllllIlg categories hased on 
relative all10llnh of net inl'Ull11.' as de
termined under foreign law, applie~ fur 
purpmes of apport illIli ng ta xes ~llnong 

the categories of lI1L'lllne created hy the 
partnl'fship agreement. COlllmentators 
recommended that the related party In
terest expelN' rule he disregarded I' Dr 
purposes of the apportionment rule. 

In response to these comments, the fi
nal regulations clarify that the principles 
of ~ IY04-0(a)( I Hii) require a taxpayer 
to apPorlion foreign taxes among the 
CFTE categories based on the relative 
amounts of net income as determined un
der Coreign law in each CFTE category, In 
addition. the final regulations modify the 
apportionment rule in two respects, See 
~ I ,704-(b)(4)(viii)(d)( 1). 

The final regulations adopt the rec
olllmendation to disregard the related 
party interest ex pense rule contained in 
~ I.Y04-6(a)( I )(ii) for purposes of appor
tioning taxes among the CFTE categories 
on thc basis of foreign net income, The 
IRS and the Treasury Department agree 
that this rule. whieh coordinates the char
acterization of taxes and income for sec
tion 904(d) purposes. is not relevant for 
purposes of apportioning CFTEs to CFTE 
categories, Rather. the apportionment of 
C~TEs is hased nn the partnership in
come, as determined under foreign law, in 
the CFTE categories, which may include 
pal1nership items in one or more section 
YO-+( d) categories, 

The final regulations also provide that if 
foreign law d()e~ not provide rules for the 
allocation and apportionment of expense,'" 
losses or other deductions allowed under 
foreign law to a CFTE category of income, 
then sllch expenses. losses or other deduc
tion>; must be allocated and apportioned 
to gross income as determined under for
eign law in a manner that is consistent with 
the allocation and apportionment of sllch 
items for purposes of determining the net 
income ill the CFTE category for CS tax 
purposes, 
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") Timillg difji'/o/cc,I' 

;\ timing difference arises when an item 
subject to foreign tax is recognized as in
l'On1\? under U.S. tax principles in a ditler
cnt year. The temporary and proposed reg
ulations did not contain a specific textual 
rule regarding the application of the tim
ing difference rlile of ~ I ,Y04-0(aH I l(iv) in 
the context of section 70-l( b). However. 
the temporary and proposed regulations in
cluded an example that involved a timing 
difference (Example 27). which indicated 
that a current year CFTE attributable to 
an item of income recognized in the prior 
year for U,S, tax purposes related to, and 
thus must be allocated in accordance with, 
the income allocated under the partnership 
agreement in the prior year. 

Upon further consideration, the IRS and 
the Treasury Department have concluded 
that relating foreign taxes paid or accrued 
in one year to income recognized for U,S, 
tax purposes in another year would be dif
ficult for taxpayers to cOlllply with and for 
the IRS to administer. In many instances. 
it would be difficult to identify accurately 
the extent of timing differences and the 
years in which such differences would be 
reversed, Moreover. where income allo
cations change from year to year, it of
ten would be impos~ible for partnerships 
to determine how the partners would share 
related U,S, income in subsequent years, 
Accordingly. the fin31 regulations provide 
for a more administrable rule that requires 
the partnership to allocate a CFTE attrib
utable to a timing difference among the 
partners in the same proportions as the al
locations of income recognized for U,S, 
tax purposes in the relevant CFTE cate
gory in the year such taxes are paid or ac
crued, See paragraph (b)( 5) Example 23 
(retlecting modifications to Ewmple 27 in 
thc temporary and proposed regulations), 
This approach should result in allocations 
of CFTEs that are generally in proportion 
to the partners' distributive shares of U,S, 
taxable income over time, and therefore is 
consistent with the underlying purposes of 
the foreign tax credit rules to mitigate dou
ble taxation, See the discussion at sec
tion E in this preamble under "Partners' 
Interests in the Partnership" for cases in 
which the partnership agreement allocates 
CFTEs attributable to a timing difference 
alllong the partners in proportion to al
locations of U,S, income in an earlier or 

later year \\" hen the income with respect to 
which the foreign tax is imposed is recog
nized for U.s. tax purpOst'S, 

In addition, the final regulations ex
pressly incorporate rhe timing difference 
rule of * I ,l}O-l-o(a)( I Hiy), Therefore. a 
CFTE attributable to a riming difference is 
allocated to the CFTE category to which 
the income would be assigned if the in
come were recognized for U,S, tax pur
poses in the year in which the foreign tax 
is imposed, 

], Base difj£'rcllCcs 

A base difference arises when an item 
subject to foreign tax is not income under 
U,S, tax principles. Several commentators 
observed that the base difference rule un
der § \.904-6(a)( I )(iv) provides little in
dication of how a CFTE attributable to a 
base difference should be allocated for pur
poses of the safe harbor. Thc IRS and the 
Treasury Department agree that this issue 
should be clarified, In the absence of any 
income to which such a CFTE relates, the 
final regulations provide that a CFTE at
tributable to a base difference is related to 
the income recognized for U,S, tax pur
poses in the relevant CFTE category in 
the year sueh taxes are paid or accrued. 
For this purpose, a CFTE attributable to 
a base difference is allocated and appor
tioned to the CFTE category that includes 
the partnership items attrihutahle to the ac
ti vity with respect to which the creditable 
foreign tax is imposed, Thus, the final 
regulations adopt similar rules for dealing 
with timing and base differences, These 
changes are intended to provide greater 
certainty for taxpayers and simplify the ad
ministration of the safe harbor. 

4, [mer-branch transactions 

Several commentators requested addi
tional guidance regarding the application 
of the final regulations to transactions be
tween branches (including disregarded en
tities owned by the partnership) that are 
disregarded for U.S, tax purposes, In re
sponse to this comment, the final regula
tions provide that if a branch of the partner
ship (including a disregarded entity owned 
by the partnership) is required to include in 
income under foreign law a payment (in
ter-branch payment) it receives from the 
partnership or another branch of the part
nership, any CFTE imposed with respect 



to the payment relates to the income in the 
CITE category that includes the items at
tributable to the recipient. In cases where 
the partnership agreement results in more 
than one CFTE category with respect to 
the recipienr. such tax is allocated to the 
CFTE category that includes the items at
tributable to the activity to which the in
ter-branch payment relates. A similar rule 
applies to payments received by the part
nership from a branch of the partnership. 
This rule is consistent with the timing and 
base difference rules in the final regula
tions because it associates foreign tax im
posed on the recipient with net income of 
the recipient as determined under U.s. tax 
principles. notwithstanding differences in 
U.S. and foreign tax rules. Like the timing 
and base difference rules. this rule avoids 
the need for complex tracing rules. 

It is possible that this approach might 
result in distortions of the effective for
eign tax rates on the partners' distributive 
shares of income in certain cases. Never
theless, the IRS and the Treasury Depart
ment have concluded that imposing a re
quirement to trace taxes imposed on the 
recipient with respect to such inter-branch 
payments to income recognized under U.S. 
tax principles by the payor would be diffi
cult for taxpayers to comply with and for 
the IRS to administer. 

Some commentators recommended that 
at least in cases where the income alloca
tions take such inter-branch payments into 
account in determining the partners' dis
tributive shares of income, the allocation 
of CFTEs should be respected if made in 
proportion to income allocations that re
flect such payments. The final regula
tions do not adopt this comment. as the 
approach suggested by these commenta
tors would require taxpayers and the IRS 
to identify the inter-branch payments and 
relate such amounts to items of income 
of the payor and to CFTEs imposed on 
the recipient to substantiate that CFTEs of 
the payor and recipient were properly allo
cated. The IRS and the Treasury Depart
ment concluded that this approach would 
be difficult to administer and was there
fore ill-suited to inclusion in a safe harbor. 
See the discussion at section E under "Part
ners, Interests in the Partnership" for cases 
in which the partnership agreement allo
cates partnership items of income to reflect 
inter-branch payments. 

E. Partners' interests in the Partnership 

Some commentators suggested that 
allocations of CFTEs that are not propor
tionate to allocations of the related income 
(and therefore fail to satisfy the safe har
bor) will nevertheless be VJlid as in ac
cordance with the partners' interests in the 
partnership standard of ~ 1.704-1 (b )(3). 
According to these commentators. the 
partners' interests in the partnership with 
respect to a CFTE arc conclusively de
termined by the manner III which the 
CFTE is allocated under the partnership 
agreement. The IRS and the Treasury 
Department believe that this view of the 
partners' interests in the partnership is 
incorrect, particularly in the context of a 
CFTE that is allocated to a partner who 
can use the associated foreign tax credit. 
In such a situation, the partner is relieved 
of a corresponding amollnt of U.s. tax. 
and thus does not bear the economic bur
den of the CFTE. Because of this lack of 
economic burden, the allocation of the 
CFTE is meaningless in the determination 
of the partners' interests in the partnership 
with respect to the CFTE and with respect 
to any other partnership item that has a 
material effect on the amount of CFTE 
that would be allocated to a partner under 
the safe harbor of the final regulations. 
Consequently. the final regulations clarify 
that in determining the partners' interests 
in the partnership with respect to an alloca
tion of a partnership item. the allocation of 
the CFTE itself must be disregarded. This 
rule does not apply where the partners to 
whom the taxes are allocated reasonably 
expect to claim a deduction for such taxes 
in determining their U.S. tax liabilities. 

As indicated in the preamble to the tem
porary regulations. the IRS and the Trca
sury Department believe that only in un
usual circumstances (slIch as where the 
CFTEs are deducted and not credited) will 
allocations that fail to satisfy the safe har
bor be in accordance with the partners' in
terests in the partnership. As discussed in 
this preamble, for administrative reasons. 
the final regulations do not adopt a trac
ing approach for timing differences or in
ter-branch payments. Allocations of for
eign taxes in such situations that are hased 
on a tracing approach may constitute an 
unusual situation where the safe harbor is 
not satisfied. but the allocations afe in ac-

cordance with the partners' interests in the 
partnership. 

When a CFTE is attributable to a timing 
difference. the CFTE category to which the 
CFTE is allocated mayor may not have in
come for C.S. tax purposes in the year the 
foreign tax is paid or accrued. In either 
case. allocations of such CFTEs that are 
prop0l1ionate to allocations of tbe income 
at the time such income is recognized for 
U.S. tax purposes may not qualify for safe 
harbor treatment. but nonetheless be in ac
cordance with the partners' interests in the 
partnership. 

Allocations of CFTEs imposed on the 
payor of an inter-branch payment may fail 
the safe harbor. but nonetheless be in ac
cordance with the partners' interests in the 
partnership if the allocations of the CFTEs 
are in the same proportions as the alloca
tions of the income of the payor. other than 
income that is eliminated from the foreign 
tax base because the inter-branch payment 
is deductible under foreign law. See para
graph (b)(5) Emmple 24 (iv). Similarly, 
allocations of CFTEs imposed on the re
cipient with respect to an inter-branch pay
ment may fail the safe harbor, but nonethe
less be in accordance with the partners' in
terests in the partnership. if such alloca
tions are proportionate to the allocations of 
income recognized for U.S. tax purposes 
out of which the payment is made. See 
paragraph (b)(5) Example 24 (iii). 

Several commentators also requested 
guidance regarding whether a reallocation 
of CFTEs will cause the IRS to reallo
cate other partnership items so that the 
partners' ending capital account balances 
will remain unchanged. If the reallocation 
of tbe CFTEs causes the partners' capital 
accounts not to reflect their contemplated 
economic arrangement. the partners may 
need to reallocate other partnership items 
to ensure the tax consequences of the 
partnership allocations are consistent with 
their contemplated economic arrange
ment. Consistent with the principles of 
the proposed and temporary regulations, 
the final regulations clarify that the IRS 
generally will not reallocate other partner
ship items in the year in which a CFTE is 
reallocated. See paragraph (b)(5) Example 
25 (ii). This treatment is also consistent 
with the results arising from and approach 
taken with respect to reallocations of other 
Item~ of income. gain, loss or deduction 
that are not sustained under section 704(b). 
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The IRS and the Trc<hury lkp<1rtlllent bc
lie\e the pClrtie~ ami Ilot the go"ernmcnt 
,hould detL'rIlJiJle \\ hat all()L';ltioJ1, .~holiid 

he challgcd to reflect their l'C(11101Ilic ar

rangement. 

F. LttC(Til'(' /)uTl' (//I,! liWllilli!1l }(II/e 

The Plll\ 1,IOn\ 01 tltl'", fill,d regula
tiolh gl'nerally ap[ll: 1'(11 p.lrll1ehhip (;1\

Clhk year, beginning (lll 01 dfter October 
Il). ~()()6. A tI,lIhition ruk i, pnnidcd 
for l'\lsting partnership,. Under the tran
"ition rule. if a partl1L'r:-.hip ;lgreemellt \\<1, 
l'ntnL'd illtn before April 21. 20()-1-. thel1 
the partner,hip mel) apply the pnl\isioll:-' 
of ~ 1.70-1--1 (h) as if the amendments made 
hy these final regulations held not orcurreu. 
If the p,lrtnership agreement is materially 
modified on or artn April 2 I. 2 ()O-1-. how
ncr. transitiull rL'lief is 110 longer afforded. 
and the rule, of ~1.70-1--lT(h)(-1-)(xi) or 
the,e final legulatiollS apply. depending 
upon the date on which the material mod
ification occurs and the tax year at issue. 
For thi, purpose. a material modification 
inclLlLk, any change in ownership of the 
partnership. This transition rule does not 
apply if, as of April 20. 2004. person~ that 
are related to each other (within the mean
ing of sections 267(b) and 707(b)) collec
tively have the power til amend the part
nership agreement without the consent of 
any unrelated party. However. taxpayers 
may rely on the prOVisions of paragraph 
(b)(.+)(viii) of this section for partnership 
taxable yeelrs beginning on or after April 
2\. 200-1-. 

As stated in this preamble. the tempo
rary and proposed regulatipns included a 
limited transitiun relief pmvision whidl 
cea~es to apply upon a matenalmodifica
tion of the partllClship agreement. includ
ing any change in ownership. In addition. 
trallsition relief was not provided to pa['(
nerships owned by related parties \\ ho col
Iectin:ly han? the power to amend the pa['(
ner,hip agreement One cOl11mentator re
quested that the IRS and the Treasury De
partment con,ider modifying the transition 
relief pnl\isioll to indicate that a ch,mge 
in 0\\ nership is !lot a material Il1odifica
tion unless there i ... more than a ~() per
cent cli'lIlge in ultimate helldicial owner
ship ()\ er a three-~ear period. The com
mentator ,d,o requt·,ted that till' final reg
ulati(lll' Illl'ludl' ~\ rule pl\l\iding tran,ition 
relidt\! p~Jr[ller,hip' owned by related par-
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tIes who colkcti\eIy have the power 10 

amend the partnership agreement only in 
a \\a;. that does not adversely impact unre
lated partners. 

After careful consideration of these 
CUmll1ellt,. the IRS and the Treasury De
partmellt have decided not to expand the 
transitioll relief described in the proposed 
ami temporary regulations. Accordingly. 
the final I'egulations do not adopt these 
COlllments. 

G. OTiler CO/llments 

One commentator suggested that where 
the partners are unrelated. the safe har
bur should permit the partnership to al
locate CFTEs in the ~a[I\e proportion as 
,Ill other partnership expenses (rather than 
in proportion to related income), Sec
tion 1.70-1--1 (b)(4)(ii) requires partnership 
credits to be allocated in the same propor
tions as items giving rise to the credits. 
Allocating CFTEs in proportion to other 
partnership expenses would be inconsis
tent with ~1.704-l(b)(4)(ii). Moreover. 
such an approach would result in the in
appropriate separation of CFTEs from the 
income to which such CFTEs relate. Thus. 
the final regulations do not incorporate this 
comment. 

The temporary and proposed regula
tions provided that the safe harbor is avail
able if the partnership agreement sati sfied 
the requirements of ~1.704-I(b)(2)(ii)(h) 
or (eI) (capital account maintenance. liq
uidation according to capital accounts. 
and either deficit restoration obligation or 
qualified income offsets) and the partner
ship agreement provided for the allocation 
of the CFTE in proportion to the part
ner's distributive share of partnership 
II1come, Commentators suggested that 
the safe harbor also should be available 
if the partnership allocations satisfy the 
economic effect equivalence standard of 
* 1.7U-1--1 (b)(2)(ii)(i). 

The purpose of the safe harbor is to pro
vide assurance that allocations of CFTEs 
will be respected if the CFTEs are al
located in proportion to the income to 

which such CFTEs relate. This purpose 
is sati,fied as long as CFTEs are allo
cated in proportion to valid allocations 
of net income. regardless of whether the 
partner,hip maintains capital accounts or 
I iquidate~ in acrordance with them. Ac
cordingly. the final regulations adopt these 

comments by eliminating the requirement 
that the part;lership allocations satisfy the 
requirements of * 1.70~-1 (b)(2)(ii)(b) or 
(dL and instead condition eligibility for 
the sak harbor Oil the validity of income 
allocations. as desnibed in this preamble, 

One commentator suggested that the ti
nal regulations clarify that the underlying 
allocation of income to which the foreign 
tax rdate~ itself must be valid in order 
to qualify for the safe harbor. The com
mentator pointed out that an income allo
cation may be valid because it has sub
stantial economic effect. or because it is 
in accordance with (or is deemed to be 
in accordance with) the partners' interests 
in the partnership. If income allocations 
arc not valid. allocations of CFTEs based 
on such allocations will not be in propor
tion to the income to which the CFTEs re
late. Accordingly, it is appropriate to clar
ify that the allocations of other items must 
be valid, However. the IRS and the Trea
sury Department believe that invalid allo
cations of other items should not disqual
ify allocations of CFTEs for safe harbor 
treatment unless the invalid allocations. in 
the aggregate, materially affect the alloca
tion of CFTEs. Therefore, the final regu
lations provide that allocations of CFTEs 
may qualify for safe harbor treatment so 
long as allocations of all other partnership 
items that, in the aggregate. have a material 
effect on the amount ofCFTEs allocated to 
the partners are valid. 

Commentators suggested that the safe 
harbor should be available if the partner
ship agreement is silent with regard to the 
allocation of CFTEs, but actual allocations 
of CFTEs are made in proportion to related 
income. The IRS and the Treasury Depart
ment agree. Accordingly, the final regu
lations allow safe harbor treatment if the 
CfTE is allocated (whether or not pursuant 
to an express provision in the partnership 
agreement) and reported on the partner
ship return in proportion to the distributive 
shares of income to which the CFTE re
lates. 

Special Analyses 

It ha~ been determined that this Trea
sury Decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin-



fice of the Associate Chief Counsel (Inter
national). However, other personnel from 
the IRS and the Treasury Department par
ticipated in its development. 

* * * * " 

Adoption of Amendments to the 
Regulations 

contents for ~ 1.704-1 (b)( 4)( xi) as the 
entry for *1704-I(b)(4)(viii) and by 
adding entrie~ following the entry for 
~1704-l(b)(4)(viii). The entries for 

** 1.704- I(b)( 4 )fix) and 1.704-1 (b)( 4)( x) 

are removed. 
2. The heading and text of para-

graphs (b)(1 )(ii)(/J) and (b)(S) Exall/pfes 

25 through 28 are revised. 

istrative Procedure Act (5 lJ .S.c. chapter 
5) does not apply to these regulations, and 

because these regulations do not impose 
on small entities a collection of informa
tion requirement, the Regulatory Flexibil
ity Act (5 U.S.C. chapter 6) does not apply. 
Therefore, a Regulatory Flexibility Anal
ysis is not required. Pursuant to section 
7805(fl of the Intemal Revenue Code, the 
notice of rulemaking preceding these regu
lations was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on Its impact on 
small business. 

Accordingly, 26 CFR part I is amended 
as follows: 

3. Paragraphs (b)(3)(iv), (b)(4)(viii) 
and (b)( 5) Examples 2U through 24 are 
added. 

Drafting Information 

The principal authors of this regulation 
are Timothy J. Leska, Office of the Asso
ciate Chief Counsel (Passthroughs & Spe
cial Industries) and Michael 1. Gilman, Of-

Heading 

* * * " " 

PART I-INCOME TAXES 

Paragraph I. Thc authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.704-1 is amended as 

follows: 
1. Paragraph (b)(O) is amended by 

redesignating the entry in the table of 

Allocation of creditable foreign taxes ....................................... . 
In general ..................................................... , . 
Creditable foreign tax expenditures (CFTEs) .............................. . 
Income to which CFTEs relate ........................................... . 

In general .......................................................... . 
CFTE category. .... ... . ... .. . . .... . _. _ .. _ .. _ . 
Net income in a CFTE category ....................................... . 
Distributive shares of income ......................................... . 
No net income in a CfTE category .................................... . 

4. Paragraph (b)(4)(xi) is removed. 
The additions and revisions rcad as fol

lows: 

§1.7U4-J Partner's dis{ri/mlire share. 

" * * " * 
(b) '" * " (0) * * * 

Section 

Allocation and apportionment of CFTEs to CFTE categories ................ . 

1.704-I(b)(4)(viii) 
1.704-1 (b )(4 )(viii)(a) 
1.704-1 (b)(4 )(viii)(b) 
1.704-1 (0)( 4 )(viii)(e) 
1.704-1 (b )(4 )(viii )(c)(l) 
1.704-1 (b)( 4)( vi ii)( c )(2) 
1.704-1 (b)( 4 )(viii)( c )(3) 
1.704-1 (b)( 4)( viii)( e)( 4) 
1.704-1 (b)( 4 )(viii)(c )(5) 

1.704-1 (b)( 4 )(viii)(d) 
1.704-1 (b )(4 )(viii)(d)(f) 
1.704-1 (b)(4 )(viii)(d)(2) 
1.704-I(b)(4)(viii)(d)(3) 

In general ...... _ ...................................................... . 
Timing and base differences ................................. , ........... . 
Special rules for inter-branch payments ................................... . 

* * * * * 
(I) * * * 
(ii) * * * 
(b) Rules relating to foreign tax expen

ditures-(1) In Reneral. The provisions 
of paragraphs (b)(3)(iv) and (b)(4)(viii) of 
this section (regarding the allocation of 
creditable foreign taxes) apply for partner
ship taxable years beginning on or after 
October 19, 2006. The mles that apply 
to allocations of creditable forcign taxcs 
made in partnership taxable years begin
ning before October 19, 2006 are con
tained in §§1.704-IT(b)(I)(ii)(b)(I) and 
1.704-1 T(b)( 4 )(xi) as in effect priorto Oc
tober 19, 2006 (see 26 CFR part 1 revised 
as of April I, 2005). However, taxpayers 
may rely on the provisions of paragraphs 
(b)(3)(iv) and (b)(4)(viii) of this section for 

partnership taxable years beginning on or 
after April 2 L 2004. 

(2) Transition rule. Transition rehef 
is provided herein to partnerships whose 
agreements were entered into prior to 
April 21, 2004. In such case, if there has 
been no material modification to the part
nership agreement on or after April 21, 
2004. then the partnership may apply the 
provisions of paragraph (b) of this section 
as if the amendments made by paragraphs 
(b)(3)(iv) and (b)(4)(viii) of this section 
had not occurred. If the partnership agree
ment was materially modified on or after 
April 21, 2004, then the rules provided in 
paragraphs (b)(3)(iv) and (b)(4)(viii) of 
this section shall apply to the later of thc 
taxable year beginning on or after October 
19, 2006, or the taxable year within which 

the material modification occurred. and to 
all subsequent taxable years. If the part
nership agreement was materially modi
fied on or after April 21, 2004, and before 
a tax year beginning on or after October 
19,2006, see §§1.704-IT(b)(I)(ii)(IJ)(1) 
and J.704-IT(b)(4)(xi) as in effect prior 
to October 19, 2006 (26 CFR part I re
vised as of Apnl 1,2005). For purposes of 
this paragraph (b)(1)(ii)(b)(2), any change 
in ownership constitutes a material mod~ 
ification to the partnership agreement. 
This transition rule does not apply to any 
taxahle year (and all ,ubsequent taxable 
years) in which persons that are related to 
each other (within the meaning, of section 
267(b) and 707(b)) collectively have the 
power to amend the partnership agreement 
without the consent of any unrelated party. 
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* * *' ::: :( 
(3) * * '" 
(i v) Special rule f{1I' crediruble j(JI'eif?,1l 

tax expenditures. In detennining whether 
an allocation of a partnership item is in 
accordance with the partners' interests in 
the partnership. the allocation of the cred
itable foreign tax expenditure (CFTE) (as 
defined in paragraph (b)(~)(viii )(h) of this 
section) must be disregarded. This para
graph (b)(3)(iv) shall not apply to the ex
tent the partners to whom such taxes are 
allocated reasonably expect to claim a de
duction for such taxes in determining their 
U.S. tax liabilities. 

(4) * " * 
(viii) Allocation of credirahle foreign 

taxes-raj In general. Allocations of cred
itable foreign taxes do not have substantial 
economic effect within the meaning of 
paragraph (b)(2) of this section and. ac
cordingly, such expenditures must be 
allocated in accordance with the partners' 
interests in the partnership. See paragraph 
(b)(3)(iv) of this section. An allocation 
of a creditable foreign tax expenditure 
(CFTE) will be deemed to be in accor
dance with the partners' interests in the 
partnership if-

(I) The CFTE is allocated (whether or 
not pursuant to an express provision in the 
partnership agreement) and reported on the 
partnership return in proportion to the dis
tributive shares of income to which the 
CFTE relates; and 

(2) Allocations of all other partnership 
items that. in the aggregate, have a ma
terial effect on the amount of CFTEs al
located to a partner pursuant to paragraph 
(b)(4)(viii}(a)(/) of this section are valid. 

(b) Creditable foreign (ax expenditures 

(CFTEs). For purposes of this section, a 
CFTE is a foreign tax paid or accrued by 
a partnership that is eligible for a credit 
under section 90 I (a) or an applicable 
U.S. income tax treaty. A foreign tax is a 
CFTE for these purposes without regard to 
whether a partner receiving an allocation 
of such foreign tax elects to claim a credit 
for such tax. Foreign taxes paid or accrued 
by a partner with respect to a distributive 
share of partnership income. and foreign 
taxes deemed paid under section 902 or 
960 by a corporate partner with respect 
to stock owned, directly or indirectly, by 
or for a partnership. are not taxes paid or 
accrued by a partnership and. therefore. 
arc not CFTEs subject to the rules of this 
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section. See paragraphs (e) and (0 of 
* 1.901-2 for rules for determining when 
and by whom a foreign tax is paid or ac
crued. 

(c) Income To which CFTEs relate-(l) 
/11 ge/leral. For purposes of paragraph 
(b)(4)(viii)(a) of this section, CFTEs 
are related to net income in the part
nership's CFTE category or categories 
to which the CFTE is allocated and ap
portioned in accordance with the rules 
of paragraph (b)(4)(viii)(d) of this sec
lion. Paragraph (b)(4)(viii)(c)(2) of this 
section provides rules for determining 
a partnership's CFTE categories. Para
graph (b)(4)(viii)(c)(J) of this section 
provides rules for determining the net in
come in each CFTE category. Paragraph 
(b)(4)(viii)(c)(4) of this section provides 
guidance in determining a partner's dis
tributive share of income in a CFTE cat
egory. Paragraph (b)(4)(viii)(c)(5) of this 
section provides a special rule for allocat
ing CFTEs when a partnership has no net 
income in a CFTE category. 

(2) CFTE category-til Income from 
actIVIties. A CFTE category is a cate
gory of net income (or loss) attributable to 
one or more activities of the partnership. 
Net income (or loss) from all the partner
ship's activities shall be included in a sin
gle CFTE category unless the allocation of 
net income (or loss) from one or more ac
tivities differs from the allocation of net 
income (or los,) from other activities, in 
which case income from each activity or 
group of activities that is subject to a dif
ferent allocation shall be treated as net in
come (or loss) in a separate CFTE cate
gory. 

(ii) Different allocations. Different 
allocations of net income (or loss) gen
erally will result from provisions of the 
partnership agreement providing for dif
ferent sharing ratios for net income (or 
loss) from separate activities. Different 
allocations of net income (or loss) from 
separate activities generally will also re
sult if any partnership item is shared in a 
different ratio than any other partnership 
item. A guaranteed payment described 
in paragraph (b)(4)(viii)(c)(3)(ii) of this 
section, gross income allocation, or other 
preferential allocation will result in differ
ent allocations of net income (or loss) from 
separate activities only if the amount of the 
payment or the allocation is determined 
by reference to income from less than all 

of the partnership's activities. For pur
poses of this paragraph (b)(4)(viii)(c)(2), 
a partnership item shall not include any 
item that is excluded from income attrib
utable to an activity pursuant to the second 
sentence of paragraph (b)( 4 )(viii)( c )(3)(ii) 
of this sectIon (relating to allocations or 
payments that result in a deduction under 
foreign law). 

(iii) Activity. Whether a partnership 
has one or more activities, and the scope 
of each activity, shall be determined in a 
reasonable manner taking into account all 
the facts and circumstances. [n evaluat
ing whether aggregating or disaggregat
ing income from particular business or in
vestment operations constitutes a reason
able method of determining the scope of 
an activity, the principal consideration is 
whether the proposed determination has 
the effect of separating CFTEs from the 
related foreign income. Accordingly, rel
evant considerations include whether the 
partnership conducts business in more than 
one geographic location or through more 
than one entity or branch, and whether cer
tain types of income are exempt from for
eign tax or subject to preferential foreign 
tax treatment. In addition, income from 
a divisible part of a single activity shall 
be treated as income from a separate ac
tivity if necessary to prevent separating 
CFTEs from the related foreign income. 
The partnership's activities must be deter
mined consistently from year to year ab
sent a material change in facts and circum
stances. 

(3) Net income in a CFTE category-til 
In general. The net income in a CFTE cat
egory means the net income for U.S. 
Federal income tax purposes, determined 
by taking into account all partnership 
items attributable to the relevant activity 
or group of activities, including items of 
gross income, gain, loss, deduction, and 
expense and items allocated pursuant to 
section 704(c). The items of gross income 
attributable to an activity shall be deter
mined in a consistent manner under any 
reasonable method taking into account all 
the facts and circumstances. Except as oth
erwise provided below, expenses, losses 
or other deductions shall be allocated and 
apportioned to gross income attributable 
to an activity in accordance with the rules 
of §§1.861-8 and 1.861-ST. Under these 
rules, if an expense, loss or other deduc
tion is allocated to gross income from 



more than one activity, such expense, loss 
or deduction must be apportioned among 
each such activity using a reasonable 
method that reflects to a reasonably close 
extent the factual relationship between 
the deduction and the gross income from 
such activities. See §1.861-ilT(c). For 
purposes of determining net income in a 
cm category, thc partnership's interest 
expense and research and experimental 
expenditures described in section 174 may 
be allocated and apportioned tinder any 
reasonable method, including but not lim
ited to the methods prescri bed in § I .861-9 
through §1.86l-13T (interest cxpcnse) 
and § 1.861-17 (research and experimental 
expenditures). For purposes of deter
mining the net income attributable to any 
activity of a branch, the only items of gross 
income taken into account in applying this 
paragraph (b)(4)(viii)(c)(3) are those items 
of gross income recognized by the branch 
for U.S. income tax purposes. See para
graph (b )(5) Example 24 of this section 
(relating to inter-branch payments). 

(ii) Special rules. Income attributable 
to an activity shall include the amount in
cluded in a partner's income as a guaran
teed payment (within the meaning of sec
tion 707(c» from the partnership to the 
extent that the guaranteed payment is not 
deductible by the partnership under for
eign law. See paragraph (b)(5) Example 
25 (iv) of this section. Except for an in
ter-branch payment described in paragraph 
(b)( 4 )(viii)(d)(3) of this section, income at
tributable to an activity shall not include 
an item of partnership income to the ex
tent the allocation of such item of income 
(or payment thereof) results in a deduction 
under foreign law. See paragraph (b)(5) 
Example 25 (iii) and (iv) of this section. 
Similarly, income attributable to an activ
ity shall not include net income that for
eign law would exclude from the foreign 
tax base as a result of the status of a part
ner. See paragraph (b)(5) Example 27 of 
this section. 

(4) Distributive shares of income. For 
purposes of paragraph (b )(4)( viii)(a)(l) of 
this section, distributive share of income 
means the net income from each CFTE 
category, determined in accordance with 
paragraph (b)(4)(viii)(c)(3) Df this section, 
that is allocated to a partner. A guaranteed 
payment shall be treated as a distributive 
share of income for purposes of paragraph 
(b)(4)(viii)(a)(l) of this section to the ex-

tent that the guaranteed payment is treated 
as income attributable to an activity pur
suant to paragraph (b)(4)(viii)(c)(3)lii) of 
this section. See paragraph (b)(5) Exalll
pie 25 (i v) of this section. I f more than one 
partner receives po~itive income alloca
tions (income in excess of ex.penses) from 
a CFTE category, which in the aggregate 
exceed the total net income in the CFTE 
category, then for purposes of paragraph 
(bJ(4)(viii)(a)(/) of this section stich part
ner's distributive share of income from the 
CFTE category shall equal the partner's 
positive income allocation from the CFfE 
catcgory, divided by the aggregate positive 
income allocations from the CFTE cate
gory. multiplied by the net income in the 
CFTE category. 

(5) No net income ill a eFTE category. 
If a CFTE is allocated or apportioned to 
a CFTE category that does not have net 
income for the year in which the foreign 
tax is paid or accrued, the CFTE shall be 
deemed to relate to the aggregate of the 
net income (disregarding net losses) recog
nized by the partnership in that CFTE cate
gory in each of the three preceding taxable 
years. Accordingly, except as provided be
low, stich CFTE must be allocated in the 
current taxable year in the same propor
tion as the allocation of the aggregate net 
income for the prior three-year period in 
order to satisfy the requirements of para
graph (b)(4)(viii)(a)(l) of this section. If 
the partnershi p does not ha ve net income in 
the applicable CFTE category in either the 
current year or any of the previous three 
taxable years, the CITE must be allocated 
in the same proportion that the partnership 
reasonably expects to allocate the aggre
gate net income (disregarding net losses) 
in the CFTE category for the succeeding 
three taxable years. If the partnership does 
not reasonably expect to have net income 
in the CFTE category for the succeeding 
three years and the partnership has net in
come in one or more other CFTE cate
gories for the year in which the foreign 
tax is paid or accrued, the CFTE shall be 
deemed to relate to such other net income 
and must be allocated in proportion to the 
allocations of such other net income. If 
any CFTE is not allocated pursuant to the 
above provisions of this paragraph then the 
CITE must be allocated in proportion to 
the partners' outstanding capital contribu
tions. 

(d) AI/om/ioll and apportiollmellt of 
CFTEs to eFTE categorics-( I) 111 Kcn
era/. CFTEs are allocated and appor
tioned to CPTE categories in accordance 
with the pnnciples of § 1.904-6. Under 
these principles, a CFTE is related to in
come in a CFTE category if the income 
is included in the base upon which the 
foreign tax is imposed. In accordance 
with § 1.904-6(a)( I J(ii) as modified by 
this paragraph (b)(4)(viii)(d). if the for
eign tax base includes income in more 
than one CFTE category, the CFTEs are 
apportioned among the CFTE categories 
based on the relati ve amounts of taxable 
income computed tinder foreign law in 
each CFTE category For purposes of 
this paragraph (b)(4)(viii)(d), references 
in S 1.904-6 to a separate category or 
separate categories shall mean "CFTE 
category" or "CFTE categories" and the 
rules in § 1.904-6(a)( I )(i!) are modified as 
follows: 

(i) The related party interest expense 
rule in § 1.904-6(a)( I )(ii) shall not apply in 
determining the amount of taxable income 
computed under foreign law in a CFTE 
category. 

(ii) If foreign law does not provide for 
the direct allocation or apportionment of 
expenses, losses or other deductions al
lowed under foreign law to a CFTE cate
gory of income, then such expenses. losses 
or other deductions must be allocated and 
apportioned to gross income as determined 
under foreign law in a manner that is con
sistent with the allocation and apportion
ment of such items for purposes of deter
mining the net income in the CFTE cat
egories for U.S. tax purposes pursuant to 
paragraph (b)(4)(viii)(c)(3) of this section. 

(2) Timing and base differences. A for
eign tax imposed on an item that would 
be income under U.S. tax principles in an
other year (a timing difference) is allocated 
to the CFTE category that would include 
the income if the income were recognized 
for U.S. tax purposes in the year in which 
the foreign tax is imposed. A foreign tax 
imposed on an item that would not con
stitute income under U.S. tax principles in 
any year (a base difference) is allocated to 
the CFTE category that includes the part
nership items attributable to the activity 
with respect to which the foreign tax is im
po~ed. See paragraph (b)(5) Example 23 of 
this section. 
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(3) Speciaf rules for infer-branch pay
ments. Notwithstanding any other provi
~ion of this paragraph 1 iI). the rules of this 
paragraph (b)(4)(viii)(d)(3) shall apply if 
a branch (including an entity described in 
~30!.77()1-2(c)(2)(i) of this chapter) of 
the partnership is required to include in 111-

come under foreign law a payment it re
cei\'e, from another branch of the partner
ship. The foreign tax imposed on such 
payments ("inter-branch payments") is al
located to the CFTE category that includes 
the Itelm attrlhutahle to the relevant ac
tivities of the recipient branch. In cases 
where the partnership agreement results in 
more than one CI--TE category with re
,peLt to activities of the recipient branch. 
such tax is allocated to the CFTE cate
gory that includes the items attributable to 
the activity to which the inter-hranch pay
ment relates. The rules of this paragraph 
(b)(4)(viii)(d)(3) shall also apply to pay
ments between a partnership and a branch 
of the partnership. See paragraph (b)(S) 

Exall/ple 24 of this section. 
* * * 
(xi) [Reserved]. 
(5) '" * * 
E\(/lI1p/(> 20. Ii) A and B form AR. an eligible 

cntity (a, defined in ~301.7701-3(a) of this chap
tcr). treated a, a partnership for U.S, tax purposes. 
AR operates husiness M in country X and earns 
income from passive investments in country X. 
Country X impo,es a 40 percent tax on husiness 
M income, whIch tax is a CFTE. but exempts from 
tax income frum passive investments. In 2007, 
AB earm $IOO.()OO of income from husine" M 
and $30.0()0 from passive investments and pays or 
accrues $·W.OOO of country X taxes. For purposes 
of s,-,ction 90ol(d). the income from husiness M is 
general limitation income anLi the income from the 
pa"ivc im·'estmcllts " pu"iv'c income. Pursuant 
to thc partnership agreement. all partnership items. 
including CFTEs. from business M are allocated 60 
percent to A and olO percent to R. and all partner;hip 
itellls. including CFTE,. from passive investments 
arc alh'catcd XU percent to A and 20 percenl to B. 
Accurd\l1gly. A IS allocated 60 percent of the husiness 
1'>1 inulIllc (S60.000) 'Ind 60 percent of the country 
X (:lxes (S2'+J)OOI. and B i, allo"ated olO percent of 
the husiness M income ($ol(I.OOO) and olO percent of 
the ([)untl') X taxes ($16.000). The income from the 
pa"il c investments Is allocated $2ol.000 to A and 
::'(>.110(1 to B. Assume that ,dlocatlom of all items 
ntht'[ than CFTEs arc I·alid. 

I til Bccause the partnership agreement provide, 
for different allncations of the net income attribut
ahle ((l husmcs< [vI and the passl\'e investments. the 
ncl income attrihutabk to each i, incllme in a .scpa
r,lIe CF·iE catc'~or~ See raragraph (b)(ol)II'iil)(c)(2) 
(If this ,edillll AB mU\l determine the net income in 
e,\l·h CFTE category and the CFTEs all Dca hie to each 
CFn'. catt'gJ)r~ llnder para~raph (hl/olil I 111)( cit3) of 
this sCl'tinn. the net Inc()me in the husiness M CFTE 
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,'ategor) is the S IIlO.()OO annbutahk to husIness M 
and the net tn,Ollle In the pa"lw iO\ estlllcnts CFTE 
CdtC~or) IS the S30.001l artrihutahle tll the passive in, 
Icstlllcnb Unda paragraph Ih)(olll\lIlHd) of this 

section, the SolO.OOO of L'lluntr) X ta\cs is allocated 
to the husiness M CFTE categor~ and no pornon of 
the coulllr)' X taxes is allocated to the passive in
I c,tmenh CFTE catcgory. Thereforc. the S-lO.OOO of 
countr) X t,I\CS are rdated to the S IOO.O()O of net in
L'ome in the hu,iness 1'>1 CITE cate~or). See para
graph (h)(~I(\'iii)(c)(/)(1fthis seClinn. Bccause AS's 
partnership agrecment allocates the net income from 
the husiness M CFTE category 60 percent to A andolO 
percent to B. and the country X taxes 60 percent to A 
und olO percent to B. thc allocations of the CFTEs are 
In pn>portion to the distnoutiw ,hares of income to 
which thc CITEs relate. Because AB satisi'ie, the re
quirement of paragraph (bit 4)( liii) of this section. the 
allocatIons of the country X taxes are deemed to be in 
accordance with the partners' interests in the partner
ship. Because the business M income is generallimi
tation income. all $40.000 of taxes are attributahle to 
the general limitation category. See ~ 1,904-6. 

Emmp/e 21. (i) A and R form AB. an eligible 
entity (as defined in ~301.7701-3(a) of this chap
ter), treated as a partnership for U.S. tax purposes. 
AB operates bUSiness M in country X and business 
N in country Y. CDuntry X imposes a olO percent tax 
on husiness M income. country Y imposes a 20 per
cent tax on husmess N mcome. and the country X 
and country Y taxes are CFTEs. In 2007. AD has 
$100.000 of income from business M and $50.000 of 
income from business N. Country X imposes $40,000 
of tax on the income from business M and country 
Y imposes $10.000 of tax on the income of husiness 
N. Pursuant to the partnership agreement. all partner
ship items. including CFTEs. from business M are al
located 75 percent to A and 25 percent to 13. and all 
partnership items. including CFTEs. from business N 
are split e,enl} he tween A and B ('i0 percent each) 
Accordingly. A is allocated 75 percent of the income 
from husiness ,\1 ($75.000). 75 percent of the coun
try X taxes ($30.000). 50 percent of the income from 
business N ($25.000). and 50 percent of the coun
try Y taxe, ($5.000). B IS allocated 15 percent of 
the income fmm bu,ine" M ($25.0()0). 25 percent 
of the country X taxes ($10.000). 50 percent of the 
income from husiness N ($25.000). and 50 percent of 
the country Y taxes ($5.000). Assume that allocations 
of all Items other than CFTf> are valid. The income 
from business M and business N is general limitation 
inwme for purposes of section 90ol(d). 

(ii) Because the partnership agreement pro\'ides 
for different allocatiOn> of the net income attributahle 
to businesses M and N. the net income attributable to 
each bUSIness is Income 111 a separate CFTE category 
even though all of the income i, in the generallimita
tion category for section 90'+(d J purposes. See para
graph Ib)(4)(viii)(c)(2) of this section. Under para
graph (b)(4)(viii)(c)(3) of this section. the net income 
in the business M CrTE category IS the $100,000 at
tributable to husine" M and the net income in the 
business Is; CFTE category is $50,00[) attributahle 10 

husines> N. Under paragraph (h)i4)(liii)(d) of this 
section. the SolO.OOO of countr> X taxes is allocated 
to the husiness M CFTE category and the 510.000 of 
country Y taxes is allocated to the business N CFTE 
category Therefore, the 5'+0.000 of country X taxes 
are related to the S I 00.000 of net income in the busi-

ness M CFTE category and the $10.000 of coun· 
tr) Y taxes Me re lated to thc $50.000 of net income 
in the husiness N CITE category. See pMagraph 
(h)( ol)(v iii )((')(1 ) of thiS s~cti(1n. BeJ:au~e AB's pan
ncrship agreement allocates the $40.000 of country X 
taxes in the ,ame proportion a, the net inl"lJme in the 
business M CITE category. and the $10.000 of coun
try Y taxes in the samc proportion as the net income In 

the hu,iness N CFTE ,ategory. the allocations of the 
country X taxes and thc elluntry Y ta~es are in pro· 
portion to the distrihutiY'C shares of inl'Ome to which 
the foreign taxes relate. Because AB satisfies the reo 
qUlrements of paragraph (b)(4)(viii) of this section. 
the allocations of the (oulltry X and country Y taxes 
are deemed to be in accordancc with the partners' in· 
terests in the partnership. 

Exa/llple 22. (i) The facts are thc sume as in E.\. 

ample 21. except that the partnership agreement pro· 
vides for the following allocations, Depredation at
tributable to machine X. which is used in business M. 
IS allocated 100 percent to A. B is allocated the first 
$20.000 of gross income attributable to husiness N. 
which allocation does not result in a deduction under 
foreign law. All remaining items, except CFTEs. are 
allocated 50 percent to A and 50 percent to B, For 
2007. assume that business M generates $120.000 of 
income. before taking into aJ:count depreciatIon at
tributable to machine X. The total amount of depre
ciation attributahle to machine X is $20.000. whieh 
results in $100.000 of net income attributable to busi
ness M for U.S. and country X tax purposes. Business 
N generates $70.000 of gross income and has $20,000 
of expenses. resulting in $50.000 of net income for 
U.S. and country Y tax purposes. Pursuant to the part
nership agreement. A is allocated $40,000 of the net 
income attributable to business M 1$60.000 of busi
ness M income less $20.000 of depreciation attribut
uhle to machine X). and $15.000 of the net income 
attributahle to business N. B is allocated $60,000 of 
the net Income attributable to business M and $35.000 
of the net income attributable to business N ($20.000 
of gross income. plus $15,000 of net income). 

(ii) As a result of the special allocations, the net 
inwme attributable to business M ($100.000) is allo
cated 40 percent to A and 60 percent to B. The net 
inwme attrihutable to business N ($50.000) is allo
cated 30 percent to 1\ and 70 percent to B. Because 
the partnership agreement provides for different allo
cations of the net income attributable to businesses M 
and N. the net II1come from each of businesses M and 
N is income in a separate CFfE category. See para
graph (b)(4)(viii)((')(2) of this section. Under para· 
graph (b)(4)(viii)(c)(3) ofthi, section. the net income 
in the business M CFTE category is the $100,000 of 
net income attributable to business M and the net in
come in the business N CFTE category is the $50,000 
of net income attributable to business N. Under para
graph (b)(4)(viii)(d)U) of this section. the$40,OOOof 
country X ta.\es is allocated to the business M CITE 
category and the $10.000 of country Y taxes is al
located to (he business N CFTE category, There
fore. the $40,000 of country X taxes relates to the 
$100.000 of net income in the husiness M eFTE and 
the $10,000 of country Y taxes relates to the $50,000 
of net income in the business N CFTE category. See 
paragraph (b)(4 )(viii)(c)(l) of thiS section. The allo
cations of the country X taxes will be in proportion 
to the distributive shares of income to which they re
late and will be deemed to be in accordanle with the 



partners' interests in the partnership if such taxes are 
allocated 40 percent to A and tiD percent to B. The al
locations of the country Y taxes will be in proportion 
to the distributive shares of inl:ume to which they re
late and will be deemed to be in accordance with the 
partners' interests in the partnershi p if such taxes are 
allocated 30 percent to A and 70 percent to B. 

(iii) Assume that for 200K all the facts are the 

same as in paragraph (i) of this Example 22, except 
that business M generates $60,000 of income before 
taking into account depreciation attributable to ma
chine X and country X imposes $16.000 uf tax on 
the $40,000 of net income attributable to business M. 
Pursuant to the partnership agreement. A is allocated 
25 percent of the income from business M ($10.000). 
and B is allocated 75 percent of the income from busi
ness M ($30.000). Allocations of the country X taxes 
will be in proportion :0 the distributive shares of in
come to which they relate and will he deemed to be in 
accordance with the partners' interests in the partner
ship if such taxes are allocated 25 percent to A and 
75 percent to B. 

Exampl~ 23. (i) The facts are the same as in Ex· 
ample 21. except that AB does not actually receive 
the $50,000 of income accrued in 2007 with respect 
to business N until 2008 and AB accrues and receives 
an additional $100.000 with respect to business N in 
2008. Also assume that A, B, and AB each report tax
able income on an accrual basis tor U.S. tax purposes 
and AB reports taxable income using the cash receipts 
and disbursements method of accounting for cuuntry 
X and country Y purposes. In 2007, AB pays or ac
crues country X taxes of $40.000. In 2008, I\B pays 
or accrues country Y taxes of $30.000. Pursuant to 
the partnerShip agreement. in 2007, A is allocated 75 
percent of business M income ($75,000) and country 
X taxes ($30,000) and 50 percent of bu~iness N in
come ($25,000). B is allocated 25 percent of business 
M income ($25,000) and country X laxes ($10.000) 
and 50 percent uf business N income ($25.0001. In 
2008, A and B are each allocated 50 percent of the 
business N income ($50,000) and country Y taxes 
($15,000) 

(ii) For 2007, the $40.000 of country X taxes paid 
or accrued by AB relates to the $ I 00,000 of net in

come in the business M CITE category. Nu purtion 
of the country X taxes paid or accrued in 2007 relates 
to the $50.000 of net income in the business N CFTE 
category. For 2008. the net income in the business N 
CITE category is the $100,000 attributable to busi
ness N. See paragraph (b)(4)(viii)(c)U) of this sec
tion. Under paragraph (b)(4J{viiiJ{d)(l) of this sec
tion, $20,000 of the country Y tax paid or accrued 
in 2008 is allocated to the business N CFTE cate
gory. The remaining $ 10,000 of country Y tax is al
located to the business N CFTE category under para
graph (b)(4)(viii)id)i2) of this section (relating to tim
ing differences). Therefore. the $30,000 of country Y 
taxes paid or accrued by AB in 2008 is related to the 
$100,000 of net income in the business N CFrE cate
gory for 2008. See paragraph (b)(4)(viii)(c)(l) of this 
section. Because AB's partnership agreement allo
cates the $40,000 of country X taxes and the $30,000 
of country Y taxes in proportion to the distributive 
shares of income to which the taxes relate. the allo
cations of the country X and country Y taxes satisfy 
the requirements of paragraphs (bJ(4 )(viii)(a)(l) and 
(2) of this section and the allocations of the country X 
and Y taxes are deemed to be in accordance with the 

partners' interests in the partnership under paragraph 
(b)(4)(viii) of this section. 

Example 24. (i) The facts are the same as in Ex
ample 21. except that bllsinesses M and N are con· 
ducted by entities (DEI and DE2, respectively) that 
are corporations for country X and Y tax purposes 
and disregarded entities fur U.S. tax purposes. Also. 
assume that DE I makes payment> of $75,000 during 
2007 to DE2 that are deductible by DEI for coun· 
try X tax purposes and includible in mcome of DE2 
for country Y tax purposes. As a result of such pay· 
ment'i, DE I has taxable income of S25,OUU for (Dun· 
try X purposes on which S I O,OOOoftaxes are imposed 
and DE2 has taxable income of$125.000 for country 
Y purposes on which $25.000 of taxes are imposed. 
For U.S. tax purposes. $100.000 of AB's income is 
attributable to the activities of DEI and $50,000 of 
AB's income is attribulable to the activities of DE2. 
Pursuant to the partnership agreement, all partnership 
items. including CFTEs, from business M are allo
cated 75 percent to A and 25 percent to B, and all 
partnership items. including CITEs, from business N 
are split evenly between A and B (50 percent each). 
Accordingly, A is allocated 75 percent of the income 
from busine<;s 1\1 ($75,000), 75 percent of the coun
try X taxes ($'/.500), SO percent of the income from 
busine,s N ($25,000), and 50 percent uf the coun
try Y taxes ($12.5001 B is allocated 25 percent of 
the income from business !'vi ($25.000). 25 percent of 
the country X taxes ($2.500). 50 percent of the in
come from busine!;s N ($25.000). and 50 percent of 
the country Y taxes (SI2,500). 

(ii) Because the partnership agreement provides 
for different allocations of the net income attribut
able to bu~inesses M and N. the net income attrib
utable to each of business M and bUSiness N is in
come in separate CFTE categories. See paragraph 
(b)(4)(viiij(c)(2) of this section. Under paragraph 
(b)(4j(viii)(c)(3) of this section, the $100.000 of net 
income attributable to business M is In the business 
M CITE category and the $50,000 of net income at
tributable to busine" N is in the business N CFTE 
cmegory. Under paragraph (b)(4)(viii)(il)(/) of this 
,.,ection, the $10.000 of country X taxes is allocated 
10 the business M CFTE category and $10.000 of 
the country Y taxes is allocated to the business N 
CITE category. Under paragraph (b)(4)(viii)(d)(3) 
of this sectioo. the additional $15,000 of country Y 
tax imposed with respect to the inter-branch payment 
is assigned to the business N CFTE category. There
fore. the $10,000 of country X taxes is related to the 
S I 00,000 of net income in the business M CFTE cat
egory and the $25.000 of country Y taxes is related 
to the S50.000 of net income in the business N CFTE 
category. See paragraph (bl(4)(viii}(c)(i) of this sec
tion. Becau,e AB's partnership agreement allocates 
the $10,000 uf country X taxe, in the same propor
tion as the distributive shares of income to which the 
taxes relate and the $25.000 of country Y taxes in the 
.c,ame proportion as the distributive shares of Income 
to which the ta~es relate. AB satisfies the require
ments of paragraph fb)[4)(viii) of this section and the 
allocations of the country X and country Y taxes are 
deemed to be in accordance with the panners' inter
ests in the partnership. No inference is intended With 
respect to the application of other provisions to ar
rangements that involve disregarded payments. See 
paragraph (b)( I )(iii) ofthi, section (relating to the ef-

fect of sections of the Internal Revenue Code other 
than section 704(h)) 

(iii) Assume that the facts are the same as para
graph Ii) of this Example 24, except that the partner
ship agreement provides that the S I 5,000 of countr) 
Y tax imposed with respect to the inter-branch pay
ment is allocated 75 percent to A ($11.250) and 25 
percent to B ($3.750) <[od that the remaining $10.000 
of country Y tax is allocated 50 percent to A ($5.00U) 
and 50 percent to B ($5,000). Thus. the country Y 
taxes are allocated 65 percent to A and 35 percent 
to B while the income in the business N CITE cate
gory is allocated 50 percent to A and 50 percent to B. 
The allocations of the country Y tax are not deemed 
to be in accordance with the partners' interests be
cause they are not in proportion to the allocalions uf 
the distributive shares of income from the busine" 1\ 
CFTE category. However. upon sufficient substanti
atlon that $15.000 of country Y tax paid by DE2 with 
respect to the $75.000 inter-branch payment relates 
to income that is recognized by DEI for U.S. tax pur
poses. the allocations of the country Y taxes may be 
established to be actually in accordance with the part
ners' interests in the partnership. The 3110(;ltiom 01 
the $10,000 of CCluntry X l<lxes are deemed to be in 
accordance with the partners' interests in tire partner
ship because the country X taxes are allocated in the 
same proportion as the distributive shares of income 
to which they relate. 

(iv) Assume that the facts are the same as in para
graph (i) of this Example 24, except that in order to re· 
tleclthe $75.000 payment from DEI to DE2. the part
nership agreement all<x:ates P5.000 of the income 
attributable to husiness M equally between A and B 
(50 percent each). Therefore, the total Income attrib
utable to business M is allocated 56.25 percent to A 
(75 percent of $25,000 plus 50 percent of $75,0(0) 
and 43.75 percent to B 125 percent of $25.000 and 
50 percent uf $75.000). The allocation of the country 
X taxes (75 percent to A and 25 percent to B) is not 
deemed to be in accordance with the partners' inter· 
ests because It is not in proportion 10 the allocations of 
the distributive shares of income from the business M 
CITE category. Hu",ever. upon sufficient substanti
ation Ihat all $ I 0.000 of country X tax paid by DE I 
relates to the $25.000 of DEI's income that is shared 
in the same 75-25 ratio. the allocations of the country 
X taxes may be established to be actually III accor
dance with the par1ner,' interests in the partnership. 
The allocations of the $25.000 of country Y la~e, arc 
deemed to be in accordance with the pJrtners' inter
ests in the partnership because the country Y taxes 
are allocated in the same proportion as the distribu
tive shares of income to which they relate. 

Example 25. (i) 1\ contributes $750.0()(J and B 
contributes $250.000 10 form AB. an eligible entity 
(as defined in §30 I. 7701-3(a) of this chapter!. treated 
as a partnership for U.S. tax purposes. AB operates 
business M in country X. Country X imposes a 20 per
cent tax on the net Income from busines, \1. which tax 
is a CFTE. In 2007. AB earns $300.0()() of gross in
come, has deduclible expe",es of $1 ()O.IJO(). and pays 
or accrues $40.000 of country X tax. Pursuant to the 
partnership agreement. the fiN S I DO,OOO of grn" in· 
come each year is allocated to A as a return on exec" 
capital contrihuted hy A All remaining partnership 
items. including CITEs, are spill evenly hetween A 
and B (50 percent each). The gross income alillcatllln 
is not deductible in determining AB', ta\ahle InCOllle 
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under l'ountry X law. "",,,ume that alloL'atllllh (If all 

Item, otiler th,ln CFTh ilre I ,,!ill. 

1111.-\13 ha, a 'Ingle CFTF L';ttegllr: becdu,,' ,111 

01 '-\8', nCI incllillc " allllc'dtni 111 Ihe '''Ille r,ltlo, 

'ice paragraph Ihll-+llll1illcll.:'l. l'nder p"ragraph 

I 011-111 I i Ii II c 1131 ot [h" ',L'tllln, IhL' Ile[ illcurlle in the 
\lIlgle Cf-TF calc8llf\ ,,~2()(),ll()() Thc' ,,-+(),()()() 01 

taxe, h allocatnl to IhL' 'Ingle (TIT cat,~(lry and, 

tillh, rci"lcd t" the 'I2()O,()O() III Ilet incollle in tile 

'Ingle (,I'TE c,lkgllr) In 21107, ,\8', parln,'r,hip 

agrL'L'IllL'l\t allucilte, '\ 15(),()(I(I or 75 perccnt 01 the 

nel incoll1C [(l A IS IOU,(I()O allrihulahk 10 Ihe grll" 

IIlCllIllL' allocali(ln plu, '\5I1J)()() llf Ihe rcmainll1~ 

'I I 1)(J.(Hlil 01 I1L't IIlL'Olllel .lIld ~5(),II()tI ur 25 percent 

llf thL' Ilel IlllUIllL' III B .. \8', l'artnl'r,hlj1 agreement 

allol'ale', thL' ((\untn X ta\c, in acc'mdancl' with thc 

partner,' ,hare, "I partner,hlp Itelll' I'cmalntng afler 

Ihe Sltll),()()() grt'" IIlCIlllle allllL'alion. Therefore, 

-\\:l alllIL'alL" the (OUnlry X taxe, 50 pcrcent to A 

I ~2(),()()() 1 and 5(] pcrcent to B I S20,()OO). AB' s 

,dl(lcatioll\ (If country X tax" arc not deemed to he 
In acc(lrdallcl' with the partner" intereqs in the part

ner,hip under paragraph Ih)I-+)IViii) of this seCllon, 
hccau,c they arc not in proportion til thc allocation, 

of thL' ili,trihutll e shares (If income to which the 

l'ountry X Iilxes rdate, Accordingly, the CIluntry X 
taxc, \\ ill be reallocated according to the partners' 
Inlne,t in the partnep,hip. Assuming that the part

nl'r, d\) not re""mahly expect to claim a deduction 

I'or Ihe CFTE in determining their US tax Ilahilitie" 
a rcalloeatllln of the CI-TEs under paragraph Ih)!3) 
"f thi, ,cction would be 75 percent to A ($3(J,()()O) 

and ~5 percent to R ISlll.OO()). If the reallucation of 
Ihe CFTb causes the partner.s' capital aCCDuJlts not 
to renect their contemplated economic arrangement. 

the partners may need 10 reall()cate other partnership 
itelll' to en.surc that the Wx consequences of the 
parlner,hip', allocations arc consistent with their 

ulIltcmplated CCOnOll1lC arrangemem over the term 
01' the parlner,hip, The Commi"ioner will not real

Iucate uther pannership items after the reallocation 
of thc CFTf>, 

I iii) The faels are the 'ame as In paragraph (i 101' 
thiS l:.\(/IIlIJII' 25, except Ihat the $100,000 allocation 
oj gfl'" incomc i, deductihle under country X law 
and Ihat AB pays or accrues 'l>2(),OOO of foreign tax. 
Linder paragraph (h)I-+)[liii)[c)[3) of this section, 

Ihe net IIlL'OIllC in the 'ingle CITE categor~ is Ihe 
S I ()(),()()() 01 net Income, determined hy disregard
IIIg Ihe SIIIO,OOO of gro" income that is allocatcd 
10 A clnd dl'ductihk in detenmning AB's taxahle 
InCOIllL' ullder the lal\ of country X. See paragraph 
Ihll-+llliii)(c)[3)(iil of thiS ,eclion, The $20,()()O 

III ("llIntr" X ta\ is allllcated to the single CrTE 
catc.'!uf\, ,lIld, Ihu" re)alcd to Ihe SlOO,lJOO of net 
IIKU[JlC III the "in!:!k CFTE CItL:g~lry. Se~ paragraphs 
I h 11-+ II \ 11111 c III) emd (d) of thIS section. N .. portinn 
01 the la\ i, rdated to the' S IO{),()OO of gro" income 

,lilucated [Il A, Pur,uant III the partnership agree
Illl'llt. AB ,dlociltes the country X uXC\ ~O perL'ent 
ttl A IS ItJ.()()(11 and 50 percent I" B (510,0001 AR's 
allllcation, of (ountry X taxes are deemed to he in 
,h."\.-"ord,lIh.'L.' \\ Ilh lh~ pllrtner.,>' mtert'"h in the partn~r

,hip under pard~raph Ih,(-+)(11I11 ofthi, ,ection, 
III I The r(,uli, in I ii I and (iii I of Ihi, EWlllpl" 25 

\\ ould he the ',IIIlt' a"tlilling all of th.: fach except 
Ihal. rather than t"lelllg ,I preferential gro" lI\Cllme al-
1\IC,ltIl1l1. thc' ) IO().l)()(1 \1 a, it ~uJrant~ed pa) men I to 
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.\ \\ ithin till' meaning of section 707(c) S~e para

gr,lph Ihli-+I(\lIll1cIl3) I)fthis ,cction. 

hUl/Jpit- 26. (i) A and B form AB, In digihl~ 

entit) I,h Lkllned in ~3l1l.77t1I-.\(a) otthis chapter), 

treated as a partner,hip for LIS tax PUnpllSC" AB 

"per,ltcs nu,inc,s 111 in countr) X and husine>s N 
III l'Ountry Y .\, ,I U.S. corporation, contrihutcs a 
oUlldln~ 1\lIh a fair market I'alue of 52()O,OOIl and 
an adJu,ted ha,i, (If $5(),01)() for hoth U.S. and coun-

11"\ X purp",,,, The huilding L'ontrihuted h) A is 

u,ed li1 hU'IIll'\S M. B, a country X conporation, 

contrihutc, $KOO,OOO ca,h. The AB partnership 

agrCl'll1enl provide., that AB will make allocation, 

under 'l'ction 70-+lc) using the tradItional method 

under ~ I ,704-3Inl and that all other ilL'I11S, excluding 

credilahle foreign taxes, will he allocated ~() percent 

to A and HO percent to B. The partnership agree

ment provides that creditahle foreign taxes will he 

allocated in proportion to the partners' dtstrihutive 

shares of net income in each CITE category, which 
shall be detemlined hy taking into account Items 

allocated pursuant to section 704(cl. Country X and 

Country Y impose tax at a rate of 20 percent and 
-+0 percent, respectively, and such taxe, are CITEs, 

In 20U7, AB sells the huilding contributed hy A 
for $200,000, thereby recogniling taxahle inCOllle 

of $150,000 for U.s. and country X purposes_ and 
recognizes $250,000 of other income from the op

eration of husiness M. AB pays or accrues $110,000 

of country X tax on such incoille. Abo in 2007, 
husll1ess N recognizes $100,000 of tiluble income 

for U.S, and country Y purposes and pays or accrues 

$40,000 of country Y tax, Pursuant to the partnership 
agreement. A is a!localed 5200,000 of huslOess M 
income ($1 5 (),OOO of taxahle income in accordance 

with section 7041c) and $50,000 of other husiness 
M income) and $40,000 of country X tax, and 20 
percent of hoth husiness N income ($20,000) and 
country Y lax ($XJ)()O). B is allocated $200,000 

of busines> M income and $40,000 of country X 

tax and gO percent of both the business N income 
($SOJ)()O) and country Y tdX ($."l2,000), Assume that 

allocatiom of all itelm other than CFTEs are valid. 
(ii) The net income attributahle to bUSiness M 

($4()(J,OOO) i, allocated 50 percent to A and 50 per

eent to B while the net incoille attrIbutahle to busi
ness :',j ($ I 00,(00) is allocated 20 percent to A and 80 

percent to B. Because the partnership agreement pro
VIdes for different allocations of the net income attrib
lIlable to businesses M and N, the net income altrib

utable to each activity i, income in a separate CITE 
category. See paragraph Ib)(4)hiii)lcI(2) ofthi, sec
tion, Under paragraph (h)(-+)(viii)(c)(3) of this sec

tion, the net income in the husiness M CFTE category 
i, the $-+O(),OOO of net income attrihutahle to business 
M and the net income in the husiness N CFTE cat
egory is the SIOO,OOO 01 net income allribulable to 
ousiness N. Under paragraph (h)(.:il(vlii)(d)(/)ofthis 

,ection, the SH(),()UO of country X tax is allocated to 

Ihe husiness M CFTE calegory and the MIUJOO of 
country Y tax is allocated to the bUSiness N CITE 
category, Therefore, the $~O,OOO of country X tax re
laIe.s to the S-+OOJ)()() of net income in the husiness 

\1 CITE category and the $40,000 of count!) Y tax 
eelates to the $100,000 of net income in the business 
!SJ CITE category, See paragraph (b)(4 )(viii )(c)(/) of 
IhlS scction, Because AB', partnership agreement al
I(Kates the S80,OOO of country X tnes and $40,000 

of L'ountr) Y taxes in proportion to the distributive 

shar~s of income (0 which such taxes relate, the al . 

locations aft: deemed to be in accordance with the 
partner,;' inh:r~st in Ihe partnership under paragraph 

(b)(-+)(l'lil) or thIS section. 

E\(/1111,le 27. (i 1 A, a U ,5. citizen. ilnd B, a C'lluntry 

X (iti/en. I()rm AB, a country X eligible <,ntity (ilS de

fined Itl ~)() U70 1-,1(a) of this chapter), Irealed as a 

partnership for U.S, laX purposes. AB's only actil'lly 

is huslness M, which it operate, in country X, Coun

try X imposes a -+0 percent tax on the pOri ion of AB's 

husiness M income [hat is the allocable sh.lreofAB\ 

owners that are not citizens of country X, which tax is 

it ('FTE. The partnership agreemenl pnwidcs that all 
panllcrship items, excluding CI-TEs, ff(lm husincs

M are allocated -+0 percent to A and 60 perl'ent to B. 
(,FTE, are allocuted 100 percent to A, In 2 ()()7 , AS 
earns $100.000 "f net income from husiness M and 
pays or accrues $16,OO() of country X taxes on As al

locable share of AB's IIlcome ($40.000), Pursuant to 

the partnership agreement. A IS allocated 40 percent 
of the business M income ($40,000) and 100 percent 

of the country X taxes ($16,000), and B is allllcatl'd 

60 percent of the business M income (ShOJ)()O) and 
n(1 country X laxes. Assume that allocations of all 

items other than CFTEs are valid, 

(ii) AB has a single CITE calegory because all 

of AB' s net II1come tS allocated IJ1 the same ratio. 
See paragraph (b)(4)(viii)(c)(2). Under paragraph 
(b)(4)(viii)(c)(3) of this seclion, the $40))()O of busi

ness M income that is ullocated to A is included 
in the single CITE category, Under paragraph 
(b)(4)(viii)(rlU)(ii) of this section, no portion of 

the $60,000 allocated to B is included in the single 
CITE catcgory_ Under paragraph (b)(4)(viii)(d) of 
thlS section, the $16'()OO of taxes is allocated to the 

single CITE category, 
Therefore, the $16,lIO() of country X taxes is 

related to the $40.000 of net income in the single 

CITE category that is allocated to A, See paragraph 
(h)(4)(viii)(c)(i) of this section, Because AB's 

partnership agreeillent allocates the country X taxes 
in proportion 10 the distributive share of income 
to which the taxes relate, AB satisfies the require
ment of paragraph (b)(4)(viii) of this section. and 
the allocation of the country X taxes is deemed to 
be in accordance with the partners' interests in the 

partnership, 

* * * * * 

§1.704-lT [Removed] 

Par. 3_ Section L704-IT is removed, 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement, 

Approved September 12, 2006, 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury, 

(Filed by Ihe Office of the Federal Regisler on October 18, 
2006, 845 a,m .. and published in the i"ue of the Federal 
ReglSler tor October 19,2006,71 F.R. 6164M) 



Section l016.-Adjust
ments to Basis 
26 eFR 1.1016-3: Exhaustion, wear and tear; ob
solescence, amortization, and depletion for periods 

since February 28. J 913. 

Rules are provided for reduction of basis for busi
ness use of an automobile under either the optional 
standard mileage rate method or a mileage allowance 
under a reimbursement or other expense allowance 
arrangement. See Rev, Proc. 2006-49. page 936. 

Section 6662.-lmposition 
of Accuracy-Related 
Penalty on Underpayments 

Guidance is provided concerning when informa
tion shown on a return in accordance with the applica
ble forms and instructions will be adequate disclosure 
under section 6662( d) for purposes of reducing an un
derstatement of income tax. See Rev. Proc. 2006-48, 
page 934. 

Section 6694.-Under
statement of Taxpayer's 
Liability by Income Tax 
Return Preparer 

GUJdance is provided concerning when informa
tion shown on a return in accordance with the appli
cable forms amI instructions will be adequate disclo
sure under section 6694(a) for purposes of reducing 
an understatement of income tax due to a return pre
parer's unrealistic position. See Rev. Proc. 2006-48, 
page 934. 
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Part III. Administrative, Procedural, and Miscellaneous 
United States Income Tax 
Treaties That Meet the 
Requirements of Section 
l(h)(ll)(C)(i)(lI) 

Notice 2006-101 

1. SUMMARY 
The J(lh~ and Growth TiI.\ Relief Rcc

OIh:iliation Act Df 2()()~ (P.L. I ()~-27, 117 
Stat. 752) (the "2003 Act") \V<l, enacted 
on tvlay 2~, 20m. Subject to certain lim
itation ... , the 2003 Act generally pn)\ iLlI." 
that a dividend paid to an indi\iJual ,hare
holder from either a Jome,til' corporatiun 
or a "ljualified foreign corporation" is sub
ject to tax at the reduced rates applicable 
to certain capital gains. A ljualified for
eign corporation includes certain foreign 
corporations that are eligible for benefits 
of a comprehensive income tax treaty with 
the United States that the Secretary deter
mines is satisfactory for purposes of this 
provi,ion and that includes an exchange 
of information provision. On October 
20, lOU3, the Service published Notice 
2003-69, 2003-2 C.B. 85 L which con
tains a list of the U.S. tax treaties that met 
these reljuirements at that time. This no
lice updates the list of U.S. tax treaties that 
meet the,e requirements to reflect new 
L.S. income tax treaties and protocols that 
have entered into force since the publica
tion of Notice 2003 69. 

2. ANALYSIS 
Section I (h)( I) of the Internal Revenue 

Code (the "Code") generally provides that 
a taxpayer's "net capital gain" for any tax
able year will be subject to a maximum tax 
rate of 15 percent (or 5 percent in the case 
of certain taxpayers). The 2003 Act added 
section I (h)( II), which provides that net 
capital gain for purposes of section I (h) 
l11eaJl~ net capital gain (determined with
out regard to ~ection I(h)( II» increased 
b) "ljualificd dividend income." Quali
fied dividend income means di\'idend~ 

recei\ed during the taxahle year from 
d()ll1e~tic corporations and "ljualified for
eign l·orrorations." Section I(h)( II )(B)(il. 
SubJect to certain exceptions, a ljualified 
foreign corporation is any foreign corpo
ratiLlIl th~lt i, either (i I incorporated In a 
plh~e,siLln of the l:nited State" or (ii) 
eligible fllr benefit, of a compreheIhi\ e 
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income tax treaty with the United States 
that the Secretary determines is satisfac
tory for purposes of this provision and 
that includes an exchange of informa
tion program (the "treaty test"). Section 
I(h)( II )(C)(i). 

A foreign corporatiolllhat docs not sat
isfy either of these two tests is treated as a 
ljualified foreign corporation with respect 
to allY di \ ideml paid by sllch corporatioll if 
the stock with respect 10 which such divi
dend is paid is readily tradable on an es
tablished securities market in the United 
States. Section l(h){ II )(C)(ii). See Notice 
2003-71, 2003-2 C.B. 922, for the defini
tion, for taxable years beginning on or after 
January 1,2003, of "readily tradable on an 
established securities market in the United 
States." 

A qualified foreign corporation does 
not include any foreign corporation that 
for the taxable year of the corporation in 
which the dividend was paid, or the pre
ceding taxable year. IS a passive foreign 
investment company (as defined in sec
tion 12(7). Section I(h)(ll )(C)(iii). A 
dividend from a ljualified foreign corpo
ration is also subject to the other limita
tions in section I (h)( II). For example, a 
shareholder receiving a dividend from a 
qualified foreign corporatiun must satisfy 
the holding period reljuirements of section 
IIh)(1 I )(B)(iii). 

The appendix to this notice sets forth 
the current list of U.S. income tax treaties 
that meet the reljuirements of section 
l(h){ll)(C)(iHII). Three U.S. income tax 
treaties do not meet the requirements of 
section I (h)( II )(C)(i)(II). The tax treaties 
with Bermuda and the Netherlands An
tilles are not comprehensive income tax 
treaties within the meaning of section 
Hh)( Ill. The U.S.-U.S.S.R. income tax 
treaty, which was signed on June 20, 
1973, and currently applies to certain for
mer Soviet Republics, does not include an 
information exchange program. 

At the time Notice 2003-69 was pub
lished, the income tax treaty with Barba
dos was determined not to be satisfactory 
for purposes of section I (h)( II ) because of 
concern that the treaty may have operated 
to provide benetits that were intended to 
mitigate or eliminate double taxation in 
ca"es where there \\a'> no risk of double 

taxation. Sec, e.g., H.R. Rep. 108-126. 
1081h Cong., lSI Sess., at 42 (2003) (con. 

ferl.'nce report on the 2003 Act). On Jul) 
14, 2004, the United Stales and Barhad()~ 
signed a Second Protocol to the U.S.-Bar
bados income tax treaty (the "Second 
Protocol"), which entered into force 011 

Decemher 20, 2004. The Second Proto
col amended the U.S.-Barbados incolJJe 
tax treaty by substituting a new limitation 
on benefits article that retleclL'd Ul'\ el
opments in U.S. treaty policy and \\ as 
designed to eliminate in particular the 
avai lability of certain inappropl'iale hen
efits under the existing treaty. Following 
the changes made by the Second Proto
col. the income tax treaty with Barbados 
has been determined to be satisfaclllry for 
purposes of section I(h)( II). 

The updated list in the appendix to this 
notice also contains two U.S. income tax 
treaties that entered into force after the 
publication of Notice 2003-69: the U.S. 
income tax treaties with Sri Lanka (which 
entered into force on July 12, 2(04) and 
Bangladesh (which entereu into force on 
August 7, 2(06). 

Treasury and the IRS intend to update 
this list. as appropriate. Situations that 
may result in changes to the list include the 
entry into force of new income tax treaties 
and the amendment or renegotiation of ex
isting tax treaties. Further, Treasury and 
the IRS continue to study the operation of 
each of our income tax treaties, including 
the implications of any change in the do
mestic laws of the treaty partner, to ensure 
that the treaty accomplishes its intended 
objectives and continues to be satisfactory 
for purposes of this provision. It is antici
pated that any changes to the list of income 
tax treaties that meet the requirements of 
sectiun I (h)( I I )(C)(i)(lI) will apply only 
to dividend . ., paid after the date of publi
cation of the revised list. 

Finally, in order to be treated as a qual
ified foreign corporation under the treaty 
test, a foreign corporation must be eligi
ble for benefits of one of the U.S. mcome 
tax treaties listed in the Appendix. Ac
cordingly, the foreign corporation must be 
a resident within the meaning of such term 
under the relevant treaty and must satisfy 
any other requirements of that treaty. in-



eluding the requirements under any appli
cable limitation on benefits provision. 

3. EFFECTIVE DATE 
This notice is effective with respect to 

Bangladesh for dividends paid on or af
ter August 7. 2006. This notice is effec
tive with respect to Barbados for dividends 
paid on or after December 20, 2004. This 
notice is effective with respect to Sri Lanka 

for dividends paid on or after July 12. 
2004. This notice is effective with respect 
to all other U.S. income tax treaties listed 
in the Appendix for taxable years begin
ning after December 31, 2002. 

4. EFFECT ON OTHER DOCU
MENTS 

Notice 2003-69 is amplified and super
seded. 

APPENDIX 

5. CONTACT INFORMATION 
The principal author of this notice is 

Ana C. Guzman of the Office of Associate 
Chief Counsel (International). For further 
information regarding this notice. contact 
Ms. Guzman at (202) 622-3iS1W (not a 
toll-free call). 

U. S. INCOME TAX TREATIES SATISFYING THE REQUIREMENTS OF 
SECTION l(h)(ll)(C)O)(II) 

Australia Germany Lithuania 
Austria Greece Luxembourg 
Bangladesh Hungary Mexico 
Barbados Iceland Morocco 
Belgium India Netherlands 
Canada Indonesia New Zealand 
China Ireland Norway 
Cyprus Israel Pakistan 
Czech Republic Haly Philippines 
Denmark Jamaica Poland 
Egypt Japan Portugal 
Estonia Kazakhstan Romania 
Finland Korea 
France Latvia 

Patriots' Day Filings and 
Payments 

Notice 2006-103 

This notice provides guidance regard
ing the impact of Patriots' Dayan the April 
16. 2007 due date for filing Federal tax 
documents and making Federal tax pay
ments. Individual income taxpayers resid
ing in Maine, Massachusetts, New Hamp
shire, New York, Vermont, Maryland, and 
the District of Columbia have until Tues
day. April 17,2007. to file documents in 
paper or electronic form that are other
wise due on April 16. 2007. These doc
uments include U.S. individual income tax 
returns in the Fonn 1040 series and Form 
4868. Applicationfor Automatic Extension 
of Time To File U.S. lndil'iduallncome Tax 
Return. Individual income taxpayers in 
these states and the District of Columbia 
also have until April 17. 2007, to make 
Federal tax payments otherwise due on 
April 16. 2007, including the first install
mem of estimated tax for tax year 2007. 

The additional time provided in this no
tice for filing returns and paying tax is not 

Russian Federation 
Slovak Republic 

available to individuals residing in other 
states, regardless of whether they file re
turns in paper or electronic form. Also. the 
additional time provided by this notice is 
not available for filing, or paying tax re
ported on. returns of taxpayers who are not 
individuals, such as Form 1041, U.S. 111-
come Tax Return for Estates and Trusts, 
and Form 1065, U.S. Return of Partnership 
Income, even though the taxpayer may be 
located in Massachusetts or Maine. 

The principal author of this notice is 
John M. Moran of the Office of Assuciate 
Chief Counsel (Procedure & Administra
tion). For further infonnation regarding 
this notice, contact John M. Moran at (202) 
622-4940 (not a toll-free call). 

26 CFR 1.861-8: Compurarioll or [(Hable incollle 
from sources within the Uniled States al1dfrolll other 

sourcE'S and IIctirities. 

Rev. Proc. 2006-42 

SECTION 1. PURPOSE 

This revenue procedure sets forth the 
administrative procedures for taxpayers 
described in § 4 of this revenue pro-

Slovenia 
South Africa 
Spain 
Sri Lanka 
Sweden 
Switzerland 
Thailand 
Trinidad and Tobago 
Tuni,ia 
Turkey 
Ukraine 
United Kingdom 
Venezuela 

cedure to obtain automatic approval to 
change certain elections relating to the 
apportionment of interest expense under 
*~ 1.86J-RT(c)(2) and 1.861-9(i)(2) and 
research and experimental expenditures 
(R&E) under ~ 1.861-17(e). A taxpayer 
complying with this revenue procedure 
will be deemed to have obtained the ap
proval of the Commissioner of the Inter
nal Revenue Service (Commissioner) to 
change those elections. 

SECTION 2. BACKGROUND 

01 DEDUCTION ATTRIBUTABLE 
TO DOMESTIC PRODUCTION ACTIV
ITIES. 

( I) IN GENERAL Section I qq of the 
Internal Revenue Code (Code). enacted as 
part of the American Jobs Creation Act of 
2004, provides for a deduction attributable 
to domestic production activities. The de
duction is equal to 9 percent n percent 
in the case of taxable years beginning in 
2005 or 2006. and 6 percent in the case 
of taxable years beginning in 2007. 2008, 
or 20(9) of the lesser of (A) the qualified 
production activities income (QPAI) of the 
taxpayer for the taxable Year, or (S) ta.\
able income (determined without regard to 
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section 1(9) for the taxable year (or. in the 
ca\e of an indi\idual. adjuqed gW\\ in
come (AGI)) 

(2) DETERMINATION OF QPAI. 
To delermine QPAI for a taxable year. a 
tax.payer mu,t ,ubtract from ils domes
tic production gross receipt-- I DPGR) the 
CO\t of goods \olu allocable to DPGR 
and other expenses. losses. or ueductions 
(deuuctions) that are properly allocable 
to DPGR. Section 1.199----1.(u) provide\ 
that a taxpayer generally must determine 
deductions allocable 10 DPGR. or to gross 
income attributable to DPGR. under the 
section 861 regulations. 

.02 RULES FOR ALLOCATION AND 
APPORTION1\.lE1\,jT OF DEDUCTIONS. 

(I) IN GENERAL. The section 861 
regulations provide guidance for the allo
cation and apportionment of deductions 
in determining the taxable income of a 
taxp:lyel' from specific sources and activ
ities under sections of the Code. referred 
to as operative '>ections. Section 199 is 
treated as an operative section for pur
pmes of the section 861 regulations. See 
* I. 199----1.( d )( I ). 

(2) CONFORMITY OF APPLICA
TION. Whele more than one operative 
section applies. the taxpayer may be re
quired to apply the section 861 regulations 
separately for each applicable operative 
,ection. In that case, § 1.861-8{f)(2)(i) 
provides that the taxpayer is required 
to use the ~ame method of allocation 
and the same principles of apportion
ment for all operative sections. See also 
* II l) 9----1. ( d)( 1 ). 

.(n ALLOCATION AND APPOR
TIONMENT OF INTEREST EXPENSE. 

( I ) IN GENERAL Taxpayers generally 
an: required under ~~ UI61-8T(c)(2) and 
1.861-9 to apportion interest expense on 
the ba~is of assets. Section /.I\61-;.sT(c)(2) 
prO\ides that the appurtionmcnt must be 
made either on the basis of the tax book 
\alue of the asseb or on the fair market 
value of the assets. Section 1.861-9(i)( I) 
permib a taxpayer to elect to determine tax 
book \alue using the alternati \'e tax book 
\alue me thud. 

(2) BINDING ELECTION. Under 
~ 1.861-XT(c)(2L once the taxpayer 
u~e, the fair market \alue method. the 
t:l\p:lycr and all related persons must 
l'(lIltinue III use that method unless ex
pres.sly autlloriled b) the Cllmmissillner 
to change meth(ld~. Similarly. under 
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* UI61-9(i)(2)(i). if a taxpayer elects to 
use the alternati\'e tax book value method. 
the taxpayer and all related persons may 
not. during the year of election and the 
four taxable years thereafter. determine tax 
book value under another method without 
the consent of the Commissioner. In Rev. 
Proc. 2005-28. 2005-1 C.S. 1093, the 
Commissioner prO\Jded automatic con
sent for taxpayers to change from the fair 
market value method to the alternative tax 
book value method, provided that certain 
requirements were met. 

.04 ALLOCATION AND APPOR
TIONMENT OF RESEARCH AND EX
PERIMENTAL EXPENDITURES. 

( I ) IN GENERAL. Pursuant to 
§ 1.861-17. after allocating legally man
dated R&E. if any. under 9 1.861-17(a)( 4) 

and exclusively apportioning applicable 
R&E. if any. under ~ 1.861-17(b)( I Hi). 
the remaining R&E of the taxpayer is ap
portioned under either the sales method 
of § 1.861-17(c) or one of the two gross 
income methods of § 1.861-17( d). 

(2) BINDING ELECTION. Under 
9 I.S61-17(e), a taxpayer may choose ei
ther the sales method or the optional gross 
income methods for the original return for 
its first taxable year to which § I.S61-17 
applies. Once the method is elected, the 
taxpayer is required to use the method for 
that year and for the four taxable years 
thereafter. A taxpayer may not revoke 
its election of either method during the 
five-year period without the consent of the 
Commissioner. 

.05 PREAMBLE OF FI)lAL REG
ULATIONS UNDER SECTION 199. 
The preamble to the final regulations 
under section 199 states that the Trea
sury Department and the IRS intend to 
issue a revenue procedure granting auto
matic consent to change elections under 
§~ 1.861-RT(c)(2) and I.S61-9(i)(\). re
spectively. to apportion interest expense 
and under § 1.861-17(e) to apportion 
R&E expense. Accordingly, this revenue 
procedure provides rules for obtaining that 
automatic consent. 

SECTION 3. SCOPE 

This revenue procedure applies to 
allY taxpayer requesting to change (1) 
from the fair market value method un
der § 1.861-ST(c)(2) or from the al
ternative tax book value method under 

§ 1.861-9( i)( I) to apportion interest ex
pense or (2) from the sales method or 
the optional gross income methods under 
* 1.861-17(c) and (d) to apportion R&E 
expense. Notwithstanding these rules 
for obtaining automatic consent. a tax
payer may request under the regular ruling 
process the consent of the Commissioner 
to change one or more elections and, in 
the case of a taxpayer within the scope of 
Rev Proc. 2005-28. obtain the consent 
of the Commissioner to change from the 
fair market value method by meeting the 
requirements of that revenue procedure. 

SECTION 4. GENERAL APPLICATION 
PROCEDURES 

.0 I APPROVAL. The consent of the 
Commissioner is hereby granted. provided 
the taxpayer complies with all the applica
ble provisions of this revenue procedure. to 
any taxpayer within the scope of this rev
enue procedure to change its election: 

( I ) INTEREST EXPENSE. From 
the fair market value method under 
§ I.S61-ST(c)(2) or the alternative tax 
book value method under 9 I.S61-9(i) of 
apportioning interest expense to another 
method; or 

(2) R&E EXPENSE. From the sales 
method or the optional gross income meth
ods under § 1.861-17(c) and (d) ofappor
tioning R&E expense to another method. 

.02 STATEMENT REQUIREMENT. 
(I) A corporation shall request to 

change an election within the scope of 
this revenue procedure on a Form I) 18 
by attaching to Form 1118 the applica
ble statement set forth in § 4.02(2) of 
this revenue procedure. In the case of 
stich taxpayers electronically filing Form 
1118, the statement must be included in 
the electronic version of Form 1118. A 
taxpayer, other than a corporation, shall 
request to change an election within the 
scope of this revenue procedure on Fonn 
1116 by attaching to Form 1116 one of 
the three statements, whichever is applica
ble. set forth in § 4.02(2) of this revenue 
procedure. In the case of such taxpayers 
electronically filing Form 1116, the state
ment must be entered into the Election 
Explanation Record of the electronic ver
sion of Form 1040, Form 1041, or other 
relevant form. 



(2) The statement referred to in 
§ 4.02(1) of this revenue procedure shall 
provide as follows: 

(i) INTEREST EXPENSE FROM 
FAIR MARKET VALUE METHOD. 
"For the immediately preceding taxable 
year, [name of taxpayer) valued assets for 
purposes of interest expense apportion
ment using the fair market value method. 
Pursuant to Rev. Proc. 2006-42, [name of 
taxpayer] is changing from the fair mar
ket value method to the tax book value 
[alternative tax book value] method of 
asset valuation. This change to the tax 
book value [alternative tax book value] 
method applies beginning with [name of 
taxpayer]'s [XXXX] taxable year," 

(ii) INTEREST EXPENSE FROM 
ALTERNATIVE TAX BOOK VALUE 
METHOD. "For the immediately pre
ceding taxable year, I name of taxpayer] 
valued assets for purposes of interest ex
pense apportionment using the alternative 
tax book value method. Pursuant to Rev. 
Proc. 2006-42, [name of taxpayer] is re
Yoking its election to determine tax book 
value using the alternative tax book value 
method. This change to the tax book value 
method applies beginning with [name of 
taxpayerj's [XXXX] taxable year," and/or 

(iii) R&E EXPENSE. "For the immedi
ately preceding taxable year. [name of tax
payer] apportioned R&E expense using the 
sales method as described in § 1.861-17(c) 
[one of the optional gross income meth
ods as described in § 1.861-17(<1)]. Pur
suant to Rev. Proc. 2006-42, [name of tax
payer] is changing from the sales method 
[one of the optional gross income meth
ods] to one of the optional gross income 
methods [sales method]. This change ap
plies beginning with [name of taxpayerj's 
[XXXX] taxable year. 

.03 DOCUMENTATION. Any tax
payer that changes methods under this 
revenue procedure must maintain all docu
mentation necessary to establish its change 
in method or methods and its eligibility 
for the benefits of this revenue procedure. 

SECTION 5. REVIEW OF STATEMENT 

The appropriate director of the Inter
nal Revenue Service (within the mean
ing of § 1.01(3) of Rev. Proc. 2006-1, 
2006-1 I.R.B. 1) may ascertain if the lax-

payer changed its election(s) in compli
ance with all the applicable provisions of 
this revenue procedure. A taxpayer chang
ing its election(s) pursuant to this revenue 
procedure without complymg with all the 
proviSions (including the terms and condi
tions) of this revenue procedure ordinarily 
will be deemed to have initiated the change 
in election(s) without the approval of the 
Commissioner. Upon examination, a tax
payer that has initiated an unauthorized 
change of election( s) may be denied the 
change. For example. the taxpayer may be 
required to redetermine its apportioned in
terest andlor R&E expense in accordance 
with its former election(s). 

SECTION 6. EFFECTIVE DATE, 
DEADLINE, AND TRANSITION RULE 

.01 EFFECTIVE DATE. This revenue 
procedure is effective for either: 

(1) a taxpayer's first taxable year be
ginning after December 31. 2004 (the tax
payer's 2005 taxable year); or 

(2) a taxpayer' s first taxable year imme
diately following the taxpayer's 2005 tax
able year, but only with respect to elections 
that first took effect in a taxable year pre
ceding the taxpayer's 2005 taxable year. 

.02 DEADLINE. This revenue proce
dure is effective only if the taxpayer sub
mits the statement(s) required by § 4.02 
of this revenue procedure by the later of 
(i) one year after October 30, 2006, or (ii) 
the due date (including extensions) of the 
taxpayer's income tax return to which the 
statement(s) relates. 

.03 TRANSITION RULE. If a taxpayer 
within the scope of this revenue proce
dure filed an application to change an e1ec
tion(s) to which the revenue procedure ap
plies with the national office and thc ap
plication is pending with the national of
fice on October 30. 2006, the taxpayer may 
obtain approval under this revenue proce
dure. However, the national office will 
process the application in accordance with 
the authority under which it was filed, un
less the taxpayer notifies the national of
fice that the taxpayer wants to use this rev
enue procedure before the national office 
issues the letter ruling granting or deny
ing approval for the change. If the tax
payer timely notifies the national office 
that it wants to use this revenue procedure, 

the national office will close out the pre
viously filed application. In addition. any 
user fee that was submitted with the previ
ously filed application will be refunded to 

the taxpayer. 

SECTION 7. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-2040. An agency may not conduct 
or sponsor. and a person is not required 
to respond to. a collection of information 
unless the collection of information dis
plays a valid OMB control number. The 
collections of information in this revenue 
procedure are found in § 4.02 and .03 of 
this revenue procedure. The information 
is required in order to determine whether 
the taxpayer properly obtained automatic 
approval to change an election within the 
scope of this revenue procedure. The 
likely respondents are the following: cor
porations, partnerships, S corporations, 
and individuals. The estimated total an
nual reporting burden for the requirements 
contained in § 402 and .03 of this revenue 
procedure is 100 hours: the estimated 
annual burden per respondent is 30 min
utes; the estimated number of respondents 
is 200; and the estimated frequency of 
response is occasional. Books or records 
relating to a collection of information must 
be retained as long as their contents may 
hecome material in the administration of 
any internal revenue law. Generally tax 
returns and tax return information are con
fidential, as required by 26 e.s.c. ~ 6103. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Richard L. Chewning of 
the Office of Associate Chief Counsel 
(International). For further information 
regarding this revenue procedure, contact 
Richard L. Chewning at (202) 622-3R50 
(not a toll-free call) 
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Rev. Proc. 2006-48 

SECTION I. PURPOSE 

This revenue procedure updates Re\. 
Proc. 2005-75. 20O.'i-50 I.R.B. 1137. and 
identifies circumstances under which the 
disclosure on a taxpayer's return with re
spect to an item or a position is adequate 
for the purpose of reducing the understate
ment of income tax under section 6662(d) 
of the Internal Revenue Code (relating tu 
the substantial understatement aspect of 
the accuracy-related penalty)' ami for the 
purpose of avoiding the prepareI' penalty 
under section 6694(a) (relating to under
statements due to unrealistic positions). 
This revenue procedure does not apply 
with respect to any other penally pro
visions (including the disregard provi
sions of the section 6662 accuracy-related 
penalty. which arc subject to an exception 
for adequate disclosure). 

This revenue procedure applies to any 
return filed on 2006 tax forms for a taxable 
year beginning in 2006. and to any return 
filed on 2006 tax forms in 2007 for short 
taxable years beginning in 2007. 

SECTION 2. CHANGES FROM REV. 
PROC. 2005-75 

.0 I. Editurial changes have been made 
in updating Rev. Proc. 2005-75. 

.02. Section 4.02(3) concerning differ
ence in book and income tax reporting is 
expanded by adding new Schedules M-3 
for Forms 1065. US. Retllm ol Partner

ship Incolllc. 1120-L. US. Lile IIlS1Imnce 
COlllpllnr II/come Tox Refilm. 1120-PC. 
u.s. Propertr alld Caslllllt" 1I1slI/"{/l1('e 

COlllpilllr 11/('01111' Tilx Return. 1120S. US. 
Incol1le lin Refilm Fir all S Corporation. 
which reconcile net income (loss) in the 
financial statements to that ~hown on an 
entity's return. 

SECTION 3. BACKGROU\lD 

.(ll If section 666] applies to any por
tion of an underpayment of tax required 
to he "hown on a return. an amount equal 
to 20 percent of the portion of the under-
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payment to \\hich the section applies is 
added to the tax. (The penalty rate is 40 
percent In the case of gross valuation mis
>tatements under section 6662(h).) Sec
tion 666](b)(2) applies to the portion of 
an underpayment of tax that is attributable 
to a substantial understatement of income 
tax . 

. 02 Section 6662(d)( 1) provides that 
there is a substantial understatement of in
come tax if the amount of the understate
ment exceeds the greater of 10 percent of 
the amount of tax required to be shown on 
the return for the taxable year or $5.000. 
Section 6662(d)( 1 )(B) provides special 
rules for corporations. A corporation 
(other than an S corporation or personal 
holding company) has a substantial under
statement of income tax if the amount of 
the understatement excecds the lesser of 
10 percent of the tax required to be shown 
on the return for a taxable year (or. if 
greater, $10,(00) or $10,000.000. Section 
6h62( d)(2) defines an understatement as 
the excess of the amount of tax required to 

be shown on the return for the taxable year 
over the amount of the tax that is shown on 
the return reduced by any rebate (within 
the meaning of section 621I(b)(2)). 

.03 In the case of an item not at
tributable to a tax shelter, section 
6662(d)(2)(B)(ii) provides that the amount 
of the understatement is reduccd by the 
portion of the understatement attribut
able to any item with respect to which 
the relevant facts affecting the item's tax 
treatment are adequately disclosed in the 
return or in a statement attached to the re
turn. and there is a reasonable basis for the 
tax treatment of the item by the taxpayer. 

.04 Section 66<14 imposes a penalty of 
$]50 on an income tax return preparer 
for filing a return or claim for refund that 
results in an understatement of liability 
due to a position for which the preparer 
knew or should have known that there 
was not a realistic possibility of being sus
tained on the merits and the position was 
not disclosed in accordance with section 
6662(d)(2 )(B )(ii). 

.05 In general. this revenue proce
dure provides guidance for determining 
when disc losure is adequate for purposes 
of section 6662(d)(2)(B)(ii) and section 
66<14Ia)(3). For purposes of this revenue 
procedure. the taxpayer must furnish all 
required information in accordance with 
the applicable form~ and instructions. and 

the money amounts entered on these forms 
must be \·erifiable. Annual guidance under 
Treas. Reg. ~ 1.6062-4(0(2) and Treas. 
Reg. * 1.66lJ4-3(e)(l) and (2) for returns 
filed on 2005. 2004. and 2003 tax forms 
is provided in Rev. Proc. 2005-75. Rev. 
Proc. 2004-7J. 2004-2 C.B. 999. and 
Rev. Proc. 2003-77. 2003-2 C.B. 964. 
respectively. 

.06 Fiscal and short tax year returns. (a) 
In general. This revenue procedure may 
apply to a return for a fiscal tax year that 
begins in 2006 and ends in 2007. This rev
enue procedure may also apply to a short 
year return for a period beginning in 2007 
where the return is to be filed before the 
2007 forms are available. (Note that indi
viduals are generally not put in this posi
tion as a decedent's final return for a frac
tional part of a year is due the fifteenth day 
of the fourth month following the close of 
the 12-month period which began with the 
first day of such fractional part of the year. 
See Treas. Reg. section \.6072-1 (b ).) In 
the case of fiscal year and short year re
turns. the taxpayer must take into account 
any tax law changes that are effective for 
tax years beginning after December 31, 
2006, even though these changes are not 
reflected on the form. 

(b) Tax law changes effective after De
cember 31, 2006. This document does 
not take into account the effect of tax law 
changes effective for tax years beginning 
after December 31. 2006. If a line ref
erenced in this revenue procedure is af
fected by such a change and requires ad
ditional reporting. a taxpayer may have 
to file Form 8275, Disclosure SlUtement. 
or Form 8275-R, Regu{arion Disclosure 
StaTement, until the Service prescribes cri
teria for complying with the requirement. 

SECTION 4. PROCEDURE 

.01 GeneraL 
( I) Additional disclosure of facts rel

evant to, or positions taken with respect 
to, issues involving any of the items set 
forth below is unnecessary for purposes 
of reducing any understatement of income 
tax under section 6662(d) (except as other
wise provided in section 4.02(3) concern
ing Schedules M-I and M-3). provided 
that the forms and attachments are com
pleted in a clear manner and in accordance 
with their instructions. 



(2) The money amounts entered on the 
forms must be verifiable, and the informa
tion on the return must be disclosed in the 
manner described below. For purposes of 
this revenue procedure, a number is verifi
able if, on audit, the taxpayer can demon
strate the origin of the number (even if 
that number is nol ultimately accepted by 
the Internal Revenue Service) and the tax
payer can show good faith in entering that 
number on the applicable form. 

(3) The disclosure of an amount as pro
vided in section 4.02 below is not ade
quate when the understatement arises from 
a transaction between related parties. If an 
entry may present a legal issue or contro
versy because of a related party transac
tion, then that transaction and the relation
ship must be disclosed on a Form 8275, 
Disclosure Statement, or Form 8275-R, 
Regulation Disclosure Statement. 

(4) Where the amount of an item is 
shown on a line that does not have a 
preprinted description identifying that 
item (such as on an unnamed line under an 
"Other Expense" category) the taxpayer 
must clearly identify the item by including 
the description on that line. For example, 
to disclose a bad debt for a sole propri
etorship, the words "bad debt" must be 
written or typed on the line of Schedule 
C that shows the amount of the bad debt. 
Also, for Schedule M-3 (Form 1120), 
Part II, line 25, Other income (lOSS) items 
with differences, or Part III, line 35, Other 
expense/deduction items with dlfferences, 
the entry must provide descriptive lan
guage; for example, "Cost of non-compete 
agreement deductible not capitalizable." 
If space limitations on a form do not allow 
for an adequate description, the descrip
tion must be continued on an attachment. 

(5) Although a taxpayer may literally 
meet the disclosure requirements of this 
revenue procedure, the disclosure will 
have no effect for purposes of the sec
tion 6662 accuracy-related penalty if the 
item or position on the return: (I) Does 
not have a reasonable basis as defined 
in Treas. Reg. § 1.6662-3{b)(3); (2) Is 
attributable to a tax shelter item as defined 
in section 6662(d)(2) and Treas. Reg. 
§ 1.6662-4(g); or (3) Is not properly sub
stantiated or the taxpayer failed to keep 
adequate books and records with respect 
to the item or position. See Treas. Reg. 
§ 1.6694-2(c) regarding limitations on the 

effectiveness of a disclosure regarding the 
section 6694 return pre parer penalty. 

.02 Items. 
(I) Form 1040, Schedule A, Itemi;,ed 

Deductions: 
(a) Medical and Dental Expenses: 

Complete lines I through 4, supplying all 
required information. 

(b) Taxes: Complete lines 5 through 9, 
supplying all required information. Line 8 
must list each type of tax and the amount 
paid. 

(c) Interest Expenses: Complete lines 
10 through 14, supplying all required in
formation. This section 4.02( I iCc) does 
not apply to (i) amounts disallowed under 
section 163(d) unless Form 4952, Invest
ment Interest t\pense Deduction, is com
pleted, or (ii) amounts disallowed under 
section 265. 

(d) Contributions: Complete lines 15 
through 18, supplying all required infor
mation. Enter the amount of the contri
bution reduced by the value ot any ~ub
stantial benefit (goods or services) pro
vided by the donee organization in con
sideration, in whole or in pal1. Entering 
the value of the contribution unreduced by 
the value of the benefit received will not 
constitute adequate disclosure. If a con
tribution of $250 or more is made, this 
section will not apply unless a contem
poraneous written acknowledgment, a, re
quired by section 170(f)(8), is obtained 
from the donee organil:ation. If a contri
bution of propel1y other than cash is made 
and the amount claimed as a deduction ex
ceeds $500, attach a properly completed 
Form 8283, Noncash Charitable Contri
butio/1.~, to the return. In addition to the 
Form 8283, if a contribution of a quali
fied motor vehicle, boat, or airplane has a 
value of more than $500, this section wlil 
not apply unless a contemporaneous writ
ten acknowledgment, as required by sec
tion I 70 (f) (I 2). is obtained from the donee 
organization and attached to the return. An 
acknowledgment under section 170(f)(8) 
is not required if an acknowledgment un
der section 170(0(12) is required. 

(e) Casualty and Theft Losses: Com
plete Form 4684, Ca.\ualties and The!ts, 
and attach to the return. Each item or ar
ticle for which a casualty or theft loss is 
claimed must be listed on Form 4684. 

(2) Certain Trade or Business Expenses 
(including, for purposes of this section, the 

following six expenses ali they relate 10 the 
rental of property): 

(a) Casualty and Theft Losses: The pro
cedure outlined in section 4.02(])( e) must 
be followed. 

(b) Legal Expenses: The amount 
claimed mLlst be stated. ThIS section 
does not apply, however. to amounts prop
erly characterized as capital expenditures. 
personal expen,es, or non-deductible lob
bying or political expenditures, including 
amounts that are required to be (or that 
are) amortized over a period of years. 

(c) Specific Bad Debt Charge-off: The 
amount written otf must be stated. 

(d) Reasonableness of Officers' Com
pensation: Form 1120, Schedule E, Com
pensation of Officers, must be completed 
when requircd by its instructions. The time 
devoted to business must he expressed as 
a percentage as opposed to "part" or "as 
needed." This section does not apply to 
"golden parachute" payments, as defined 
under section 280G. This section will not 
apply to the extent that remuneration paid 
or lncurred exceeds the $1 million-em
ployee-remuneration limitation. if appl ica
ble. 

(e) Repair Expenses: The amount 
claimed must be stated. This section does 
not apply, however, to any repair expenses 
properly characterized as capital expendi
lures or personal expenses. 

(f) Taxes (other than foreign taxes)'. The 
amount claimed must be stated. 

(3) Differences in book and income tax 
reporting. 

(aJ Form 1065. Schedule M-3 (Form 
1065), Net Income (Loss) Reconciliation 
for Certain Partnerships: Column (b), 
Temporan Difference, and Column (C), 

Permanent Difference, of Part II, (recon
ciliation of income (loss) items) and Part 
!II (reconciliation of expense/deduction 
items). 

(b) Form 1120. (i) Schedule M-J. Rec· 
onciliatio/1 of II1('{)me (Loss) per Books 
With Income per Return. 

(ii) Schedule M-3 (Form 1120), Net 
Income (Loss) Reconciliation for Corpo
rations With Total Assets of $10 Million 
or More: Column (b), Temporarv Differ
Nice, and Column (e), Permanent Differ
ence, of Part II, (reconciliation of income 
(lo~q items) and Part III (reconciliation of 
expense/dedLlction ilem,). 

(C) Form 1120-L. Schedule M-3 (Form 
1120-L), Net Ilicome (Loss) Reconcifia-
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tion for u.s. Life InSlirCInce Companies 
With Total Assets of $10 Million or More: 
Column (b), Temporary Differcllce. and 
Column (c). Permanellt Difference. of Part 
II. (reconciliation of income (Ios~ I Items) 
and Part III (reconciliation of expense/de
duction items). 

(d) Form 1120-PC. Schedule M-3 
(Form lI20-PO. Net Income ILoss) Rec
onciliation/i)r U.S. Property and Casualtv 
1n.llIIwlce COlJlpanies With Towl Assets 
of $10 Mil/ioll or More: Column (b). 
Temporal'\' Difference, and Column (ci. 
Perlllanent Dijferenee. of Part II, (recon
ciliation of income (loss) items) and Part 
III (reconciliation of expense/deduction 
items). 

(e) Form I [20-S. Schedule M-3 (Form 
1120S), Net income ( Loss) Reconcii iation 
j(Jr S COIporatiolls With Total Assets of 
$10 Million or More: Column (b), Tempo
ran'Difference. and Column (c), Perma
nent Difference, of Part II, (reconciliation 
of income Uoss) items) and Part III (recon
ciliation of expense/deduction items). 

For S<.:hedule M-I and all Schedules 
M-3, the information provided reasonably 
must be el(pected to apprise the Service of 
the nature of the potential controversy con
cerning the tax treatment of the item. If 
the information provided does not so ap
prise the Service, a Form 8275 or Form 
827S-R. must be used to adequately dis
close the item (see Part II of the instruc
tions for those forms). 

Note: An item reported on a line with 
a pre-printed description. shown on an 
attached schcdule, or "itemized" on 
Schedule M-I may represent the ag
gregate amount of several transactions 
producing that item (i.e., a group of 
similar items, su<.:h as amounts paid or 
incurred for supplies by a taxpayer en
gaged in business). In some instances, 
the potentially controversial item may 
involve a portion of the amount dis
closed on the schedule. The Service 
will not be reasonably apprised of the 
potentIal controversy by the amount 
dis<.:losed. In these instances, the tax
payer must use Form 8275 or Form 
8275-R regarding that portion of the 
item. 

The combining of unlike items. whether on 
Schedule M-I or Schedule M-3 (or on an 
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attachment when directed by the instruc
tions), will not constitute an adequate dis
closure. 

(4) Foreign Tax Items: 
(a) International Boycott Transactions: 

Transactions disclosed on Form 5713. 
Ill/ernatiol/al Borcoll Report, Schedule 
A. international Borco11 Factor (Sec
tioll 999(c)( I)): Schedule B. SpecificallY 
Attrihutable Taxes and illcome (Sectioll 
999(c)(2)); and Schedule C, Tax Effect 
of the Internatiollal Boycoll Provisions, 
must be completed when required by their 
instructions. 

(b) Treaty-Based Return Position: 
Transactions and amounts under section 
6114 or section 7701 (b) as disclosed on 
Form 8833, Treaty-Based Return Posi
tion Disclosure Under Section 6114 or 
770 I (b). 

(5) Other: 
(a) Moving Expenses: Complete Form 

3903, Moving Expenses, and attach to the 
return. 

(b) Employee Business Expenses: 
Complete Form 2106, Employee Business 
Expenses, or Form 2106-EZ, Unreim
bIased Employee Business Expenses, and 
attach to the return. This section does not 
apply to club dues, or to travel expenses 
for any non-employee accompanying the 
taxpayer on the trip. 

( c) Fuels Credit: Complete Form 4136, 
Credit for Federal Tax Paid on Fuels, and 
attach to the return. 

(d) Investment Credit: Complete Form 
3468, investment Credit. and attach to the 
return, 

SECTION 5. EFFECTIVE DATE 

This revenue procedure applies to any 
return filed on a 2006 tax form for a taxable 
year beginning in 2006, and to any return 
filed on a 2006 tax form in 2007 for a short 
taxable year beginning in 2007. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is John M. Moran of the Office 
of Associate Chief Counsel (procedure & 
Administration), For further information 
regarding this revenue procedure, contact 

John M, Moran at (202) 622-4940 (not a 
toll-free call). 

26 CFR 0I1/./0S: EWlIlil/iitiol/ o(retllms lIl/d chlill/'" 
Ji)r re/illld. credit. or ahatl'lnelll: dl'termilllltiOlI of 
correct till' liahility. 

(Also Pari /, §§ 62, 162, 170,213,217.274. /016, 
1.62-2. 1./62-/7, /.170A-/, /.2/3-/. U/7-2, 
1.27-1-5, 1./0/6-3.1 

Rev. Proc. 2006-49 

SECTION I. PURPOSE 

This revenue procedure updates Rev, 
Proc. 2005-78, 2005-2 e.B. 1177, and 
provides optional standard mileage rates 
for employees, self-employed individuals. 
or other taxpayers to use in computing 
the deductible costs of operating an auto
mobile for business. charitable, medical, 
or moving expense purposes. This rev
enue procedure also provides rules under 
which the amount of ordinary and nec
essary expenses of local travel or trans
portation away from home that are paid 
or incurred by an employee are deemed 
substantiated under § 1.274-5 of the In
come Tax Regulations if a payor (the em
ployer. its agent, or a third party) pro
vides a mileage allowance under a reim
bursement or other expense allowance ar
rangement to pay for the expenses. Use 
of a method of substantiation described 
in this revenue procedure is not manda
tory and a taxpayer may use actual allow
able expenses if the taxpayer maintains 
adequate records or other sufficient evi
dence for proper substantiation, The Inter
nal Revenue Service prospectively adjusts 
the business and medical and moving stan
dard mileage rates annually (to the extent 
warranted). 

SECTION 2. SUMMARY OF 
STANDARD MILEAGE RATES 

.0 I Standard mileage rates 



(I) Business (section 5 helow) 

(2) Charitable contribution (section 7 below) 

(3) Medical and moving (section 7 below) 

.02 Determination of standard mileage 
rates. The business and medical and mov
ing standard mileage rates reflected in this 
revenue procedure arc based on an annual 
study of the fixed and variable costs of op
erating an automobile conducted on behalf 
of the Service by an independent contrac
tor. The charitable contribution standard 
mileage rate is provided in & 170(i) of the 
Internal Revenue Code. 

SECTION 3. BACKGROUND AND 
CHANGES 

.0 I Section 162(a) allows a deduction 
for all the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business. Un
derthat provision. an employee or self-em
ployed individual may deduct the cost of 
operating an automobile to the extent that 
it is used in a trade or busine~s. However, 
under § 262, no portion of the cost of op
erating an automobile that is attrihutable to 
personal use is deductihle. 

.02 Section 274(d) provides, in part, 
that no deduction is allowed under § 162 
with respect to any listed property (as de
fined in § 280F( d)( 4) to include passen
ger automobiles and any other property 
used as a means of transportation) unless 
the taxpayer complies with certain sub
stantiation requirements. Section 274(d) 
further provides that regulations may pre
scribe that some or all of the substantiation 
requirements do not apply to an expense 
that does not exceed an amount prescribed 
by the regulations. 

.03 Section 1.274-5(j), in part, grants 
the Commissioner of Internal Revenue 
the authority to establish a method under 
which a taxpayer may lise mileage rales 
to substantiate, for purposes of § 274( d), 
the amollnt of the ordinary and necessary 
expenses of using a vehicle for local trans
portation and transportation 10, from, and 
at the destination while traveling away 
from home. 

. 04 Section 1.274-S(g), in part, grants 
the Commissioner the authority to pre
scribe rules relating to mileage allowances 
for ordinary and necessary expenses of 

using a vehicle for local tran~portation 

and transportation to, from, and at the 
destination while traveling away from 
home. Pursuant to this grant of authority, 
the Commi,sioner may p~escribe rules 
under which the allowances, if in accor
dance with reasonable busines~ practice, 
will be regarded as (I) equivalent to sub
stantiation, by adequate records or other 
sufficient ('vidence, of the amount of the 
travel and transportation expenses for pur
poses of § 1.274-S(c), and (2) satisfying 
the requirements of an adequate account
ing to the employer of the amount of the 
expenses for purposes of § 1.274-5(f) 

.05 Section 62(a)(2)(A) allows an em
ployee, in determining adjusted gross in
come, a deduction for the expenses al
lowed by Part VI (& 161 and following), 
subchapter B, chapter 1 of the Code, paid 
or incurred by the employee in connection 
with the performance of services as an em
ployee under a reimbursement or other ex
pense allowance arrangement with a payor. 

.06 Section 62( c) provides that an ar
rangement will not be treated as a reim
bursement or other expen~e allowance ar
rangement for purposes of § (i2(a)(2)(A) if 
it-

(I) does not require the employee to 
substantiate the expenses covered by the 
arrangement to the payor, or 

(2) provides the employee with the right 
to retain any amount in excess of the suh
stantiated expenses covered under the ar
rangement. 

Section 62( c) further provides that the sub
stantiation requirements described therein 
do not apply to any expense to the extent 
that, under the grant of regulatory author
ity in § 274(d), the Commissioner has pro
vided that substantiation is not required for 

the expense. 
.07 Under § 1.62-2( c)(1), a reim

bursement or other expense allowance 
arrangement satisfies the requirement~ 
of § 62( c) if it meets the requirement~ 
of business connection, substantiation . 
and returning amounts in excess of ex
penses as specified in the regulations. 
Section 1.(i2-2(e)(2) specifically provides 

48.5 cents per mile 

14 cents per mile 

20 cents per mile 

that substantiation of certain bu,iness ex
penses in accordance with rulc~ prescribed 
under the authority of ~ 1.274-S(g) will 
be treated as substanti,llion of the amount 
of the expenses for purposes of ~ 162-2 
Under ~ 1h2-2(fJ(2). the Commissioner 
may prescribe rules under which an ar
rangement providing mileage allowances 
is treated as 'iatisfying the requirement of 
returning amounts in excess of expenses. 
even though the arrangement does not 
require the employee to return the por
tion of the allowance that relates to miles 
of travel substantiated and that exceeds 
the amount of the employee's expense, 
deemed ,ubstantiatcd pursuant to rules 
prescribed under § 274(d), provided the 
allowance is reasonably calculated not 
to exceed the amount of the employee's 
expenses or anticipated expenses and the 
employee is required to return any portion 
of the allowance that relates to miles of 

travel not substantiated. 
.08 Section 1f>2-2(h)(2)(i)(B) provides 

that if a payor pays a mileage allowance 
under an arrangement that meets the re
quirements of ~ 162-2Ic)( 1), the portion, 
If any. of the allowance that relates to miles 
of travel substantiated in accordance with 
* 1.62-2( e). that exceeds the amount of 
the employee's expenses deemed 'iubstan
tiared for the travel pursuant to fLI1es pre
scribed under ~ 274(d) and ~ 1.274-5(g), 
and that the employee is not required 
to return, is subject to withholding and 
payment of employment taxes. Sec 
§§ 31.3l21(a)-3. 31.3231(e)-tra)(S), 
31.3306(b)-2, and 31.340I(a)-4 of the 
Employment Tax Regulations. Because 
the employee i, not required to return this 
excess portion, the reasonable period of 
time provisions of ~ 1.62-2(g) (relating to 
the return of exees, amount~) do not apply 
to this excess portion. 

09 Under § 162-2(h)i2)(i)(B)(4)' the 
Commissioner may provide ,pecial rules 
regarding the timing of withholding :lnu 
payment of employment taxes on mileage 
allowances. 

.10 Section 303 of the Katrina Emer
gency Tax Relief Act of 200S. PUb. L 
~o. 109-H 119 Stat. 2016 (KETRA) 
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prmide, a ,pel:ial ,t'lIH.lard mileage rate 

for purpose, of U)mpuling the amount al
lowahk a, a charitahk I:ontrihutlon dedul:
tion for the c(ht \)f operating an ,IUt0I1111-

hill: I'm the pro\ I,ion of relief I'ddted to 
Hurril:ane K,ltrina Juring the period be
ginning on Augmt ~5. ~()()5. and I:nding 
lln DL'cember .11. ~()()6. Section J()..J. of 
KETRA pr()\ide., that til\paycr, may ex
l'lllde from ilKome amounts rel:eiYed from 
a charil) as reimbursement for the cost of 
operating an automubi k for the provision 
of relief re!ateJ to Hurricane Katrina Jur
Il1g the period beginning on August 25. 
~005. and ending on December 31. 2006. 
Bel:allSe these pwyisions expire after De
cember J I. 2()06. s(dions 2.0 I and 7.0 I 
of this rC\enue proceJure are reyised to re-
1Il0ye these special charitable contrihution 
slandard mileage rates for 2007. 

SECTION 4. DEFINITIONS 

.01 StwllJwd lIIi/l'£lgC /"lite. The term 
"standard mileage rate" means the applica
hie amount provided hy the Service tor op
tional usc by employees or self-employed 
imliviJuals in computing the deductible 
co,t, 01 operating automobJies (including 
vans. pickups. or panel trucks) they own or 
lease for husiness purposes. or by taxpay
ers in computing the deductible costs of 
operating autoillobiles for charitable. meu
ical. or moving expense purposes. 

.02 TmllsjJortalio/l crpel/.lt'l. The term 
"tran~portation expense~" means the ex
penses of operating an automobile for local 
tr,l\e! or tran~portatj()n away from home. 

.0.1 Mile{{,r.:c ullml'unU'. The term 
"mikage allowance" means a payment 
unuer a reimbursement or other expeme 
allowance arrangement that is: 

( I ) paid \\ ith respect to the ordinary and 
necessary bu,ines~ expenses incurred. or 
that the payor reasonably anticipates will 
be incurred, hy an employee for transporta
tion expenses in l'onnectillil with the per
fOrI1JaIll'e of sen'ices as an employee of the 
L'l\lplo~ er. 

I ~) rea,onahly calculated not to exceeu 
the ,IIllOllllt of the expenses or the antici
pated e'llCnses. and 

131 p,lld at the aprl icahle stJndard 
mileage rate. a !lat rate OJ" stated schedule. 
or ill ,ICl'ord,lIll'e \\Ith any other Ser
\ Ice-specifil'u rate or schedule, 

.O-J. FIliI rule or IIOI1'd schedllie. A 

mile,lge ,!I Ill" anee Is paid at ,I nat rate or 
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stateJ schedule if it is prO\ided on a uni
form and objecti,e basis with respect to the 
expense, descrihed in section 4.03 of this 

re\enue procedure. The allowance may 
be paid periodically at a fixed rate. at a 
C2IHs-per-mile rate. at a \'ariable rate based 

on a stated schcuule, at a rate that com
bines any of these rates, or on any other 
basis that is consistently applied and in ac
corJance with reasonable business prac
tice. Thus, for example. a perioJic pay
ment at a fixed rate to cover the fixed 
costs (induding depreciation (or lease pay
ments). insurance, registration and license 
fees. and personal property taxes) of driv
ing an automobile in connection with the 
pcrformcmce of services as an employee of 
the employer. coupled with a periodic pay
ment at a cents-per-mile rate to cover the 
variable costs (including gasoline and all 
taxes thereon, oiL tires. and routine main
tenance and repairs) of using an automo
bile for those purposes. is an allowance 
paid at a !lat rate or stated schedule. Like
wise. a periodic payment at a variable rate 
based on a stated schedule for different lo
cales to cover the costs of driving an auto
mobile in connection with the performance 
of services as an employee is an allowance 
paid at a nat rate or stated schedule. 

SECTION 5. BUSINESS STANDARD 
MILEAGE RATE 

.0 I ill gcneral. The standard mileage 
rate for transportation expenses is 48.5 
cents per mile fllr all miles of use for busi
ness purposes. 

.02 Use ot" the hl/sine.ls standard 
mi/caRe rale. A taxpayer may use the 
husiness standard mileage rate with re
spect to an automobile that is either owned 
or leased by the taxpayer. A taxpayer 
generally may deduct an amount equal 
to either the business standard mileage 
rate times the number of business miles 
traveled or the a(tual costs (both fixed and 
variable) paid or incurred by the taxpayer 
that are allocable to traveling those busi
ne,s mile,. 

.03 Blisiness standard /IIi/eaRl' raIl' in 
lieu of fixcd and mriah/c costs. A deduc
tion using the business standard mileage 
rate is computed on a yearly basis and is 
in heu of all fixed and variable costs of the 
automobile allocable to business purposes 
(except as prO\ ided in section 9.06 of this 
rn enue procedure J. Items such as depre-

ciation (or lease payments). maintenance 
and repairs. tires. gasoline (including all 
taxes thereon). oil. insurance. and license 

and registration fees are included in fixed 
and variable costs for this purpose. 

.O..J. Parking j('e.l. {oils. interest. lIlld 

taXi',\". Parking fees and tolls attributable 
to use of the automobile for business pur
poses may be deducted as separate items. 
Likewise, interest relating to the purchase 
of the automobile as well as state and 10Lai 
personal property taxe~ may be deducted 
as separate items, but only to the extent al

lowable under * 163 or * 164. respectively. 
Section 163(h)(2)(A) expressly provides 
that interest is nondeductible personal 
interest if it is paid or accrued on indebt
edness properly allocable to the trade or 
business of performing services as an em
ployee. Section 16-+ expressly provides 
that state and local taxes that are paid or 
accrued by a taxpayer in connection with 
an acquisition or dispo~ition of property 
are treated as part of the cost of the ac
quired property or as a reduLtion in the 
amount realiled on the disposition of the 
property. If the automobile is operated less 
than 100 percent for business purposes. 
an allocation is required to determine the 
business and nonbusiness portion of the 
taxes and interest deduction allowable. 

.05 Depreciation. For owned automo
biles placed in service for business pur
poses, and for which the business standard 
mileage rate has been used for any year, 
depreciation is considered to have been al
lowed at the rate of 16 cents per mile for 
2003 and 2004. 17 cents per mile for 2005 
and 2006. and 19 cents per mile for 2007, 
for those years in which the business stan
dard mileage rate was used. If actual costs 
were used for one or more of those years, 
the~e rates do not apply to any year in 
which actual costs were used. The depre
ciation described above reduces the basis 
of the automobile (but not below zero) in 
determining adjusted basis as required by 

* 1016. 
.06 Limitations. 
(I) The business standard mileage rate 

may not be med to compute the deductible 
expenses of (a) automobiles used for hire, 
such as taxicabs, or (b) five or more auto
mobiles owned or leased by a taxpayer and 
used simultaneously (such as in fleet oper
ations). 

(2) The business standard mileage rate 
may not be used to compute the deductible 



business expenses of an automobile leased 
by a taxpayer unles~ the taxpayer uses ei
ther the business standard mileage rate or 
a fixed and variable rate allowance (FAVR 
aIlowance) (as provided in section 8 of 
this revenue procedure) to compute the de
ductible business expenses of the automo
bile for the entire lease period (including 
renewals). For a lease commencing on 
or before December 31. 1997. the '"en
tlfe lease period" means the portion of the 
lease period (including renewals) remain
ing after that date. 

(3) The business standard mileage rate 
may not be used to compute the deductible 
expenses of an automobile for which the 
taxpayer has (a) claimed depreciation us
ing a method other than straight-line for its 
estimated useful life. (b) claimed a § 179 
deduction, (e) claimed the special depre
ciation allowance under § 168(k), or (d) 
used the Accelerated Cost Recovery Sys
tem (ACRS) under former § 168 or the 
Modified Accelerated Cost Recovery Sys
tem (MACRS) under current § 168. By us
ing the business standard mileage rate, the 
taxpayer has elected to exclude the auto
mobile (if owned) from MACRS pursuant 
to § 168(f)( I). If, after using the busi
ness standard mileage rate, the taxpayer 
uses actual costs. the taxpayer must use 
straight-line depreciation for the automo
bile's remaining estimated useful life (sub
ject to the applicable depreciation deduc
tion limitations under § 280F). 

(4) The business standard mileage rate 
and this revenue procedure may not be 
used to compute the amount of the de
ductible automobile expenses of an em
ployee of the United States Postal Service 
incurred in performing services involving 
the collection and delivery of mail on a ru
ral route if the employee receives qualified 
reimbursements (as defined in § 162(0» 
for the expenses. See ~ 162( 0) for the 
rules that apply to these qualified reim
bursements. 

SECTION 6. RESERVED 

SECTION 7. CHARITABLE AND 
MEDICAL AND MOVING STANDARD 
MILEAGE RATES 

.01 Charitable. Section 170(i) provides 
a standard mileage rate of 14 cents per mile 
for purposes of computing the charitable 
Contribution deduction for use of an auto-

mobile in connection with rendering gratu
itous services to a charitable organization 
under § 170. 

.02 Medical and moving. The standard 
mileage rate is 20 cents per mile for use of 
an automobile (I) to obtain medical care 
described in § 213, or (2) as part of a move 
for which the expenses are deductible un
der § 217. 

.03 Charitable or medical and moving 
standard mileage rates in lieu of I'ariable 
expenses. A deduction computed using the 
applicable ~tandard mileage rate for chari
table, medical, or moving expense miles is 
in lieu of all variable expenses (including 
gasolme and oil) of the automobile alloca
ble to those purposes, Costs for items such 
as depreciation (or lease payments), insur
ance, and license and registration fees are 
not deductible, and are not included in the 
charitable or medical and moving standard 
mileage rates. 

.04 Parkll1fi fees, tolls. interest, and 
taxes. Parking fees and tolls attributable 
to the use of the automobile for charitable, 
medical. or moving expense purposes may 
be deducted as separate items. Interest 
relating to the purchase of the automobile 
and state and local personal property taxc~ 
are not deductible as charitable, medical, 
or moving expenses, but they may be 
deducted as separate items to the extent 
allowable under ~ 163 or § 164, re'pec
tively, 

SECTION 8 FIXED AND VARIABLE 
RATE ALLOWANCE 

.01 In general. 
(J) The ordinary and necessary ex

penses paid or incurred by an employee 
in driving an automobile owned or leased 
by the employee in connection with the 
performance of services as an employee 
of the employer are deemed substantiated 
(in an amount determined under section 9 
of this revenue procedure) when a payor 
reimburses those expenses with a mileage 
allowance using a flat rate or stated sched
ule that combines periodic fixed and 
variable rate payments that meet all the 
requirements of section 8 of this revenue 
procedure (a FAVR allowance). 

(2) The amount of a FAVR allowance 
must be based on data that (a) is derived 
from the base locality, (b) reflects retail 
prices paid by consumers, and (e) is rea
sonable and statistically defensible in ap-

proximating the actual expenses employ
ees receiving the allowance would incur as 
owners of the standard automobile, 

.02 Computatio/l of FAVR llflOlI'!lI/Ce. 

(I) FAVR allo\\ance. A FAVR al-
lowance includes periodic fixed payments 
and periodic variable payments. A payor 
may maintain more than one FAVR al
lowance. A FAVR allowance that uses the 
... arne pa yor, standard automobile (or an au
tomobile of the same make and model that 
is comparably equipped). retention period. 
and husiness use percentage i~ considered 
one FAVR allowance, even though other 
features of the allowance may vary. A 
FAVR allowance also iflclude~ any op
tional high mileage payments: however, 
optional high mileage payments are in
cluded in the employee's gross income. 
are reported as wages or other compen
sation on the employee's Form W-2. and 
are subject to withholding: and payment 
of employment taxes when paid. See sec
tion 9.0S of this revenue procedure. An 
optional high mileage payment covers 
the additional deprec13tion for a standard 
automobile attributable to business miles 
driven and substantiated by the employee 
for a calendar year in cxce~s of the anflual 
business mileage for that year. If an em
ployee is covered by [he FAVR allowance 
for less than the entire calendar year, the 
annual business mileage may be prorated 
on a monthly basis for purposes of the 
preceding sentence, 

(2) Periodic fixed payment. A periodic 
fixed payment covers the projected fixed 
co:-.ts (including depreciation (or lease pay
ments), insurance, registration and license 
fees, and personal property ta\es) of driv
ing the standard automooile in connection 
with the performance of services as an em
ployee of the employer in a base locality. 
and must be paid at least quarterly. A pe
riodle fixed payment may be computed by 
(a) dividing the total projected fixed cosh 
of the standard automobile for all yeap, 
of the retention period. determined at the 
beginning of the retention period. by the 
number of periodic fixed payment, in the 
retention period, and (h) multiplying the 
resulting amount by the busines, use per
centage. 

(3) Periodic I'ariable pmlllenT. A peri
odic variable payment covers the projected 
variable costs (including gasoline and all 
taxes thereon. oil, tires, and routine main
tenance and repairs) of driving a qandard 
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automobile in connection with the perfor

mance of services as an employee of the 
employer in a base locality, and must be 
paid at least quarterly. The rate of a pe

riodic variable payment for a computation 
period may be computed by dividing the 
total projected variable costs for the stan
dard automobile for the computation pe
riod, determined at the beginning of the 
computation period, by the computation 
period mileage. A computation period can 
be any period of a year or less. Compu
tation period mileage is the total mileage 
(business and personal) a payor reason
ably projects a standard automobile will 
be driven during a computation period and 
equals the retention mileage divided by the 
number of computation periods in the re
tention period. For each business mile sub
stantiated by the employee for the com
putation period, the periodic variable pay
ment must be paid at a rate that does not ex
ceed the rate for that computation period. 

(4) Base locality. A base locality is 
the particular geographic locality or re
gion of the United States in which the 
costs of driving an automobile in connec
tion with the performance of services as 

an employee of the employer are generally 
paid or incurred by the employee. Thus, 
for purposes of determining the amount 
of fixed costs, the base locality is gen

erally the geographic locality or region 
in which the employee resides. For pur

poses of determining the amount of vari
able costs, the base locality is generally the 
geographic locality or region in which the 
employee drives the automobile in connec
tion with the performance of services as an 
employee of the employer. 

(5) Standard automobile. A standard 
automobile is the automobile selected by 
the payor on which a specific FAVR al
lowance is based. 

(6) Standard automobile cost. The stan
dard automobile cost for a calendar year 
may not exceed 95 percent of the sum of 
(a) the retail dealer invoice cost of the stan
dard automobile in the base locality, and 
(b) state and local sales or use taxes appli
cable on the purchase of the automobile. 
Further, the standard automobile cost may 
not exceed $27,600. 

(7) Annual mileage. Annual mileage is 
the total mileage (business and personal) 
a payor reasonably projects a standard au-

tomobile will be driven during a calendar 
year. Annual mileage equals the annual 
business mileage divided by the business 
use percentage. 

(8) Annual business mileage. Annual 
business mileage is the mileage a payor 

reasonably projects a standard automobile 
will be driven by an employee in connec
tion with the performance of services as an 
employee of the employer during the cal
endar year. but may not be less than 6.250 
miles for a calendar year. Annual business 
mileage equals the annual mileage multi
plied by the business use percentage. 

(9) Business use percentage. A busi
ness use percentage is determined by 
dividing the annual business mileage by 
the annual mileage. The business use 
percentage may not exceed 75 percent. 
In lieu of demonstrating the reasonable
ness of the business use percentage based 
on records of total mileage and business 
mileage driven by the employees annually, 
a payor may use a business use percentage 
that is less than or equal to the following 
percentages for a FAVR allowance that 
is paid for the following annual business 
mileage: 

Annual business mileage 

6,250 or more but less than 10,000 

10,000 or more but less than 15,000 

15,000 or more but less than 20,000 

20,000 or more 

Business use percentage 

45 percent 

(10) Retention period. A retention pe
riod is the period in calendar years selected 
by the payor during which the payor ex
pects an employee to drive a standard auto
mobile in connection with the performance 
of services as an employee of the employer 
before the automobile is replaced. The 

Retention period 

2-year 

3-year 

4-year 

.03 FAVR allov:ance in lieu of fixed and 
I'Qriable costs. 

(1) A reimbursement computed using 
a FAVR allowance is in lieu of the em-
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period may not be less than two calendar 
years. 

(11) Retention mileage. Retention 
mileage is the annual mileage multiplied 
by the number of calendar years in the 
retention period. 

(12) Residual value. The residual value 
of a standard automobile is the projected 

ployee's deduction of all the fixed and 
variable costs paid or incurred by an em
ployee in driving the automobile in con
nection with the performance of services 

55 percent 

65 percent 

75 percent 

amount for which it could be sold at the 
end of the retention period after being 
driven the retention mileage. The Ser
vice will accept the following safe harbor 
residual values for a standard automobile 
computed as a percentage of the standard 
automobile cost: 

Residual value 

70 percent 

60 percent 

50 percent 

as an employee of the employer, except 
as provided in section 9.06 of this rev
enue procedure. Items such as deprecia
tion (or lease payments), maintenance and 



repairs. tires. gasoline (including all taxes 
thereon), oil, insurance. license and reg
istration fees. and personal property taxes 
are included in fixed and variable costs for 
this purpose. 

(2) Parking fees and tolls attributable to 
an employee driving the standard automo
bile in connection with the performance of 
services as an employee of the employer 
are not included in fixed and variable costs 
and may be deducted as separate items. 
Similarly. interest relating to the purchase 
of the standard automobile may be de
ducted as a separate item, but only to the 
extent that the interest is an allowable de
duction under § 163. 

. 04 Depreciation. 
(I) A FAVR allowance may not be paid 

with respect to an automobile for which the 
employee has (a) claimed depreciation us
ing a method other than straight-line for its 
estimated useful life, (b) claimed a § 179 
deduction. (c) claimed the special depreci
ation allowance under § 16!S(k), or (d) used 
ACRS under former § 168 or MACRS un
der current § 168. If an employee uses 
actual costs for an owned automobile that 
has been covered by a FAVR allowance, 
the employee must use straight-line depre
ciation for the automobile's remaining es
timated useful life (subject to the applica
ble depreciation deduction limitations un
der § 280F). 

(2) Except as provided in section 
8.04(3) of this revenue procedure, the total 
amount of the depreciation component for 
the retention period taken into account in 
computing the periodic fixed payments 
for that retention period may not exceed 
the excess of the standard automobile cost 
over the residual value of the standard 
automobile. In addition. the total amount 
of the depreciation component may not 
exceed the sum of the annual § 280F lim
itations on depreciation (in effect at the 
beginning of the retention period) that ap
ply to the standard automobile during the 
retention period. 

(3) If the depreciation component of pe
riodic fixed payments exceeds the limi
tations in section 8.04(2) of this revenue 
procedure, that section will be treated as 
satisfied in any year during which the to
tal annual amount of the periodiC fixed 
payments and the periodic variable pay
ments made to an employee driving 80 per
cent of the imnual business mileage of the 
standard automobile does not exceed the 

amount obtained by multiplying 80 per
cent of the annual busines~ mi leage of the 
standard automobile by the bU<'lDes~ stan
dard mileage rate for that year (under sec
tion 5.0 I of the applicable revenue proce
dure). 

(4) Thc depreciation included in each 
periodic fixed payment portion of a FAVR 
allowance paid with respect to an automo
bile reduces the basis of the automobile 
(but not below zero) in determining ad
justed basis as required by § to 16. See 
section 8.07(2) of this revenue procedure 
for the requirement that the employer re
pon the depreciation component of a peri
odic fixed payment to the employee. 

.05 FAVR allowance limitations . 

(I) A FAVR allowance may be paid 
only to an employee who substantiates to 
the payor for a calendar year at least 5,000 
miles driven in connection with the perfor
mance of services as an employee of the 
employer or, if greater, 80 percent of the 
annual business mileage of that FAYR al
lowance. If the employee is covered by 
the FAYR allowance for less than the en
tire calendar year, these limits may he pro
rated on a monthly basis. 

(2) A FAVR allowance may not be 
paid to a control employee (as defined 
in § L61-21(f)(S) and (6), excluding 
the $100,000 limitation in paragraph 
(0(5 )(iii )). 

(3) An employer may not pay a FAYR 
allowance if at any time during a calendar 
year a majority of the employee\ covered 
by the FAVR allowance arc management 
employees, 

(4) An employer may not pay a FAVR 
allowance to any employee unless at all 
times during a calendar year at least five 
employees in total are covered by FAVR 
allowances provided by the employer. 

(5) A FAVR allowance may be paid 
only with respect to an automobile (a) 
owned or leased by the employee receiv
ing the payment, (t) the cost of which, as 
a new vehicle (whether or not purchased 
new by the employee), was at least 90 per
cent of the standard automobile cost taken 
into account for purposes of determining 
the FAVR allowance for the first calendar 
year the employee receives the allowance 
with respect to that automobile, and IC) the 
model year of which does not differ from 
the current calendar year by more than the 
number of years in the retention period. 

(6) A FAYR allowance may nOI be paid 
with respect to an automobile leased by 
an employee for which the employee has 
used actual expemes to compute the de
ductible business expense~ of the automo
bile for any year during the entire lease pe
riod. For a lease commencing on or before 
December 31. 1997. the "entire lease pe
riod" means the portion of the lea~e period 
(including renewals) remaining after that 
date. 

(7) The in<,urance co~t component of 
a FAVR allowance must be based on the 
rates charged in the base locality for in
surance coverage on the standard automo
bile during the current calendar year with
out taking into account rate-increa~ing fac
tors such as poor driving records or young 
drivers. 

(8) A FAYR allowance may be paid 
only to an employee whose insurance cov
erage limits on the automobile with respect 
to which the FAYR allowance is paid are at 
least equal to the insurance coverage lim
its used to compute the periodic fixed pay
ment under that FAYR allowance. 

.06 tmploy<>e reportinf!,. Within 30 
days after an employee's automobile i, 
initially covered by a FAVR allowance. 
or is again covered by a FAYR allowance 
if coverage ha.~ lap~ed. the employee by 
written declaration must provide the payor 
with the following information: (I) the 
make, model, and year of the employee's 
automobile, (2) written proof of the insur
ance coverage limits on the automobile, 
(3) the odometer reading of the automo
bile, (4) if owned, the purchase price of 
the automobile or, if leased, the price at 
which the automobile i~ ordinarily sold by 
retailers (the gross capitalized cost of the 
automobile), and (5) if owned, whether 
the employee has claimed depreciation 
with respect to the automobile u,ing any 
of the depreciation methods prohibited by 
,ection 8.04( I) of this revenue procedure 
or, if leased, whether the employee has 
computed deductible business expenses 
with respect to the automobile using actual 
expenses. The information described in 
(J), (2). and (3) of the preceding semence 
aha must be supplied hy the employee 
to the payor within 30 days after the be
ginning of each calendar year that the 
employee's automobile is covered by a 
FAYR allowance. 

.07 Puror recordkapillf!, (/11£1 l'efJortil1R. 
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( I) The payor or its agent must main
tain written records setting forth (a) the sta
ti~lical tbla and projections on which the 
FA V R allowance payments are based, and 
(h) the information provided by the em
ployee~ pur~uant to section tI.06 of this 
revenue procedure. 

(2) Within 30 day~ of the end of each 
calendar year. the employer must pro
vide each employee covered by a FAVR 
allowance during that year with u state
ment thut. for uutomobile owners, lists 
the amount of depreciation included in 
each periodic fixed payment portion of the 
FAVR allowunce paid during that calen
dar year and explains that by receiving a 
FAVR allowance the employee has elected 
[() exclude the automobile from the Mod
ifieu Accelerated Cost Recovery System 
pursuant to * 168( f)( I). For automobile 
lessees, the statement must explain that 
by receiving the FAVR allowance the em
ployee may not compute the deductible 
husines~ expenses of the automobile using 
actual expenses for the entire lease period 
(including renewals). For a lease com
mencing on or before December 3 L 1997, 
the "entire lease period" means the portion 
of the lease period (including renewals) 
remaining after that date. 

.08 Foilllre ro lIleet section 8 require
lIIents. If an employee receives a mileage 
allowance that fails to meet one or more 
of thc requirements of section 8 of this 
revenue procedure, the employee may not 
be treateu as covered by any FAVR al
lowance of the payor during the period of 
the failure. Nevertheless. the expenses to 
which that mileage allowance relates may 
be ueemed substantiated u~ing the method 
described in sections 5, 9.0 I (I ), and 9.02 
of this revenue procedure to the extent the 
requirements of those sections are met. 

SECTION 9. APPLICATION 

.0 I I f a payor pays a mileage allowance 
in lieu ofreimbursing actual transportation 
e.\pen~es incurred or to be incurred by an 
employee, the amount of the expenses that 
i, deemed substantiated to thc payor is ei
ther: 

( I) fnr any mileage allowance other 
than a FAVR allowance. the lesser of the 
amount paid under the mileage allowance 
or the applicable standard mlleage rate 
in ,ectinn :'1.(ll of thi, revenue procedure 
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multiplied by the numberofbusiness miles 
substantiated by the employee: or 

(2) for a FAVR allowance. the amount 
paid under the FAVR allowance less the 
sum of (a) any periodic variable rate pay
ment that relates to miles in excess of the 
business miles substantiated by the em
ployee and that the employee fails to re
turn to the payor although required to do 
so. (b) any portion of a periodic fixed pay
ment that relates to a period during which 
the employee is treated as not covered by 
the FAVR allowance and that the employee 
fails to return to the payor although re
quired to do so, and (c) any optional high 
mileage payments. 

_02 If the amount of transportation ex
penses is deemed substantiated under the 
rules provided in section 9.01 of this rev
enue procedure, and the employee actually 
substantiates to the payor the elements of 
time, place (or use), and business purpose 
of the transportation expenses in accor
dance with paragraphs (b )(2) (travel away 
from horne) and (b)( 6) (listed property, 
which includes passenger automobiles 
and any other property used as a means of 
transportation) of § 1.274-5T, and para
graph (c) of § 1.274-5, the cmployee is 
deemed to satisfy the adequate account
ing requirements of § 1.274-5(f) as well 
as the requirement to substantiate by 
adequate records or other sufficient evi
dence for purposes of § 1.274-5(c) See 
~ 1.62-2(e)( I) for the rule that an arrange
ment must require business expenses to be 
substantiated to the payor within a reason
ahle period of time. 

.03 An arrangement providing mileage 
allowance~ will be treated as satisfying the 
requirement of § 1.62-2(f)(2) with respect 
to returning amounts in excess of expenses 
as [ollo\vs: 

(I i For a mileage allowance other than 
a FAVR allowance, the requirement to 
return excess amounts is treated as satis
fied if the employee i~ required to return 
within a reasonable period of time (as de
fined in § 1.62-2( g)) any portion of the 
allowance that relates to miles of travel 
not substantiated by the employee, even 
though the arrangement does not require 
the employee to return the portion of the 
allowance that relate~ to the miles of travel 
substantiated and that exceeds the amount 
of the employee's expenses deemed sub
stantiated. For example. assume a payor 
provides an employee an advance mileage 

allowance of $105.00 based on an amici
pated 200 business miles at 52.5 cents per 
mile (at a time when the business standard 
mileage rate is -+8.5 cents per mile), and 
the employee substantiates 120 business 
miles. The requirement to return excess 
amounts is treated as satisfied if the em
ployee is required to return the portion 
of the allowance that relates to the 80 
unsubstantiated business miles ($42.00) 
even though the employee is not required 
to return the portion of the allowance 
($4.80) that exceeds the amount of the em
ployee's expenses deemed substantiated 
under section 9.0 I of this revenue pro
cedure ($58.20) for the 120 substantiated 
business miles. However. the $4.80 excess 
portion of the allowance is treated as paid 
under a nonaccountable plan as discussed 
in section 9.05. 

(2) For a FAVR allowance, the require
ment to return excess amounts is treated 
as satisfied if the employee is required to 
return within a reasonable period of time 
(as defined in § 1.62-2(g»), (a) the portion 
(if any) of the periodic variable payment 
received that relates to miles in excess of 
the business miles substantiated by the em
ployee, and (b) the portion (if an y) of a pe
riodic fixed payment that relates to a pe
riod during which the employee was not 
covered by the FAVR allowance. 

.04 An employee is not required to in
clude in gross income the portIon of a 
mileage allowance received from a payor 
that is less than or equal to the amount 
deemed substantiated under section 9.0 I 
of this revenue procedure, provided the 
employee substantiates in accordance with 
section 9.02. See § 1.274-ST(f)(2)(i). In 
addition, that portion of the allowance is 
treated as paid under an accountable plan, 
is not reported as wages or other compen
sation on the employee's Form W-2, and 
is exempt from withholding and payment 
of employment taxes_ See § 1.62-2(c)(2) 
and (c)( 4). 

.05 An employee is required to include 
It1 gross income the portion of a mileage 
allowance received from a payor that ex
ceeds the amount deemed substantiated 
under section 9.01 of this revenue proce
dure, provided the employee substantiates 
in accordance with section 9.02 ofthis rev
enue procedure. See § 1.274-ST(f)(2)(ii). 
In addition, the excess portion of the al
lowance is treated as paid under a nonac
countable plan, is reported as wages or 



other compensation on the employee's 
Form W-2, and is subject to withholding 
and payment of employment taxes. See 
§ 1.62-2(c)(3)(ii), (c)(5), and (h)(2)(i)(B). 

.06 If an employee's substantiated ex
penses are less than the employee's actual 
ex.penses, the following rules apply: 

(1) Except as otherwise provided in 
section 9.06(2) of this revenue procedure 
with respect to leased automobiles, if the 
amount of the expenses deemed substan
tiated under the rules provided in section 
9.01 of this revenue procedure is less than 
the amount of the employee's business 
transportation expenses, the employee 
may claim an itemized deduction for 
the amount by which the business trans
portation expenses exceed the amount 
that is deemed substantiated, provided 
the employee substantiates all the busi
ness transportation expenses, includes 
on Form 2106, Employee Business Ex
penses, the deemed substantiated portion 
of the mileage allowance received from 
the payor, and includes in gross income 
the portion (if any) of the mileage al
lowance received from the payor that 
exceeds the amount deemed substantiated. 
See § 1.274-5T(f)(2)(iii). However, for 
purposes of claiming this itemized deduc
tion, substantiation of the amount of the 
expenses is not required if the employee 
is claiming a deduction that is equal to or 
less than the applicable standard mileage 
rate multiplied by the number of business 
miles substantiated by the employee minus 
the amount deemed substantiated under 
section 9.0 I of this revenue procedure. 
The itemized deduction is subject to the 
2-percent floor on miscellaneous itemized 
deductions provided in § 67. 

(2) An employee whose business trans
portation expenses with respect to a leased 
automobile are deemed substantiated un
der section 9.01 (l) of this revenue proce
dure (relating to an allowance other than a 
FAVR allowance) may not claim a deduc
tion based on actual expenses under sec
tion 9.06(1) unless the employee does so 
consistently beginning with the first busi
ness use of the automobile after December 
31, 1997. An employee whose business 
transportation expenses with respect to a 
leased automobile are deemed substanti
ated under section 9.01(2) of this revenue 
procedure (relating to a FAVR allowance) 
may not claim a deduction based on actual 
expenses. 

.07 An employee may deduct an 
amount computed pursuant to section 
5.0 I of this revenue procedure only as an 
itemized deduction. This itemized deduc
tion is subject to the 2-percent floor on 
miscellaneous itemized deductions pro
vided in § 67. 

.08 A self-employed individual may 
deduct an amount computed pursuant to 
section 5.0 I of this revenue procedure in 
determining adjusted gross income under 
§ 62(a)(I). 

.09 If a payor's reimbursement or 
other expense allowance arrangement ev
idences a pattem of abuse of the rules of 
§ 62( c) and the regulations thereunder, all 
payments under the arrangement will be 
treated as made under a nonaccountable 
plan. Thus, the payments are included in 
the employee's gross income, are reported 
as wages or other compensation on the 
employee's Form W-2, and are subject 
to withholding and payment of employ
ment taxes. See § 1.62-2(c)(3), (c)(5), and 
(h)(2). 

SECTION 10. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT TAXES 

.01 The portion of a mileage allowance 
(other than a FAVR allowance), if any, 
that relates to the miles of business 
travel substantiated and that exceeds the 
amount deemed substantiated for those 
miles under section 9.01(1) of this rev
enue procedure is subject to withholding 
and payment of employment taxes. See 

§ 1.62-2(h)(2)(i)(B). 
( 1) In the case of a mileage allowance 

paid as a reimbursement, the excess de
scribed in section 10.01 of this revenue 
procedure is subject to withholding and 
payment of employment taxes in the pay
roll period in which the payor reimburses 
the expenses for the business miles sub
stantiated. See § 1.62-2(h)(2)(i)(B)(2). 

(2) In the case of a mileage allowance 
paid as an advance, the excess described in 
section 10.0 I of this revenue procedure is 
subject to withholding and payment of em
ployment taxes no later than the first pay
roll period following the payroll period in 
which the business miles with respect to 
which the advance was paid are substanti
ated. See § 1.62-2(h)(2)(i)(B )(3). If some 
or ail of the business miles with respect 
to which the advance was paid are not 
substantiated within a reasonable period 

of time and the employee does nol return 
the portion of the allowance that relates to 
those miles within a reasonable period of 
time, the portion of the allowance that re
lates to those miles is subject to withhold
ing and payment of employment taxes no 
later than the first payroll period follow
ing the end of the reasonable period. See 

~ 1.62-2(h)(2)(i)(A). 
(3) In the case of a mileage allowance 

that is not computed on the basis of a 
fixed amount per mile of travel (for ex
ample, a mileage allowance that combines 
periodic fixed and variable rate payments, 
but that does not satisfy the requirements 
of section 8 of this revenue procedure). 
the payor IUust compute periodically (no 
less frequently than quarterly) the amount, 
if any, that exceeds the amount deemed 
substantiated under section 9.0 I (1) of this 
revenue procedure by comparing the total 
mileage allowance paId for the period to 
the standard mileage rate in section 5.0 I 
of this revenue procedure mUltiplied by the 
number of business miles substantiated by 
the employee for the period. Any excess 
is subject to withholding and payment of 
employment taxes no later than the first 
payroll period following the payroll pe
riod in which the excess is computed. See 
§ 1.62-2(h)(2)(j)(B )(4). 

(4) For example, assume an employer 
pays its employees a mileage allowance 
at a rate of 52.5 cents per mile (when 
the business standard mileage rate is 48.5 
cents per mile). The employer does not 
require the return of the portion of the al
lowance that exceeds the business standard 
mileage rate for the business miles sub
~tantiated (4.0 cents). In June, the em
ployer advances an employee $262.50 for 
500 miles to be traveled during the month. 
In July, the employee substantiates to the 
employer 400 business miles traveled in 
June and returns $52.50 to the employer 
for the 100 business miles not traveled. 
The amount deemed substantiated for the 
400 miles traveled is $194.00 and the em
ployee is not required to return $16.00. No 
later than the first payroll period following 
the payroll period in which the 400 bu~i
ness miles traveled are substantiated, the 
employer must withhold and pay employ
ment taxes on $16.00. 

.02 The portion of a FAVR allowance, 
if any, that exceeds the amount deemed 
substantiated for those miles under section 
9.0 I (2) of this revenue procedure is sub-
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ject to withholding and payment of em
pluyment taxe~. Sec ~ 1.62-2(\1)( 2)( i II B). 

( I ) Any periodic \ ariahle rate payment 
that relate, to miles in exce" of the hu:--i
ne:-.s mile~ \uh,tanti,Ited hy the employee 
and that the emplo) ee fail, to return within 
a reasonable period. or any portIon of a pe
riodic fixed payment that relates to a pe
nod during \\hil·h the employee is treated 
CiS not cmered by the FAVR allowance and 
that the employee faib to return \\ithin a 
reCisonahle period. is subject to WIthhold
ing and pay I1Knt of employment taxes no 
later than the first payroll period follow
ing the end of the reasonable period. Sec 
* 1.62-2(h)(2)ii)(Al. 

(2) Any optIOnal high mileage payment 
is subject to withholding and payment of 
employment taxes when paid. 

SECTION II. EFFECTIVE DATE 

Thi, rnenue procedure is effective 
for ( I ) deductible transportation expenses 
paid or incurred on or after hnuary I, 
2007. and (2) mileage allowances or re
imbursements paid to an employee or 
to a charitable volunteer (a) on or after 
January I. 2007. and (bJ with respect to 
transportation expenses pClid or incurred 
by the employee or charitable volunteer 
on or after January I, 2007. 

SECTION 12. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2005-78 is superseded. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is John Roman Faron of the Of
fice of Associate Chief COllnsel (Income 
Tax and Accounting). For further infor
mation regarding this revenue procedure, 
contact l\1r. Faron at (202) 622-4930 (not 
~! loll-free calll. 

~tJ CfR tJ(1/./1I5.· fWlI!illllli,J/, "rrelllrl/' (/lid C/UIIIII 

fOl" r('f/lI!d (1"l'11iJ. or UhdrCII1Cl11. t/c/ermiI1Uli(Jl1 oj" 
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Rev. Proc. 2006-50 

SECTION I. PURPOSE 

Thi\ revenue procedure prm·ides the 
procedures under which Ihe whaling ex
penses of an individual recognized by 
the Alaska Eskimo Whaling Commission 
(AEWC) as a whaling captain charged 
with the responsibility of maintaining and 
carrying out sanctioned whaling activities 
are substantiated for purposes of Internal 
Revenue Code 9 170(n), as enacted by the 
American Jobs Creation Act of 2004 and 
effective for whaling expenses incurred 
after December 31, 2004. Pub. L. No. 
109-357.9335. 

SECTION 2. BACKGROUND 

.01 The AEWC was formed In 1977 
to represent the Alaskan whaling commu
nities in efforts 10 preserve the Eskimo 
subsistence hunting of bowhead whales 
(Balealla m\'sticeTlIs). The AEWC's pur
pme is to protect the bowhead whale and 
its habitat: preserve Eskimo subsistence 
how head whaling and associated Eskimo 
culture. traditions. and activities: and 
conduct research and education activities 
related to bowhead whales. 

.02 The AEWC recognizes certain indi
viduals as whaling captains and provides 
rules for the conduct of sanctioned whal
ing activities. It requires these captains to 
file reports detailing their whaling activi
ties. 

.03 Section 170(n) provides that an 
indiVidual recognized by the AEWC as a 
whaling captain. who is responsible for 
maintaining and carrying out sanctioned 
whaling activities and engages in these 
activities during the taxable year. may 
claim a charitable contribution deduction 
not exceeding $10,000 per taxable year 
for the reasonable and necessary whaling 
expenses paid in carrying out sanctioned 
whaling activities. Section 170(n) is 
effecti ve for contnbutions made after De
cemher 31. 200-+. 

.0-+ Under ~ 170(n){2)(B). "whaling ex
penses" include amounts paid for (1) the 
,!equisition and maintenance of whaling 
boats. weapons. and gear used in sanc
tioned whClling activities, (2) the supplying 

of food for the crew and other provisions 
for c<lITying out sanctioned whaling activi
ties. and (3) the storage and distnbution of 
the catch from sanctioned whaling activi
ties. 

.05 Section l70(n)(3) defines "SJnc
tinned whaling actIvities" as suhsistence 
bowhead whale hunting activities con
ducted pursuant to the management plan 
of the AEWC. 

.06 Section 170(n)(4) directs the Sec
retary to issue guidance requiring taxpay
ers claiming a deduction under ~ 170(n) 
to substantiate their whaling expenses hy 
maintaining appropriate written records of 
the time, place. date. amount. and nature 
of the expenses and of the taxpayer's eli
gihility for the deduction. 

.07 A whaling captain may deduct an 
amount for whaling expenses only as an 
itemized deductiun. See ~ 63(d). 

SECTION 3. SCOPE 

This revenue procedure applies to tax
payers who are recognized by the AEWC 
as whaling captains and who pay whaling 
expenses during the taxable year in car
rying out sanctioned whaling activities as 
captain of a whaling crew. 

SECTION 4. SUBSTANTIATION OF 
EXPENSES 

.01 In general. A taxpayer within the 
scope of this revenue procedure is required 
to substantiate a deduction for whaling ex
penses by maintaining adequate records of 
the elements of time. place, date, amount, 
and nature of the expenses as required un
der section 4.02. and of the taxpayer's eli
gibility for the deduction as required under 
section 4.03, of this revenue procedure. 

.02 Requirements for adequate records 
of whaling expenses. A taxpayer within the 
scope of this revenue procedure must meet 
each of the following adequate records re
quirements: 

(1) A taxpayer satisfies the adequate 
records requirement of this revenue pro
cedure by maintaining written records that 
include-

(A) An expense report (such as an ac
count book, diary, log, statement of ex
pense, trip sheets. or similar record that 
lists each expense); and 



(B) Documentary evidence (such as a 
receipt, bill, invoice, or credit card record 
of charge) for each expense of$75 or more. 

(2) Adequate records must document 
each applicable element of a whaling ex
pense, including the following informa
tion: 

(Al Time and date of departure and re
turn for each trip for sanctioned whaling 
activities; 

(B) Place or area of sanctioned whaling 
activities; 

(C) Amount of each separate expense, 
such as the cost of weapons; and 

(D) The nature of each expense includ
ing a description of the purpose of the ex
pense and the relationship of the expense 
to sanctioned whaling activities. 

(3) The expense report, in combination 
with the documentary evidence, must he 
sufficient to establish each element of a 
whaling expense. It is not necessary to 
record information in an expense report 
that duplicates information reflected on 
documentary evidence (such as a receipt) 
as long as the expense report and the 
documentary evidence substantiate each 
expense in an orderly manner. 

(4j Adequate records must be made at 
or near the time of the expenditure or ac
tivity. Records are made at or near the time 
of the expenditure or activity if informa
tion relating to each element (time, place, 
date, amount, and nature of the expense) is 
recorded at a time when the taxpayer has 
full present knowledge of the information. 

.03 Substantiation of eligibility for the 
deduction. A taxpayer must substantiate 
eligibility to deduct whaling expenses un
der § 170(n) by maintaining documenta
tion that the taxpayer is recognized as a 
whaling captain by the AEWC and copies 
of all reports the taxpayer submits to the 
AEWC. 

.04 Substantiation under revenue pro
cedure required. An expense that is not 
substantiated in accordance with this rev
enue procedure may not be deducted as 
a whaling expense under § 170(n). Ex
cept as provided in section 5.02 of this rev
enue procedure, a taxpayer's uncorrobo
rated statement or estimates of expenses 
unsupported by adequate records do not 
constitute substantiation for purposes of 
§ l70(n). 

SECTION 5. MAINTENANCE OF 
RECORDS 

.01 A taxpayer must maintain with the 
taxpayer's books and record~, and be able 
to produce upon request of the Internal 
Revenue Service, the documentation de
scribed in section 4 of this revenue proce
dure. A taxpayer is not required to attach 
the documentation to the taxpayer's tax re
turn . 

. 02 Notwithstanding section 4.04 of 
this revenue procedure, a taxpayer who 
establishes that a failure to produce ad
equate records is due to the loss of the 
records through circumstances beyond the 
taxpayer's control, such as destruction 
by fire, flood. earthquake, or other casu
alty. may substantiate a deduction under 
§ 170(n) by a reasonable reconstruction of 
the previously-maintained documentation. 

SECTION 6. SPECIAL RULES 

.01 A taxpayer may not deduct ex
penses under both § 170(n) and another 
provision of the Code. 

.02 Expenses relating to a whaling boat 
that is used for sanctioned whalIng activ
ities and other activities in a taxable year 
must be allocated between the sanctioned 
whaling activities and other activities by 
comparing the total number of days the 
whaling boat is used for sanctioned whal
ing activities to the total number of days in 
the taxable year. 

SECTION 7. EFFECTIVE DATE 

This revenue procedure is effective for 
whaling expenses paid after November 20, 
2006. 

SECTION 8. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-2041. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collection of information in this 
revenue procedure is in sections 4 and 5. 
This information is required to substanti
ate the amount of expenses paid in sup
port of native Alaskan subsistence whal
ing and eligibility to deduct the expenses. 
This information will be used to substan
tiate expenses paid during the taxable year 
in carrying out sanctioned whalmg activ
ities upon audit. The collection of infor
mation is required to obtain a benefit. The 
likely respondents are individuals recog
nized as whaling captains by the AEWC. 

The estimated LOtal annual recordkeep
ing burden is 48 hours. 

The estimated annual burden per record 
keeper varies from one to three hours, de
pending on individual circumstances, with 
an estimated average of two hours. The es
timated number of record keepers is 12 to 
24. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and return in
formation arc confidential, as required by 
§ 6103. 

DRAFfING INFORMATION 

The principal author of this revenue 
procedure is Christian Wood of the Office 
of the Associate Chief Counsel (Income 
Tax & Accounting). For further infor
mation regarding this revenue procedure, 
contact Jeffrey Rodrick at (202) 622-4930 
(not a toll-free call). 

26 CFR 601.602. Tax forms lItid in.llme/iIlI7S 

(A/w Pur/I. § 1)//.) 

Rev. Proc. 2006-51 

SECTION I. PL'RPOSE 

This revenue procedure amplifies Rev. 
Proc. 2005-70. 2005-47 I.R.B. 979. 
which sets forth Inflation adjusted items 
for 2006. 

SECTION 2. BACKGROUND 

Subject to limitations, section 911 
of the Internal Revenue Code allows a 
qualified individual to elect to exclude 
from gros~ income the foreign earned 
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lOcome and housing cost amount of the 
individual making the election. Under 
~ 91 Hb)(2)(D)(i). the foreign earned in
come exclusion amount is $80.000 for 
calenuar years after 200 I. Prior to amend
ment by ~ 515( a) of the Tax Increase Pre
vention and Reconciliation Act of 2005. 
Pub. L. No. 109-222. 120 Stat. 345. 
367 (2006) CTIPRA"). ~ 911(b)(2)(D)(ill 
provided for the annual exclusion amount 
to be adjusted for inflation in any taxable 
year beginning in a calendar year after 
2007. Section 515(a) of TIPRA amended 
~ 911 (b)(2)(D)(ii) to provide for the an
nual exclusion amount to be adjusted for 
inflation in any taxable year beginning in 
a calendar year after 2005. 

This revenue procedure adds a new 
subsection to Rev. Proc. 2005-70 to 
set forth the inflation adjustment for 
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* 911(b)(2)(D)(i) in accordance with the 
amendment made by § 515(a) of TIPRA 
to § 911(b)(2)(D)(ii). 

SECTION 3. AMPLIFICATION OF 
RE V. PROC. 2005-70 

Section 3.38 is added to Rev. Proc. 
2005-70 to read as follows: 

.38 Foreign Earned Income Exclusiun. 
For taxable years beginning in 2006. the 
foreign earned income exclusion amount 
under § 911 (b )(2)(D)(i) is $82.400. 

SECTION 4. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure amplifies Rev. 
Proc. 2005-70 by adding new § 3.38. 

SECTION 5. EFFECTIVE DATE 

This revenue procedure applies to tax
able years beginning in 2006. See § 4.01 
of Rev. Proc. 2005-70. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Mamette M. Myers of the 
Office of Associate Chief Counsel (In
come Tax & Accounting). For further 
information regarding this revenue proce
dure, contact Marnette M. Myers at (202) 
622-4920 (not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Exchanges of Property for an 
Annuity 

REG-141901-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
and notice of public hearing. 

SUMMARY: This document contains pro
posed regulations that provide guidance on 
the taxation of the exchange of property 
for an annuity contract. These regulations 
are necessary to outline the proper taxation 
of these exchanges and will atTect partic
ipants in transactions involving these ex
changes. This document also provides no
tice of public hearing. 

DATES: Written or electronic comments 
must be received by January 16, 2007. 
Outlines of topics to be discussed at the 
public hearing schedu led for February 16, 
2007, at 10 a.m. must be received by Jan
uary 16, 2007. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-141901-05l, 
room 5203, Internal Revenue Service, 
PO Box 7604, Ben Franklin Station, 
Washington, DC 20044. Submissions 
may be hand delivered to CC:PA:LPD:PR 
(REG-141901-05), Courier's Desk, Inter
nal Revenue Service, Crystal Mall 4 Build
ing, 1901 S. Bell 5t., Arlington, VA, or sent 
electronically, via the IRS internet site at 
www.irs.govlregsor via the Federal eRule
making Portal at www.regulations.gov 
(IRS and REG-141901-05). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, James Polfer, at (202) 622-3970; 
concerning submissions of comments, 
the hearing, and/or to be placed on the 
building access list to attend the hear
ing, Kelly Banks, at (202) 622-0392 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contain~ proposed 
amendments to the Income Tax Regu
lations. 

Section 100 I of the Internal Revenue 
Code (Code) provides rules for determin
ing the amount of gain or loss recognized. 
Gain from the sale or other disposition of 
property equals the excess of the amount 
realized therefrom over the adjusted basis 
of the property; loss from the sale or other 
di~position of property equals the excess 
of the adjusted basis of the property over 
the amount realized. Section 1.100I-l(a) 
of the Income Tax Regulations provides 
further that the exchange of property for 
other property differing materially either 
in kind or in extent is treated as income or 
as loss sustained. Under section 100 I (b), 
the amount realized from the sale or other 
disposition of property is the sum of any 
money received plus the fair market value 
of any property (other than money) re
ceived. Except as otherwise provided in 
the Code, the entire amount of gain or loss 
on the sale or exchange of propelty is rec
ognized. 

Under section 72(a), gross income in
cludes any amount received as an annuity 
(whether for a period certain or for the life 
or lives of one or more individuals) under 
an annuity, endowment, or life insurance 
contract. Section 72(b) provides that gross 
income does not include that part of any 
amount received as an annuity which hears 
the same ratio to such amount a~ the in
vestment in the contract bears to the ex
pected return under the contract. Under 
section 72(e), amounts received under an 
annuity contract before the annuity start
ing date are included in gross income to 

the extent allocable to income on the con
tract and are excluded from gross income 
to the extent allocable to the investment in 
the contract. Investment in the contract is 
defined in section 72(c) as the aggregate 
amount of premiums or other considera
tion paid, reduced by amounts received be
fore the annuity starting date that were ex
cluded from gross income. 

In Llovd v. Commissioner, 33 B.T.A. 
903 (1936), nonacq., XV-2 CB. 39 

(] 936), nOI1(1cq. wirhdr(Ht'1/ alld acq., 

1950-2 CB. 3, the Board of Tax Appeals 
considered the taxation of gain from a 
father's sale of property to his son for 
an annuity contract. The Board con
cluded that the annuity contract had no 
fair market value within the meaning of 
the predecessor of section 100](b) be
cause of the uncertainty of payment from 
the son. Because the annuity contract had 
no fair market value under that provision, 
the Board held that the gain from the sale 
of the property was not required 10 be rec
ognized immediately but rather would be 
included in income only when the annuity 
payments exceeded the property's basis. 
In reaching its holding, the Board applied 
the open transaction doctrine articulated 
by the Supreme Court in Burnet I'. Logan, 
283 U.S. 404 ([931). Under this doctrine, 
if an amount realized from a sale cannot 
be determined with certainty, the seller 
recovers the basis of the property sold 
hefore any income is realized on the sale. 

In Rev. Rul. 69-74, 1969-1 C.B. 43, 
a father transferred a capital asset having 
an adjusted basis of $20,000 and a fair 
market value of $60,000 to his son in ex
change for the son's legally enforceable 
promise to pay him a life annuity of $7,200 
per year, in equal monthly mstallments of 
$600. The present value of the life an
nuity was $47,713.08. The ruling con
cluded thaI: (I) the father realized capi
tal gain based on the difference between 
the father's basis in the property and the 
present value of the annuity; (2) the gain 
was reported ratably over the father's life 
expectancy; (3) the investment in the con
tract for purposes of computing thc exclu
sion ratio was the father's basis in the prop
elty transferred; (4) the excess of the fair 
market value of the property transferred 
over the present value of the annuity was 
a gift from the father to thc son; and (5) 
the prorated capital gain reported annually 
was deri ved from the portion of each an
nuity payment that was not excludible. 

In Estate of Bell v. Commissioner, 60 
T.e. 469 (1973), (ieq. in part and nO/lacq. 

ill part, ILJ74 WL 36039 (Jan 8, 1974), 
{lcq" AOO No. 1979-184 (August 15, 
1979), a husband and wife transferred 
stock in two closely held corporations to 

their son and daughter and their spouse, 
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in exchange for an anmllt) cllntrad, The 
fair market \ alue of the stock ,ubstantialh 
exceeded the \alue of the annuity contract. 
The ,tock transferreu was placed 111 eSCfl)\\ 
to secure the promise of the tran,feree" 
As further security, the c1I1nL1lt) agreement 
provided for a cognmit judgment against 
the transferee" in the event of default. Be
cau"e of the secured nature of the annuity, 
the tax court held that (i) the difference be
tween the value of the ,lOck and the value 
of the annuity contract cOlNituted a gift: 
(ii) the difference between the adjusted ba
,is of the stock and the value of the annuity 
contract constituted gain that was taxable 
in the year of the transfer (which was not 
before the court): and (iii) the investment 
in the annuity contract equaled the present 
value of the annuity. Similarly, in 212 
Corp. r. Com/llissioner, 70 T.c. 788 
(1978). the tax court held that the entire 
amount of gain realized fromlhe exchange 
of appreciated real property for an annuity 
contract was fully taxable in the year of 
the exchange because the annuity contract 
was secured by (i) an agreement th<it the 
annuity payments would be considered a 
charge against the rents from the property, 
(ii) an agreement nol to mortgage or sell 
the property without written consent of 
the transferors, and (iii) the authorization 
of a confession of judgment against the 
transferee in the event of default. 

The Treasury Department and the IRS 
have learned tllat some taxpayers are inap
propriately avoiding or deferring gain on 
the exchange of highly appreciated prop
erty for the issuance of annuity contracts. 
Many of these transactions involve pri
vate annuity contracts issued by family 
members or by business entities that are 
owned, directly or indirectly, by the annu
itants themselves or by their family mem
hers. Many of the,~e transactions involve a 
variety of mechanisms to secure the pay
ment of amounts due under the annuity 
contracb. 

The Treasury Department and the IRS 
believe that neither the open transaction 
approach of Lim dr. COl/llI/issiollt.'r nor the 
ratable recognition appmach of Rc\,. Rul. 
69-7-l clearly retlech the income of the 
transferor of property in exchange for an 
annuit) contract. Contrary to the premise 
underlying these authorities. an annuity 
contract - \\hether secured or unsecured 
- Illa) be \alued at the tIme It h reL'eived 
in exchange for property. See generally 
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section 7520 (requiring the usc of tables 
to value am annuity contract for federal . . 
income tax purposcs, except for purposes 
l1f any pnnision ~pecified in regulations): 
~1.I()OI-I(a) ("The fair market value of 
property is a lJuestion of fact. but only in 
rare and ullusual circUlmtances will prop
erty be considered to have no fair market 
\;iluc.") The Treasury Department and 
the IRS believe that the transferors should 
be taxed in a consistent manner regardless 
of whether they exchange property for an 
annuity or sell that property and use the 
proceeds to purchase an annuity. 

Explanation of Provisions 

These proposed amendments provide 
that, if an annuity contract is received in 
exchange for property (other than money), 
(i) the amount realized attributable to the 
annUity contract is the fair market value 
(as determined under section 7520) of 
the annuity contract at the time of the 
exchange: (ii) the entire amount of the 
gain or loss, if any. i~ recognized at the 
time of the exchange, regardless of the 
taxpayer's method of accounting: and (iii) 
for purposes of determining the initial 
investment in the annuity contract under 
section 72(c)( 1), the aggregate amount of 
premiums or other consideration paid for 
the annuity contract equals the amount re
alized attributable to the annuity contract 
(the fair market value of the annuity con
tract). Thus, in situations \vhere the fair 
market value of the property exchanged 
equals the fair market value of the annuity 
contract received, the investment in the 
annuity contract equals the fair market 
\ alue of the property exchanged for the 
annuity contract. 

In order to apply the proposed regula
tions to an exchange of property for an an
nuity contract. taxpayers will need to de
termine the fair market value of the annuity 
contract as determined under section 7520. 
In the case of an exchange of property for 
an annuity contract that is III part a sale and 
in part a gift, the proposed regulations ap
ply the ~ame rules that apply to any other 
such exc hange under section 1001. 

The proposed regulations provide that, 
for purposes of determining the invest
ment in the annuity contract under section 
72(c I( 1 j, the aggregate amount of premi
ums or other consideration paid for the an
nuity contract is the portion of the amount 

realized on the exchange that is attribut 
able to the annuity contract (which is tht 
fair market value of the annuity contrac 
at the time of the exchange). This rule i: 
intended to ensure that no portion of tht 
gain or loss on the exchange is duplicatel 
or omitted by the application of section 7: 
in the years after the exchange. The annu· 
itant's investment in the contract would be 
reduced in subselJuent years under section 
72(c)( I )(B) for amounts already received 
under the contract subsequent to the ex
change and excluded from gross income 
when received as a return of the annui
tant's Illvestment in the contract. 

The proposed regulations do not distin
guish between secured and unsecured an
nuity contracts, or between annuity con
tracts issued by an insurance company sub
ject to tax under suhchapter L and those is
sued by a taxpayer that is not an insurance 
company. Instead, the proposed regula
tions provide a single set of rules that leave 
the transferor and transferee in the same 
position before tax as if the transferor had 
sold the property for cash and used the pro
ceeds to purchase an annuity contract. The 
same rules would apply whether the ex
change produces a gain or loss. The regu
lations do not, however, prevent the appli
cation of other provisions, such as section 
267, to limit deductible losses in the case 
of some exchanges. The proposed regula
tions apply to exchanges of property for an 
annuity contract, regardless of whether the 
property is exchanged for a newly issued 
annuity contract or whether the property is 
exchanged for an already existing annuity 
contract. 

Existing regulations in ~ 1.1 011-2 gov
ern the tax treatment of an exchange of 
property that constitutes a bargain sale to 
a charitable organization (including an ex
change of property for a charitable gift an
nuity). Example 8 in section 2(c) of those 
regulations provides that any gain on such 
an exchange is reported ratably, rather than 
entirely in the year of the exchange. This 
notice of proposed rulemaking does not 
propose to change the existing regulations 
in 91.1011-2. However, comments are re
quested as to whether a change should be 
made in the future to conform the tax treat
ment of exchanges governed by § 1.1 0 11-2 
to the tax treatment prescribed in these pro
posed regulations. 

The Trea~ury Department and the IRS 
are aware that property is sometimes ex-



changed for an annuity contract, includ
ing a private annuity contract, for valid, 
non-tax reasons related to estate planning 
and succession planning for closely held 
businesses. The proposed regulations are 
not intended to frustrate these transactions, 
but will ensure that income from the trans
actions is accounted for in the appropri
ate periods. In section 453, Congress set 
forth rules permitting the deferral of in
come from a transaction that qualifies as an 
installment sale. Taxpayers retain the abil
ity to structure transactions as installment 
sales within the meaning of section 453(b), 
provided the other requirements of section 
453 are met. The Treasury Department 
and IRS request comments as to the cir
cumstances, if any, in which an exchange 
of property for an annuity contract should 
be treated as an installment sale, and as to 
any changes to the regulations under sec
tion 453 that might be advisable with rc
gard to those circumstances. 

Proposed Effective Date 

The Treasury Department and the IRS 
propose § l.l 00 I-l(j) to be effecti ve gen
erally for exchanges of property for an 
annuity contract after October 18, 2006. 
Thus, the regulations would not apply to 
amounts received after October 18, 2006, 
under annuity contracts that were received 
in exchange for property before that date. 
For a limited class of transactions, how
ever, § 1.1 00 1-I(j) is proposed to be effec
tive for exchanges of property for an annu
ity contract after April IS, 2007. 

The Treasury Department and the IRS 
propose § 1.72-6(e) to be effective gener
ally for annuity contracts received in such 
exchanges after October 18, 2006. For 
a limited class of transactions, however, 
§1.72-6(e) is proposed to be effective for 
annuity contracts received in exchange 
for property after April 18, 2007. The 
Treasury Department and the IRS also 
propose to declare Rev. Rul. 69-74 ob
solete effective contemporaneously with 
the effective date of these regulations. 
Thus, the obsolescence would be effecti ve 
April 18, 2007, for exchanges described in 
§l.lOOI-I(j)(2)(ii) and § 1.72-6(e)(2)(ii), 
and effective October 18, 2006, for all 
()ther exchanges of property for an annuity 
contract. 

In both regulations, the effective date is 
delayed for six months for transactions in 

which (i) the i~~uer of the annuity contract 
is an individual; (ii) the obligations under 
the annuity contract arc not secured, either 
directly or indirectly; and (iii) the propeny 
transfen'ed in the exchange i~ not subse
quently sold or otherwi~e di,>posed of by 
the transferee during the two-year period 
beginning on the date of the exchange. The 
Treasury Department and the IRS believe 
that the later proposed effective date for 
these transactions provides ample notice of 
the proposed rules for taxpayers currently 
planning transactions that present the least 
opportunity for abuse. 

Special Analyses 

It has been determined that thi, notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Ex
ecutive Order 12866. Therefore. a reg
ulatory assessment is not required. It is 
hereby certified that these regulations will 
not have a significant economic impact on 
a substantial number of small entities. Ac
cordingly, a regulation flexibility analy
sis is not required. This certification is 
based on the fact that typically only nat
ural persons within the meaning of sec

tion 72(u) exchange property for an annu
ity contract. In addition, these regulations 
do not impose new reporting, recordkeep
ing, or other compliance requirements on 
taxpayers. Pursuant to section 7805(f) of 
the Code, the notice of proposed rulemak
ing will be submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on their impact 
on small business 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are timely submitted to 
the IRS. In addition to comments on the 
proposed regulations more generally, the 
Treasury Department and the IRS specif
ically request comments on (i) the clarity 
of the proposed regulations and how they 
can be made easier to understand: (ii) what 
guidance, if any, is needed in addition to 
Rev. Rul. 55-119,1955-1 C.B. 352, see 
§601.601(d)(2), on the treatment of the 
issuer of an annuity contra<:t that is not 
taxed under the provisions of subchapter 
L of the Code; (iii) whether any changes 

to ~ 1.1011-2 (concerning a bargain sale 
to a charitable organization in exchange 
for an annuity contract). confonning those 
regulation" to the proposed regulations. 
would be appropriate; liv) circumstances 
I and corresponding changes to the regula
tions under section 453. if anyl in which it 
might be appropriate to treat an exchange 
of property for an annuity contract as an 
installment sale: (v) cin.:umstances, if any. 
in WhlCh the fair market value of an anilU
ity contract for purposes of § 1.1001-1 (j) 
should be determined other than by tables 
promulgated under the authority of sec
tion 7520: and (vi) additional transactions. 
if any, for which the SIX month delayed 
effective date would be appropriate. All 
comments will be available for public in
spection and copying. 

A public hearing ha~ been scheduled 
for February 16, 2007, at 10 a.m" in 
the auditorium, [ntemal Revenue Ser
vice, New Carrollton Building, 5000 Ellin 
Road, Lanham, MD 20706. All visitors 
must present photo identification to entcr 
the building. Because of access restric
tions, visitors will not be admitted beyond 
the immediate entrance area lobby more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the access list to attend the 
hearing, see the "FOR FURTHER IN
FORMATION CONTACT" portion of 
this preamble. 

The rules of 26 CFR 601.601 (a)(3) ap
ply to the hearing. 

Persons who wish to present oral com
ments at the hearing must submit written 
comments by January 16,2007. and sub
mit an outline of the topics to be discussed 
and the time to be devoted to each topic 
(a signed original and eight (R) copies) hy 
that same date. 

A period of 10 minutes will be allotted 
to each person making comment,. An 
agenda showing the scheduling of the 
speakers will be prepared after the dead
line for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal author of these proposed 
regulations is James Folfer, Office of the 
Associate Chief Counsel (Financial Insti
tutions and Products), Internal Revenue 
Service. 
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Proposed Amendment to the 
Regulations 

Accordingly, 26 eFR pMt I i~ proposed 
to be amended a~ follo\\\ 

PART 1-[NeO~1E TAX 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 U.S.c. 7805 ,~ '" * 
Par. 2. In * 1.72-6, paragraph (e) is 

added to read as follows: 

~1.72-6 11l\·1'.lt/llCllt illlhl! COli tract. 

(e) Certaill (//lIl11ity COllfracls rl'Ceil'ed 
ill C\c!llIl1,!!,e .Ii)/' proper(\' - (I) 111 gen

eral. If an annuity contract is received in 
an exchange subject to * I.I00I-I(j), the 
aggregate amount of premiums or other 
consideration paid for the contract equals 
the amount realized attributable to the 
annuity contract, determined according to 

* I. I 00 I - Hj ). 
(2) Eflt'crill' dUll' - (i) III gl'lleral. Ex

cept as provided in paragraph (e)(2)(ii), 
this paragraph (e) is applicable for annuity 
contracts received after October 18, 2006, 
in an exchange subject to § 1.100 I-I (j). 

(ii) Thi.~ paragraph (e) is applIca
ble for annuity contracts received after 
April 18, 2007, in an exchange subject to 
* 1.1 00 1-1(j) if the following conditions 
are met-

(A) The issuer of the annuity contract is 
an individual: 

(8) The obligations under the annuity 
contract are not secured, either directly or 
indirectly: and 

(e) The property transferred in ex
change for the annuity contract is not 
~ubsequently sold or otherwise disposed 
of by the transferee during the two-year 
period beginning on the date of the ex
change. For purposes of this provision, a 
di,position includes \vithout limitation a 
transfer to a trust (whether a grantor trust. 
a re\ ocable trust, or any other trust) or to 

any other entity even if ,oldy owned by 
the trill1sferor. 

Par. .3. In *1.1001-1. paragraphs (h), 
(i) and (j) are added to read as follows: 

,~I.I()OI-1 Computatio/l of gain or loss. 
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(h) [Reserved.] 

(i) [Reserved.] 
(j) Cerlail! annuity cOlltracfS receil'l'd il! 

exchall ge .f(I/. property - (I) II! general. 

If an annuity contract (other than an annu
ity contract that either is a debt instrument 
subject to sections 1271 through 1275, or 
is received from a charitable organization 
in a bargain sale governed by § 1.1 011-2) is 
received in exchange for property, receipt 
of the contract shall be treated as a receipt 
of property in an amount equal to the fair 
market value of the contract, whether or 
not the contract is the equivalent of cash. 
The amount realized attributable to the an
nuity contract is the fair market value of 
the allnuity contract at the time of the ex
change, determined under section 7520. 
For the timing of the recognition of gain or 
loss, ifany, see § 1.451-1(a). In the case of 
a transfer in part a sale and in part a gift. 
see paragraph (e) of this section, In the 
case of an annuity contract that is a debt in
strument subject to sections 1271 through 
1275, see paragraph (g) of this section. In 
the case of a bargain sale to a charitable or
ganization, see § 1.10 11-2. 

(2) Effective date - (i) In general, Ex
cept as provided in paragraph (j)(2)(ii), this 
paragraph (j) is effective for exchanges of 
property for an annuity contract (other than 
an annuity contract that either is a debt in
strument subject to sections 1271 through 
1275, or is received from a charitable or

ganization in a bargain sale governed by 
§ 1.1011-2) after October IS, 2006. 

(ii) This paragraph U) is effective for 
exchanges of property for an annuity con
tract (other than an annuity contract that 
either is a debt instrument subject to sec
tions 1271 through 1275, or is received 
from a charitable organization in a bargain 
sale governed by § 1.1011-2) after April 
18, 2007, if the following conditions are 
met-

(A) The issuer of the annuity contract is 
an individual: 

(B) The obligations under the annuity 
contract are not secured, either directly or 
indirectly: and 

(e) The property transferred in ex
change for the annuity contract is not 
subsequently sold or otherwise disposed 
of by the transferee during the two-year 
period beginning on the date of the ex
change. For purposes of this provision, a 
disposition includes without limitation a 
transfer to a trust (whether a grantor trust, 

a revocable trust, or any other trust) or to 
any other entity even if solely owned by 
the transferor. 

Mark E. Matthews, 
Deputy COII/lllissioner jil/· 
Sl'I",ices and En{orcemenr. 

(Fileu h\ Ihc' Ollic'c' 01 Ihe kderal Re~i'I"r on Olll,b.,r 17, 
2006. X: .. 5 a Ill .. and pUhl"hed III Ihe j,,"C of Ihc' Feu,'ral 
Rcgj'lcr for n:lllhc·' I X. ~()()(1. 7 I FR. hi +l J ) 

Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Treatment of Payments in Lieu 
of Taxes Under Section 141 

REG-136S06-06 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations modifying the stan
dards for treating payments in lieu of 
taxes (PILOTs) as generally applicable 
taxes for purposes of the private security 
or payment test under section 141 of the 
Internal Revenue Code (Code). The pro
posed regulations provide State and local 
governmental issuers of tax-exempt bonds 
with guidance for applying the private 
security or payment test. The proposed 
regulations affect State and local govern
mental issuers of tax-exempt bonds. This 
document also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written or electronic comments 
must be received by January 16, 2007, 
Outlines of topics to be discussed at the 
public hearing scheduled for February 13, 
2007, at 10 a.m., must be received by Jan
uary 16,2007. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR <REG-I 36S06-06), In
ternal Revenue Service, PO Box 7604, Ben 
Franklin Station, Washington, DC 20044. 
Submissions may be hand-delivered 
to CC:PA:LPD:PR (REG-I 36806-(6), 
Courier's Desk, Internal Revenue Ser
vice, Crystal Mall 4 Building, 1901 S. 
Bell Street. Arlington. Virginia, or sent 



electronically, via the IRS Internet site at 
www.irs,gov/regs or via the Federal eRule
making Portal at www.regulations.gov 
(IRS REG-136806-06). The public hear
ing will be held in the auditorium, Internal 
Revenue Service, New Carrollton Fed
eral Building, 5000 Ellin Road, Lanham, 
Maryland 20706. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Vicky Tsilas or Carla Young, 
at (202) 622-39W; concerning submis
sions of comments, the hearing andlor to 
be placed on the building access list to 
attend the hearing, Kelly Banks, at (202) 
622-0392 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regu
lations (26 CFR part I). Final regulations 
(T.D. 8712, 1997-12 I.R.B. 4) under sec
tion 141 of the Code were published in 
the Federal Register on January 16, 1997 
(62 FR 2275) to provide comprehensive 
guidance on most aspects of the private 
activity bond restrictions. This document 
amends the Income Tax Regulations un
der section 141 of the Code by proposing 
modifications to the standards for treating 
payments in lieu of taxes as generally ap
plicable taxes for purposes of the private 
security or payment test under section 
141. These regulations are published as 
proposed regulations to provide an oppor
tunity for public review and comment. 

Explanation of Provisions 

1. Introduction. 

In general, interest on State and local 
govemmental bonds is excludable from 
gross income under section 103 of the 
Code. Interest on a private activity bond, 
other than a qualified bond under section 
141(e), is not excludable from gross in
come. Section 141(a) classifies a bond as a 
private activity bond if it is part of an issue 
that meets both the private business use 
test under section 141(b)(I) (the private 
business use test) and the private security 
or payment test under section 141 (b )(2) 
(the private payment test). In addition, 

section 141 (a) independently treats a bond 
as a private activity bond if it is part of an 
issue that meets the private loan test under 
section 141 (c). 

Section 141(b)(2) provides generally 
that an issue meets the private payment 
test if the payment of the debt service on 
more than 10 percent of the proceeds of 
such issue is (under the terms of such issue 
or any underlying arrangement) directly 
or indirectly (I) secured by any interest in 
property used or to be used for a private 
business use, or payments in respect of 
such property, or (2) to be derived from 
payments (whether or not to the issuer) in 
respect of property, or borrowed money, 
lIsed or to be used for a private business 
use. 

II. Private Payment Test in General. 

Sections 1.I41-4(c) and 1.141-4(d) of 
the Income Tax Regulations provide broad 
general rules for purposes of application of 
the private payment test. Private payments 
generally include any payments made, di
rectly or indirectly, by any nongovernmen
tal person that is a private business user of 
proceeds during a period of private busi
ness use and any payments made with re
specI to property financed with proceeds of 
an issue during a period of private business 
use, whether or not made by a private busi
ness user. In addition, private payments in
clude property and payments in respect of 
property that are used or to be used for pri
vate business use to the extent that any in
terest in that property or payments serves 
as security for the payment of debt service 
on an issue. 

III. Generally Applicable Taxes Exception. 

Section 1.141-4( e) provides an excep
tion to the otherwise-broad scope of pay
ments taken into account under the pri
vate payment test in the case of "gener
ally applicable taxes." In general, the pur
pose of the generally applicable taxes ex
ception is to allow eligible tax payments 
made with respect to property or services 
to be used to pay debt service on an is
sue without causing private payments. For 
this purpose, § 1.141-4(e)(2) defines a gen
erally applicable tax to mean an enforced 
contribution exacted pursuant to legisla
ti ve authority in the exercise of the tax
ing power that is imposed and collected 

for the purpose of raising revenue to be 
used for governmental purpo<;es. To qual
ify as a generally applicable tax, a tax must 
have a uniform rate that is applied to all 
persons of the same classification in the 
appropriate jurisdiction and the tax must 
have a generally applicable manner of de
termination and collection. By contrast, 
under §l.l41-4(e)(3), a payment does not 
qualify as a generally applicable tax if it 
is a special charge for a special privilege 
granted or service rendered (for example, 
a payment limited to property or persons 
benefited hy an improvement). Sections 
1.141-4(e)(4)(ii) and (iii) set forth certain 
permissible and impermissible agreements 
that bear upon whether or not a tax has a 
generally applicable manner of determina
tion and collection. For example, an agree
ment to reduce or limit the amount of taxes 
collected to further a bona fide governmen
tal purpose is a permissible agreement. 

IV. Certain Payments in Lieu of Taxes 
Treated as Generally Applicable Taxes. 

In addition, existing §1.141-4(e)(S) 
treats certain tax equivalency payments or 
PILOTs as generally applicable taxes if (I) 

the payments are commensurate with and 
not greater than the amounts imposed by 
the statute for a tax of general application, 
and (2) the payments are designated for a 
public purpose and are not special charges 
(as described in § 1.14l-4(e)(3)). Exist
ing §1.I41-4(e)(S) further provides an 
example which states that a PILOT madc 
in consideration for the use of property 
financed with tax-exempt bonds is treated 
as a special charge. 

The Treasury Department and the IRS 
are concerned that additional guidance 
may be needed regarding the existing 
standards for treating PILOTs as generally 
applicable taxes amI that those existing 
standards potentially could be interpreted 
in an unduly broad manner to provide 
favorable treatment for certain PILOTs 
which may have an insufficient link to 
generally applicable taxes. Conversely, 
the Treasury Department and the IRS are 
concerned that the la~l sentence of existing 
§1.14l-4(e)(S)(ii), which provides as an 
example of a special charge a PILOT paid 
in consideration for the use of property 
financed with tax-exempt bonds, could be 
interpreted in an unduly re,trictive manner 
to prevent any PILOTs with respect to 
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property financed \\ith tax-exempt bonds 
from being treated as generally applicable 
taxes. 

To address the\e concerns. the Treasury 
Department and the IRS propose to mod it\' 
the standards to better assure a reasonably 
close relationship hetween eligihle PILOT 
payments and generally applicahle taxes. 
The proposed clarification pnl\ides that an 
eligible PILOT payment must represent a 
fixed percentage of. or retlect a fixed ad
justment to. the amount of generally ap
pi icable taxes in each year. based on com
parable current valuation assessments. In 
addition. the Treasury Department and the 
IRS propose to eliminate the example in 
the last sentence of ~ 1.141--4(e)('iI(ii) Re
garding this latter proposal. the Treasury 
Department and the IRS believe that the 
existing definition of special charge under 
~ 1.141--4(e)0) adequately addresses this 
principle. 

The proposed standards for treating 
PILOTs as generally applicable taxes 
generally contemplate PILOTs based on 
property taxes. The Treasury Department 
and the IRS also seek public comment 
regarding whether any special rules are 
necdcd to aLldress PILOTs based on other 
taxes. including sales taxe~. 

Proposed Effective Date 

The proposed regulations are proposed 
to apply to bonds that are sold on or after 
February 16. 2007. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore. a regula
tory assessment is not reLjuired. It also has 
been determined that section 553(b) of the 
Administrative Procedures Act (.5 U.s.c. 
chapter .5) does not apply to thcsc rcg
ulations. and because the regulations do 
not impose a collection of information Dn 
small entities. the Regulatory Flexibility 
Act (5 U.s.c. chapter 6) does not apply. 
Pursuant to section 7805(f) of the Code. 
this proposed regulation has been submit
ted to the Chlet Coumel for Advocacy 
of the Small Business Administration for 
comment on it:-, impact on small business. 
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Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regUlations. consiuera
tion will be gi\en to any written (a signed 
llriginal and eight (8) copies) or electronic 
comments that are submitted timely to 
the IRS. The Treasury Department and 
the IRS specifically reLjuest comments on 
the darity of the propo~ed rules anu how 
they may be made easier to understand. 
All comments will be available for public 
inspection and copying. 

A public hearing has been scheduled 
for February 13. 2007. at lOa. Ill. in the au
ditorium of the Internal Revenue Service, 
New Carrollton Federal Building. 5000 
Ellin Road. Lanham, Maryland 20706. 
Due to building security procedures. vis
itors must enter at the New Carrollton 
federal Building main entrancc. In ad
dition, all visitors must present photo 
identification to enter the building. Be
cause of access restrictions. visitors will 
not be admitted beyond the immediate 
entrance area more than 30 minutes before 
the hearing starts. For information about 
having your name placed on the building 
access list to attend the hearing. see the 
"FOR FURTHER INFORMATION CON
TACT" section of this preamhle. 

The rules of 26 CFR 601.601 (a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit written or electronic comments and 
an outline of the topics to be discussed 
and the amount of time to be devoted to 
each topic (signed original and eight (8) 

copics) by January 16, 2007. A period of 
10 minutes will be allotted to each person 
for making comments. An agenda show
ing the scheduling of the speakers will be 
prepared after the deadline for receiving 
outlines has passed. Copie~ of the agenda 
will he available free of charge at the hear
ing. 

Drafting Information 

The principal authors of these reg
ulations are Rebecca L. Harrigal, 
Vicky Tsilas. and Carla Young. Office 
of Di vision Counsell Associate Chief 
Counsel (Tax Exempt and Government 
Entities). IRS. However, other personnel 
from the IRS and the Treasury Department 
participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part JS follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Scction 1.141--4(e)(5) is revised 

to read as follows: 

.Q/.f41-4 Primte Security or Payment 
Test. 

* * * * * 
(e) '" * * 
(5) Payments in lieu of taxes-(i) III 

general. A tax equivalency payment or 
other payment in lieu of a tax (PILOT) is 
treated as a generally applicable tax if-

(A) The payment is commensurate with 
and not greater than the amounts imposed 
by a statute for a generally applicable tax 
in each year; and 

(B) The payment is designated for a 
public purpose and is not a special charge 
(as described in paragraph (e)(3) of this 
section). 

(ii) Commensurate standard. For pur
poses of this paragraph (e)(S), a payment 
is "commensurate" with generally applica
ble taxes only if the amount of such pay
ment represcnts a fixcd percentage of. or 
reflects a fixed adjustment to, the amount 
of generally applicable taxes that other
wise would apply to the property in each 
year if the property were subject to tax. For 
example, a payment is commensurate with 
generally applicable taxes if it is equal to 
the amount of generally applicable taxes 
in each year, less a fixed dollar amount 
or a fixed adjustment determined by refer
ence to characteristics of the property, such 
as size or employment. A payment does 
not fail to be a fixed percentage or adjust
ment as a result of a single change in the 
level of the percentage or adjustment fol
lowing completion of development of the 
subject property. The payment must be 
based on the current assessed value of the 
property for property tax purposes for each 
year in which the PILOTs are paid and that 
assessed value must be determined in the 
same manner and with the same frequency 
as property subject to generally applicable 
taxes. A payment is not commensurate if 



it is based in any way on debt service on 
an issue or is otherwise set at a fixed dol
lar amount that cannot vary with the as
sessed value of the property detem1ined 
in the manner described in this paragraph 
(e)(5)(ii). 

~ * * * * 
Par. 3. Section 1.141-15 is amended by 

adding paragraph (m) to read as follows: 

§1.l41-J5 Effective Dales. 

* * * * * 
(m) Effective date for certain regu

lations relating to payments in lieu of 
lax. The rules of §1.141-4(e)(5) apply 
to bonds sold on or after [DATE THAT 
IS 120 DAYS AFTER PUBLICATION 
OF THIS DOCUMENT IN THE Federal 
Register 1 that are subject to section 141. 

Mark E. Matthews. 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by the omce of the Federal Regiqer on October 18. 
2006. 8:45 a.m .. and publj,hed in the j"ue of the Federal 
Registerfor October 19. 2006. 71 FR. 6169J ) 

Definition of Taxpayer for 
Purposes of Section 901 and 
Related Matters; Correction 

Announcement 2006-90 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
and notice of public hearing; Correction. 

SUMMARY: This document contains 
corrections to notice of proposed rulc
making and notice of public hearing 
(REG-I 24 I 52-06. 2006-36 I.R.B. 368) 
that was published in the Federal Reg
ister on Friday, August 4, 2006 (71 FR 
44240) relating to the determination of 
who is considered to pay a foreign tax for 
purposes of sections 901 and 903. 

FOR FURTHER INFORMATION 
CONTACT: Bethany A. Ingwa\son, (202) 
622-3850 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The notice of proposed rulemak
ing and notice of publ:c hearing 
(REG-I 24152-06 ) that is the subject 
of these corrections are under sections 90 I 
and 903 of the Internal Revenue Code 

l\eed for Correction 

As published, the notice of proposed 
rulemaking and notice of public hearing 
(REG-l 241 52-06) contains errors that 
may prove to be misleading and are In 

need of clarification. 

Correction of Publication 

Accordingly. the notice of proposed 
rulemaking and notice of public hearing 
(REG-124152-06) that was the subject 
of FR Doc. E6-12358 is corrected as fol
lows: 

§1.901-2 [Corrected] 

1. On page 44246. column I. 
§1.901-2(f)(6), paragraph (i) of Example 
4., line 4. the language "county Y. A ac
crues interest income on the" is corrected 
to read "country Y. A accrues interest in
come on the". 

2. On page 44246, column 2. 
§1.901-2(f)(6), paragraph (i) of Exam
ple 4 .. first paragraph of the column. line 
1, the language "pay over to country X 10 
percent of the" is corrected to read "pay 
over to lountry Y 10 perlent of the". 

3. On page 44247, column I, 
§1.901-2(f)(6). paragraph (i) of Exam
ple 15., the language "tax purposes. New D 
also has a short U.S." is corrected to read 
"tax purposes. "New" D also has a short 
U.S.". 

4. On page 44247, column 1. 
§1.901-2(f)(6), paragraph (ii) of Example 
8., line II, the language "years of termi
nating 1) and new D. See" is corrected to 
read "years of old D and new D. See". 

5. On page 44247, column I. 
§ 1.90 1-2(f)(6). paragraph (ii) of Exam
ple 8., line 13. the language "allocation 
of terminating D's country M taxes" is 
corrected to read "allocation of old D' s 
country M taxes". 

6. On page 44247, column I. 
§ 1.901-2(h). the language "(h) Effec
tire Date. Paragraphs (a)" is corrected to 

read "(h) Effectit'e dute. Paragraphs (a)". 

LaNita Van Dyke, 
Federal Register Liaison, 

Publicatiolls alld Regulations Brunch, 
Legal Processing Dil'isiol1. 

Associate Chief Counsel 
(Procedure alld Administration). 

(Filed hy the OffICe of the Federal Regj'ter on October 30. 
201J6. X:4S a.m .. and publi,hed m the ,,,U< of the Federal 
Reg,,(er for Oc(ober 11. 21106. 71 FR. 61132) 

Determination of Basis 
of Stock or Securities 
Received in Exchange for, 
or With Respect to, Stock 
or Securities in Certain 
Transactions; Treatment 
of Excess Loss Accounts; 
Correction 

Announcement 2006-91 
AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to final and temporary regula
tions iT.D. 9244. 2006-8 I.R.B. 463), that 
were published in the Federal Register 
on Thursday. January 26, 2006 (71 FR 
4264) This regulation provides guidance 
regarding the determination of the basis of 
stock or securities received in exchange 
for. or with respect to, stock or securities 
in certain transactions. 

DATES: This correction is effective Jan
uary 23. 2006. 

FOR FURTHER INFORMATION 
CONTACT: Theresa M. Kalish, (202) 
622-7530 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final and temporary regulations 
(TO. 9244) that are the subject of these 
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corrections are under sections 358 and *1.358-2 [Corrected] 
1502 of the Internal Rewnue Code. 

Par. 3. Section 1.3S8-:2(c) is amended 
Need for Correction by re\i~ing paragraphs (ii) in EWlIljl!e.1 .J. 

5. 0 and J I to read as follows: 
As published. T.D. l)~+-+ c()nt~lins ernm 

that may prow to be misleading and are in .~!.35X-2 AI/ocutio/l o( hasis W/lon,!; 
need of clarification. Ilonrecogllitio/l propert\,. 

Correction of Publication 

Accordingly. ~6 CFR Part 1 is cor
rected by making the following correcting 
amendments: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 USC 7805 * * " 

§ 1.358-1 [Corrected] 

Par. 2. Section 1.358-1 is amended by 
revising paragraph (b). Example to read as 
follows: 

*!. 3 5X-! Basis to distriblltees. 

(a) * * * 
(b) * * * 
i:\umple. A purcha,ed a ,hare of ,tnck In Cor

poration X in 1935 for $150. Slllce that date A has 
received di,trihutions out of other than earning, and 

profits (as defined in section 3161 totaling $60. so lhat 
A s adjusted hasis for the stock is $90. In a transaction 
qualifying under ,ection 356. A exchanged thiS share 
for one share in Corpor<ltiol1 Y. worth $100. cash in 
the amount of $1 O. and other property with a fall' mar
ket value of $30. The eXl'h,lnge had the effect of the 
distribution of a dividend. A's ratable share of the 

earnings and pmflls of Corporution X accumulated 
ufter F~bruury 2X. 1913. wa, $5. A realircd a gaill 
of $50 on the exchange. hut the amount rccogniled is 
limited to SolO. the slim (If the cash recei\ ed and the 
fair market \'alth: of the (lther property. or the gain 
recogni7ed. $5 is taxahle as a dividend. and ):1) is 
taxahle as a gam Irom the exchange of property. The 
basis to A of the one ,hare of qock of Corpm<1tion Y 
is )90. that is. Ihe adjusted bNS (If the one ,hare of 
stock ot' COI'poratiol1 X I :i><)O I. decreased hy Ihe sum 
of the chh recei\'ed (q; I 0 I Cllld Ihe Llir market \ alue of 

the other property received (S:10) and inlTeased be the 
sum of the alll(lunt treateo as a dividend ($51 and the 
amount treated a' a g<lln frolTl lhe exchange of pmp
crt) I S.'5). The na,i, Df the (lther property received is 

S:10. 

ta) ,!, " ", 

(2) * * * 
(\'iii) * * * 
(c) * " * 
EX(llIIple 4. (i) " "' * 
(iii An1lh.I;I. Under paragr~ph (a)(1](iil of thi, 

section and under ~ 1.356-1 (b l. because th~ terms of 

the exchange do not 'pecify that sllares of Corpora

tion Y ,tol'k or ca,h are received in exchange for par

ticular shares of Cia" A stock or Cia" B qock of 

Curporatiun X. a I'm /'(If(/ portion "f the share, "fCor

poration Y stock and cash received will he treated 
a, received ill exch:ll1ge for each share of Class A 

stock and Class B stock of Corporation X surrendered 

hased on the fair market value of slich stock. There

fore. J is treated as receiving one share of Corporation 
Y qock and S5 of cash 111 exchange for each share 

of Class A stock of Corporalion X and one share of 

Corporation Y stock and $5 of cash in exchange for 
each share of Cia" R stock of Corporation X J re

alizes a gain of $lolO on the exchange of shares of 

Class A stock of Corporation X. $100 of which is rec

ognized under * 1..l56--lIa) J reali7es a gain of $80 
on the exchange of Class B stock of Corporation X. 
all of which IS recugnized under ~ 1.356-1 (a). Under 
paragraph (a)(2)(I) of thIS section. J has 10 shares of 

Corpuration Y stock. each of IIhich has a basis of $2 
and is treated as having heen acquired un Date I. 10 

shares of Corporation Y stock. each of which has a 

hasis of $ol and is treated as having heen acquired on 
Date ~, and 20 shares of Corporation Y stock. each of 
which ha, a basis of $5 and IS treated as having been 
aC4uired on Date l Under paragraph (a)(2)(vii) of 

this section. on or hefore Ihe oate on which the basis 
of a share of Corporation Y stock received become, 

relevant. J may de,ignate which of the share, of Cor
poration Y slock received have a basis of $2. which 
have a baSIS of 5>4. and which have a basi, of $5 

Exw)/pie 5. (i)< " * 
(iii Alluln;'l. Under paragraph (a)(2){lil of this 

section and under ~ I J51i-1 (hl. because the terms 01' 
the exchange specify lhat J recen'cs olO shares of ,lOck 

of Corpor:Jtion Y in exchange for J's shares of Clas> 
A s[o,k of Corporation X and $200 of cash in ex
change for J', shelle, of Cia" B stock of Corporation 
X and such term, are economically rea,onable. such 
terms controL J realizes a gain of $lolO on the ex
change of shares of Class A stock of Corporation X. 
none of which IS recogni1.cd under ~ I ,356-ltaJ. J re
aliLes a gain ofSS() nil the exchange of ,hares uf Clas, 
B stock of Corporation X. all of which is recrgnized 
under ~ 1.:156-I(al Under paragraph la)(2J(i) of this 
section. J has 20 shares of Corporation Y stock. each 

of 1\ hlch has a baSIS of $1 and is treated as having 
heen ac'qulfcu on Date I. and 20 shares of Corpo
ratil1n Y ,to,)... each ot' \\ hich has a basis of 52 and 

th~ dat~ on which the l1asis of a share of CorpofJtion 

Y stock reccil.:d oCc'ollles rel':1 ant. J may designate 
\\ hi .. h of Ih~ ,Il:lr~, (If Corporation Y stock re.:eived 

h'l\ e ,1 nasis nt S I and II hlL'h hal e a oasis of $~. 
E\(//III,I<' {,. (i)" ~ '" 

(iii AIli/lI·s;.,. Under paragraph (a)(:?l(ii) of this 

s('clt('n ,1I1d under * lJ54-1 (a). oeL'ause the terms of 
the ('xc'hangc 'pecify that J r.:c.:i\es 10 shares of stod. 

of C(lrporcltion Y in e\,'hangc lor)', sh,lr.:s nfClass 

:\ ,tock of Corporation X and a Corpnration Y'('cu

nty In (,xchange Illf It, Corporation X s(','urity and 

'lIl'h t(,l'Ins are ('conomlcally reasonahle. such term, 

control. Pursuant to s('ction 354. J recngnlles no gain 

on cllher exchange. Under paragraph (al(21Ii) of this 
sc(tion. J has 10 shar('s of Corporation Y stock. each 

of \\ hlCh has a baSIS oj $2 and is treated a.s ha\'lng 
been aC4uired 011 Date I. and a ,ecurity that ha, a ba· 

sis of $1 00 and is treated as ha\ing been acquired on 

Date 2. 

* * *' *' * 
Example 1 r. (ii' " " 
(ii) Al/allSis. Under paragraph (a)(~J(iiil of this 

section. J i, deemed to have received ,hares of Cor· 

poratlOn Y stock with an aggregate fair market value 

of $1.000 in exchange for}', Corporation X shares. 

Consistent With th~ economics of the transaction and 
the righls asslKiated with each class of stock of Cor

poration Y owned by J. J is deemed to receive addi

tional shares of Corporation Y common stock. Be
cause the value of the COllll1lllO stock indicates that 
the liquidation preference associated with the Corpo

ration Y preferred stock could be satistled even if the 
reorganization did not occur. it is not appropriate to 
deem the i>suance of additional Corporation Y pre

ferred stock. Given the number of outstanding shares 
Df common stock of Corporation Y and their value 

immediately before the effective time of the reorga
nization. J is d~emed to have received 100 shares of 
common stock of Corporation Y in the reorganiza

tion. Under paragraph (a)(2)(il of thiS section, each of 
those shares has il basis of $1 and is treated as having 

been acquired on Date I Then. the common stock 

of Corporation Y is deemed to be recapitalilcd in a 
reorganizatIOn under section 3li8(aj( I )(EI in whieh J 
receive, Ion shares of Corporation Y common stock 
in exchange for those shares of Corporation Y com· 
mon stock that 1 held immediately prior tOlhe reorgo
IlIzation and those ,hares of Corporation Y common 
stock that J is deemed to have received in the reor
ganization. Under par<lgraph (aJ(2)(i). immediately 
after the reorganizatinn. J holds 50 shares of Corpo
ration Y common stock, each of which h~s a basis of 

$2 and IS treated as having been acquired on Date I. 
and 50 shares of Corporation Y common stock. eaeh 
of which has a hasis of $4 and i5 treated as having 
been acquired on Date 2. Under paragraph (aj(2)(vii) 
of this section. on or before the date on which the ba
sis of any share of J's Corporation Y common stock 
becomes relevant. J may designate which of those 
shares have a basis of S2 and which have a ba,ls of 

M. 

* * * * * 

§1.1S02-19T [Corrected] 

is treated as hay ing been aClfuned on Date 2. Un- Par. 4 Section 1.IS02-19T is amended 
der pamgraph (a)l211 vii) of this section. on or before by removing the cross-reference for para-
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graphs (b) through (c) and adding a cross
reference for paragraphs (a) through (e) 
and revising the text of (h)(2)(iv) to read 
as follows: 

§1.1502-19T Excess loss accounts 

(temporary). 

(a) through (c) [Reserved]. For further 
guidance, see § 1.1502-19 (a) through (c). 

* * * * * 
(h)(2)(iv) * * * For guidance regarding 

detenninations of the basis of the stock of a 
subsidiary acquired in an intercompany re
organization on or after January 23, 2006, 
see paragraphs (d) and (g) Example 2 of 
this section. 

* * * * * 
§1.1502-32 [Corrected] 

Par. 5. Section 1.1502-32 is amended 
by revising the text of paragraph (h)(8) to 
reads as follows: 

§ 1.1502-32 Investment adjustments. 

* * * * * 
(h) * * * 
(h)(8) * * * Paragraph (b )(5 )(ii) Exam

ple 6 of this section applies only with re
spect to determinations of the basis of the 
stock of a subsidiary on or after January 
23, 2006. For determinations of the basis 
of the stock of a subsidiary before January 

23,2006, see §1.1502-32(b)(5)(ii) Exam

ple 6 as contained in the 26 eFR part 1 edi
tion revised as of April I, 2005. 

Guy R. Traynor. 
Chief, Publications and 

Regulations Branch, 
Legal Processing Dil'isiol1. 

Associate Chief Counsel 
(Procedure and Administration). 

(Filed by the Office of [he Federal Regi\ler on Octoher 2.1, 
2006. 8:4S a.m. and published in [he i"uc of the Federal 
Register for October 26. 2006. 71 F.R. 62556) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section I.-Tax Imposed 

Thc Sen ICC pfln iJe, ;nllall'lIl ;ILilll'tlllenh tll the 

tax rate tahk, fur InJil iCliah. tnhh. ;ll1U ",tat", lor 

taxahk )eal' hegll1ning III :O(l7. In adullllln. the 

dmOUllh llf l'l'rt<llil redul·tilln, allm\ cd again\{ thl' 

unearned Inl',Hlle llf minor children in COlllputlng 

the "kiddie tax" ;Ire adJlI>ted AI,o aci]lI,tcd are the 

anlllUllh lI'CO tll dctcrIllinc wltetlln a parcnt lila) 

eleci to repllrt the "kiddie tax" on the parent', return. 

Sec RCI PrIlL' ~()()n-51. page l)l)fl 

Section 23.-Adoption 
Expenses 

The Senice prm ide' intlation adjlhtment, to the 

adoptron credit allowed for the adoption of a child for 

l,,,ahk )cal' begillning in 2007. The Sen'icc aho 

pmvide, inllati"1l adju\tment' to the value used in 

cakulating the modi lied adjusted gmsl, income \rm

itatlollS usnl to detenninc the allloullt of adoption 

credit that i, allowed in taxahle years heginning in 

2007. See Rev. Proc. 2006-53. page 9l)6 

Section 24.-Child Tax 
Credit 

The Service pruvide, inflation adjustmenh lor the 

lalue u"L1 in determining the amount of the credit 

lhat may he refundahle beginning in 2007. See Rev. 
Pwc. 2006-53. page l)l)f, 

Section 25A.-Hope and 
Lifetime Learning Credits 

The Semcl' provides intlation adjustments for the 
amount of qualified tuition and related expenses that 

are taken Into arcount In determining the amount of 

the Hope Schoi<lrship Credit for taxahle years hegin
ning in 2007, ,lIId for the arnllunt of a taxpayer's mod

itied adJu.sted t!IOSS income that i, taken into account 

in determining the reduction in the amount of the 

Hope S"hnlarshlp and Lifetime Learning Credits nth
l'rwisc Jvailahle. See ReI. Proc. 2006-53. page l)l)f,. 

Section 25B.-Elective 
Deferrals and IRA 
Contributions by Certain 
Individuals 

The Sen ire pnnide, inflation adjustments to the 

adjuqcd ~ro" Income JIllOunh lhed to determine the 
,Ipplrcahk pcrcenta~e ror calculating the qualified re

llremenl ';II in)" l'llntrrhutilln, credit that may he al

limed )pr taxahle year, heglnning in 2007. See ReI. 

Pill" .:'()(In-~_'. pa~c 9% 
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Section 32.-Earned 
Income 

The Service prm ides inllation adjustment> to the 

111ll1t.ilions or the earned incnille credit for taxahle 

IC;II> bcginnillg In 20()7. See Rn. PmL·. 2006-S3, 

page 9lJ6. 

Section 42.-Low-lncome 
Housing Credit 

The Service prOlides intlation adjustments to the 

amounts used to calculate the State housing credit 

"eiling used in determining the low-income housing 

credit for calendar year 2007. See Rev. Proc. 2006-

53, page 996. 

Section 59.-0ther 
Definitions and Special 
Rules 

The Service provides an intlation adjustment to the 
exemption amount used in computing the alternative 

minimum tax for a minor child suhject \0 the "kiddie 

tax" for taxable years beginning in 2007. See Rev. 

Proe. 2006-53, page 996. 

Section 62.-Adjusted 
Gross Income Defined 

The Service proVides inflation adjustments to the 

amounts an eligible employer may pay in 2007 10 cer

tain welders and heavy equipment mechanics for rig

related expenses that are deemed suhstantiated un

der an aCC(luntable plan if paid in accordance with 
Rev. Proc. 2002-41, 2002~1 C.B. 1098. Rev. Proc. 

2002-41 modified. See Rev. Proc. 2006-53. page 

996. 

Section 63.-Taxable 
Income Defined 

The Service provides inllation adjUstments to the 

standard deduction amounts {including the limitation 
in the case of certain dependent" and the additional 

standard deduction for the aged or bhndl for taxable 

years heginning in 2007. See Rev. Proc. 2006-53, 
page l)Y6. 

Section 68.-0verall 
Limitation on Itemized 
Deductions 

The Service pro\ ides inflation adjustments to the 

OIeralllimitalion on itemized deductions for taxable 

) car, hcglllning in 2007. Sec Rev. Pmc. 20(l6-5_~, 

page 996. 

Section 132.-Certain 
Fringe Benefits 

The Service provides inflation adjustments 10 the 

limitations 011 the exclusion Df incIJme for a qualified 

transportation fringe henelit for taxable years begin

ning in 2007. See Rev. Proe. 2006-53, page 996. 

Section 135.-lncome 
From United States Savings 
Bonds Used to Pay Higher 
Education Tuition and Fees 

The Service provides inflation adjustments to the 

limitation on the exclusion of income from United 

States savings bonds for taxpayers who pay qualified 

higher education expenses for taxable ycars begin

ning in 2007. Sec Rev. Proc. 2006-53, page 996. 

Section 137.-Adoption 
Assistance Programs 

The Service provides intlation adjustments to the 

maximum amount that can be excluded from an em

ployee's gross income in connection with a qualified 

adoption assistance program for taxable years begin

ning in 2007. The Service also provides inflation ad

justments to the amount used to calculate the modi

fied adjusted gTDSS income limitations used to deter

mine the amount that can be excluded from an em

ployee's gross income for taxable years beginning in 

2007 See Rev. Proc. 2006-53, page 996. 

Section 146.-Volume Cap 
The Service provides inflation adjustments to the 

amounts used to detenmine the State ceiling for the 
volume cap of private activity bonds for calendar year 

2007. See Rev, Proc. 2006-53, page 996. 

Section 148.-Arbitrage 

26 eFR 1.148~5: Yield and vaiuacion o!invescments. 

The Service provides inl1ation adjustments for de

termining in the calendar year 2007 whether a bro
ker's commission or similar fee with respect to the 

acquisition of a guaranteed investment contract or in

veltrnents purchased for a yield restricted defeasance 

escrow is reasonable. See Rev. Proc. 2006-53, page 
996. 



Section 151.-Allowance 
of Deductions for Personal 
Exemptions 

The Service provides inflation adjustments to the 
personal exemption ~nd to the thre,hold amount, of 
adjusted gross income above which the exemption 
amount phases out for taxable years beginning in 
2007, See Rev. Proc. 2006-53, page 996. 

Section 170.-Charitable, 
etc., Contributions and Gifts 

The Service provides inflation adjustments to the 
"insubstantial benefit" guidelines for calendar year 
2007. Under the guidelines, a charitable contribu
tion is fully deductible even though the contributor re
ceives "insubstantial benefits" from the charity. See 
Rev. Proc. 2006-53, page 996. 

Section 179.-Election 
to Expense Certain 
Depreciable Business 
Assets 

The Service provides inflation adjustments to the 
aggregate cost of section 179 propeny that a taxpayer 
may elect to treat as an expense for taxable years be
ginning in 2007. See Rev. Proc. 2006-53, page 996, 

Section 199.-lncome 
Attributable to Domestic 
Production Activities 
26 CFR 1.199-7: Expanded affiliated groups. 

10.9293 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

TIPRA Amendments to Section 
199 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains 
final and temporary regulations concern
ing the amendments made by the Tax 
Increase Prevention and Reconciliation 
Act of 2005 to section 199 of the Internal 
Revenue Code. The temporary regula
tions also contain a rule concerning the 

use of losses incurred by members of an 
expanded affiliated group. Section 199 
provides a deduction for income attribut
able to domestic production activities. The 
regulations will affect taxpayers engaged 
in certain domestic production activities, 
The text of the temporary regulations also 
serves as the text of the proposed reg
ulations (REG-I27R 19-06) set forth in 
the notice of proposed rulemaking on this 
subject in this issue of the Bulletin. 

DATES: tjfecTive Date: These regulations 
are etlective October 19,2006. 

Applicability Date: For dates of appli
cability, see §1.199-8T(i)(S) and (6). 

FOR FURTHER INFORMATION 
CONTACT: Cuncerning §§ 1.199-
2T(e)(2) and I. I 99-RT(i)(5), 
Paul Handleman or Lauren Ross Taylor, 
(202) 622-3040; concernmg 
§§1.l99-3T(i)(7) and (8), and 1.199-51, 
Martin Schaffer, (202) 622-3080; 
and concerning §§ 1.199-7T(b)( 4) and 
1. I 99-8T(i)(6), Ken Cohen, (202) 
622-7790 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document provides rules relating 
to the deduction for income attributable 
to domestic production activities under 
section 199 of the Internal Revenue Code 
(Code). Section 199 was added to the 
Code by section 102 of the American 
Jobs Creation Act of 2004 (Public Law 
108-357, 118 Stat. 1418), and amended 
by section 403(a) of the Gulf Opportunity 
Zone Act of 2005 (Public Law 109-J 35, 
119 Stat. 25) and section 514 of the Tax 
Increase Prevention and Reconciliation 
Act of 2005 (Public Law 109--222, 120 
Stat. 345) (TIPRA). On June I, 2006, 
the IRS and Treasury Department pub
lished final regulations under section 199 
(T.D. 9263, 2006-25 I.R.B_ 1063 [71 FR 
31268]). The preamble to the final reg
ulations states that the IRS and Treasury 
Department plan on issuing regulations on 
the amendments made to section 199 by 
section 514 of TIPRA. 

General Overview 

Section I 99(a)(1) allows a deduction 
equal to 9 percent (3 percent in the case of 

taxable years beginning in 2005 or 2006, 
and 6 percent in the case of taxable years 
beginning in 2007. 2008. or 2009) of the 
lesser of (A) the qualified production ac
tivities income (QPAI) of the taxpayer for 
the taxable year, or (B) taxable income (de
termined without regard to section 1\)9) for 
the taxable year (or, in the case of an indi
vidual, adjusted gross income (AGI)). 

Section 199(b)( 1) limits the deductiun 
for a taxable year 10 50 percent of the W-2 
wages paid by the taxpayer during the cal
endar year that ends in such taxable year. 
For this purpose, section 199(b)(2)(A) de
fines the term W-2 wages to mean, with 
respect to any person for any taxable year 
of such person, the ~um of the amounts de
scribed in section 605I(a)(3) and (8) paid 
by such person with respect to employ
ment of employees by such person during 
the calendar year ending during such tax
able year. Section 514(a) of TIPRA added 
new section 199(b)(2)(B), which provides 
that the term W-2 wages does not in
clude any amount which is not properly 
allocahle to domestic production gross 
receipts WPGR) for purposes of section 
199(c)(I). Section 199(b )(2)(C) provides 
that the term W-2 wages docs not include 
any amount that is not properly included 
in a return filed with the Social Security 
Adll1ini~tration on or before the 60th day 
after the due date (including extensions) 
for the return. Section 199(b)(3) provides 
that the Secretary shall prescribe rules for 
the application of section 199(b) in the 
case of an acquisition or disposition of a 
major portion of either a trade or business 
or a separate unit of a trade or business 
during the taxable year. 

Pas,\-thru Entiries 

Section I 99(d)(1 )( A) provides that, in 
the case of a partnership or S corpora
tion, (i) section 199 shall be applied at the 
partner or shareholder level, (ii) each part
ner or shareholder shall take into account 
such person's allocable share of each item 
described in sectiun 199(c)(I)(A, or (8) 

(determined without regard to whether the 
items described in section 199(c)(l)( A) 
exceed the items described in section 
IYY(c)(I)(B)), and (iii), as amended by 
section 514(b) of TIPRA, each partner or 
shareholder shall be treated for purposes 
of section 199(b) as having W-2 wages 
for the taxable year in an amount equal to 
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such person' s allocable share of the W-2 
wages of the partnership or S corporation 
for the taxable year (as determined under 
regulations prescribed by the Secretary). 

Section J 99( d)( J )( B) provides that. in 
the case of a trust or estilte. (i) the items 
referred to in section 199(d)(I)(A)lii) (as 
determined therein) and the W-2 wages 
of the trust or estate for the taxable year 
shall be apportioned between the benefi
ciaries and the fiduciary (and among the 
beneficiaries) under regulations prescribed 
by the Secretary. and (iil for purposes of 
section 199(d)(2). AGI of the trust or es
tate shall be determined as provided in sec
tion 67(e) with the adjustments described 
in such section. 

Section Il)Y(d)( I HC) provides that the 
Secretary may prescribe rules requiring 
or restricting the allocation of items and 
wages under section I 99( d)( I) and may 
prescribe such reporting requirements as 
the Secretary determines appropriate. 

ExplIl/ded Affili(/ted Groups 

Section 199(d)(4)(A) provides that all 
members of an expanded affiliated group 
(EAG) are treated as a single corpora
tion for purposes of section 199. Section 
199(d)(4)(B) provides that an EAG is 
an affiliated group as defined in section 
1504(a), determined by substituting "more 
than 50 percent" for "at least 80 percent" 
each place it appears and without regard 
to section 1504(b)(2) and (4). 

Authority to Prescrihe Regulariulls 

Section I 99( d)( 8) authorizes the Secre
tary to prescribe such regulations as are 
necessary to carry out the purposes of sec
tion 199. including regulations that pre
Yent more than one taxpayer from being al
lowed a deduction under section 199 with 
respect to any activity described in section 
199(c)(-I-)(A)(i). 

Explanation of Provisions 

W-.? Wages Property Allocahle to 
[)olllcsri( Pmdllcrioll Gross Receipts 

Section 51-1-(a) of TlPRA amended sec
tion 199(b)( 2) to provide that the term ~V-2 
lI'oges ooes not include any amount that is 
not properly allocable to DPGR for pur
poses of section I 99( c)( I ). The Secretary 
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is authorized to provide rules for the proper 
allocation of items (including wages) in 
determining QPAL See section 199(d)(8). 
The temporary regulations provide that 
for taxable years beginning after May 
17. 200fl, the term W-.? wages includes 
only amounts described in ~ 1.199-2(e)(\ ) 
(paragraph (e)( I) wages) that are prop
erly allocable to DPGR. The temporary 
regulations provide that a taxpayer may 
determine the amollnt of paragraph (e)( I ) 
wages that is properly allocable to DPGR 
using any reasonable method that is satis
factory to the Secretary based on all of the 
facts and circumstances. 

The temporary regulations provide 
safe harbors for determining the amount 
of paragraph (e)( I) wages that is prop
erly allocable to DPGR. Under the wage 
expense safe harbor for taxpayers using 
either the section 861 method of cost allo
cation under § 1.199-4(d) or the simplified 
deduction method under § I. I 99-4(e), a 
taxpayer may determine the amount of 
paragraph (e)( I) wages that is properly 
allocable to DPGR by multiplying the 
amount of paragraph (e)(I) wages by the 
ratio of the taxpayer's wage expense in
cluded in calculating QPAI for the taxable 
year to the taxpayer's total wage expense 
used in calculating the taxpayer's taxable 
income (or AGI, if applicable) for the 
taxable year. For purposes of determin
ing the amount of wage expense in cost 
of goods sold (CGS) under this safe har
bor, a taxpayer may determine its wage 
expense included in CGS using any rea
sonable method that is satisfactory to the 
Secretary based on all of the facts and 
circumstances. For example, a reasonable 
method would include a taxpayer using 
direct labor included in CGS as wage ex
pense included in CGS. Additionally, a 
reasonable method would include a tax
payer using the section 263A labor costs 
used by the taxpayer in its simplified 
service cost method with labor-hased al
location ratio under § I.2fl3-1 (h)(4)(ii) as 
wage expense included in CGS. Because 
CGS frequently includes goods manu
factured in prior years, and thus would 
frequently include paragraph (e)( I) wages 
from prior years attributable to DPGR, the 
amount of paragraph (e)( I) wages in CGS 
that is properly allocable to DPGR may be 
difficult to determine. The IRS and Trea
sury Department request comments on 
appropriate safe harbors for determining 

the amount of paragraph (e)(I) wages in 
CGS that are properly allocable to DPGR. 

A taxpayer that uses the small busi
ness simplified overall method of cost al
location under * 1.199-+(0 may use the 
small business simplified overall method 
safe harbor for determining the amount of 
paragraph (e)( I) wages that is properly al
locable to DPGR. Under that safe harbor, 
the amount of paragraph (e)( 1 ) wages that 
is properly allocable to DPGR is equal to 
the same proportion of paragraph (e)( I) 
wages that the amount of DPGR bears to 
the taxpayer's total gross receipts. 

As a consequence of the amendment 
to section 199(b)(2) made by TIPRA and 
its interplay with the rules in § 1.199-7(a) 
and (b) for the computation of an EAG's 
section 199 deduction, the section 199 de
duction for the members of an EAG may 
be reduced if one member of an EAG uses 
employees of another member of the EAG 
to perform activities attributable to DPGR 
and does not have paragraph (e)( I ) wages. 
In generaL § 1.\99-7 (a) and (b) provides 
that each member of an EAG calculates 
its own taxable income or loss, QPAI, and 
W-2 wages, which are then aggregated in 
determining the EAG' s section 199 deduc
tion. Therefore, prior to the amendment 
to section 199(b)(2), in determining the 
wage limitation under section I 99(b)(l ) 
(the W-2 wage limitation), it was irrele
vant which member of an EAG had the 
paragraph (e)( I) wages, bCl:ause there 
was no requirement that paragraph (e)(l) 
wages be properly allocable to DPGR 
to qualify as W-2 wages, and the W-2 
wages of all the members of an EAG are 
aggregated. 

For example. assume that X and Yare 
members of an EAG and do not join in the 
filing of a consolidated Federal income tax 
return. X has paragraph (e)(l) wages in
curred in connection with y's DPGR ac
tivities, but X has no DPGR itself. Fur
ther assume that Y has no paragraph (e)(l) 
wages. Prior to the amendment to sec
tion 199(b)(2), notwithstanding that X has 
no DPGR, X would have W-2 wages, be
cause there was no requirement that para
graph (e)( I) wages be properly allocable to 
DPGR. Thus, the EAG would have W-2 
wages, the same as if y, rather than X, had 
the paragraph (e)O) wages. Assuming the 
EAG had QPAI and taxable income, the 
EAG would receive a section 199 deduc
tion. 



After the amendment to section 
199(b )(2), to qualify as W -2 wages within 
the meaning of § 1.199-2T(e)(2), para
graph (e)( I) wages must be properly allo
cable to DPGR to qualify as W-2 wages. 
Because each member of an EAG sepa
rately calculates its own items before they 
are aggregated by the EAG, the member 
having the paragraph (e)( J) wages must 
itself have DPGR to which the wages 
are properly allocable in order to qualify 
those wages as W-2 wages. Paragraph 
(e)(I) wages that are not properly alloca
ble to DPGR of the member having the 
paragraph (c)(l) wages do not qualify as 
W-2 wages, even if the paragraph (el( J) 
wages were paid in connection with an
other member's DPGR activities. Thu~, 

after the amendment to section 199(bJ(2). 
X's paragraph (e)(I) wages do not qualify 
as W-2 wages, because X has no DPGR to 
which the paragraph (e)( I) wages would 
be properly allocable. Accordingly, as 
neither X nor Y has W-2 wages, the EAG 
has no W-2 wages and no section 199 
deduction. If Y had the paragraph (e)(l) 
wages rather than X, the EAG would have 
W-2 wages and a section 199 deduction. 

However, if X and Y join in the fil
ing of a consolidated Federal income tax 
return, the results may differ. Section 
l.lS02-13 (c)(I )(i) and (c)( 4) req u ires that 
the separate entity attribute:, of X's and 
Y's intercompany items or corresponding 
items be redetermined to the extent nec
essary to produce the effect as if X and 
Y were divisions of a single corporation. 
Thus, §l.lS02-13(c)(1)(i) and (c)(4) may 
apply to treat the paragraph (c)( I) wages 
incurred by X as W -2 wages. The tem
porary regulations provide examples to 
demonstrate the described scenarios. 

Pass-thru Entities 

Section 514(b) of TIPRA amended sec
tion I 99(d)( 1)( A)(iii) regarding a partner's 
or shareholder's share of W-2 wages from 
a partnership or S corporation for taxable 
years beginning after May 17,2006. After 
TIPRA, the section 199(d)( I )(A)(iii) wage 
limitation for pass-thru entities no longer 
includes the second prong of a two-prong 
standard, by which a partner's or share
holder's share of W-2 wages from the 
partnership or S corporation was limited to 
the lesser of that person's allocable share 
of W-2 wages from the entity or a speci-

fied percentage of the person's QPAI, com
puted by taking into account only the items 
of the entity allocated to that person for the 
taxable year of the entity. 

Section 1.199-ST(b)(3) and (c)(3) pro
vides guidance regarding a partner's or 

shareholder's share of W-2 wage~ of a 
partnership or an S corporation after the 
effective date of TIPRA. Except as pro
vided by puhlication in the Internal Rev
enue Bulletin (see §601.601 (dj(2)(ii)(b», 
the partnership or S corporation must allo
cate it~ paragraph (cj( I) wages (including 
any such wages from a lower-tier partner
ship of which the partnership or S corpo
ration is a partner) among its partners or 
shareholders in the same manner that wage 
expense is allocated among those partners 
or shareholders. The partner or share
holder must add its share of the paragraph 
(e)( I ) wages from the partnership or S cor
poration to the partner's or shareholder's 
paragraph (e)( I) wages from other sources, 
if any. The partner (other than a partner 
that itself is a partnership or S corporation) 
or shareholder then must calculate its W-2 
wages (as defined in § 1.199-2T(e)(2)) by 
determining the amount of its paragraph 
(e)( I) wages properly allocahle to DPGR. 
See § 1.199-2T( e)(2) for the computation 
of W-2 wages. 

Section I. I 99-ST(e) requires a 
non-grantor trust or estale to calculate 
each beneficiary's share (as well as the 
trust's or estate's share, if any) of QPA J 
and W-2 wages from the trust or estate 
at the trust or estate level. The QPAI of a 
trust or estate and W-2 wage~ of thc trust 
or estate are allocated to each beneficiary 
and to the trust or estate based on the rel
ative proportion of the trust's or estate's 
distributable net income (ON I), as defined 
by section 643(a), for the taxable year that 
is distributed or required to be distributed 
to the beneficiary or is retained by the trust 
or estate. 

Because the second prong of the wage 
limitation of section 199(d)( I )(A)(iii) was 
prospectively repealed by TIPRA, there is 
no longer any need for a special rule for 
tiered structures (where a pass-thru entity 
owns an interest in another pas,-thru en
tity). Accordingly, the rule in ~ I. 1 99-9(g) 
of the final regulations regardmg the sec
tion 199(d)( I )(A)(iii) wage limitation and 
tiered structures has not been included in 
these temporary regulations. 

The temporary regulations provide a 
transition rule for the situation in which a 
partner (or shareholder) and a partnership 
(or S corporatIon) have different taxable 
years, only one of which begins on or 
before the effective date of TIPRA. Under 
§ I. 199-5T(b)(4) and (cj(4). the beginning 
date of the taxable year of the partnership 
(or S corporation) determines which defi
nition of W-2 wages and which W -2 wage 
limitation for pass-Ihru entities apply. 

Expanded Affiliated Grol/pS 

After issuance of the final regulations, 
it was brought to the attention of the IRS 
and Treasury Department that the combi
nation of the aggregation rules for deter
mining the taxable income of an EAG in 
§ 1 .199-7(b)( 1) and the rules of section 172 
for net operating loss (NOL) deductions 
can result in the same loss being used twice 
in determining the taxable income limita
tion under section 199( a)( I )(B). That is, 
in determining the taxable income limita
tion under section 199( a)( J)(8), a loss ~us
rained by a member of an EAG could be 
used in the year the loss is sustaIned to off
set the taxable income of another member 
of the EAG in determining the EAG's tax
able income limitation. However, because 
the EAG is not a separate taxpaying en
tity that files its own tax return. the mem
ber that sustained the loss would still have 
an NOL carryover or carryback. Thus, the 
loss could be used again as an NOL de
duction of the member that sustained the 
loss in a previous or subsequent year to 
of bet its own income, either as a member 
of the same EAG, a different EAG. or on 
a stand-alone basis. Because the ~ection 
199 deduction is a percentage of the lesser 
of QPAI or taxable income (subject to the 
W-2 wage limitation), the use of the same 
loss twice could potentially reduce the sec
tion J 99 deduction Ihal should be allow
able. 

For example, assume that corporations 
X and Yare the only two members of an 
EAG and that X and Y do not file a comol
idated Federal income tax return. In 20 I 0, 
X and Y each have $100 of QPAI which, 
under ~1.199-7(b), are aggregated in de
termining the EAG'~ QPAI. X has $ ]()() of 
taxable income and Y has a $100 NOL. 
which arc also aggregated in determining 
the EAG's taxable income for purpo~es of 
the taxable income limitation of section 
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I 99( aJ( I )( B). Further a~sume that the EAG 
has sufficient W-2 wages so that the sec
tion 199 deduction is not I irnited under sec
tion 199(b)( I). Thus. although in 2010 the 
EAG has $200 of QPAI and sufficient W-2 
wages \0 that the section 199 deduction is 
not I imited under section 199( b)( I ). as a re
sult of the use of Y', NOL. the EAG has 
SO of taxable income and no ~ecti()n 199 
deduL·tion. However, because the EAG is 
not a separate taxpaying entity. Y has an 
NOL of $100 which is available for car
ryll\\.~r or carryback. In 2011. X has $100 
01 taxable income and Y. before the deduc
tion allowed under section 172. has $300 
of taxable income. Under section 172. Y 
reduces its 20 II taxable income of $300 
hy its 20 I 0 ~OL of $100. thus reducing 
Y's taxable income to $200. Y's loss was 
effectively used twice. first in 2010 to re
duce the EAG's taxable income for pur
poses of the taxable income limitation of 
section 199(a)II)(B) and then in 2011 to 
reduce Y', own taxable income, which re
duces the EAG's aggregate taxable income 
for purposes of the taxable im:ome limita
tion. 

This result was not intended. Accord
ingly. ~1.199-7T(b}(4) has been added to 
provide that. to the extent that an NOL was 
used in the year it was sustained in de
termining any EAG' s taxable income for 
purposes of the taxable income limitation 
of section 199( a)( I )( B). such NOL is not 
treated as an NOL carryover or NOL car
ryback to any taxable year in determining 
the taxable income limitation under sec
tion 144(a)( 1 )(B). Thus, in the previous 
example. solely for purposes of determin
ing the EAG's 2011 taxable income limi
tation under section 199(a)( 1 )(B), Y would 
nO( have an NOL carryover frum 2010, be
cause the entire $ I 00 NOL was used in 
2010 to reduce the EAG's taxable income. 
Therefore, for purposes of determining the 
EAG's taxable income limitation in 2011. 
Y would have taxahle income of $300 and 
the EAG \\ouIJ ha\e aggregate taxable in
come of $-1-00. The temporary regulations 
prmide examples to illustrate this prmi
slon. 

EffcctiH' Date 

Section 199 applies to taxable years be
ginning after Decemher 31. 2004. These 
temp()rar~ regulations are applicable for 
taxable years beginning on or after Oc-
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tober 19. 2006. A taxpayer may apply 
~~ I. I 99-2T(e )( 2). I. I 99-3TO)(7) and (8). 
and 1.199-ST to taxable year~ beginning 
after May 17. 2006. and before October 19, 
2006 regardless of whether the taxpayer 
otherwise relied upon Notice 2005-14. 
2005-1 C.B. 498 (see ~601.601(d)(2)). 

the provisions of REG-I05847-0S. 
2005-47 I.R.B. 987 (see ~601.601(d)(2)), 
or ~* 1.1'19-1 through 1.19'1-8. A taxpayer 
may apply *1.199-7T(b)(4) to taxable 
years beginning after December 31. 2004. 
and before October 19. 2006 regardless 
of whether the taxpayer otherwise relied 
upon Notice 2005-14. the provisions of 
REG-105847----OS. or **1.199-1 through 
1.199-9. The applicability of these tem
porary regulations expires on October 16, 
2009. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.c. chapter 
5) does not apply to these regulations. For 
applicability of the Regulatory Flexibility 
Act (5 U.s.c. 60 I el seq.), refer to the 
cross-reference notice of proposed rule
making published elsewhere in this issue 
of the Bulletin. Pursuant to section n05(f) 
of the Code. these temporary regulations 
will be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

Drafting Information 

The principal authors of these reg
ulations are Paul Handleman and 
Lauren Ross Taylor. Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries). IRS. However, other 
personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR part I is amended 
as follov,'S: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding entries in nu
merical order to read in part as follow,: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.199-0 is amended 

by adding the following entries for 
§§ 1.199-7(b)( 4) and I. I 99-8(i)(5) and 
(6): 

§ 1.199-0 Table of contellTs. 

* * * * * 

§ 1.199-7 Expanded affifiared grollps. 

* * * * * 
(b) x * * 
(4) Losses used to reduce taxable in

come of expanded affiliated group. [Re
served]. 

* * * * * 

.~1.199-8 Other rufes. 

* * * * * 
(i) * * * 
(S) Tax Increase Prevention and Recon

ciliation Act of 2005. [Reserved]. 
(6) Losses used to reduce taxable in

come of expanded affiliated group. [Re
served]. 

* * * * * 
Par. 3. Section 1.199-2 is amended by 

adding a sentence at the end of paragraph 
(e)(2) to read as follows: 

§1.199-2 Wage limitation. 

* * * * * 
(e) * * * 
(2) Limitation on W-2 wages for tax

able years beginning after May 17, 2006, 
the enactment date of the Tax Increase 

Prevention and Reconciliation Act of 

2005. * * * For further guidance, see 
§ I. 199-2T(e)(2). 

* * * * * 
Par. 4. Section 1.199-2T is added to 

read as follows: 

§J .199-2T Wage limitation (temporary). 

(a) through (d) [Reserved]. Forfurther 
guidance, see §1.l99-2(a) through (d). 

(e) Definition of W-2 wages-(l) In 

general. [Reserved]. For further guidance, 
see § 1.199-2(e)(I). 



(2) Limitation on W-2 wages for tax
able years beginning after May J 7, 2006, 
the enactment date of the Tax Increase 
Prevention and Reconciliation Act of 
2oo5-(i) In general. The term W-2 
wages includes only amounts described in 
§1.l99-2(e)(1) (paragraph (e)(l) wages) 
that are properly allocable to domestic 
production gross receipts (DPGR) (as de
fined in § 1.199-3) for purposes of section 
J99(c)(l). A taxpayer may determine the 
amount of paragraph (e)(l) wages that 
is properly allocable to DPGR using any 
reasonable method that is satisfactory to 
the Secretary based on all of [he facts and 
circumstances. 

(ii) Wage expense safe harbor-CAl In 
general. A taxpayer using either the sec
tion 861 method of cost allocation under 
§1.l99-4(d) or the simplified deduction 
method under § I. I 99-4( e) may determine 
the amount of paragraph (e)( I) wages that 
is properly allocable to DPGR for a taxable 
year by multiplying the amount of para
graph (e)( I) wages for the taxable year by 
the ratio of the taxpayer's wage expense 
included in calculating qualified produc
tion activities income (QPAI) (as defined 
in §Jl99-l(c)) for the taxable year to the 
taxpayer's total wage expense used in cal
culating the taxpayer's taxable income (or 
adjusted gross income, if applicable) for 
the taxable year, without regard to any 
wage expense disallowed by section 465, 
469, 704(d), or 1366(d). A taxpayer that 
uses the section 861 method of cost al
location under §1.l99-4(d) or the simpli
fied deduction method under § I. 1 99-4( e) 

to determine QPAI must use the same ex
pense allocation and apportionment meth
ods that it uses to determine QPAI to allo
cate and apportion wage expense for pur
poses of this safe harbor. For purposes of 
this paragraph (e)(2)(ii), the term wage ex
pense means wages (that is, compensation 
paid by the employer in the active conduct 
of a trade or business to its employees) that 
are properly taken into account under the 
taxpayer's method of accounting. 

(B) Wage expense included in cost of 
goods sold. For purposes of paragraph 
(e)(2)(ii)(A) of this section, a taxpayer may 
determine its wage expense included in 
cost of goods sold (CGS) using any rea
sonable method that is satisfactory to the 
Secretary based on all of the facts and 
circumstances, such as using the amount 
of direct labor included in CGS or using 
section 263A labor costs (as defined in 
§1.263A-I(h)(4)(ii» included in CGS. 

(iii) Small business simplified over
all method safe harbor. A taxpayer that 
uses the small business simplified overall 
method under § 1.199-4( f) may use the 
small business simplified overall method 
safe harbor for determining the amount 
of paragraph (e)(1) wages that is properly 
allocable to DPGR. Under this safe harbor, 
the amount of paragraph (e)( 1 ) wages that 
is properly allocable to DPGR is equal to 
the same proportion of paragraph (e)(1) 
wages that the amount of DPGR bears to 
the taxpayer's total gross receipts. 

(iv) Examples. The following examples 
illustrate the application of this paragraph 
(e)(2). See §1.l99-5T for an example of 

DPGR (all from sales of products within SIC AAA). 
Non-DPGR (all from sales of products within SIC BBB) . 

CGS allocable to DPGR (includes $200 of wage expense) . 

CGS allocable to non-DPGR (includes $600 of wage expense) 

Section 162 selling expenses (includes $600 of wage expense) ............. . 

Section 174 R&E-SIC AAA (includes $100 of wage expense) .. . 

Section 174 R&E-SIC BBB (includes $200 of wage expense) . 
Interest expense (not included in CGS) . . . . . ......... . 

Headquaners overhead expense (includes $J 00 of wage expense) .... 
X's taxable income ..... . 

(ii) X'J QPAI. X allocates and apponions its de
ductions to gross income attributable to DPGR un
der the section 861 method in §1.199-4(d). In this 
case, the section 162 selling cxpenses and overhead 
expense are definitely related to all of X's gross in
come. Based on the facts and circumstances of this 
specific case, apportionment of the section 162 sell-

ing expenses between DPGR and non-DPGR on the 
baSIS of X's gross receipts is appropriate. [n addition, 
based on the facts and circumstances of this specific 
case, apportionment of the headquarters overhead ex
pense between DPGR and non-DPGR on the basis of 
the square footage of X' s headquarters is appropriate. 
For purposes of apponioning R&E. X elects to use the 

the application of paragraph (e)(2)(ii) of 
this section to a trust or estate. 

Example I. Section 861 method and no EAG. (i) 

Facts. X. a United States corporation that is not a 
member of an expanded affiliated group (EAG) (as 
defined in § 1.199-7) or an affiliated group as de
fined in the regulations under section 861. engages in 
activities that generate both DPGR and non-DPGR. 
X's taxable year ends on April 30. 2011. For X's 

taxable year ending April 30. 2011. X has $3.000 
of paragraph (e)( I) wages reported on 20 I 0 fonns 
W-2. All of X's production activities that gener
ate DPGR are within Standard Industrial Classifica
tion (SIC) Industry Group AAA (SIC AAA). All of 
X's production activities that generate non-DPGR are 
within SIC Industry Group BBB (SIC BBB). X is able 
to specifically identify CGS allocable to DPGR and 
to non-DPGR. X incurs $900 of research and e)(peri
mentation expenses (R&E) that are deductible under 
section 174, $300 of which are performed with re
spect to SIC AAA and $600 of which are performed 
with respect to SIC BBB. None of the R&E is legally 
mandated R&E as described in §1.861-17(a)(4) and 
none of the R&E is included in CGS. X incurs sec
tion 162 selling expenses thaI are not includible in 
CGS and are definitely related to all of X's gross in
come. For X' s taxable year ending April 30, 20 II, 
the adjusted basis of X's assets is $50.000, $40,000 
of which generate gross income attributable to DPGR 
and $1 0,000 of whtch generate gross income attribut
able to non-DPGR. For Xs taxable year ending April 
30,2011, the total square footage of X's headquarters 
is 8,000 square feet, of which 2.000 square feet is set 
aside for domestic production activities. For its tax
able year ending April 30, 2011. X's taxable tI1come 
is $1.380 based on the following Federal income tax 
items: 

$3,000 
3,000 
(600) 

(1,800) 

(840) 
(300) 

(600) 

(300) 

ill.Ql 
1.380 

sales method as described in §1.861-17(c). X elects 
to apportion interest expense under the tax book value 
method of §I.861-9T(g). X has $2.400 of gross in
come attributable to DPGR (DPGR of $3.000 - CGS 
of $600 allocated based on X's books and records). 
X'S QPAI for its taxable year ending April 30. 20 II. 
is $1.395, as shown in the following table: 
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DPGR (all from ,ab otprnducts within SIC AAA I .... 

CGS allo<.:at"lk III DPGR 

Se<.:tilln 162 ,,~lling c\pen,c' ($H~O \ (53.000 DPGRfS6.000 tlltal grll" rccclpb)) .. 

Scction 174 R&E-SIC AAA 

Intcrc't c"pcn,c Inot induded in [GS) IS300.\ (S-+O.O()O (X's DPGR J"el»/ 
S'iO.()OO (X', total a,'chll!. 

Headquarter, o\(Thead CXPCIN' 151 SO \ (~.()OO square feel attributahle to DPGR 
ae·ti\lt) ttotal R.OOO square fectl) .......... . 

X·.s QPAI 

Illi 1 \\'-2 ,,·ugel. X chooses to usc the v. age e\

pcllS':: sate harhor under paragraph le)(2)(11) llf thiS 
scctillil to determinc Ih W-2 v. age,. as shown in the 
illllowing steps: 

(AI .'l[el' olle. X determines that $625 of wage 
expense were taken into account 111 determining its 

QPAI in paragraph 1 ii 101' this E\(/IIlI'I,' I. as shown in 
the following table: 

CGS wage e\peme. . ........ . 

Section 162 selling expenses wage npense ($600 x ($3.000 DPGRf 

$6.000 total grms fC<.:eiph)) ............ . 

Section 174 R&E-SIC AAA wage expense. 

53.000 
(600) 

(~20) 

nom 
(2~()) 

(45) 

1..195 

$200 

300 

100 

Headquarters overhead wage expense ($lOO x (2.000 square feet attributable to DPGR activity/ 

H.OO() total square feet I) 25 

Total wage expense taken into account 

1 B) Step II\'(). X determine, that $1,042 of the 
53.000 in paragraph (e)( I) wages are properly alloca-

Step one wage expense 

X'" total wage expense for taxable 
year ending April 30, 20 II 

$A25 

s,1.~0() 

x 

(IV 1 Sectioll 199 deductioll de[amlllallO/1. X' s 

tentatllc deduction under ~ 1.1 1)1)-1 (a) (section t 99 
deduction 1 is $12-1 (.m x t1c\Scr of QPAI of 51 ,395 or 
taxable income of $!.3HOII sullject li1 the wage limi
tation under section 1991b)( I) (W-2 wage hmitation) 
of :;'521 ISOCh x SI.O~21. Accordingly. X's seclIon 
ILJ9 deduction for its taxable year ending Apnl 30. 
2()11.,,$12~. 

EWII/I'II' 2. Sectioll IitJI lIlethod and EAG. (i) 

Fi/('f.I. The fach are the same as in Exuml'le I ex
cept that X own; stock in Y. a United States cor
poratioll. C4ual [(l 7 SCI, of the total voting power of 
stod oj Y and K(ICh of the total \alue of stock of Y. 

X and Y arc not members of an affiliated group as 
uefincu in scction 1504Ia). Accordingly. the rules 
Ill' *1.Hol-I·.)T do not apply III X's and Y's ,ellIng 

ble to DPGR, and are therefore W-2 wages. as shown 
III the following calculation: 

X's paragraph (e)( I ) wages 

nOOD $1.042 

expenses, R&E. and charitable contributions. X and 
Yare. however. members of an affiliated group for 
purposes of allocating and apportioning interest ex
pense (see §1.861-11Tld)(6)) and are also members 
of an EAG. Y's taxable year ends April 30. 2011. 
For Y's taxable year ending April 30, 2011. Y has 
$2.000 of pam graph (e)( I) wages reported on 20 I 0 
Forms W-2. For Y·., taxable year ending April 30, 
20 II. the adjusted basis of Y'; asset, i, $50,000, 
$20.000 of v"hich generate gross income attributable 
to DPGR and $30.0()0 of v"hich generate gross in
come "t1ributablc to non-DPGR. All ofY', activ·ities 
that generate DPGR arc within SIC Industry Group 
AAA ISIC AAA). All of Y's activities that gener
ate non-DPGR are within SIC Indw,try Group BBB 
(SIC BBB). None of X's and Y's sales are to each 

DPGR (all front sales of products within SIC AAAJ. 

Non-DPGR lall ffllm sales of products within SIC BBB). 

CGS allocated to DPGR (includes $300 of v" age e\pense) . 

CGS allocated to non-DPGR (Includes $300 of wage expense) 

Section 162 selling expenses (includes $300 of wage expense) 

Section 174 R&E-SIC AAA (includes $20 of wage expense). 

Section 17-1 R&E-SIC BBB (includes $1'>0 of wage expense) . 

962 

Intt'feq expense Inot included in (GS and nOI subject ro §1.861-IOT) . 
Charilable cOlllrihutions 

HCduLJuarters ()\ erhead expense I includes S-IO of wage expense) . 
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other. Y is not able to specifically identify CGS allo
cable to DPGR and non-DPGR. In this case. because 
CGS is definitely related under the facts and circum
stances to all of y's gross receipts, apportionment of 
CGS between DPGR and non-DPGR based on gross 
receip[~ is appropriate. For y's taxable year ending 
April 30. 20 II. the total square footage of y's head
quarters is 8,000 square feet, of which, 2,000 sljuarc 
feet is set aside for domestic production activities. Y 
incurs section 162 selling expenses that are not in
cludible in CGS and are definitely related to all of 
Y's gros; income. For Y's taxable year ending April 
30,2011, y's taxable income is $1.710 based on the 
following Federal income tax items: 

$3,000 
3,000 

( 1.200) 

(1,200) 

(840) 

(100) 

(200) 

(500) 

(50) 

(200) 

1,710 



(ii) QPAl. (A) X's QPAl. Determination of X's 
QPAI is the same as in Example 1 except that interest 
is apportioned to gross income attributable to DPGR 

based on the combined adjusted bases of X's and Y's for its taxahle year ending April 30. 2011. is $1.455. 

assets. See §1.861-11T(cl Accordingly. X's QPAI as shown in the lollowlng tahle: 

DPGR (all from sales of products within SIC AAA) ......... . 
CGS allocated to DPGR ... 

Section 162 selling expenses ($840 x ($3,000 DPGR!$6,OOO total gross receipts)) 
Section 174 R&E-SIC AAA ........................... . 

Interest expense (not included in CGS and not subject to §1.861-10T) ($300 x ($6IJ,IJOO 

(tax book value of X's and y's DPGR assets)/SIOO,OOO (lax book value 
of X' sand Y's tutal assets») ..... . 

Headquarters overhead expense i$180 x (2.000 square feet attributable to DPGR activity/total 
8.000 square feet) . . . ....... . 

X'S QPAI .......... . ....... . 

$3.000 
(600) 

(420) 

(300) 

(45) 

1.455 

(B) y's QPAf. Y makes the same elections under 
the section 861 method as does X. Y has S1,800 of 

gross income attributable to DPGR (DPGR of $3,QOO 
- CGS of $1,200 allocated based on Y's gross re-

ceipts). Y', QPAI for it<. taxable year ending April 
30,2011, is $905, as shown in the following table: 

DPGR (all from sales of protlucts within SIC AAA) .... 

CGS allocated to DPGR .. . .............. . 

Section 162 selling expenses ($840 x ($3,000 DPGR!$6,OOO total gross receipts)) .. 
Section 174 R&E-SIC AAA ................... . 

Interest expense (not included in CGS and not subject to §1.861-10T) 

($500 x ($60,000 (tax book value ofX's and Y's DPGR assets)/$100,OOO 

$3.000 
( 1.200) 

(420) 

(100) 

(tax book value ofX's and Y'stotal assets))) ...... ,.................... (300) 

Charitable contributions (not included in CGS) 

($50 x ($1,800 gross income attributable to DPGRI$3,600 total gross income» .. (25) 

Headquarters overhead expense IS200 x (2,000 square feet attributable to DPGR activity/total 
8,000 square feet) . . . . . . . . . . . . QQl 

Y', QPAI . .. . .. 905 

(iii) W-2 wages. (A) X's W-2 wages. X's W-2 
wages are $1.042, the same as in Example j. 

section to determine its W-2 wages, as shown in the QPAI in paragraph (II)(B) of this ExamplF 2, as sho\\·n 
following steps: in the following table: 

(B) Y's W-2 wages. Y chooses to use the wage 
expense safe harbor under paragraph (e)(2)(ii) of this 

(1) Step one. Y determines that $480 of wage 
expense were taken into account in determining its 

CGS wage expense. . . . ........... . 

Section 162 selling expenses wage expense ($300 x 

($3,000 DPGRI$6.000 total gross receipts)) .. 

Section 174 R&E-SIC AAA wage expense ... 

Headquarters overhead wage expense ($40 x (2,000 square feet attributable to 
DPGR activity/g,OOO total square feet)). . . . ....... . 

Total wage expense taken into account ....... . 

(2) Step two. Y determines that $941 of the 
$2,000 paragraph (e)( I) wages are properly allocable 

Step one wage expense 

Y's total wage expense for taxable 
year ending April 30, 2011 

$480 

$1.020 

x 

x 

(iv) Sectioll 199 deduction dererminatiun. The 
section 199 deduction of the X and Y EAG is deter
mined by aggregating the separately determined tax
able income, QPAI, and W-2 wages of X and Y. See 
§1.l99-7(b). Accordingly, the X and Y EAG's tenta
tive section 199 deduction is $212 (.09 x (lesser of 
combined QPAI of X and Y of $2,360 (X's QPAI 

to DPGR, and are therefore W-2 wages, as shown in 
the following calculation: 

y', paragraph (e)(1) wages 

$2,000 $941 

of $1,455 plus y's QPAI of $905) or combined tax
able incomes of X and Y of $3,090 (X's taxable in
come of $1.380 plus Y's taxable income of $1.710)) 
suhject to the combined W-2 wage limitation of X 
and Y of $992 (50'K .X ($1,042 (X's W-2 wages) + 
$941 (Y's W-2 wages»))). Accordingly, the X and Y 
EAG's section 199 deduction is $212. The $212 is 

$300 

150 
20 

10 

480 

allocated to X and Y in proportion to their QPAI. See 
§1I99-7(c). 

Example 3. Simplified deductio/] meillOd. (i 1 

Facts. Z, a corporation that is not a memher of an 
EAG. engages in acllvitie, that generate hoth [)PGR 
and non·DPGR Z is able to specifically identify CGS 
allocable to DPGR and to non-DPGR. Z's taxable 
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year end, on April 30. lOll For T, taxable ~ear (el( I) \1 ages reported on 2()lO Forms W-2. and Z's 

ending Apnl .10. 20 II. Z has ~3.0()() of paragraph 

DPGR. 

~tHl-DPGR 

CGS allocable tll DPGR (Illcludes S2()() of \1 age expense) 

CGS allocank to nOIl-DPGR (includr:, $o()O of wage expense) .. 

E 'p~n,,~s. losses. or deductions (deductions I (includes S I.O()() of wage expense) 
I'., la\;lbk II1L'Ol1lC . 

(Ii I Z\ I,}PAI. I uses the simplified deduction 
method under ~ 1.199--.4(,,) to apportion deductions 

DPGR. 

CGS allocahle to DPGR 

helw~en DPGR and non-DPGR. Z'S QPAI for its tax-

taxahle IOClHlIe IS 51.380 based on the followmg 

Federal illcllmc tax items: 

S.I,OOO 
.1,000 

(000) 

(1,)\00) 

(2.220) 

IJHO 

ahle year ending April 30, 20 I L is $1.2LJO, as shoWJl 

in the following table: 

nooo 
(600) 

Deductions apportioned to DPGR (S2.220 x ($lOOO DPGR/$6.000 total gross receipts)). 
Z's QPAI. 

JJ.l.!Ql 
1.290 

(iii) 11'-2 Illlge.l. Z choo'ie, to use the wage ex
peme sak harbor under paragraph (e)(2)(iil of this 
section to determine Its W-2 wages, a, shown In the 
following \lCP,: 

(A) SICP (Jne. Z determines that $700 of wage 
e~pen;,e were taken Into account in determining its 
QPAI in paragraph (ii) of this Erample 3. as shown in 
the foliDwing table: 

Wage expense included in CGS allocable to DPGR 

Wage expense included in deductions (S LOOO in wage expense x (53,000 

DPGR/$6.000 total gross receipts» . 

Wage expense allocahle to DPGR .. 

I B) Slel) 1\10. Z determines that $1.167 of the tD DPGR, and are therefore W -2 ..... age', as shown in 
53.UOO paragraph (e)( II wages are properly allocable the following calculation: 

Step one wage expen,e Z's paragraph (e)! I ) ..... ages 

Z\ total wage eX[1ense for taxable 
year ending April 30. 20 II 

$700 

SI.XOO 

x 

(i\) Secliol1 IYY dedl/clioll delaminalioll. [s 

Icntali\c sedion 199 dedudilln is $110 (.09.\ (lesser 
,,1' QPAI of SI.2YO or taxahle income of SI.1RO)) 
subject III the W-2 wage limitation of S5R4 I 50S; x 
SLl6h Accordingly. Ts scction 199 deduction for 
its taxahk year <'nding April 30. 201 Lis $116. 

DPGR. 

Ntlll-DPGR 

CGS and deduction;, .. 

Z's taxable income 

IIi) [, IjPAI. Z use, the small husiness simplified 

()\ erclll method under * 1.199--41 n to apportion CGS 

DPGR. 

nooo $1.167 

£xwllple 4. 5111all hl/.lillcss simplified o\'erull 
lIl{'thud. (i) Facf.l. Z, a corpllmtion that is not a mem
ber of an EAG, engages III activitie, that generate 
hoth DPGR and non-DPGR. Z's taxable year ends 
on Apnl 30, 2011. For T, taxahle year ending April 
30, :?O II, Z has $3,000 of paragraph (e)( I) wages re-

and deductions hetween DPGR and non-DPGR. Z's 

CGS and deuuctlons apportioned to DPGR ($4,6~O .X 

I~B.()O() DPGRISo.OOO total gross receipts» 

Ts QPAI 
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$200 

500 

700 

ported on 2010 Forms W-2, and Z's taxable income 
is $1,380 based on the following Federal income tax 
items: 

$3,000 

3,000 

(4,620) 

1.380 

QPAI for its taxahle year ending April 30, 2011, is 
$690. as shown in the following table: 

nooo 

(2,3 10) 

690 



(iii) W-2 wages. Z's W-2 wages under paragraph 
(e)(2)(iii) of this section are $1,500, liS shown in the 
followmg calculatIOn: 

$3,000 in paragraph (el( 1) wages x ($3.000 DPGRJ$6,000 total grms receipts) .. 

(iv) Section 199 deduction determination. Z's 
tentative section I ':J':J deduction is $62 (.09 x (lesser of 
QPAI of $690 or taxable mcome of $1.380)) subject 
to the W-2 wage limitation of $750 (50% x $1,500). 
Accordingly, Z' s section I Yt) deduction for its taxable 
year ending April 30, 20 I 1. is $62. 

Example 5 Corporillion uses employees of Ilon

consolidated EAG memher. (i) Facts. Corporations 
Sand B are members of the same EAG but are not 
members of a consolidued group. Sand B are both 
calendar year taxp<lyers. All the activities described 
in this example take place during the same taxable 
year and they are the only activities of Sand B. S 
and B each use the section 861 method described in 
§1.I99--4(d) for allocating and apportioning their de
ductions. B is a manufacturer but has only three em
ployees of its own. S employs the remainder of the 
personnel who perform the manufacturing activities 
forB. S's only receipts are from supplying employees 
to B. In 2010. B manufactures qualifying production 
property (QPP) (as defined in § 1.1 99-3(j)(1 )), using 
its three employees and S's employees. and sells the 
QPP for $10,000,000. B's total CGS and other de
ductions are $6,000.000, including $1.000,000 paid 
to S for the use of S's employee, and $100,000 paid 
to its own employees. B reports the $100,000 paid 
to its employees on the 2010 Forms W-2 issued to 
its employees. S pays its employees $800,000 that is 
reported on the 2010 Fonns W-2 issued to the em
ployees. 

(ii) B's W-2 wages. In determining its W-2 
wages, B utilizes the wage expense safe harbor de
scribed in paragraph (e)(2)(ii) of this section. The 
entire $100,000 prud by B to its employees is included 
in B's wage expense included in calculating its QPAI 
and is the only wage expense used in calculating 
B's taxable income. Thus, under the wage expense 
safe harbor described in paragraph (e)(2Hii) of this 
section, B's W-2 wages are $ 100,000 ($\00.000 
(paragraph (e)(l) wages) x ($100,000 (wage expense 
used in calculating B's QPAl)/$100,000 (wage ex
pense used in calculating B's taxable income»). 

(iii) S's 1V-2 wages. In determining its W-2 
wages, S utilizes the wage expense safe harbor 
described in paragraph (e)(2)(iil of this section. 
Because S's $1,000,000 in receipts from B do not 
qualify as DPGR and are S's only gross receipts, 
none of the $800,000 paid by S to its employees is 
included in S's wage expense included in calculating 
its QPAI. However, the entire $800,000 is included 
in calculating S's taxable income. Thus, under the 
wage expense safe harbor described in paragraph 
(e)(2)(ii)(A) of this section, S's W-2 wages arc $0 
($800,000 (paragraph (e)(I) wages) x ($0 (wage ex
pense used in calculatIng S' s QPAI)J$SOO,OOO (wage 
expense used in calculating S's taxable income)). 

(iv) Determination oj EAG's sectio~ 199 deduc
tion, The section 199 deduction of the Sand BEAG 
IS determined by aggregating the separately deter
mined taxable income or loss, QPAI. and W-2 wages 
of S and B. See § 1.199-7(b). B's taxable income 
and QPAI are each $4,000,000 ($10,000.000 DPGR 

- $6,000,000 CGS and other deductirms). S's tax
able income is $200,000 ($ 1.000,000 gross receipts 
- $800.000 total deductions). S's QPAI is $0 ($0 
DPGR - $0 CGS and other deductions!. E', W-2 

wages (as calculated in paragraph (ii) of this Exam

ple 5) are $ 100,000 and S's W-l wages (as calcu
lated in paragraph (iii) of this Example 5) are $0. The 
EAG's tentative section 199 deduction is $360,000 
(09 x (lesser of combined QPAI of $4.000,000 (B' s 
QPAI of $4,000.000 + S'S QPAI of SO) or combined 
La!\able income of $4.200.000 (B's taxable income of 
$4,000.000 -I" S's taxable income of $200.0(0)) sub
ject to the W-2 wage limitation of $50,000 (50% x 
($100,000 (B's W-2 wages) + $0 (S's W-2 wages))). 
Accordingly. the Sand R EAG's section 199 deduc
tion for 20 lOis $50,000. The $50.000 is allocated to 
Sand B in proportion to their QPAI. See * I. 1 9Y-7(c). 

Because S has no QPAI, the entire $50.000 is allo
cated to B. 

example 6. CorpOY(ltiOll using el1lplorees of 

consolidated EAG member. The facts are the same 
as in Example 5 except that Band S are members of 
the same consolidated group. Ordinarily, as demon
strated in Example 5, S's $1,000,000 of receipts 
would not be DPGR and its $800,000 paid to its 
employees would not be W-2 wages (because the 
$800.000 would not be properly allocable to DPGR). 
However, because Sand B arc members of the same 
consolidated group. § 1.1502-13(c)(1 iii) provides 
that the separate entity attributes of S's intercompany 
items or B's corresponding items, or both, may be 
redetermined in order to produce the ;arne effect as 
if Sand B were divisions of a single corporation. If S 
and H were divisions of a single corpor~;tion. Sand B 
would have QPAI and taxahle income of $4.200.000 
($10.000.000 DPGR received from the sale of the 
QPP - $5,800.000 CGS and other deductions) 
and, under the wage expense safe harbor described 
in paragraph (e)(2)(ii) of this section, would have 
$900.000 of W-2 wages ($900.000 (combined para
graph (e)(l) wages of Sand BJ x ($900,000 (wage 
expense used in calculating QPAI)/$900.000 (wage 
expense used in calculating taxable income»)). The 
Single corporation would have a tentative section 19':J 
deduction equal to 9o/c of $4.200.000. or $37R,OOO, 
subject to the W-2 wage limitation of 50w of 
$900,000, or $450,000. Thus, the single corporation 
would have a section 199 deduction of $378.000. To 
obtain this same result for the consolidated group. 
S's $1.000,000 of receipts from the intercompany 
transaction are redetermined as DPGR Thus. S's 
$800.000 paid to its employee; are cu.,ts properly 
allocable to DPGR and S's W-2 wages are $800,000. 
Accordingly. the consolidated group has QPAI and 
taxable income of $4,200,000 ($11,000.000 DPGR 
(from the sale of the QPP and the redetermined inter
company transaction) - $6.800.000 CGS and other 
deductions) and W-2 wages of $900,000. The COIl

solidated group's section 199 deduction is S378.000. 
the same as the single corporation. However, ror 
purposes of allocating the section 199 deduction 
between Sand B, the redetermination of S's lUcome 

$1.500 

as DPGR under ~1.1502-13Ic)(I)(i) lS not taken 
into account. See & 1.199-7(d)(5). Accordingly, the 
consolidated group's entire section I ':J9 deduction of 
$378.000 is allocated to B. 

Par. 5. Section 1.199-3 is amended 
by adding a sentence at the end of each 
of paragraphs (i)(7) and (8) to read as fol
lows: 

§l.J99-3 Domestic production gross 
receipts. 

* * * * * 
(il * * * 
(7) Qualifying in-kind partnership for 

taxable veal's beginning after Mav J7, 
2006. the enactment date of the Tax In
crease Prevention and Reconciliation Art 
of 2005. * * * For further guidance, see 
§ 1.199-310)(7). 

(8) Partnerships owned by members 
of a single expanded affiliated group for 
taxable years beginning after May 17, 
2006, the enactment date of the Tax In
crease Prevention and Reconciliation Act 
of 2005. * * * For further guidance, see 
§ 1.199-3T(i)(8). 

* * * * * 
Par. 6. Section 1.199-3T is amended 

by adding paragraphs (i)(7) and (8) to read 
as follows: 

§J.J99-3T Domestic production gross 
receipts (temporary). 

* * * * * 
(i) * * * 
(7) Qualifying in-kind partnership for 

taxable vears beginning after May 17. 
2006, the enactment date of the Tax In
crease Prevention and Reconciliation Act 
of 2005-(i) In general. If a partnership is 

a qualifying in-kind partnership described 
in paragraph (i)(7)(ii) of this section, then 

each partner is treated as having manu

factured, produced. grown. or extracted 
(MPGE) (as defined in § 1.199-3(e» or 

produced the property MPGE or produced 
by the partnership that is distributed to that 

partner. If a partner of a qualifying in-kind 
partnership derives gross receipts from 

the lease, rental. license, sale, exchange. 
or other disposition of the property that 
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was tvlPGE or produced by the qualifying 
in-kind partner~hip ,md distributed to that 
partner, then, pr()\ided ~uch partner IS a 
partner of the qualifying in-kind partner
~hip at the time the partner di~pose~ of 
the property, the partner is treated as con
ducting the MPGE or production acti\'itie~ 
previously cOlluucted by the qualifying 
in-kind partner~hip with respect to that 
pfllperty. With re~pect to a lease. rentaL or 
license. the partner is treated as having dis
posed of the property on the date or dates 
on which it takes into account its gross 
receipts derived from the lease. rentaL or 
license under its method of accounting. 
With respect to a sale. exchange. or other 
disposition. the partner is treated as hav
ing disposed of the property on the date 
it ceases to own the property for Federal 
income tax purposes. even if no gain or 
loss is taken into account. 

(ii) De/inition of quolifi'illg ill-kind 

portnersilip. For purposes of thi:, para
graph (i)(7). a qualifying in-kind partner
ship is a partnership engaged solely in-

tA) The extraction, refining, or pro
cessing of oiL natural gas (as described in 
~ 1.199-3(\ )(2)), petrochemicals. or prod
ucts derived from oiL natural gas, or petro
chemicals in whole or in significant part 
within the United States; 

(8) The production or generation of 
electricity in the United States; or 

(e) An activity or industry desig
nated by the Secretary by publication 
in the Internal Revenue Bulletin (see 
*601.601(d)(2)(ii)(b) of this chapter), 

liii) Other rules. Except as provided in 
this paragraph (i)( 7). a qualifying in-kind 
partnership is treated the same as other 
partnerships for purposes of section 199. 
Accordingly. a qualifying in-kind partner
ship is subject to the rules of this section 
regarding the application of section 199 
to pass-thru entities. including application 
of the section 1 99{d)( ) )(A)(iii) wage lim
itation under *1.199-ST(b)(3). In deter
mining whether a qualifying in-kind part
nership or its partners MPGE qualifying 
production property (QPP) (as defined in 
~ 1.199-3U)) in whole or in significant part 
within the United States (as defined in 
~1.199-3(h)), see §1.199-3(g)(2) and (3). 

I i\) Exwl/ple. The following example 
illustrates the application of this paragraph 
(i)(7). Assume that PRS and X are calen
dar year taxpayers. 
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frulI/ple. X. Y and Z Jr~ partn~rs in PRS. a 

LjllJlif~ 1Il~ in-I'dnd partnership descnhed in paragraph 
I i III II ii 101' Ihi, st'Cll(ln. X. Y. and Z ar~ corporalions. 
In 20D7. PRS distnhutes oil to X Ihat PRS dcriled 

frnil1 its oil c\lraclion. PRS JIlcurred SoOO of CGS 
l'\trading the oil distrihuted tn X. and X's adjusted 
ha,is 1Il the distrihuled oil is $000. X incurs $200 of 

CGS in refining the nil within the United States. In 
2007. X, \Ihik it is J panner in PRS. sells the oil 10 

,I customer I'll[ S IjOD. X is treal~d as having dis

roscd of th~ pwpert) on the dale It ceases to 011'11 

thL' pl'llpcrty for Federal income la.\ purposes. Un
der paragraph (i)( 7)( i) of thi, section. X i, trealed 
,I, ha\'lI1g extracled the oil. The extraction and re
fining pf the oil qualify u, an MPGE activity under 
~1.1<)9-3(~)(11 Therefore. X\ $L500 of gross re
ceipls Ljualify as DPGR. X suhtracts from [he $1.500 

Df DPGR the SoO() of CGS JJ1curml by PRS and the 
5200 of refining co>!s it incurred. Thus. X'S QPAI is 
S700 fpr 2007. 

(8) Partnerships owned b ..... members 
of (I single expanded affiliated group for 
tnxable years beginning o{ter May 17, 

2006, the enactment date of the Tax In
crease Prevention and Reconciliation Act 
of 2005-(i) In gel/eral. For purposes of 
this section, if all of the interests in the 
capital and profits of a partnershIp are 
owned by members of a single expanded 
affiliated group (EAG) at all times during 
the taxable year of the partnership (EAG 
partnership), then the EAG partnership 
and all members of that EAG are treated 
as a single taxpayer for purposes of section 
199( c)( 4) uuring that taxable year. 

(ii) Attribution of actil'ities-(A) In 
general. If a member of an EAG (dispos
ing member) derive, gross receipts from 
the lease, rental, license, sale, exchange. 
or other disposition of property that was 
MPGE or produced by an EAG partner
ship. all the partners of which are members 
of the same EAG to which the disposing 
member belongs at the time that the dis
posing member disposes of such property, 
then the disposing member is treated as 
conducting the MPGE or production ac
tivities previously conducted by the EAG 
partnership with respect to that property. 
The previous sentence applies only for 
those taxable years in which the disposing 
member is a member of the EAG of which 
all the partners of the EAG partnership are 
members for the entire taxable year of the 
EAG partnership. With respect to a lease, 
rental. or license. the disposing member 
is treated as having disposed of the prop
erty on the date or dates on which it takes 
into account its gross receipts from the 
lease, rentaL or license under its method 
of accounting. With respect to a sale, ex-

change. or other disposition. the disposin~ 
member is treated as having disposed oj 

the property on the date it ceases to own 
the property for Federal income tax pur· 
poses. e\'en if no gain or loss is taken inlG 
account. Likewise. if an EAG partner· 
ship derives gross receipts from the lease. 
rentaL license. sale, exchange. or other 
disposition of property that was MPGE or 
produced by a member (or members) ot 
the same EAG (the producing member) 
to which all the partners of the EAG part
nership belong at the time that the EAG 
partnership disposes of such property. then 
the EAG partnership is treated as conduct
ing the MPGE or production activities 
previously conducted by the producing 
member with respect to that property. 
The previous sentence applies only for 
those taxable years in which the producing 
member is a member of the EAG of which 
all the partners of the EAG partnership are 
members for the entire taxable year of the 
EAG partnership. With respect to a lease, 
rental, or license, the EAG partnership is 
treated as having disposed of the property 
on the date or dates on which it takes into 
account its gross receipts derived from the 
lease, rental, or license under its method 
of accounting. With respect to a sale, 
exchange, or other disposition, the EAG 
partnership is treated as having disposed 
of the property on the date it ceases to own 
the property for Federal income tax pur
poses, even if no gain or loss is taken into 
account. See paragraph (i)(R)(iv) Example 
3 of this section. 

(8) Attribution between EAG partner
ships. If an EAG partnership (disposing 
partnership) derives gross receipts from 
the lease, rental, license, sale, exchange, 
or other disposition of property that was 
MPGE or produced by another EAG part
nership (producing partnership). then the 
disposing partnership is treated as con
ducting the MPGE or production activi
ties previously conducted by the produc
ing partnership with respect to that prop
erty, provided that each of these partner
ships (the producing partnership and the 
disposing partnership) is owned for its en
tire taxable year in which the disposing 
partnership disposes of such property by 
members of the same EAG. With respect 
to a lease, rental, or license, the dispos
ing partnership is treated as having dis
posed of the property on the date or dates 
on which it takes into account its gross re-



ceipts from the lease, rental, or license un
der its method of accounting, With respect 
to a sale, exchange, or other disposition, 
the disposing partnership is treated as hav
ing disposed of the property On the date it 
ceases to own the property for Federal in
come tax purposes, even if no gain or loss 
is taken into account. 

(e) Exceptions to attribution. Attri
bution of activities does not apply for 
purposes of the construction of real prop
erty under § 1.199-3(m)(1) and the per
formance of engineering and architectural 
services under § 1.199-3(n)(2) and (3), 

respectively. 
(iii) Other rules. Except as provided 

in this paragraph (i)(8), an EAG partner
ship is treated the same as other partner
ships for purposes of section 199. Accord
ingly, an EAG partnership is subject to the 
rules of this section regarding the applica
tion of section 199 to pass-thru entities, in
cluding the section 199( d)( 1 )(A)(iii) wage 
limitation under § \.199-5T(b)(3). In de
termining whether a member of an EAG or 
an EAG partnership MPGE QPP in whole 
or in significant part within the United 
States or produced a qualified film or pro
duced utilities within the United States, see 
§1.l99-3(g)(2) and (3) and Example 5 of 
paragraph (i)(S)(iv) of this section. 

(iv) Examples. The following examples 
illustrate the rules of this paragraph (i)(8). 
Assume that PRS, X, Y, and Z all are cal
endar year taxpayers. 

Example I. Conlribution, X and Yare the only 
partners in PRS, a partnership, for PRS' s entire 
2007 taxable year. X and Yare both memhers of 
a single EAG for the entire 2007 year, In 2007. X 
MPGE QPP within the United States and contributes 
the QPP to PRS, In 2007, PRS sells the QPP for 
$1,OOO~ Under this paragraph (il(8). PRS is treated 
as having MPGE the QPP Within the United States. 
and PRS's $1,000 gross receipts constitute DPGR. 
PRS, X. and Y must apply the rules of this section 
regarding the application of section 199 to pass-1Ilru 
entities with respect to the activity of PRS, including 
the section I 99(d)(l )(A)(iii) wage limitation under 
§1.l99-5T(b)(3), 

Example 2, Sale. X, Y, and Z are the only mem
bers of a single EAG for the entire 2007 year. X and 
Y each own 50% of the capital and profits interests 
in PRS, a partnership, for PRS's entire 2007 taxable 
year, In 2007, PRS MPGE QPP within the United 
States and then ,ells the QPP to X for $6,000, its fair 
market value at the time of the sale. PRS's gross re
ceipts of $6.000 qualify as DPGR. In 2007, X sells 
the QPP to customers for $10.000, incurring selling 
expenses of $2,000, Under paragraph fi)(8)(ii)(A) 
of this section, X is treated as having MPGE the 
QPP within the United States, and X's SIO,OOO of 
gross receipts qualify as DPGR, PRS. X and Y must 

apply the rules of thIS scction regarding the appli
cation of sectIon 199 to pass-thru entltlcs with re
spect to the activl1y of PRS. including Jpplication of 
the section 199(d)( I )UI.)(iii) wage limlt,Jtion under 
§1.I99-5T(b)(3), The results would be the same if 
PRS sold the QPP to Z rather than to X However, if 
PRS did sell the QPP to Z, and Z was not a memher of 
the EAG for PRS's entire taxable year, the activities 
previously conducted by PRS with respect to the QPP 
would not be attributed 10 Z, and none ofTs $10,000 
of gross receipts would qualify as DPGR, 

Example 3, Lease, X, y. and Z are the only memo 
bers of a single EAG for the entire 2()07 year, X 
and Y each own Sock 01 the capital and profit, in
tere~ts in PRS, a panner,hip, lor PRS\ entire 2Um 
taxable year In 2007, PRS MPGE QPP within the 
United States and then ,ells the QPP to X for $6,000. 

its fair market value at the time of the sale. PRS's 
gross receipts of 56.000 qualify,,, DPGR.ln 2007, X 

rent) the QPP it acquired from PRS to customers un
related to X, X takes the grm.~ receipt~ attributable to 
the rental of the QPP lIlto account under its method 
of accounting in 2007 and 2008, On July I. 200g, 

X ceases to be a member of the same FAG to which 
Y, the other partner III PRS, helongs, For 20(17. X is 
treated as having MPGE the QPP withw the United 
States under paragraph ii)iSJ(ii)iA) of this section. 
anti its gross receipts derived from the rental of the 
QPP qualify as DPGR. For 2008. however, hecau,e 
X and Y, partners ill PRS, are no longer member, of 
the same EAG for the entire year, the gr()ss rental re
ceipts X takes into account in 2008 do not qualify as 
DPGR. 

Fxample 4~ Distnhutio/l, X and Yare the only 
partners in PRS, a partner,hip, for PRS\ entire zorJ7 
taxable year. X and Yare both member' 01 a single 
EAG for the entire 2007 year. In 2007, PRS MPGE 
QPP within the United States, incurring $600 of CGS, 
and then distribute; the QPP to X. X's adJlNed basis 
in the QPP is $600. X incurs $200 of directly alloca
ble costs to further MPGE the QPP within the United 
States. In 2007. X sells the QPP for $1 ,500 to an unre
lated customer. X is treated as having disposcLi of the 
QPP on the date it ceases to own the QPP lor Federal 
JIlcome tax purposes, Under paragraph (i)(8)(ii)(A) 
of this section. X is treated as having MPGE the QPP 
within the United States, and X's $!,500 of gross re
ceipts qualify as DPGR, 

Example 5, Mulfirle .m[es, (i) Facts. X and Yare 
the only partners in PRS. a partnership, for PRS's en
tire 2007 taxable year. X and Yare both non-consol
idated members of a single EAG for the entire 2007 
year. PRS produces in bulk form in the United States 
the actJve Ingredient for a drug. Assume that PRS's 
Own MPGE activity with respect to the active ingre
dient is not substantial in nature. taking into account 
all of the facts and circumltances, and PRS', direct 
labor and overhead to MPGE the aCli ve ingredient 
within the United States are $15 and account for 15'jr 
of PRS 's $1 00 CGS of the active ingredient. In 2007. 
PRS selh the active ingredient in bulk form to X. 
X uses the active ingredient to produce the finished 
dosage form drug. Assume that X', own MPGE 2C

tivity with re,spect to the drug is not substantial in na

ture. taking into account all of the fact, and circum
;Iances, and X's direct labor and overhead to MPGE 
the drug within the United Slates are $12 and account 
for 10% of X's $120 CGS of the drug. In l007, X 
sells the drug in finished dosage to Y and Y ,ells the 

drug 10 cu,tomer,. A"ume that y', nwn MPGF' ac

tivity with respect to the drug I, not sub,tantiallll na· 
ture. taking Into accoum all of the facts and circum
>lances, and Y incur, $2 of direct bbor and o,erhead 
and Y-" CGS in ,elling the drug to customers is 5130, 

Iii) Allalnll PR.S's gross receipts from the sale 
of the active mgredient to X are Ilon-DPGR because 
PRS's MPGE activity is not sub"antial in nature and 
PRS does not satisfy the sate harbor de,cribed in 
~ l.i 99-3(g )U) becau,e PRS" direct labor and over
head account tor Ie." than 20'k of PRS\ CGS of the 
"ctll'e ingredient. X'I gross receipts from the "ale 
of the drug to Yare DPGR because X is consid
ered to have MPGE the drug in SIgnificant palt in the 
United States pursuant tll the safe harbor described in 
q l. !99-3ig)(31 hecause the 527 i $15 + 512) of direct 
labor and overhead lIlcurred by PRS and X equal'> or 
exceeds 200( of X's lotal CGS ($120) of the drug at 
the time X di'po,es of the drug to Y. Similarly, y·s 
gross receipg from the sale of the drug to custDmers 
are DPGR becau.se Y IS considered to have MPGE 
the drug in .. ignifi(ant part in the United State., pur
suant to the ,afc harbor descrihed in ~ 1.199-3( g)( 3) 
becau,e the $29 ($15 + 5>12 + $2) of direct labor allli 
overhead incurreu hy PRS, X. and Y equaJ<, or ex
ceeds 20C!c of Y' s total CGS ($130) of the drug at the 
tiflle Y dlspo;es of the drug to y., eu,romers, 

Par. 7. Section I. 199-5 is amended 
by adding a sentence at the end to read as 
follows: 

.91.199-5 Application of section 199 
to pass-thm elltities for taxable rears 
beginning after Mar l7, 2006, the 
Enactment date of the Tax Increase 

Prevention and Reconciliation Act of 

2005. * * " For further guidance, see 
§ 1.199-51. 

Par. 8, Section J.l99-ST is added to 
read as follows: 

,91. J 99-5T ,1pplication or section J 99 
to pass-thru entities for taxable vears 
beginning alTer Moy l7, 2006. the 
enactment date o( the Tax Increase 
Prevention and Reconciliation Act of2005 
(temporary). 

(a) In general. The provisions of this 
section apply solely for purposes of section 
199 of the Internal Revenue Code (Code J. 

(b) Partnerships-( I) 111 general-til 

DeterminatIOn at partner lel'el. The de
duction with respect to the qualified pro
duction activities of the partnership allow
able under §1.l99-I(a) (section 199 de
duction) is determined at the partner level. 
As a result, each partner must compute its 
deduction separately. The section 199 de
duction has no effect on the adjusted ba
sis of the partner's interest in the part
nership, Except as provided by publi-
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cation pur~uant to paragraph (b)( I )(ii) of 
this section. for purposes of this section. 
each partner is allocated. in accordance 
with sections 702 and 704. its share of 
partnership items (including items of in
come. gain. loss. aml deduL'lion). cost of 
goods sold (CGS) allocated to such items 
of income. ,\TId gross receipts that are in
cluded in such items of income. even if 
the partner's share of CGS and other de
ductions and I()~ses exceeds domestic pro
duction gross receipts (DPGR) (as defined 
in * l.199-3(a)). A partnership may spe
cially allocate items of income. gain. loss. 
or deduction to its partners. subject to the 
rules of section 704(b) and the support
ing regulations. Guaranteed payments un
der section 707( c) are not considered al
locations of partnership income for pur
poses of this section. Guaranteed pay
ments under section 707 (c) are deductions 
by the partnership that must be taken into 
account under the rules of * 1.199-4. See 
* 1.199-3(p) and paragraph (b)(6) Example 
5 of this section. Except as provided in 
paragraph (b)( I )(ii) of this section. to de
termine its section 199 deduction for the 
taxable year. a partner aggregates its dis
tributive share of such items, to the extent 
they are not otherwise disallowed by the 
Code. with those items it incurs outside the 
partnership (whether directly or indirectly) 
for purposes of allocating and apportion
ing deductions to DPGR and computing 
its qualified production activities income 
(QPAI) (as defined in ~ 1.199-l(c»). 

(ii) Dererminlllioll at en tin' lel'l.'l. 
The Secretary may. by publication 
in the Internal Revenue Bulletin (see 
~601.601(dl(2Hii)(h) of this chapter), per
mit a partnership to calculate a partner's 
share of QPAI and W-2 wages as defined 
in ~1.199-2T(e)(2) (W-2 wages) at the 
entity level. instead of allocating to the 
partner. in accordance with sections 702 
and 704. the partner's share of partner
ship items (including items of income. 
gain. loss. and deduction) and amounts 
described in * 1.199-2(e)(I) (paragraph 
(el( I) wages\. If a partnership does calcu
late QPAI at the entity level-

(A) Each partner is allocated its share 
of QPAI (subject to the limitations of 
paragraph (b)(2) of this section) and W-2 
wages from the partnership. which are 
combined with the partner's QPAI and 
W-2 \\'age~ from other sources. if any: 
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(B) For purposes of computing QPAI 
under ** 1.\ 99-1 through 1.199-8. a part
ner does not take into account the items 
from the partnership (for example. a part
ne! does not take into account items from 
the partnership in determining whether a 
threshold or de lIIillimis rule applies or in 
allocating and apportioning deductions in 
calculating its QPAI from other sources); 

(C) A partner generally does not recom
pute its share of QPAI from the partnership 
using another method: however. the part
ner might have to adjust its share of QPAI 
from the partnership to take into account 
certain disallowed losses or deductions, or 
the allowance of suspended losses or de
ductions; and 

(D) A partner's distributive share of 
QPAI from a partnership may be less than 
zero. 

(2) Disallowed losses or deduc

tions. Except as provided by publica
tion in the Internal Revenue Bulletin (see 
§601.601{d)(2)(ii)(b) of this chapter), 
losses or deductions of a partnership are 
taken into account in computing the part
ner's section 199 deduction for a taxable 
year only if. and to the extent that the 
partner's distributive share of those losses 
or deductions from all of the partnership's 
activities is not disallowed by section 465. 
469. or 704(d). or any other provision of 
the Code. If only a portion of the part
ner's distributive share of the losses or 
deductions from a partnership is allowed 
for a taxable year. a prop0I1ionate share of 
those allowable losses or deductions that 
are allocated to the partnership' s quali
fied production activities, determined in 
a manner consistent with sections 465, 
469, and 704(d). and any other applicable 
provi,ion of the Code. is taken into ac
cOllnt in computing QPAI for that taxahle 
year. To the extent that any of the disal
lowed losses or deductions are allowed in 
a later taxable year under section 465, 469. 
Of 704(d). or any other provision of the 
Code, the partner takes into account a pro
portionate share of those allowed losses Of 
deductions that are allocated to the part
nership's qualified production activities in 
computing the partner' s QPAI for that later 
taxable year. Losses or deductions of the 
partnership that are disallowed for taxable 
years beginning on or before December 
:II, 2004, are not taken into account in a 
later taxable year fOf purposes of com
puting the partner's QPAI for that later 

taxable year. whether or not the losses or 

deductions are allowed for other purposes. 
(3) Partner's share !!/,paragrtlph (e)( 1) 

wages. Under section 199(d)( I )(A)(iii), a 
partner's shan: of paragraph (e)( 1) wages 
of a partnership for purposes of determin
ing the partner's wage limitation under 
section 199(b)( I) (W -2 wage limitation) 
equals the partner' s allocable share of 
those wages. Except as provided by pub
lication in the Internal Revenue Bulletin 
(see *601.60 I (d)(2)(ii)(h) of this chapter). 
the partnership must allocate the amount 
of paragraph (e)( I) wages among the part
ners in the same manner it allocates wage 
expense among those partners. The part
ner must add its share of the paragraph 
(e)(l) wages from the partnership to the 
partner's paragraph (e)( I) wages from 
other sources, if any. The partner (other 
than a partner that itself is a partnership 
or S corporation) then must calculate its 
W-2 wages by determining the amount 
of the partner's total paragraph (e)(I) 
wages properly allocable to DPGR. If the 
partner is a partnership or S corporation. 
the partner must allocate its paragraph 
(e)(\) wages (including the paragraph 
(e)( I) wages from a lower-tier partner
ship) among its partners or shareholders in 
the same manner it allocates wage expense 
aIllong those partners or shareholders. See 
§ I. I 99-2T(e)(2) for the computation of 
W-2 wages and for the proper allocation 
of any such wages to DPGR. 

(4) Transition rule for definition of 
W-2 wages and for W-2 wage limitation. 
If a partnership and any partner in that 
partnership have ditferent taxable years, 
only one of which begins on or before 
May 17, 2006, the definition of W-2 
wages of the partnership and the section 
I 99(d)(I )(A)(iii) limitation on W-2 wages 
from that partnership is determined under 
the law applicable to partnerships based 
on the beginning date of the partnership'S 
taxable year. Thus, for example, for the 
taxable year of a partnership beginning on 
or before May 17, 2006. a partner's share 
of W-2 wages from the partnership is de
termined under section 199( d)(\ )(A)(iii) 
as in effect for taxable years beginning 
on or before May 17. 2006, even if the 
taxable year of that partner in which those 
wages are taken into account begins after 
May 17,2006. 

(5) Partnerships electing out of sub
chapter K. For purposes of §§ \.199-1 



through 1.199-8, the rules of paragraph 
(b) of this section apply to all partnerships, 
including those partnerships electing un
der section 761 (a) to be excluded, in whole 
orin part, from the application of subchap
ter K of chapter 1 of the Code. 

(6) Examples. The following examples 
illustrate the application of this paragraph 
(bl. Assume that each partner has suffi
cient adjusted gross income or taxable in
come so that the section 199 deduction is 

DPGR 

Non-nPGR 

CGS ,. 

SectIon 162 selling expenses 

not limited under section 199( a)( 1)( B). As
sume also that the partnership and each of 
its partners (whether individual or corpo
rate) are calendar year taxpayers. 

Example I. SeC/iol! /561 mflhod \\'itiJ intere.lt ex
pense. III Purtnenhip Federal income 'ux itelm. X 

and Y, unrelated Umted States corporation" arc each 
500/r partners in PRS, a partner,hip th8t engage, in 
production activities that generate both DPGR and 

non-DPGR. X and Y share all items ot income, gam, 
loss, deduction, and cree it e'l uall y. Both X and Y 

are engaged in a trade or business. PRS IS not able 

Interest expense (not included in CGS) . 

(ii) Allocation of PRS's Federal ill come tux items. 

X and Y each receive the following distributive share 
of PRS' s Federal income tax items, a\ determIned 
under the principles of § 1704-1 (bJ( I j(vii): 

Gross income attributable to DPGR ($1,500 (DPGR) - SSW (allocable CGS)) 

to identify from its books and records CGS alloca· 
ble to DPGR and non-DPGR In thi, case, because 

CGS is definitely related under Ihe fas'l, and ,ircum
,lance, to all of PRS's gro" receiph. apportionment 

of CGS between [JPGR and non·DPGR based on 
gross receipt, is approprIate ror ~() 11), the aUJuqed 
ba,is of PRS's busine,s assets h S5.000, S~,()O() of 
which generate gro" inu)me attrlhutable 10 DPGR 
and $1,000 of which generate groS\ income attribut

able to n@·DPGR. For 2010. PRS has the foIl 0\\ ing 

Federal income tax Items: 

S3.000 
3,000 

3.240 

1,200 

300 

Gross income attributable to non·))PGR ($1,500 (non·DPGR) - S81 0 iallocable CGS I! 
$690 

690 

600 

1511 

Section 162 selling expmses .......... . 

Interest expense (not included in CGS) .. 

(iii) Determination of QPAl. (A) X's QPAl. Be
cause the section 199 deduction is determined at the 
panner level. X determines its QPAI by aggregat
Ing its distributive share of PRS's Federal income 
tax items with all other such items from all other, 

non·PRS·related activitIes. For 2010, X does not 
have any other such items. For 2010, the adjmted ba
sisofX's non-PRS a,sets, all of which are investment 

DPGR. 

CGS allocable to DPGR 

asset" i, $10.000. X's only gross receipt> for 2010 
are those attributable to the allocation of gross income 
from PRS. X allocates and apportIons its deductible 
items to gross income attributable to DPGR under the 
section 861 method of ~1.199-4(d). III this Cdse, the 
section 162 selling expenses are not included in CGS 
and are definitely related to all of PRS\ gross in· 
come. Based on the facts and circumstances of this 

,pecilic case, apportionment 01 those expenses he
tween DPGR and nOIl-DPClR on the basis of PRS', 
gross receipts is appropriate. X elecl'; to apportion 
its distributive share of interest expense under the tax 
book value method of ~I.R61-9T(g). X', QPAI for 
2010 IS $366, as shown in the follOWIng table: 

Section 162 selling expenses ($600 x ($1,500 DPGRI$3,OOO total gross receipts)) .... 

Interest expense (not included in CGS) ($150 x ($2,000 iX's share of PRS'\ DPGR assets)/ 

$1,500 
(810) 

(300) 

$12,500 <X's non-PRS assets 1$10,0(0) + X's share of PRS a"elS ($2.500)))) . 

X'S QPAI ..... , ... 

(B) y's QPAI. (1) For 2010, in addition to the ac
tivities of PRS. Y engages in production acti vities 

that generate both DPGR and non·DPGR, Y is able 
to identify from its books and records COS allocable 

to DPGR and to non-DPGR. For 2010, the adjusted 
basis of Y' s non·PRS assets attributable to its produc
tion activities that generate DPGR is $8,000 and to 
other production activities that generate non-DPGR 

Gross income attributable to DPGR 

($1,500 (DPGR) - $900 (allocable CGS) .. 

Gross income attributable to non-DPGR ($3,000 (other gross receipts) -

$1,620 (allocable COS» ... 

Section 162 selling expenses. 

Interest expense (not included in CGS) .. 

(2) Y determines its QPAI in the same general 
manner as X. However, because Y has other trade 
or business activities outside of PRS, Y must aggre· 
gate its distributive share of PRS's Federal income 
tax items with its own such items. Y allocates and 

apponions its deductible items to gross income at-

tributable to DPGR under the section 861 method 
of §\.l99-4(d). In thIS case, Y', distnbutlve share 

of PRS's seclion 162 ;elling expense" a' well as 
those selling expenses from y's non-PRS activities, 

are definitely related to all of its gross income Based 
on the facts and circumstances of this ~peClfic case, 

(24) 

366 

is $2,000. Y has no other assets. Y has the follOWIng 
Federal income tax items relating to its nC)fl·PRS ac

tivities: 

$600 

1.3~() 

540 

90 

apportionment of those expemes he tween DPGR and 
non-DPGR on the b;Jsis of Y' <, ~ro<,s recelph (Includ
ing Y', share of PRS', groS\ receiph) is appropri
ate. Y eiec!'. to apportion Its diwihutlvc ,hare of in

terest expense under the tax hook value method ]lj 

*1.R61-9TIg). Y ha\ SI.2<JO of groS\ inmme attrih-

2006-2 C.B. 969 



utable to DPGR IS3.()()() DPGR IS I.SO() from PRS I SK I () from PRS and $900 froll1 nun-PRS activities». Y', QPAI for 2010 is $642. as shown in the following 
and SI.5()O froll1 non-PRS Jcti\ities) - 5\.710 CGS table: 

D PG R I S I .SOO fn \m PRS and S 1.500 from non- PRS acti \i tiC,) 

CGS alloc'ahlc to DPGR ISX I 0 from PRS and S900 from nl1n-PRS :lctivities) 

Scctlon 102 seiling npcm.es 

HOOO 
( I. 71 ()) 

I) I.I-Ill I S60() from PRS and S540 fwm Ilon-PRS activitie,) x $3.0()O ($1.500 PRS 

DPGR + ') UOO non-PRS DPGR)/ $7.500 ($3.000 PRS total gross receipt> + $-1.500 

non· PRS total gms\ receipts» 

hllerest e"'pense (not included in (,GS) 

IS24() ISI5() fmm PRS and S90 from non-PRS activities) x $10.000 

(Y's l1ol1-PRS DPGR as,ets (SX.OOO) + Y's share 

of PRS DPGR as-;ets (S2.000))/SI2.500 

IY', l1on-PRS a"ch ($lIl.000) + Y\ share ofPRS assets ($2.500)1). 
Y's QPAI 

li\') D"'erlllil1(1r<'oll ,,(sectuill 199 dedllolOl1. X's 
lentatl\ e scction I <)9 deduction IS $33 1.0l) x $366. 
Ihat is. QPAI determined at the (,artner Ic\'el) subject 
10 the v..'-2 wage limitation (50'7c of W -2 wages I Y's 
tcntatin? seclion 149 deduction i, S511 1.09 ), S64~} 
,ublCcl to the W-~ wage limitation. 

E.\wI1I,le:' Secl/(/I/ 8f>1 mplhod \\'irh R&E ('X

I'CI/I'I'. (i I Purlllenil/p Fcderal illcome lax itmls. X 
and Y, unrelated United States corporations each of 
which is engaged in a trade or busines>. are partners in 
PRS. a partnership that engages In produuion acti\,-

ities that generate both DPGR and non-DPGR. Nei
ther X nor Y is a member of an affiliated group. X 
and Y share all items of income. gain, loss. deduction. 

and credit equally. Ail of PRS's domestic productIon 
activities that generate DPGR are within Standard 
Industrial Classification (SIC) Industry Group AAA 
ISIC AAAi All of PRS's production activities that 
generate non-DPGR are within SIC Industry Group 
BBB (SIC BBB). PRS is not able to identify from 

Its books and records CGS allocable to DPGR and to 
non-DPGR. In this case. because CGS is definitely 

DPGR lall from sales of products within SIC AAA) .... 

Non-DPGR (all from sales of products within SIC BBB) . 

CGS .... "... ......... . ....... . 

Section 162 ,elling expenses, .. 

Section 174 R&E-SIC AAA. 

Section 174 R&E-SIC BBB 

liilAllo('{lliol/ of PRS's Federal il/('(Illie fill' ilelll\. of PRS's Federal income tax ilems. as determined 
X and Y each receive the following dimihutive share under the principles or ~ 1.704-1 (b)ll )(vii I: 

GJ'(hS income attflblltahle to DPGR ($1.500 (DPGR) - $600 (CGS)) _. 

(456) 

((92) 

642 

related under the facts and circumstances to all of 
PRS's gross receipts. apportionment ofCGS between 

DPGR and non-DPGR hased on gross receipts is ap
propriate. PRS incurs $900 of research and experi
mentation expenses (R&E) that are deductible under 
section 174. $300 of whIch are performed with re
specI to SIC AAA and $600 of which are performed 
with respect to SIC BBB. None of the R&E is legally 
mandated R&E as described in *1.861-17(3)(4) and 
none is included in CGS, For 2010, PRS has the fol
lowing Federal income tax items: 

$lOOO 
3.000 

2.400 

840 

:lOO 
600 

Gro" Income attributahle to non-DPGR ($1.500 (other gross receipts) - $IiOO (eGS») ... 

$900 

900 

420 

150 

JOO 

Section 162 seiling expenses .. 

Section 17-1 R&E-SIC AA.A. 

Section 174 R&E-SIC 13BB . 

liii) [)('toIllIIlUliOI/ of QPAI. IA) X·.1 QPAI. Be
C"lhe the ,ectiol1 199 deduction i, determined at the 
partner Inc!. X detcrmmes its QPAI hy aggregat
in~ It' di,trihutivc ,hare of PRS's Federal income tax 
items v\lth "II other such Items from all other, non
PRS-rdatcd activities. For 2010. X docs not have 
.ln~ other 'llch la\ items X' s onl) gross recclpts for 
20 I (\ arc tlllhC anriillltahic to Ihe aiiocatiull of gro" 
inc'umc fn\nl PRS, A, ,tated. all of PRS's domestic 

production activities that generate DPGR are within 
SIC AAA. X allocates and apportion'> its deductible 
items to gro'>s income uttrihutable to DPGR under the 
secti()n~61 method of ~ I. I 99-4( d). In this case. the 
section 162 ,elling expenses are definilely related to 
ull of PRS's gross income. Based on the facts and 
Circumstances of thl' speCIfic case. apportIonment of 
tho.se cxpen,es between DPGR and non-DPGR on 
the hasi, of PRS's gro" receipts is appropriate. For 

DPGR lall fmm sales of products \\ ithin SIC AAA) .. 

CGS 

Sectin/1 102 ,elling expenses 1$420 x (S1.500 DPGRfSJ.O()O total gro,s receipts» .' 
Section 17-1 R&E-SIC AAA 

X', QPAI 

purposes of apportioning R&E. X elects to use the 
sales method as de,>cribed in §1.861-17(c). Because 
X has no direct sales of products. and hecause all 
of PRS's SIC AAA sales attributable to X's share 
of PRS's gross income generate DPGR. all of X's 
share of PRS., section 174 R&E attributable to SIC 
AAA is laken into account for purposes of determin
ing X's QPAI. Thus. X's total QPAI for 2010 is ,5540, 
as shown in the following table: 

$1.500 
(600) 
(2 (() 

(150) 

540 

(B) )", Qf:"/. I I) For ~o I O. in addition to Ihe aCII\ilies that generale both DPGR and non-DPGR. to identify from its books and records CGS allocable 
,\Lll\ ilie, of PRS. Y engage, in dome,ti,' production With re,pectlD those non-PRS activities. Y is not able to [)PGR and to non-DPGR In this case. because 
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non-PRS CGS is definitely related under the facts and 
circumstances to all of Y's non-PRS gross receipts, 

apportionment of non-PRS CGS between DPGR and 
nOTI-DPGR based on Y's Ilon-PRS gross receipts is 

DPGR (from sales of products within SIC AAA) ..... . 

DPGR (from sales of products within SIC BBB) 

Non-DPGR (from sales of products within SIC BBB) .. 

CGS (allocated to DPGR within SIC AAA) '" 
CGS (allocated to DPGR within SIC BBB). 

CGS (allocated to non-DPGR within SIC BBB) ........... . 
Section 162 selling expenses 
Section 174 R&E-SIC AAA. 

Section 174 R&E-SIC BBB .. 

(2) Because Y has DPGR as a result of activities 
outside PRS. Y must aggregate its distributi ve share 
of PRS's Federal income tax items with such items 
from all its other, non-PRS-related activities. Y al
locates and apportions its deductible items to gross 
income attributable to DPGR under the section 861 
method of §1.l99--4(d). In this case, the section 162 
selling expenses are definitely related to all of y's 
gross income. Based on the facts and CIrcumstances 
of the specific case, apportionment of such expenses 

between DPGR and non-DPGR on the basis of Y's 
gross receipts (including y's share uf PRS's gross re
ceipts) is appropriate. F()r purposes of apportioning 
R& E. Y elects to use the sales method as described in 
§1.861-17(c). 

(3) With respect to sales that generate DPGR, Y 

has gross income of $2,400 ($4.500 DPGR ($1,500 
from PRS and $3,000 from non-PRS activities) -
$2.1 00 CGS ($600 from sales of products by PRS and 
$1,500 from non-PRS activities». Because all of the 

DPGR ($4,500 DPGR ($1,500 from PRS and $3,000 from non-PRS activities». 

appropriate. For 2010. Y has the fOl!owlllg Don-PRS 
Federal income tax items: 

$1.500 
1.500 

3.000 

750 

750 

1.500 
540 

300 

450 

sales in SIC AAA generate DPGR, all of Y's share of 
PRS's section 174 R&E attributable to SIC AAA and 
the section 174 R&E attributable to SIC AAA that 
Y incurs in its non-PRS adivities are tJken into ac
count for purposes of determining y's QPAI. Because 
only a portion of the sales within SIC BBB generate 
DPGR, only a portion of the section 174 R&E attrib
utable to SIC BBB is taken into account in determin
ing Y's QPAI. Thus, y's QPAI for 2010 is $1.282. as 
shown in the following table: 

CGS ($600 from sales of products by PRS and $1,500 from non-PRS ~ctivities) ... 

Section 162 selling expenses ($960 ($420 from PRS + $540 from non-PRS activities) 1 

S4.500 
(2,100) 

($4,500 DPGRJ$9,000 total gross receipts)} .. , .......................... . 

Section 174 R&E-SIC AAA ($150 from PRS and $300 from nOll-PRS activities) .. 
Section 174 R&E-SIC BBB ($750 ($300 from PRS + $450 from non-PRS activities) x 

($1.500 DPGRJ$6,OOO total gross receipts allocated 10 SIC BBB ($1,500 

(480) 

(450) 

from PRS + $4,500 from non-PRS activities» .. 
Y'sQPAI ._ .... 

(iv) Determination of section I99 deduction. X's 
tentative section 199 deduction is $49 (.09 x $540, 
that is, QPAI detemlined at the partner level) subject 
to the W-2 wage limitation (50% ofW-2 wages). Y's 
tentative section 199 deduction is $115 (.09 x $1,282) 
subject to the W-2 wage limitation. 

Example 3. Partnership with special allocations. 
(i) In general. X and Yare unrelated corporate part
ners in PRS and each is engaged in a trade or busi
ness. PRS is a pannership that engages in a domes
tic production activity and other aclIvities. In gen
eral, X and Y share all partnership items of income, 
gain, loss, deduction, and credit equally, except that 
80% of the wage expense of PRS and 20% of PRS's 
other expenses are specially allocated to X. Under 
all the facts and circumstances, these special allo
cations have substantial economic effect under sec
tion 704(b). In the 2010 taxable year, PRS's only 
wage expense is $2,000 for marketing, which is not 
included in CGS. PRS has $8,000 of gross receipts 
($6,000 of which is DPGR). $4,000 of CGS ($3,500 
of which is allocable to DPGR), and $3,000 of de
ductions (comprised of $2.000 of wage expense for 
marketing and $1,000 of other expenses). X qualifies 
for and uses the simplified deduction method under 
§1.l99-4(e). Y does not qualify to use that method 
and, therefore, must use the section 861 method under 
§1.l99--4(d). In the 2010 taxable year, X has gross 
receipts attributable to non-partnership trade or busi
ness activities of $1,000 and wage expense of $200. 
None of X's non-PRS gross receipts is DPGR. For 

purposes of this example, with regard to both X and 
PRS, paragraph (e)(I) wages equal wage expense for 
the 20 I 0 taxable year. 

(Il) Afloca/ion and apporfionml'nf of costs. Under 
the partnership agreement, X's distributive share of 
the Federal income tax items of PRS is $1,250 of 
gross income attributable to DPGR ($3.000 DPGR 
- $1,750 allocable CGS), $750 of gross income 
attributable to non-DPGR ($1,000 non-DPGR -
$250 allocable CGS), and $1,800 of deductions 
(comprised of X's speCial allocations of $1,600 of 
wage expense ($2.000 x 80%) for marketing and 
$200 of other expenses ($1,000 x 20%)). Under the 
simplified deduction method. X apportions S 1,200 
of other deductions to DPGR ($2,000 ($1.800 from 
the pannership and $200 from non-pal1nership activ
ities) x ($3,000 DPGR1$S,OOO total gross receipts». 
Accordingly, X'S QPAI is $50 ($3,000 DPGR -
SI ,750 CGS - $1,200 of deductions). X has $1.800 
of paragraph (e)(I) wages ($1,600 (X's 80% share) 
from PRS + $200 (X's own non-PRS paragraph 
(e)(1) wages»). To calculate its W-2 wages. X must 
detemline how much of thiS $1,800 is properly al
locable under §1.199-2T(e)(2) to X's total DPGR 
(including X's share of DPGR from PRS). Thus, X's 
tentative section 199 deduction for the 2010 taxable 
year is $5 (.09 x $50), subject to the W-2 wage 
limitation (50% of X's W-2 wages). 

Example 4. Partnership with flO paragraph (e)( J) 

wages. (i) Facts. A and B, both individuals, are 
partners in PRS. PRS is a partnership that engages 

(188) 

1,282 

in manufacturing activities that generate both DPGR 
and non-DPGR. A and B share all items of income, 
gain, 105s. deduction, and credit equally. r()r the 
2010 taxable year, PRS has total gross receipts of 
$2,000 ($1.000 of which is DPGR), cas of $400 
and deductions of $800. PRS has no paragraph 
le)( 1) wages. Each partner's distributive share of 
PRS's Federal income tax items is $500 D PGR, $500 
non-DPGR. $200 CGS, and $400 of deducti()ns. 
A has trade or bus mess activities outside of PRS 
inon-PRS activities). With respect to those actIVIties, 
A has total gross receipts of $1.000 ($500 of which 
is DPGR), CGS of $400 (including $50 of paragraph 
(e)(i) wages). and deductions of $200 for the 2010 
taxable year. B has no trJde or husiness activities 
outsidi: of PRS. A and B each use the small business 
Simplified overall method under § 1.199-4(0. 

(il) A's QPAI. A's total CGS and deduction; 
apportioned to DPGR equal $600 11$1,200 ($200 
PRS CGS + $400 non-PRS CGS + $400 PRS deduc
lions + $200 non-PRS trade or business deductions)) 
.K (S 1.000 total DPGR ($500 from PRS + S500 
from non-PRS activities)I$2,OOO total gross receipts 
(S 1,000 from PRS + $1,000 from non-PRS activ 
Ities»). Accordingly. A's QPAI is $400 ($1.000 
DPGR ($500 from PRS + $500 from non-PRS activ
ities) - $600 COS and deductions). 

(iii) A's W-2 wages and section 199 Je<iucriol1 
A has 550 of paragraph (e)( 1) wages (SO from PRS 
+ $50 from A's non-PRS activities). To cakulate 
A's W-2 wages. A determines. under" rcasonahk 
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method satisfactory to the Secretary. that 540 of this 
$50 is properly allocable under ~ 1.199-2T(e)(2) to 
A, DPGR from PRS and non·PRS actimies. A's 
tentative secion 199 deduction is $36 (,09 \ $400)' 
subject to the W-2 wage limitation of 520 ISO'/( of 
W-2 wage, of $40). Thu,. A's ,eClion 199 deductllln 
is 520 

(II) B's QP4! alii} .\~<li"l1 }99 drdl/etiol/. S's 
CGS and deductillm apporlioned to DPGR equal 
S~O() II S200 PRS CGS + S400 PRS dedullium) x. 
(S500 DPGR from PRS/S l.OOO total gro" receipts 
from PRS)). AccordIngly, g's QPAIIS S200 ($SOO 
DPGR - S300 CGS and deductions) B's tentative 
,c(tion 199 Jedu(tlon is $1 ~ (.09 x $20Q). subject to 
the W-2 II age limllatlOn. In this case. however. the 
limitati,'n i, SO. becam,e B has no paragraph (e)(1) 
wages. Thus. B's section 199 deduction is $0. 

Exumple 5. GlIaranteed puyment. (i) Facts, The 
facb arc the same as in Example 4. ex.cept that in 
2010 PRS also makes a guaranteed payment of $200 
to A for sernces rendered by A (see section 707(c». 
and PRS incurs $200 of wage ex.pense for employ· 
eel" salary. which is included within the $400 ofCGS 
(in thiS case the wage expense of $200 equals PRS' s 
paragraph (ell I) wages), The guaranteed payment 
is taxable to A as ordinary income and IS properly 
deducted by PRS under section 162. Pursuant to 
§ 1.1 99-3( pl. A may not treat any part of this pay
ment as DPGR. Accordingly, PRS has total gross re
ceipts of $2,000 ($1.000 of which is DPGR). CGS of 
$400 (including $200 of wage expense) and deduc
tions of $1.000 (including the $200 guaranteed pay
ment) for the 20 I 0 tax.able year, Each partner's dis
tributive share of the items of the partnership is $500 
DPGR. $500 nun-DPGR. 5200 CGS (including $100 
of wage expense). and $500 of deductions. 

(Ii) A '.I QPAI and W-2 wages. A's total CGS and 
deductiolls apportioned to DPGR equal $591 ($1.300 
($200 PRS CGS + $400 non-PRS CGS + $500 PRS 
deductions + $200 non· PRS trade or business de
ductionS) x ($1.000 total DPGR ($500 from PRS + 
$500 from non·PRS activities)/$2,200 total gross reo 
ceiptl ($ 1.000 from PRS + $200 guaranteed payment 
+ SI.OOO from non·PRS activities»). Accordingly, 
As QPAI is $409 ($1,000 DPGR - $591 CGS and 
other deductions). A's total paragraph (e)(1) wages 
are $150 ($100 from PRS + $50 from non·PRS ac
tivities). To calculate its W-2 wages. A must deter
mine how much of this $150 is properly allocable un· 
der ~ I. I 99-2T(e )(21 to As total DPGR from PRS and 
non·PRS activities. A's tentative section 199 deduc· 
lion is $37 (.09 x $4091. subject to the W-2 wage lim· 
itation (50'7c of W-2 wages). 

(Iii) B's QPAl alld W-2 "ages. B's QPAI is $150 
($SO() DPGR - $350 CGS and other deductions). 
B has $100 of paragraph (e)(I) wages (all from 
PRS). To calculate its W-2 wages. B must determine 
how much of thi, $100 is properly allocable under 
~1199-2T(e)(2) to B's total DPGR. B's tentative 
section 199 deduction is $14 ('()9 x. $150), subject to 

the W-2 wage limitation (50'7c of B's W-'2 wages). 

(c) S corpomtiolls-(I) In general-(i) 
Determination at shareholder level. The 
section 199 deduction with respect to the 
qualified production activities of an S cor
poration is detennined at the shareholder 
level. As a result, each shareholder must 
compute its deduction separately. The sec-
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tion 199 deduction has no effect on the ad
justed basis of a shareholder' s stock in an 
S corporation. Except as provided by pub
lication pursuant to paragraph (c)(l Hii) of 
this section, for purposes of this section. 
each shareholder is allocated. in accor
dance with section 1366, its pro rata share 
of S corporation items (including items of 
income, gain, loss. and deduction), CGS 
allocated to such items of income. and 
gross receipts included in such items of in
come. even if the shareholder's share of 
CGS and other deductions and losses ex
ceeds DPGR. Except as provided by pub
lication under paragraph (c)(1 )(ii) of this 
section, to determine its section 199 deduc
tion for the taxable year. the shareholder 
aggregates its pro rata share of such items. 
to the extent they are not otherwise disal
lowed by the Code, with those items it in
curs outside the S corporation (whether di
rectly or indirectly) for purposes of allocat
ing and apportioning deductions to DPGR 
and computing its QPAI. 

Oi) Determination at entitv level. 
The Secretary may. by publication 
in the Internal Revenue Bulletin (see 
§601.60l(d)(2)(ii)(b) of this chapter). per
mit an S corporation to calculate a share
holder's share of QPAI and W-2 wages at 
the entity level, instead of allocating to the 
shareholder, in accordance with section 
1366, the shareholder's pro rata share of 
S corporation items (including items of 
income, gain, loss, and deduction) and 
paragraph (e)(I) wages. If an S corpo
ration does calculate QPAI at the entity 
level-

(A) Each shareholder is allocated its 
share of QPAI (subject to the limitations 
of paragraph (c)(2) of this section) and 
W -2 wages from the S corporation. which 
are combined with the shareholder's QPAI 
and W-2 wages from other sources, if any; 

(B) For purposes of computing QPAI 
under §§ 1.199-1 through 1.199-8, a share
holder does not take into account the items 
from the S corporation (for example, a 
shareholder does not take into account 
items from the S corporation in determin
ing whether a threshold or de minimis rule 
applies or in allocating and apportioning 
deductions in calculating its QPAI from 
other sources); 

(C) A shareholder generally does not 
recompute its share of QPAI from the 
S corporation using another method; how
ever, the shareholder might have to adjust 

its share of QPAI from the S corporation 
to take into account cenain disallowed 
losses or deductions. or the allowance of 
suspended losses or deductions: and 

(D) A shareholder's share ofQPAI from 
an S corporation may be less than zero. 

(2) Disallowed losses or dedllc
tiO/lS, Except as provided by publica
tion in the Internal Revenue Bulletin (see 
§60l,60l(d)(2)(ii)(b) of this chapter), 
losses or deductions of the S corporation 
are taken into account in computing the 
shareholder's section 199 deduction for a 
taxable year only if, and to the extent that. 
the shareholder's pro rata share of the 
losses or deductions from all of the S cor
poration's activities is not disallowed by 
section 465, 469, or 1366(d). or any other 
provision of the Code. If only a ponion of 
the shareholder's share of the losses or de
ductions from an S corporation is allowed 
for a taxable year, a proportionate share of 
those allowable losses or deductions that 
are allocated to the S corporation's quali
fied production activities, determined in a 
manner consistent with sections 465. 469, 
and l366(d), and any other applicable 
provision of the Code, is taken into ac
count in computing QPAI for that taxable 
year. To the extent that any of the disal
lowed losses or deductions are allowed in 
a later taxable year under section 465, 469, 
or 704(d), or any other provision of the 
Code. the shareholder takes into account 
a proportionate share of those allowed 
losses or deductions that are allocated to 
the S corporation's qualified production 
activities in computing the shareholder's 
QPAI for that later taxable year. Losses 
or deductions of the S corporation that 
are disallowed for taxable years begin
ning on or before December 31, 2004, are 
not taken into account in a later taxable 
year for purposes of computing the share
holder's QPAI for that later taxable year, 
whether or not the losses or deductions are 
allowed for other purposes, 

(3) Shareholder's share of para
graph (e)( 1) wages. Under section 
199(d)(l )(A)(iii), an S corporation share
holder's share of the paragraph (e)(l) 
wages of the S corporation for purposes of 
determining the shareholder's W-2 wage 
limitation equals the shareholder's alloca
ble share of those wages, Except as pro
vided by publication in the Internal Rev
enue Bulletin (see §601.601(d)(2)(ii)(b) 
of this chapter), the S corporation must 



allocate the paragraph (e)(l) wages among 
the shareholders in the same manner it al
locates wage expense among those share
holders. The shareholder then must add its 
share of the paragraph (e)(1) wages from 
the S corporation to the shareholder's para
graph (e)(l) wages from other sources, if 
any, and then must determine the portion of 
those total paragraph (e)(l) wages alloca
bleto DPGR to compute the shareholder's 
W-2 wages. See §1.199-2T(e)(2) for the 
computation of W-2 wages and for the 
proper allocation of such wages to OPGR. 

(4) Transition rule for definition ofW-2 
wages andfor W-2 wage limitation. If an 
S corporation and any of its shareholders 
have different taxable years, only one of 
which begins on or before May 17, 2006, 
the definition of W-2 wages of the S cor
poration and the section 199(d)(l )(A)(iii) 
limitation on W-2 wages from that S cor
poration is determined under the law ap
plicable to S corporations based on the be
ginning date of the S corporation's taxable 
year. Thus, for example, for the short tax
able year of an S corporation beginning 
after May 17, 2006, and ending in 2006, 
a shareholder's share of W-2 wages from 
the S corporation is determined under sec
tion 199(d)(l)(A)(iii) for taxable years be
ginning after May 17, 2006, even if that 
shareholder's taxable year began on or be
fore May 17, 2006. 

(d) Grantor trusts. To the extent that 
the grantor or another person is treated as 
owning all or part (the owned portion) of a 
trust under sections 671 through 679, such 
person (owner) computes its QPAI with rc
spect to the owned portion of the trust as 
if that QPAI had been generated by activi
ties performed directly by the owner. Sim
ilarly, for purposes of the W-2 wage limi
tation, the owner of the trust takes into ac
count the owner's share of the paragraph 
(e)(l) wages of the trust that are attribut
able to the owned portion of the trust. The 
provisions of paragraph (e) of this section 
do not apply to the owned portion of a trust. 

(e) Non-grantor trusts and estates-(l) 
Allocation of costs. The trust or estate cal
culates each beneficiary's share (as well 
as the trust's or estate's own share, if any) 
of QPAI and W-2 wages from the trust 
or estate at the trust or estate level. The 
beneficiary of a trust or estate may not re
compute its share of QPAI or W-2 wages 
from the trust or estate by using another 
method to reallocate the trust's or estate's 

qualified production costs or paragraph 
(e)( I) wages, or otherwise. Except as 
provided in paragraph (d) of this section, 
the OPAl of a trust or estate must be com
puted by allocating expenses described 
in section 199(d)(S) in one of two ways, 
depending on the dassification of those 
expense~ under §1.652(b)-3. Specifically, 
directly attributable expenses within the 
meaning of § 1.6S2(b )-3 are allocated pur
suant to § 1. 6S2(b)-3, and expenses not 
directly attributable within the meaning of 
§ 1.6S2(b )-3 (other expenses) are allocated 
under the simplified deduction method of 
§ \ ,199-4( e) (unless the trust or estate does 
not qualify to use the simplified deduc
tion method, in which case it must use 
the section 861 method of § I. 199-4( d) 
with respect to such other ex.penses). For 
this purpose, depletion and depreciation 
deductions described in section 642(e) and 
amortization deductions described in sec
tion 642(f) are treated as other expenses 
dcscribed in section 199(d)(S). Also for 
this purpose, the trust's or estate' s share of 
other expenses from a lower-tier pass-thru 
entity is not directly attributable to any 
class of income (whether or not those 
other expenses are directly attributable to 
the aggregate pass-thru gross income as a 
class for purposes uther than section \99), 
A trust or estate may not use the small 
business simplified overall method for 
computing its QPAI. See § 1.199-4(f)(S). 

(2) Allocation among trust or estate and 
beneficiaries-(i) In general. The QPAI 
of a trust or estate (which will be less 
than zero if the CGS and deductions allo
cated and apportioned to OPGR exceed the 
trust's or estate's OPGR) and W-2 wages 
of a trust or estate are allocated to each 
beneficiary and to the trust or estate based 
on the relative proportion of the trust's 
or estate's distributable net income (ON!), 
as defined by section 643(a), for the tax
able year that is distributed or required to 
be distributed to the beneficiary or is re
tained by the trust or estate. To the ex
tent that the trust or estate has no ONI 
for the taxable year, any QPAI and W-2 
wages are allocated entirely to (he trust or 
estate. A trust or estate is allowed the sec
tion 199 deduction in computing its tax
able income to the extent that QPAI and 
W -2 wages are allocated to the trust or es
tate. A beneficiary of a lrust or estate is 
allowed the section 199 deduction in com
puting its taxable income based on its share 

of QPAI and W-2 wages from the trust or 
estate, which are aggregated with the bene
ficiary's QPAI and W-2 wage~ from other 
sources, if any. 

(ii) Treatment of items .I1mll u [rtlst or 
estate reporting quuli/il:'(/ prodllctiof) (lC

til'ities income. When, pursuant to this 
paragraph (e), a taxpayer must combine 
QPAI and W -2 wage, from a trust or es
tate with the taxpayer's total QPAI and 
W-2 wages from other sources. the tax
payer, when applying ~§ 1.199-1 through 
1.199-8 to determine the taxpayer's to
tal QPAI and W-2 wages from ~uch other 
sources, does not take into account the 
items from such trust or estate. Thus_ for 
example, a beneficiary of an estate that re
ceives OPAl from the estate does not take 
into account the beneficiary's distributive 
share of the estate's gross receipts, gross 
income, or deductions when the beneti
ciary determines whether a threshold or de 

minimis rule applies or when the benefi
ciary allocates and apportions deductions 
in calculating its OPAl from other sources. 
Similarly, in determining the portion of the 
beneficiary's paragraph (e)( 1) wages from 
other sources that is attributable to OPGR 
(thus, the W-2 wages from other sources), 
the beneficiary does not lake into account 
DPGR and non-DPGR from the tru~t or e~
tate. 

(3) Transition rule for definition n{W-2 
wages and for W-2 wage limitation. The 
definition of W -2 wages of a trust or estate 
and the section 1 99(d)(l )(A)(iii) limitation 
on W -2 wages from that trust or estate. and 
thus the beneficiary's share of W-2 wages 
from that trust or estate, is determined un
der the law applicable to pass-thru entities 
based on the beginning date of the taxable 
year of the trust or estate, regardless of the 
beginning date of the taxable year of the 
beneficiary. 

(4) Example. The following example 
illustrates the application of this paragraph 
(e) Assume that the partnership, trust, 
and trust beneficiary all are calendar year 
taxpayers. 

Exall/p/e. (I) COI11I)Uwtioll oj DNI alld iIiC/II.,ioll 

olld deduUio)) lIn/Olin/,. (A) TrIl.I"!·, di.\trihlltil'<' 

share oj pllrlilership Item.l. Tru't. a complex trll't. 

is a partner in PRS. a parmer,hip that en!!ag:e, In 

actilitic, that generate DPGR and nOI1-DPGR. In 
2010. PRS distribute, $10.0110 cd,h to Tru,l. PRS 
properly all(lcate, (in the 'arne manner a, "a~c 

expen,el paragraph (el( 1) wage, of ).,.1100 to Tnl'!. 

Trust", di,trihutive share uj PRS item'. \\hic'h arc 
properly included in Tru,t', DN!. I' ,h iolhl\\\. 
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Gm" income attnhutahl~ t(\ DPGR (SIS,OOO DPGR - 55,OOn CGS 

(inL'iuumg II age expelN': (If" 1,0(0)) 

(im" illwmc altnhutahk tLl nOIl-DPGI{ I 55,000 oth~r gro" rel'elph - SO CGS), , 

Sdllllg .:\pen,,,s allrihutahk to DPGR (1Ilciuu.:s Ilag.: .:xpen'.: of 52,0(0) , 

Othcr cxpell'c, I im:ludt'\ \1 age c'pen,,: of sl,oom 

IB) 7im(I dll'nr £/"';1';1/('\ TIlI,t ha, dircC! 
paraparh Iclll) "a:,:c, 01 52,IlOO 1m the 2010 ta\-

Dilidends 

Tax-exempt intere,t 

Renh rroml'llmmacial real property operated by Trust as a huslllt''' 

Real estale taxc, __ . 

Tmsl.:e comml\Sions 

State income and permnal property taxes 

Wage expense for rental business. 

Other busilless expenses. 

I C I AI/o((lr;oll oj'dedllclioll.\ IIlIder ~! 652( h )-3. 

\11 Oil'''' Ily ulo'iI",w/Jl" nl'CIlsn. [n «Imputing 
Trust's DNI tor the taxable year. the dIstributive 
share or expenses or PRS are dIrectly attnbutabk 
under ~ 1.652(b) .1la) to the distributive share of 
income of PRS. Accordingly, the $5,000 of CGS, 
.,,,,()OO of selling expenses, and $2,()()() of other ex

penses are subtracted from th~ gross receipts from 
PRS I S20.0()Ol. resltiting in net income from PRS Df 
'>.II),O()II. With respel'l to the Trust's direct expenses, 
'i> I.OO() oj' the trustee commissions, the $1.000 of 

real eSlate tilxe" and the $2,000 of wilge expense 
arc directly attrihutable under ~ I.652(b)-3Ia) to the 
rental income. 

(':1 Nun-dil'eclir (/(/I-ilJlIilllJll' nl'efl.\e,\, Under 
~ IN,2(h) 3(h). the trustee must a\lnuM " portion 
of the sum of the balance of the trustee commi"ions 
1$2,0(0), state income and per,onal property taxes 
(~5,()OOI. and the other husiness expenses ($ 1,0(0) to 
the $ 10.000 of tax-exelllpt interest. The portion to bc 
altributcd t() tax-exelllpt interest is $2,222 ($g,()()O x 
(~JO,O[)O tax exempt interestl$36,()()1) gross recelpb 
nct Ilf direct expenses)), rcsulting in $7,77'1'. 1$10,000 
- S2,2221 of net tax-exempt intere,t Pursuant to 
Its authority recognized under * l.h52(h)-3(b), the 
Irustee a\locates thc entire amount nf the remaining 
"5.77'1', ot trustee commissiol1s, state income and 
personal property ta.\Cs .• 1Ild othcl' business expcn,c:s 
tll the S6,()()() of llet rental incollle, resulting in $222 
1~6.()()() - $),77~1 of n~t rental income. 

I [) I AlI/owlI.I I,,,{,,d,,d ill lil.",hI" lilC01l1e. For 
2010. Trust has DN[ ot ~2K,()OI) (net dividend in
L'OIllC ,,1 5> IIl,OOII + net PRS inulmc of S I 0,000 + net 
rental 111(OIllC of ~222 + net la\.-c\\,.'mpl ilK'OITlC of 

"7,77XL Pursuant 10 Trus!'s glllerning instrument. 
Tt ustL'e distl'ibute, SO'; or SI-I.()OO. of that ON I to 
H. all indl\ idual II IJII ".) discretionary hendiciary of 
Trust. ,-\ssumc Ihat Ihele are IlO separate share, under 
Tl'usl, .1Ild IJII Ji,trihulioll' are made to any other hen-
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eficiary that year. Consequently. with respect to the 
$1-1.000 distribution B receives from Trust, B prop

erly tncludes in B's gross income $5,000 of income 
from PRS, $ I II of rents, and $5,000 of diVidends, 

and properly excludes from B's gro" income $3,889 
of tax-exempt interest. Trust includes $20,222 in its 
adjusted total income and deducts $10,111 under sec
tion 661(a) in computing its taxable income. 

(ii) SeC/ioll 199 dedllUioll, (A) Simplified dedllc-

1111// method, For purposes or computing the ,,'ctioll 
199 deduction for the taxable year, assume Trust 
qualifies for the simplilied deduction method under 
~ I I 99-4(e) The determination of Trust's QPAI un
der the simplified deduction method reyuires multiple 
steps to allocate cosb. First. the Trust's expenses 
directly attrihutable to DPGR under ~ 1.652(b)-3(al 
arc ,ubtracted from the Trust's DPGR. [n this ,tep, 
the directly attrihutable $5.000 of CGS and seIl
ing expenses of $3,000 are subtracted from the 
$15,OO() of DPGR from PRS. Second, the Tru,t', 

expenses dIrectly attributahle under 91.652(h)-3(al 
to non-DPGR fml11 a trade or husincss are subtracted 
from the Tru,t's trade or huslll"" llOfl-DPGR. [n this 
step, $-I.OO() of Trust expenses directly allocahle to 

the real property rental actiVity ($1,000 of real estate 
taxes, $I.()OO of Trustee commi)slons, and $2.000 
or wages) are suhtracled trom the SiIO,OOO oj rental 
income. ThIrd, Trust must id.:ntify the portion of its 
other expenses that IS attnbutahle to Trust's trade 
or busine" acti, itie" if any, becausc cxpen,cs no: 
attributahle to trade or husine'>S aClivities are nOI 
laken mill account in computing QPAI. [n this step, 
in this eXilmple, the portion of the trustee commis
sion, not directl} altnbutable III the rental upcratiull 
1$2,0001 arc directly attributable to non-trade or 
husine" activities In addition. the state income and 
personal property taxes arc not directly altrihutahle 
under ~ 1.652(b)-3Ia) to either trade or business 
m non-trade or bUslllec,s actmlles. ,0 the portion 

510,000 

5,OOU 

-<,OOU 

2,000 

rrolll PRS, Tru" abo dlrc([l~ has the 1011,)\\ ing ilL'lll' 
II hidl .11'" properll induded in Tru,t', DN!: 

SIO,OOO 

10.000 

10.000 

1,000 

J.()O() 

5,000 

2,()OO 

1,000 

of tho" taxes not attributahle t() either the PRS 
intcrests or the rental operation arc 1I0t trade or busi
ness expenses and, thus, arc not taken into account in 
computing QPAJ The portion of the state income and 
personal property taxes that is treateu as other trade or 

business expen,es is $3.000 ($5,O()O x S30,OO() total 
trade or busine." gross receiptsJ$SO,OO() total gross 
receipts). Fourth, Tlllst then allocate, its other trade 
or business expenses (not directly attributable under 
§1.6S2(b)-.1(a)) between DPGR and non-DPGR on 
the hasis of Its total gross receipts from the conduct 
of a trade or business ($20,OO() from PRS + $1 (l,OOO 
rental income). Thus, Trust combines its non-directly 
attributable (other) business expenses ($2,000 from 
PRS + $~,OOO ($ 1 ,()()() of other Iwsmcss expemes + 
$J,OOO of IIlcome and property taxes allocated to a 
trade or bUsinc,,) from its own activities) and then 
apporlIons this total ($6,O()O) between DPGR ami 
otiler receipts on the basi, of Trust', tolal trade or 
busine" gross receipts (So,OOD of such expenses x 
$15.000 DPGRJ$30,OOO total trade or hmincss gross 
receipts = $3,0(0). Thus, for purposes nf comput
ing Trust's and B's section 199 deuuctillll, Trust's 
QPA[ is $-1,000 1$7.()OO - $3,O()O), Because the 
distribution of Trllst', DNI to B equals one-half of 
Trust's ONI. Trust and B each has QPAI from PRS 
fur purposes of the sectIOn 199 deduction of $2,000. 
B has $I,()()() of QPAI from non-Trust actIvities that 
i, added to the 52,000 QPA[ from Trust for a total of 
noon of QPAL 

(B) W-2 II'II,f(fS. For the 2010 taxable year, Trust 
choose, to use the wage expense safe harbor under 
~ I. I 99-2T(eJ( 2)( i iJ III determlile Its W-2 wages, For 
It, taxable year ending December 31. 2010, Tru,t 
has $5,000 of paragraph (ell I ) wages reported on 
2010 Forms W-2. Trust's W-2 wages are $2,917, 
as shown in the following tahle: 



Wage expense included in CGS directly attributable to DPGR . 

Wage expense included in selling expense directly attributable to DPGR. 
S I,()O() 

2.000 
Wage expense included in non-directly attributable deduction, ($1.000 in "age expense x 

($15,000 DPGR/$30,000 total trade or business gro" receipts» .. 50D 

3.500 Wage expense allocable to DPGR 

W-2 wages «$3,500 of wage expense allocable to DPGR/$6,OOO of total wage expense) x $5.000 
in paragrilph (e)( I) wages) ... S2,917 

(e I Section 199 deduction compulation. (l) B's 
computarion. B is eligible 10 us~ the small busines>; 
simplified overall method. Assume that B has suf
fIcient adjusted gross income so that the section 199 
deduction is not limited under section 199(a)( I )(B J. 
Because the $14,000 Trust distribution to B equals 
one· half of Trust's DNI, B has W-2 wages from Trust 
of~I,459(50o/c x $2.91,) B has W-2 wagesof$IOO 
from non-Trust trade or business activities (computed 
without regard to B' ~ int~Te'it in Trust purwant 10 

§1.I99-2(e» for a total of $1,559 of W-2 wage~. B 
has $1,000 of QPAI from non-Trust activities that is 
added to the $2,000 QPAI from Trust for a total of 
$3.000 of QPAI. B's tentative deduction is '5270 (,09 
x $3,000), limited under the W-2 wage limitation to 
$780 (50% x $1.559 W-2 wages). A(((Jrdingly. B's 
section 199 deduction for 20 lOis $270. 

(2) Trust's computation. Trust has sufficient ad
justed gross income so that the section 199 deduction 
is not limited under section 199(a)(I )(B) Because 
the $14,000 Trust distribution 10 B equals one-half of 
Trust's ONI, Trust has W-2 wages of $1.459 (500/( 
x S2,917) Trust's tentative deduction IS $180 (.09 x 
$2,000 QPAI), limited under the W-2 wage limitation 
10 $730 (50% x $1.459 W-2 wages). Accordingly, 
Trust's section 199 deduction for 2010 is $180. 

CO Gain or loss from the di:!position of 

an interest in a pass-thru entity. DPGR 
generally does not include gain or loss rec
ognized on the sale, exchange, or other dis
position of an interest in a pass-thru entity. 
However, with respect to a partnership, if 
section 751(a) or (b) applies, then gain or 
loss attributable to assets of the partnership 
giving rise to ordinary income under sec
tion 751(a) or (b), the sale, exchange, or 
other disposition of which would give rise 
to DPGR, is taken into account in com
puting the partner's section 199 deduc
tion. Accordingly, to the extent that cash 
or property received by a partner in a sale 
or exchange of all or part of its partner
ship interest is attributable to unrealized 
receivables or inventory items within the 
meaning of section 751(c) or (d), respec
tively, and the sale or exchange of the unre
alized receivable or inventory items would 
give rise to DPGR if sold, exchanged, or 
otherwise disposed of by the partner5>hip, 
the cash or property received by the part
ner is taken into account by the partner 
in determining its DPGR for the taxable 
year. Likewise, to the extent that a dis-

tri bution of property to a partner is treated 
under section 751 (b) as a sale or exchange 
of property between the partnership and 
the distributee partner, and any property 
deemed sold or exchanged would give rise 
to DPGR if sold, exchanged, or otherwise 
disposed of by the partnership, the deemed 
sale or exchange of the property must be 
taken into account in determining the part
nership's and distributee partner's DPGR 
to the extent not taken into account under 
the qualifying in-kind partnership rules. 
See §§ 1.751-1 (b) and 1.199-3T(i)(7). 

(g) No artribUlion of qualified activities. 
Except as provided in § I. I 99-3T(i)(7) re
garding qualifying in-kind partnerships 
and §1.l99-3T(i)(8) regarding EAG part
nerships, an owner of a pass-thru entity 
is not treated as conducting the qualified 
production activities of the pass-thru en
tity, and vice versa. For example, if a 
partnership manufactures QPP within the 
United States, or produces a qualified film 
or produces utilities in the United States, 
and distributes or leases, rents, licenses, 
sells, exchanges, or otherwise disposes of 
such property to a partner who then, with
out performing its own qualifying activity, 
leases, rents, licenses, sells, exchanges, 
or otherwise disposes of such property, 
then the partner's gross receipts from 
this latter lease, rental, license, sale, ex
change, or other disposition are treated as 
non-DPGR. In addition, if a partner man
ufactures QPP within the United States, or 
produces a qualified film or produces util
ities in the United States, and contributes 
or leases, rents, licenses, sells, exchanges, 
or otherwise disposes of such property 
to a partnership which then, without per
forming its own qualifying activity, leases, 
rents, licenses, sells, exchanges, or other
wise disposes of such property. then the 
partnership's gross receipts from this latter 
disposition are treated as non-DPGR. 

Par. 9. Section 1.199-7 is amended 
by adding new paragraph (b)( 4) to read as 
follows: 

§l. 199-7 Expanded affiliated groups. 

* * * * * 
(b) * * * 
(4) Losses used to reduce taxable 

income of expanded affiliated group. 
[Reserved]. For further guidance, see 
§ 1.\ 99-7T(b )( 4). 

* * * * * 
Par. 10. Section 1.199-7T is added to 

read as follows: 

§1.!99-7T Expanded affiliated groups 
(temporary ). 

(a) [ReservedJ. For further guidance, 
see § 1.199-7(a). 

(b) Computation (1 expanded affiliated 

grolAP's section 199 deduction. 
(I) through (3) l Reserved J. For further 

guidance, see §1.199-7(b)(1) through (3). 
(4) Losses uw:d to reduce taxable in

come of expanded affiliated group-(i) In 
general. The amount of a net operating 
loss (NOL) sustained by any member of 
an expanded affiliated group (EAG) (as 
defined in § 1.199-7) that is used in the 
year sustained in determining an EAG's 
taxable income limitation under section 
1 99(a)(I )(B) is not treated as an NOL car
ryover or NOL carryback to any taxable 
year in determining the taxable income 
limitation under section 199( a)( I )(B). For 
purposes of this paragraph (b)(4), an NOL 
is considered to be used if it reduces an 
EAG's aggregate taxable income, regard
less of whether the use of the NOL actually 
reduces the amount of the deduction un
der §1.\99-l(a) (section 199 deduction) 
that the EAG would otherwise derive. An 
NOL is not considered to be used to the 
extent that it reduces an EAG's aggregate 
taxable incume to an amuunt less than 
zero. If more than one member of an EAG 
has an NOL used in the same taxable year 
to reduce the EAG's taxable income, the 
members' respective NOLs are deemed 
used in proportion to the amount of their 

NOLs. 
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Ip ........ III ,11l~ Ilthl'!" .\L'~ll Thl.-'rL' \\L'll' 1111 11tl1L'r 1l1L'lllhl..:rc, 

"I I Ill' I',j,(; in 20ltl hl'"d,', Hand:\, ,lI1d B dud:\ did 

!lp[ filL' a l'olhlllid,lll'd rl'lkralllll.'PlllC t<'l\' rl'lurll. r\" 

'1,lltltl"IIl" \;O!. I\;h IN'd III 211111[1l IL'dUL','lh,' B 

,Iud :\ L\( i', 1,1 ,.!hk Illl" 'Ill" 1<, '\11, H 1\ '"Il,idL'IL'cI til 

11,I\L'(ll1l: .l\)tHl\'()) \':'IIT}i)\l.:rtHHll~()I()ti\ldl""L'I.I 

\"Inrill111 \ If 11 .... ~n I J u \ ~Ih II..' IIl!..'l H I h.: fl 11' 1'Il[[T'Ill\L' .... I If Ihl' 

\.1\,lbk IIl'llIllL'llillll,IIIl'1l illldel"c'L'lIl'1l ICJL)ldlllliBI, 

Ill .... ' J .... In r,uml)/" I. AI..\.'l)I\illl,:.;.i.\. thL' fl',uih !tH-1hL' 

-\ ,mel Il LVi III :'1111 ;11,' lit,' 'dlllL' ,I' 1111 1(1111/,1, I 

r \tlll//'/t 3 Thl' I.IL't .. dl\.' tlh.' -...l1lh.' ,\" It) 1. \dllll)/" 

I L'I,"I'III1,11 B 1\ 111'1 ,11ll,'nlb,'1 ,d ,1111 f- \(i II) 21111 
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Ik','I1'" "1,11(1(1,'1 II', \(ll, \\,1\ Ih,'J In 20ltl I,) Ic'

dlkC th,' I \( i', 1,II,illlL' IIlL'llI111' III '>1'1, B " (lllhIJ

L'IL'd I,) 11,1\,' ,,111\ ,,'_'lIti \()I ,'''1'1'),1\,'1 IIPIll 2t1111 

lllldh,,-'[ ,11)\lrlIOlll11Ih ~\lll la\dhk' 111l111lll' (IH" pur

I'""" "I tht' 1.I\,lblc' IIl,PIlll' Illlll(,IIIIlI) IIlldlT 'L'L'llllI) 

1"1)1,111 III Ill, 111,1 ,1\ III I. \<11111,11 I 'lilli', (Ill 1'111-

Illhl'-" \)1 Ikll'lllllllll1~ H " 1.I\ank 1l1l11111l' 11l11it.lt1lH1 

III ~IIII Ilh ""Ihlder..:d I,' haIL' 1,I1;lhle 11lL'IlJ))c 01 

"I ~(III, ,ll)d HILI' d \L'L'lIOI) 191) Lkdlk-til'll of l)'; "I' 
"1 .. "111, ,'I "1\' 

I ',/lIII,I( -I (\"I'I'r~ltl<llh\, B, ,Ill" (' ,Irl' llil' 

IlIIII 11Ic'lllh,'r, 1,1 ,111 I',,\(i ,\, B, dllli (' ~iI\' ,III c'~t1-

l'JhLlr }l'dJ" LI\p.l}cr,.Uld thc.\ dp llP! Jdlllll1 tl1l' fl1in~ 

"I' ,I l'''Il,"llddIL'd h'd,'LtI II) L'I 11 llL' tal I l'llII'll , Nl'"e 

III IhL' EA( i 1IlL'lllh\'l', (.-\, B, Ill' (' I ha,1 t;l\dhk In

UlIlll' Ill' II'" plllll III 21110, III ~1I11l. ,\ 11;1\ QP.-\I III 

\2,(1111) ,md 1;lldhlc IIlL'IlIllL' 1'1''' 1,01111, B ha, VPAI 01 

\1.111111 .lllti all NO! of I,I.OO(), :Ind (' h,I' QP,\! III 

,,1.11011 and dl1 \iOI. Ill' S~,(l()O, In ~O II, prlOf III Ih,' 

t\()! dcdu,lli1n alhl\\ I'd IInder \L,ctioll 172_ A dllli B 

L',[cil I"" la\atlle IIlWIllC of 'j;200 alld C ita' la\ahk 

lIKOIll\' of ':;',(1)0, III d,·terll1l1llll~ Ihe FAC/', 'l'l'

illln I Lll) deduclion lor 2(11 (I, X, QP:\ I III $2,O(l(), B', 
QPAI ul '" I,IHIO, alld C, ()I',-\I 01 S I ,OliO "rc a~i!rc

pled, Cl' arc A', la\ahle illl'l'Il1C 01 Ii; 1,11011, R\ NOI. 

1,11>1,11110_ anti C', NO! of \3_1l()(), TllIl" for 2010, 

the FAG ha, QPAI of ~-L(}()O antlla"lhlc illcome pi 
I~~,()(I()I In determining llic EAG', (;lIahlc ineol1lc 

!l1llltJtiollllndcI ,CUiOIl 1L)\lIa)( I liB) in21l11. $1.()01l 

Ill' B', and C, .tggregalc NOt., in 2111 0 llf S-t,OOO arc 

Lon'ltlercd to hal e heen 1I,cti III 2111 () tll retillL'e Ihe 

EACi', (,I\ahk inL'IHllC 10 SO, in proportion t'.l their 

NOL" Thlh, ~2~O 01 B', \JOL from 20!O I "1.1l0n 

, )1.0001'\-+.1100) anJ ':>750 01 C', NO!. lrom 2010 
IS 1.1l0() \ ::'_\1I0(l/S-+,ilOOI are del'l1leLi 10 hal c beL'n 

u,cd in 211 I II, The rl'Ill'linllli,' 'l, 7~O of B', NOI. and 

Ihe rClllainill<,! "2,2'i1l Ill' C, NO!. arc ll11t deelllL'd 10 

tU\C' Ol'en u ... cd hCl-'llll>"l' >.,1) dOlllg would h~l\,t.? reduced 

IhL' EAG', l;tlahk lilU1(1)l' 1Il2tJIO hdl)\\ 'SO, Al'cmd

ill<,!l y, 1m purpo'e' 01 delermining Ihe F-\Ci', t:l\clhlc 

incumc limitallon 111 2() II, H i,,!ccillcd III ha\ e ~I ,,7:;0 

NOI. LalTI 0\ L'I !tom 20 I () 'lild C i, lkellleLi 1(1 hal C 

a S2,2)() NO! C~IIT\(" er In'1l1 211 I II. Thu" lor rur

!1\I\\', III dl'll'rmlnll1~ Ihe EAC;-, t,l\ahle II1UH1)c 11111-

ildliun, 5', t,l\elhlc II1LOlllC in 21111 ;, -;(1 dllLl (",1.1'

ahle InCOlllc 111 2111 1 i, i<2.7'iIl, \\hich <lIC aggregated 

\1 Ilh X-, "21111 Id-';IOIe Illl'llllll', 5', unll'l'd NO!. ear

!'Io'l'!' Imlll 21l11l L',II1I)\)1 he 1I\('d 10 reJul'c l'iliJcr A', 

1'1' (", 2()11 1;t\;lhll' iI1COI1lL' Thll', the E,\Cj', 1,1\

:lhle 1Il(llillC Illnildlion in 2(}11 ,,~2,')'iO, A', lauhk 

illcome 01 ~2(11) plu, B', la'<lhle inL'omc 01 '!ill plu, 

C·" la\;Jhlc inC01lll~ pi )2.7)() 

Pal-, 11_ Sectiun 1,1 <)l)-~ i, alllenueu 
b) add! ng ncw paragraph\ (i)( 5) anu (6 J to 
n:,tJ a~ follo\\ ,: 

~1.1<)<)-8 Uther mfe,\. 

(i) 'I' 

(5) TilX II/creOle Prl'l'l'l/ri(1/1 mill Recoll

cili(/r;nl/ Act nj''.!()()5, I Re<,eneJI, For fur
thl'r guiuance, \te ~1.l<)9-XT(i)(5)_ 

I ()) !.m,l'C,1 1I,Icd 10 redlln: {ilX({IJ!C 

I/[C(lil/C (IT c\/){/I/dcd u{tiliareil gmlll), 

I RCSe('l cd I, For further guidance, See 
~ 1,19l)-Xf(i)(n) 

Par 12, St'L'lion 1,ltN-HT IS amended 
hy adding nl'\\ p,)ragrapils (i)(S) and (6) to 
read a~ follo\\'S: 

.\" I ,I YY-Sr ()IIT('/' 1'1//(',\ (It'II[IJorun), 

(i) I 

(5) Tux III('/'clI,l(, P"(,l't'lIlioll ([lid 

Rccollcilia(io/l AI'( (1/ l005_ Scctlons 
I .Il)L)-2T( l')( 2). 119l)-~T( Il( 7) and I X). 

and 1,llJl)--'iT arl' applicabk 1'01' lax
able years hq:'lIlnlng on or alter Oclo

her IlJ, .2006, A taxpayer Illay apply 
~~ 1,Il)lJ-2T(e)(2). 1,Il)lJ-3T(i)(7) and 
I~)' and 1_19lJ-H to taxable years hl'
ginning after May 17, 2006, and beforc 
October 19, 20011 regardless of whether 
the taxpayer otherwise relied upon No
tice 20OS-I..t-. 2005-1 CB, 4lJ~ (see 
~110 1.I1() l( d)( 2) or this chapter), the pro
vIsIons of REG-I 05~..t-7-05, 2005--t7 
I.R.B, 9~7 (see *601.601(d)(2) of this 
chapter), or ** 1.199-/ through 1,199-l\, 
The applicability of **Ll99-2T(e)(2), 
1,199-3T(i)(7) and (X), and Ll9l)-5T ex
pi res Oil October 16, 2009_ 

(11) Losses uscd ro /'edu('(' (([.I([/JIe ill

cOllIe of' expanded affiliated group, Sec
tion I. I 99-7T(b)(4) is applicable for 
taxable years heginning Oil or after Oc
tober Il), 2006. A taxpayer may apply 
~ lllJlJ-7T(h)(4) to taxahle years be
ginning after December 31. 2004, and 
before Octoher IlJ, 200ft regardless of 
whether the taxpayer otherwise relied 
upon Notice 2005-14, 2005-1 C.B. 498 
(see *601.601(d)(2) of this chapter), the 
provisions of REG-I 05~47-05, 2005--47 
LR,B, l)~7 (see *601.601(d)(2) of this 
chapter), or ~*Lll)<)-I through 1.199-9. 
The applicability of ~1.1t)l)-7T(b)(4) ex
pires Oll October 16, 200t) 

Mark E, Matthews, 
Deputy COl7lmi,l.liolJl:!' .fin
SerVIces and Enj{)J'Cl'IIICnL 

Approved Octoher 12, 200ft, 

Eric Solomon, 
Acting Defilltr Assis/{J111 

Secretary of the Trellslln', 

(hk'J h~ the (Jftice of rhc rl'd~r;jl RcgJ\ler on Ocwher IX. 
~()(16. H.-+) J.Ill, and puhli')hcd In the I'>"'UC of the federal 
~cgll1er lor (Junkr IY, 20()6, 71 ",R, (,1M2) 



Section 213.-Medical, 
Dental, etc., Expenses 

The Service provides inflation adjustments to the 

limitation on the amount of eligible long-term care 

premiums includible in the term "medical care"' for 

taxable years beginning in 2007. See Rev. Proc. 
2006-53, page 996. 

Section 219.-Retirement 
Savings 

The Service provides inflation adjustments to 

the applicable dollar amounts used to calculate the 

amount by which active participants must reduce 
the amount allowed as a deduction for qualified 

retirement contributions for taxable years begmning 

in 2007. See Rev. Proc. 2006-53. page 996. 

Section 220.-Archer MSAs 
The Service provides inflation adjustments to the 

amounts used (0 determine whether a health plan is 
a "high deductible health plan" for purposes of de
termining whether an individual is eligible [Uf a de

duction for cash paid to a medical savings account 

for taxable years beginning in 2007. See Rev. Proc. 

2006-53, page 996. 

Section 221.-lnterest on 
Education Loans 

The Service provides intlation adjustment, to the 

income limitations used to determine the alluwable 

deduction for interest on education loans for taxable 

years beginning in 2007. See Rev. Proc. 2006-53, 

page 996. 

Section 223.-Health 
Savings Accounts 

The Service provides inflation adjustments for cal
endar year 2007 to the monthly limitations on deduc
tions under a high deductible plan and to the amounts 

CALENDAR YEAR OF BIRTH 

1907 
1908 
1909 
1910 
1911 
1912 

used in defining a high deductible plan. See Rev. 
Proc. 2006·53, page 096. 

Section 401.-Qualified 
Pension, Profit-Sharing, 
and Stock Bonus Plans 
26 CFR 1.401(/)-1. Permitted di.lparirr ill emp101'er
prOl'ided cOl!trilmtio/lS or benejir,. 

2007 covered compensation tables; 
permitted disparity. The covered com
pensation tables under section 40 I of the 
Code for the year 2007 are provided for 
use in determining contributions to defined 
benefit plans and permitted disparity. 

Rev. Rul. 2006-60 

This revenue ruling provides ta
bles of covered compensation under 
* 40I(l)(5)(E) of the Internal Revenue 
Code (the "Codc") and the [nco me Tax 
Regulations, thereunder, for the 2007 plan 
year. 

Section 401 (l)(5)(E)(i) defines covered 
compensation with respect to an employee, 
as the average of the contribution and ben
efit bases in effect under scction 230 of the 
Social Security Act (the "Act") for each 
year in the 35-year period ending with the 
year in which the employee attains social 
security retirement age. 

Section 40 1(1)(5 )(E)(ii) of the Code 
states that the determination for any year 
preceding the year in whieh the employee 
attains social security retirement age shall 
be made by assuming that there is no in
crease in covered compensation after the 
determination year and before the em
ployee attains social security retirement 
age. 

2007 COVERED COMPENSATION TABLE 

CALENDAR YEAR OF SOCIAL 
SECURITY RETIREMENT AGE 

1972 
1973 
1974 
1975 
1976 
1977 

Section 1'+0](1)-!(c)(34) defines the 
taxable wage base as the contnbution and 
benefit hase under section 230 of the Act. 

Section lAO 1 (1)-1 (c)(7 )(i) defines cov
ered compensation for an employee as the 
average (without indexing) of the taxable 
wage bases in effect for each calendar year 
during the 35-year period ending with the 
last day of the calendar year in which the 
employee attains (or will attain) social se
curity retirement age. A 35-year period is 
used for all individuals regardless of the 
year of birth of the individual. [n deter
mining an employee's covered compensa
tion for a plan year, the taxable wage base 
for all calendar years beginning after the 
first day of the plan year is assumed to be 
the same as the tax.able wage base in ef
fect as of the beginning of the plan year. 
An employee' s covered compensation for 
a plan year beginning after the 35-year pe
riod applicable under * 1.401 (1)-1 (c)(7)(i) 
is the employee's covered compensation 
for a plan year during which the 35-year 
period ends. An employee's covered com
pensation for a plan year beginning be
fore the 35-year period applicable under 
§ 1.40I(l)-I(c)(7)(i) is the taxable wage 
base in effect as of the beginning of the 
plan year. 

Section I AOI(I)-I(c)(7)(ii) provides 
that. for purposes of determining the 
amount of an employee's covered com
pensation under § 1.401 (1)-I(c)(7)(i), a 
plan may use tables. provided by the Com
missioner, that are developed by rounding 
the actual amounts of covered compensa
tion for different years of birth. 

For purpuses uf determining covered 
compensation for the 2007 year the taxable 
wage base is $97,500. 

The following tables provide covered 
compensation for 2007: 

2007 COVERED 
COMPENSATION 

TABLE 11 

$4.488 
4.704 
5.004 
5.316 
5,664 
6.060 

2006-2 C.B. 977 



CALENDAR YEAR OF BIRTH 

19 \3 

191.+ 
1915 
1916 
1917 
1918 
1919 
1920 
1921 
1922 
1923 
192.+ 
1925 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
195.+ 
1955 
1956 
1957 
1958 
1l)5l) 

1960 
1961 
1962 
1963 

978 2006-2 C.B. 

2007 COVERED COMPENSATION TABLE 

CALENDAR YEAR OF SOCIAL 
SECURITY RETIREMENT AGE 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2004 
2005 
2006 
2007 
2008 
2009 
2010 
2011 
2012 
2013 
2014 
2015 
2016 
2017 
2018 
2019 
2020 
2022 
2023 
2024 
2025 
2026 
2027 
2028 
2029 
2ino 

2007 COVERED 
COMPENSATION 

TABLE II 

6A80 
7.04'+ 
7.692 
8A60 
9.300 

10.236 
11.232 
12.276 
13.368 
1'+.520 
15.708 
16.968 
18,312 
19,728 
21,192 
22,716 
24,312 
25.920 
27.576 
29.304 
31.1 28 
33,060 
35.100 
37,212 
39.444 
43.992 
46,344 
48,816 
51,348 
53,820 
56,232 
58,608 
60,960 
63,276 
65,556 
67,680 
69,732 
71,664 
73,524 
75,300 
77,004 
78,660 
81,780 
83,280 
84,684 
86,004 
87,264 
88,464 
89,604 
90,660 
91,704 



CALENDAR YEAR OF BIRTH 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 and later 

Drafting Information 

Year of Birth 

1937 

1938 - 1939 

1940 

1941 

1942 
1943 

1944 - 1945 

1946 

1947 
1948 - 1949 

1950 

1951 - 1952 

1953 - 1954 

1955 
1956 - 1957 

1958 - 1960 

1961 - 1962 

1963 - 1966 

1967-1970 

1971 and later 

The principal author ofthis revenue rul
ing is Lawrence Isaacs of the Employee 
Plans, Tax Exempt and Government Enti-

2007 COVERED COMPENSATION TABLE 

CALENDAR YEAR OF SOCIAL 
SECURITY RETIREMENT AGE 

2031 

2032 

2033 

2034 
2035 
2036 

2037 
2038 

2039 

2040 

2041 

2007 Rounded Covered 
Compensation Table 

2007 COVERED 
COMPENSATION 

TABLE II 

Covered 
Compensation 

39,000 

45,000 

48,000 
51,000 

54,000 
57,000 

60,000 

63,000 

66,000 
69,000 

72,000 

75,000 

78,000 

8\,000 

84,000 

87,000 

90,000 

93,000 

96,000 

97,500 

92,700 

93,612 

94,440 

95.160 
95.760 

96,252 

96,612 

96,912 

97,188 
97,404 

97,500 

ties Division. For further information re- Eastern time, Monday through Friday (a 
garding this revenue ruling, please contact toll-free number). Mr. Isaacs's telephone 
the Employee Plans taxpayer assistance number is (202) 283-9710 (not a toll-free 
telephone service at 877-829-5500, be- number). 
tween the hours of 8:30 a.m. and 4:30 p.m. 

2006-2 C.B. 979 



26 erR 1-IlJ/ldl-21. Nui<-, 1,'i(/IIII~ '0 ,I" ,,)(' 01 <Iii 

e/ecrrUI1IC nklilwn In j)f"u\'lde Uj)/JJjL (//~/t nOl!e i" line! 

[(J Ill£lkr !)l}r{ll 1f>11I11 i'/ecllfJJ1 \. 

T.D.9294 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 35, and 54 

Use of Electronic Media 
for Providing Employee 
Benefit Notices and Making 
Employee Benefit Elections 
and Consents 

AGENCY: Int~rnal Revenue Senice 
(IRS). Trea\ury. 

ACTION: Final regulation, 

SUMMARY: This document contains fi
nal regulations setting forth standards for 
electronic systems that make use of an 
electronic medium to provide a notice to a 
recipient. or to make a participant election 
or consent. with respect to a retirement 
plan. an employee benefit arrangement. 
or an indi vidual retirement plan, These 
regulations reflect the provisions of the 
Electronic Signatures in Global and Na
tional Commerce Act (E-SIGN). These 
final regulations generally affect sponsors 
of. and individuals entitled to benefits 
under. certain retirement plans. employee 
benefit arrangements. and individual re
tirement plans. 

OATES: Effeer/I'I! Darl!: These regulations 
are effective on October 20. 2006, 

APlllimhilirr D(I{I!: These regula-
tions generally apply to applicable no
tices provided. and pal1icipant elections 
made. on or after January I. 2007. See 
~ 1.40 I (a)-2 \(g). 

FOR FURTHER INFORMATION 
CONTACT: Pamela R. Kinard at (202) 
622-606() (not a toll-free number). 

SUPPLEtvlENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information refer
<-'nccd in the~e final regulation, were pre
\i()u~ly re\ ieweu and approwd by the Of
fice of Management and Budget in accor
dance \\Ith the Paperwork Reduction Act 
of 1(9) (-1-1 USc. 3)07(d)) under control 
number 1)-I5-1f,3~. in conjunction with 
the Treasury Decision (TO, ~~7J. 2000-1 
C.B, 713). relating to New Technologie~ 
in Retirement Plans. published on Febru
ary ~. ~()O() in the Federal Register (M 

FR 600 I ). and control number 15-15-1780, 
in conjunction with the Treasury Decision 
(TO. 905~. 2003-1 c.B. X79). relating to 
Notice of Significant Reduction 111 the Rate 
of Future Benefit Accrual, published on 
April 9.2003 in the Federal Register (6R 
FR 17277). Responses to these collections 
of information are mandatory. 

An agency may not conduct or sponsor. 
and a person is not required to respond 10. a 
collection of infonnation unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to these col
lections of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law, Generally. tax returns and tax 
return information arc confidential. as re
quired by 26LJSC. 6103. 

Background 

This document contains amendments 
to 26 CFR parts I. 35. and 54 under sec
tion -10 I of the I nternal Revenue Code 
(Code) and other sections of the Code 
relating to retirement plans. employee 
benefit arrangements. and individual re
tirement plans, This Treasury Decision 
adds ~1.401(a)-21 to the Treasury reg
ulations. which sets forth standards for 
the usc of an electronic medium to pro
vide applicable notices to recipients. or to 
make participant elections. with respect 
to a retirement plan. an employee benefit 
arrangement. or an individual retirement 
plan, These final regulations reflect the 
applicable prow,ions of the Electronic 
Signatures in Global and National Com
merce Act. Public Law 106--229 ( 11-1 Stat. 

464 (2000)) (E-SIGN) as it relates to the 
ekctronic delivery of notices. 

The Code and regulations thereunder. 
and the parallel prOYisions of the Em
ployee Retirement Income Security Act of 
1974 (ERISA). include a number of rules 
that require certain notices. elections. or 
consents to he written or in writing, Ex
amples of notices. elections. or consents 
required to he written or in writing in
clude a sectioll -102(0 notice (descrihing 
rollO\er rights), a section -III (a)( II) no

tice (describing a participant's henefit 
commellcement rights). a spousal COII

sent under section 417(a)(~1. and a section 
20-l( h) notice (notice to participants of sig
nificant reduction in rate of future henefit 
accrual), For a more in-depth description 
of retirement plan notices. elections, or 
consents that are required to be written or 

in writing. see the background section to 
the preamble of (he 2005 proposed regu
lations (REG-I 38362-0-1. 2005-33I.R.B. 
299 [70 FR 40675]), 

£-S/GN 

E-SIGN. signed into law on June 30. 
2000. generally provides that electronic 
records and signatures are given the same 
legal eflcct as their paper counterparts. 
Section 10 I (a) of E-SIGN provides that, 
with respect to a transaction in or affecting 
interstate or foreign commerce. notwith
standing any statute, regulation, or rule of 
la\\I. a signature. contract. or other record 
may not be denied legal effect. validity, or 
enforceahility solely because it is in elec
tronic form and a contract relating to such 
transaction may not be denied legal effect, 
validity. or enforceability solely because 
an electronic signature or electronic record 
was used in its formation, I 

Section 101 (b) of E-SIGN provides that 
E-SIGN docs not limit, alter, or other
wise affect any requirement imposed by a 
statute, regulation, or rule of law relating 
to a person's rights or obligations under 
any statute, regulation, or rule of law ex
cept wi th respect to a requirement that con
tracts or other records be written, signed, 
or in non-electronic form, and also pro
vides that E-SIGN generally does not re
quire any person to agree to use or accept 
electronic signatures or records. 

1 fhl' ruk" (II 'l~Ll\(ln I (ll \11 E-SIC;\ dll Il\)! JPpl: t\1 '-1.:rt.1I1l I..nn,U1llCf Ihlllu .. ' ... The,\.' m .. :ludc (On .... urner nrltl(,c"> rhJt are IlI'Cc .... 'Jfy for the prmeCtlOl or a con":lurnc:r'.., health. "afety, or ... hdter 
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Section 101(c) of E-SIGN sets forth 
special protections that apply when a 
statute, regulation, or other rule of law 
requires that information relating to a 
transaction be provided or made available 
to a consumer2 in writing. Under section 
101(c) of E-SIGN, before the required 
information can be provided or made 
available electronically, a consumer must 
first affirmatively consent to receive the 
information electronically and the consent 
must be made in a manner that reason
ably demonstrates the consumer's ability 
to access the information in electronic 
form (or, if the consent is not provided 
in such a manner, confirmation of the 
consent must be made electronically in a 
manner that reasonably demonstrates the 
consumer's ability to access the informa
tion in electronic form). Prior to consent, 
the consumer must receive certain spec
ified disclosures. The disclosures must 
include, among other items, the hardware 
or software requirements for access to, 
and retention of, the electronic records, 
the consumer's right to withdraw his or 
her consent to receive the information 
electronically (and the consequences that 
follow the withdrawal of consent), the pro
cedures for requesting a paper copy of the 
electronic record, and the co~t, if any, of 
obtaining a paper copy. Section IOI(c)(6) 
of E-SIGN generally provides that, for 
purposes of the consumer consent rules 
of section IOI(c), an oral communication 
or a recording of an oral communication 
does not qualify as an electronic record. 

Section IOI(e) of E-SIGN provides 
rules relating to the electronic retention 
of contracts and other records that are 
required to be written or in writing. Sec
tion IOI(e) of E-SIGN provides that if a 
statute, regulation, or other rule of law 
requires that a contract or other record 
relating to a transaction in or affecting in
terstate or foreign commerce be in writing, 
the legal effect, validity, or enforceability 
of an electronic record of the contract or 
other record may be denied if the contract 
or other record is not in a form that is 
capable of being retained and accurately 

reproduced for later reference hy all par
ties or person~ who are entitled to retain 
the contract or other record. 

Section I04(b)( I) of E-SIGN gener
ally provides that a Federal regulatory or 
State regulatory agency that is respomible 
for rulemaking under any other statute 
has interpretative authority to issue guid
ance interpreting section 101 of E-SIGN 
with respect to that other statute. How
ever, a" a limitation on that authority, 
section 104(b)(2) of E-SIGN prohibits 
the issuance of any guidance that is not 
consistent with section 101 or that add, to 

the requirements of that section. Section 
I 04(b )(2) of E-SIGN also requires that 
any agency issuing guidance interpreting 
E-SIGN find that there is a substantial 
justification for the guidance and that the 
methods selected to carry out the pur
pose of the guidance are substantially 
equivalent to the requirement~ imposed on 
records that are not electronic, do not im
pose unreasonable cost~ on the acceptance 
and use of electronic records. and do not 
require or accord greater legal status to a 
specific technology. 

Section 104(d)( I) of E-SIGN autho
rizes a Federal regulatory agency to ex
empt, without condition, a specified cate
gory or Iype of record from the consumer 
consent requirements in section 101 (c). 
The exemption may be issued only if the 
exemption is necessary to eliminate a sub
stantial burden on electronic commerce 
and will not increase the material ri~k of 
harm to consumers. 

In accordance with 
104(b)(2)(C) of E-SIGN, 

section 
the Trea-

sury Department and IRS find that there 
is substantial justification for these final 
regulations, that, for the reasons explained 
below, the requirements imposed on 
the use of electronic media under these 
regulations are substantially equivalent to 
those imposed on non-electronic records, 
that the requirements will not impose 
unreasonable costs on the acceptance 
and use of electronic records, and that 
these regulations do not require (or accord 

greater legal stulU\ or effect to) the use of 
any ,pecific technology. 

Prior Guidance Refuting to Eleclronic 

C () Illlillill i c (/ I iOlls 

The Treasury Department and IRS have 
i~sued several items of guidance relating to 
the u~e of electronic media with respect to 
retirement plan~ and individual retirement 
plans) Section 1510 of the Taxpayer Re
lief Act of 1997, Public Law 105-34 (Ill 
Stat. 788, 1068) ITRA '97), provides for 
the Secretary of Treasury to issue guid
ance de~igned to interpret the notice, elec
tion, consent, disclosure, and timing re
quirements (include related recordkeeping 
requirements) under the Code and ERISA 
relating to retirement plans as applied to 
the usc of new technologies by plan spon
:,ors and admini~trators. Section 1510 of 
TRA '97 further provides that the guidance 
should maintain the protection of the rights 
of participants and beneficiaries. 

Final regulations IT.D. 8873) relating 
to the use of electronic media for transmis
:,ions of partici pant notices and consents 
under sections 402(0, 411 (aJ( II), and 
3405( e J( 10)( B) were published in the 
Federal Register (65 FR 6(01) on Feb
ruary 8, 2000 (the 2000 regulation'». The 
2000 regulations set forth standards for the 
electronic transmission of certain notices 
and consents that are required in connec
tion with distributions from retirement 
plans. 

Those regulations provide that a plan 
may provide a notice required under sec
tion 402(f), 411 (a)(\ I ), or 3405(e)( I O)(B) 
either on a written paper document or 
through an electronic medium that is rea
sonably accessible to the participant. In 
addition, the 2000 regulations provide that 
any electronic system must be reasonably 
designed to provide the notice in a manner 
no less understandable to the participant 
than a written papcr document. Further
more, the participant must be advised of 
the right to request and receive a paper 
copy of the written paper document at no 
charge. and, upon request. the document 

2 Sei.:llOn 106(1) of E~SIGN generally de:'ine .... <l con ... .lmer (I'" an individual who ohlaill .... produ!':l~ or \L:f\ ilL:' u..,~u pnmanl) for per"onal, ([lIm I)'. Of hou<.,eJwkJ purpo'-,e" 

J The Trea,ury Department and IRS have <-tho i~<.,uetl guidance regarding the use of electronic media with rt:"'pl.?ct to tax reporting Jnu other tax r~qlllrtlllL'nt" IAlth re \ pt"(,: I tn f"~lphl)l"L> hen~flt 
plans For example. Announcement 99-6, 1 W9-1 CB. 352. authorize, paye" 01 pen,ion'. annuitie,. anJ other empl"ycc "enef,t' l\J c'l"hli,h a ",rem h" raFe, to,"omn eieLr"'",c"II, 
Forms W-4P, Withholding Certificate for Pension or Anmiity Paymelll,\', W--4S, Requc5t for Federal JIICOfn<' Tux Wllhfwfdmg From Si< k PO\', and W--lV., V()llIm~~0 Wl1hholdult.!, Re(f/H'H. II 
certain requirements, includlflg "gnature and reconJkeeping requlTements, arc satisfied In addition. Notice 2110~-1(). 21~i'\-1 CEl ·n\ authorlle, the ekctronlC dell\cr) oicertd111 torn" 
relating to the reponing of contribution.' and di>lributioos of pension,. Simplified employee pensions, tradition"1 IRA s. Roth IRA s. ~uahfied tUltle,n programs. Cos erdel I "cucalloll \,1\ 1I1~S 
accounts. and Archer Medical Savings Accounts. See also §§3 Ui051- Hj) and 1.6039-1(1). 
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must be provided to the participant with
out charge. 

The 2000 regulation~ also permit an 
electronic system to satisfy the require
ment of section -1-11 (a)( II ) that a partici
pant provide written CClnsent to a distribu
tion if certain requirements are satisfied. 
First. the electronic medium must be rea
I.,onahly accessible to the participant. Sec
ond. the electronic system must be rea
sonably designed to preclude anyone other 
than the participant from giving the con
sent. Third. the system must provide the 
participant with a reasonable opportunity 
to review and to confirm, modify. or re
scind the tenm of the consent before it be
comes effective. Fourth, the system must 
provide the participant, within a reason
able time after the consent is given, a con
firmation of the terms (including the form) 
of the distribution through either a written 
paper document or in an electronic format 
that satisfies the requirements for provid
ing applicable notices. Thus, the partici
pant must be advised of thc right to request 
and to receive a confirmation copy of the 
consent on a written paper document with
out charge. The 2000 regulations did not 
permit the use of electronic media for any 
notice or election required under section 
-1-17 with respect to a waiver of a qualified 
joint and survivor annuity (QJSA). 

The Treasury Department and IRS 
have issued other guidance applying the 
standards set forth in the 2000 regula
tions to other retirement plan notices and 
elections. For example, *1.7476-2(c)(2) 
provides that a notice to an interested 
party is deemed to be provided in a man
ner that satisfies the delivery requirements 
of ~ 1.7476-2(c)( I) if the notice is deliv
ered using an electronic medium under a 
system that satisfies the requirements of 
~ 1.402(f)-1. Q&A-5. Q&A-7 of Notice 
2000-3. 2000-1 C.B. 413, provides that. 
until the issuance of further guidance, a 
plan is permitted to use electronic media 
to provide notices required under sections 
401(k)(12) and -1-0I(m)(ll) (relating to 
safe harbors for section 401 (k) and section 
40 I (Ill) plans) if the employee receives the 
notice through an electnmic medium that 
is rea~onably accessible, the sy~te!1l is de
signed to provide the notice in a manner no 
\C" understandable to the employee than 
a written paper document. and. at the time 
the notice i, provided, the employee is ad
vised that the employee may reque~t and 
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receiYe the notice on a written paper docu
ment at no charge. Similarly, * 1.72(p)-L 
Q&A-3(b), requires a loan from a plan to 
a participant to be set forth in a written 
paper document. in an electronic medium 
that satisfies standards that are the same 
as the standards in the 2000 regulations, 
or in such other form as may be approved 
hy the Commissioner. In addition, Notice 
99- L 1999-1 C.B. 269, provides guid
ance relating to ljualified retirement plans 
permitting the use of electronic media 
for plan participants or beneficiaries con
ducting account transactions for which 
there is no specific writing requirement. 
such as plan enrollments, direct rollover 
elections, beneficiary designations, in
vestment change allocations, elective and 
after-tax contribution designations, and 
general plan or specific account inquiries. 

In 2003, final regulations (TD. 9052) 
under section 4980F were published in the 
Federal Register (68 FR 17277). Under 
Q&A-13 of §54,4980F-I, for a plan to 
provide a section 204(h) notice electroni
cally, the section 204(h) notice must actu
ally be received by the applicable individ
ual or the plan administrator must take ap
propriate and necessary measures reason
ably calculated to ensure that the method 
for providing the section 204(h) notice re
sults in actual receipt. Further, the plan 
administrator must provide the applicable 
individual with a clear and conspicuous 
statement that the individual has a right 
to receive a paper version of the section 
204(h) notice without the imposition of 
fees and, if the individual requests a paper 
copy of the section 204(h) notice, the pa
per copy must be provided without charge. 
The regulations under section 4980F also 
provide a safe harbor method for deliver
ing a section 204(h) notice electronically, 
which is substantially the same as the con
sumer consent rules of E-SIGN. 

The Department of Labor (DOL) and 
the Pension Benefit Guaranty Corporation 
(PBGC) have also issued regulations relat
ing to the use of electronic media to fur
nish notices, reports, statements, disclo
sures. and other documents to participants, 
beneficiaries. and other individuals under 
titles I and IV of ERISA. See 29 CFR 
2520.104b-1 and 29 CFR 4000.14. 

On July 14. :m05, a notice of proposed 
rulemaking (REG-138362-04) under sec
[ion 401 of the Code was published in 
the Federal Register (70 FR 4(675) (the 

2005 proposed regulations). On Novem· 
ber 2, 2005, the IRS held a public hear· 
ing on the proposed regulations, Written 
comments responding to the notice of pro
posed rulemaking were also received. Al
though commentators raised issues with 
respect to certain provisions in the 2005 
proposed regulations, the comments were 
generally positive. After consideration of 
all the comments, the 2005 proposed reg
ulations are adopted, as amended by this 
Treasury Decision. The significant revi
sions are discussed below. 

Explanation of Provisions 

1. Overview. 

A. In General. 
This Treasury Decision adds 

§ 1.401(a)-21 and modifies a number 
of existing regulations (including the 
2000 regulations and other regulations 
described above). These regulations set 
forth the standards by which a retirement 
plan, an employee benefit arrangement, or 
an individual retirement plan is permitted 
to use an electronic medium to provide 
applicable notices or for individuals in 
such a plan to make participant elections. 

For any requirement under the Code or 
regulations that an employee benefit notice 
or election be in writing or in written form, 
the standards set forth in these regulations 
are generally the exclusive rules for pro
viding such communication through the 
use of an electronic medium. Thus, for ex
ample, a retirement plan providing a sec
tion 402(f) notice through the use of an 
electronic medium must satisfy the rules 
set forth in these regulations. 

For any employee benefit notice or 
election that is not required to be in writ
ing or in written form, the standards set 
forth in these regulations function as a 
safe harbor. Thus, a retirement plan, an 
employee benefit arrangement, or indi
vidual retirement plan is permitted to 
satisfy either these regulations or any 
other applicable guidance issued by the 
IRS. For example, with respect to creating 
an electronic system to accept electronic 
transmissions of beneficiary designations, 
a retirement plan is permitted to use the 
rules under these regulations or continue 
to follow the standards set forth in Notice 
99-1, which is not affected by E-SIGN. 

B. Application of Standards. 



Like the 2005 proposed regulations. 
these regulations apply to any notice, elec
tion. or similar communication provided 
to or made by a participant or beneficiary 
in the following retirement plans: a sec
tion 401(a) plan; a section 403(a) plan; a 
section 403(b) plan; a simplified employee 
pension (SEP) under section 408(k); a sim
ple retirement plan under section 408(p); 
and an eligible governmental plan under 
section 457(b). In response to a comment, 
these regulations also provide that they 
apply to any notice. election, or similar 
communication provided to or made by an 
individual entitled to benefits in an indi
vidual retirement plan, including a Roth 
IRA under section 408A or a deemed IRA 
under section 408(q). 

In addition, these final regulations ap
ply to any notice, election, or similar com
munication provided to or made by a par
ticipant or beneficiary under the following 
employee benefit arrangements: an acci
dent or health plan or arrangement under 
sections 104(a)(3) or 105; a cafeteria plan 
under section 125; an educational assis
tance program under section 127; a qual
ified transportation fringe program under 
section 132; an Archer MSA under section 
220; and a health savings account under 
section 223. 

These regulations do not apply to any 
notice, election, consent. disclosure, or 
obligation required under the provisions 
of title I Or IV of ERISA over which 
the DOL or the PBGC has interpretative 
and enforcement authori ty4 For example, 
the rules in 29 CFR 2520.104b-l of the 
Labor Regulations apply with respect to 
an employee benefit plan furnishing dis
closure documents, such as a summary 
plan description or a summary annual 
report. These regulations also do not ap
ply to Code section 411(a)(3)(B) (relating 
to suspension of benefits), Code section 
4980B(f)(6) (relating to an individual's 
COBRA rights), or any other Code pro
vision over which the DOL or the PBGC 
has similar interpretative authority. 

In addition. the rules in these regula
tions apply only with respect to notices and 
elections relating to an individual's rights 
under a retirement plan. an employee hen
efit arrangement. or an individual retire
ment plan. Thus. these reguhtions do not 
apply with respect to other requirements 
under the Code. such as requirements re
lating to tax reponing. tax records. or sub
stantiation of expenses) 

c. Requirements for Using Electronic 
Media to Pro\!ide Notices and Make Elec· 
tions. 

These final regulations generally re
tain from the 2005 proposed regulations 
the requirement that any communica
tion that is provided using an electronic 
medium satisfy all the otherwise applica
ble requirements (including the applicable 
timing and content rules) relating to that 
communication. Thus, for example. a 
section 204(h) notice provided using an 
electronic medium must be delivered on 
or before the time period required under 
Q&A-9 of §54.4980F-1. must satisfy the 
content requirements set forth in Q&A-II 
of §54.4980F-l. and must satisfy the 
delivery requirements under these regula
tions. 

These regulations provide that an elec
tronic system used to provide a notice or 
to make an election must satisfy certain 
requirements. First. with respect to the 
content of an applicable notice, the elec· 
tronic system must be reasonably designed 
to provide the information to a recipient in 
a manner no less understandable to the re
cipient than if provided on a written pa
per document. For example, a plan de· 
Iivering a lengthy section 402(f) notice 
would not satisfy this requirement if the 
plan chose to provide the notice through 
a pre-recorded message on an automated 
phone system.6 However, a plan with few 
distribution options is permitted to pro
vide a section 411 (a)(l1) notice through 
the use of a pre-recorded message on an 
automated phone system. Second, the reg
ulations require that the electronic system 
be reasonably designed to alert the recipi-

ent. at the time the applicable notice is pro
vided. to the significance of the informa
tion in the notice (including the identifica
tion of the subject matter of the notice). and 
provide any instructions needed to access 
the notice, in a manner that is as readily 
understandable and accessible as an appli
cable notice provided using a written paper 
document. These requirements are neces
sary in order for the notice to fulfill their 
intended purpose, are substantially equiv
alent to the requirements imposed on non
electronic notices, and do not impose un
reasonable costs on the acceptance or use 
of electronic records. Moreover, they do 
not require or accord greater legal status to 
a particular technology since each technol
ogy must satisfy the same standards with 
respect to each notice. Third. the final 
regulations clarify that, pursuant to sec
tion IOI(e) of E-SIGN. if an electronic 
record of an applicable notice or a partic
ipant election is not maintained in a form 
that is capable of being retained and accu
rately reproduced for later referencc. then 
the legal effect, validity. or enforceability 
of such electronic record may be denied. 

II. Use of an Electronic Medium to 
Provide an Applicable Notice. 

A. Two Methods for Providing Appli
cable Notices. These regulations provide 
two methods by which a retirement plan. 
employee benefit arrangement. or an in
dividual retirement plan is permitted to 
provide an applicable notice to a recipient 
through the use of an electronic medium. 
Under the first method, an applicable 
notice is permitted to be provided to a 
recipient using an electronic medium afler 
the recipient consents to the electronic de
livery of the notice (the consumer consent 
method). The rules under the consumer 
consent method reflect the consumer con
sent requirements at section 101(c) in 
E-SIGN. The Treasury Department and 
IRS continue to believe that an individ
ual entitled to benefits under a retirement 
plan, an employee benefit arrangement, or 

4 See generally Reurganization Plan No 4 of 1978 (43 FR 47713). Pursuant to 'ectlon 101(31 of the ReorganizatIOn Plan 1\0. ~ 01 l'}n. 2li U.s.c. 1001nl. lhc SecfCtar) 01 the Trca,ur) ha, 
authority to issue regulations under parts 2 anG 3 of subtitle B of title I of ERISA with certain exceptions. Under section 10.\ oj the ReorganizatIOn Plan No . .\. the Secretary of Labor retallls 
enforcement authority with w,pects to parts 2 and 3 of subtitle B of title 1 of ERISA. but. in e,erci,ing that authOrity. is bound by the regulations ",ued hy the Secretary 01 Trea,ur). 

5 Code section 6001 provides rules relaling to the maintenance 01 records. statements. and special returns. The IRS has issued guidance on electronic' recordkeeping under Sl'('tlnn 6()() I ThIS 
guidance applies to retirement plans. employee beneftb plans. and individual retirement plans. Re\ Proc 9X-2S. 1998-1 (B 689. ,ets forth stombrds for a laXp",er m;l1nt;111l1ng record, on 
an Automated Data Processwg system. UJder section 3.0 I of Rev. Proc. 98-25. those stand"rds apply to employee plan.s. Rev. Proc. 97-22. 1997-1 (B. &52. prm Ide, gllJdancc to taxpayers 
using an electronic ::;torage system to maintain boob and records required under section 6001. Under "ecti~ln 3.(]2 of Re\,. Proc 97-22, tho ... e re4uirem~m" appl) to ernpl(J~~c plJw. Sec (t!\/I 

fuotnote 3 above. 

6 NO!e that a section 204(h) notice cannot be provided using oral communication or a recording of an oral (Ilmmunieation See ~54.j9WF-I. A-I.11 c 1111 
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an inui\'iuual retirement plan is generally 
a consumer. within the meaning of \cl,til1n 
IOA( I) ofE-SIGN, when rccei\ ing a notice 
that coulu affect the inLii\idual', benefih 
or other right,7 Thc sCl'onu methou (the 
alternatl\e IllcthOLI) prmlde, ruiL's that are 
intendeu generally to rt'plicate the rcquire
ments in the 20()() rcgulation, that appl) 
to notices required under seL'lions -Hl2( t\ 
-1-11 (a)( II)' and )-1-05, and thereby allow 
plan, to continue to prO\ ide these notices 
e1eL'lronically using e1cctronic systems 
that satisfy the standards in the 20()() reg
ulation,. 

B, COI/Slllller COllsCllt Method/or Pro
I'idillg A!)!)limh/c Noticc.\', 

Under the consumer consent method. 
before an applicable notice is provided to 
a recipient using an electronic medium, 
the participant must consent to receive the 
communication electronically. The con
sent generally must be made in a manner 
that reasonably demonstrates that the par
ticipant can access the notice in the elec
tronic form that will be used to provide the 
notice. Alternatively, the consent may be 
made using a written paper document, but 
only if the participant confirms the con
sent in a manner that reasonably demon
strates that the participant can acce:-.s the 
Iloticc in thc elcctronic form to be pro
vided, Prior to consenting, the participant 
must receive a disclosure statement that 
outlines the scope of the consent, the par
ticipant's right to withdraw his or her con
sent to receive the communication elec
tronically (including any conditions, con
sequences, or fees in the event of the with
drawal), and the right to receive the com
munication lIsing paper and any fees im
posed for receiving paper. The disclosure 
must also specify the hardware and soft
ware requirements for accessing the elec
tronic media and the procedures for updJt
illg information to contact the participant 
electronically, In the event the hardware 
or software requiremcnts change, new con
sent ll1U~t he obtained from the partici
pant. generally following the rules of sec
tioll IOI(c) of E-SIGN. In addition, under 

the COIlSllmer consent method, the applica
ble notice cannot be pr()\ided through the 
use of oral communication or a nx:ording 
of an oral communicati()n,~ 

Commentators requested several mod
ifications to the rules under the consumer 
consent method in these regulations, in
duding requiring pl~lIls to give recipients 
the opportunity to review their consumer 
consent elcctions C\'ery fi\e years and per
mitting plans to use Dral communications 
or recordings of oral cOlllmunications 
when providing applicable notices un
der the conSllmer consent rules. Other 
commentators recommended that the reg
ulations he revised to provide that under 
the consumer consent method, if a partic
ipant does not have the effective ability 
to access the electronic medium used to 
provide an applicable notice or if the par
ticipant does not consent to receive the 
notice through the use of an electronic 
medium, such participant would have the 
right to a free paper copy of the notice. 

The consumer consent method under 
these regulations interprets the mles of 
section IOI(c) of E-SIGN, and section 
104(b)(2) ofE-SIGN restricts an agency's 
ability to interpret E-SIGN in any manner 
that is inconsistent with section 101 of 
E-SIGN or that adds to the requirements 
of that section, Accordingly, the rules 
under the consumer consent method of 
these final regulations are retained without 
substantive change. However, many of 
the issues raised by the commentators are 
amehorated by the availability of the al
ternative method for providing applicahle 
notices, as discussed below in Alternative 
Methodfor Providillg Applicahle Norices. 

C. Aiterlll/til'e Method ,1(1/' PWl'iding 
Applicable Notices. 

These regulations exempt applicable 
notices from the consumer consent re
quirements of E-SIGN and provide an 
alternative method of complying with the 
requirement that an applicable notice be 
in writing or in written form if certain 
conditions are satisfied, This alternative 
method of compliance, which is based 

on the 2000 regulations previously issued 
under ,ection 1510 of TRA '97, satisfies 
the requirernellls of section 10-Hd)( I} of 
E-SKIN, including the requirement that 
any exemption from the consumer consent 
requirements not increase (he material risk 
of harm to consumers. 

This exemption is hased on the jUdg
ment thaL if the consumer consent method 
were the only method available to satisfy 
(he requirements for providing an appli
cable notice through the use of an elec
tronic medium, it would impose a substan
tial burden on electronic commerce with 
respect to retirement plans, employee ben
efit arrangements, and individual retire
ment plans. and that the requirements and 
safeguards in the 2000 regulations pro
vide a less burdensome method without in
creasing the material risk of harm to recip
ients, 

Under the alternative method, at the 
time the applicable notice is provided, the 
recipient must be advised that he or she 
may request and receive the applicable no
tice in writing on paper at no charge. In 
addition, any recipient of the notice must 
be "effectively able" to access the elec
tronic medium used to provide the no
tice. This is a change in wording from 
the 2000 regulations, which required that 
the electronic medium be "reasonably ac
cessible" to the recipient. As explained 
in the preamble to the 2005 proposed reg
ulations, this change is not intended to 
retlect a substantive change in the rules, 
but rather to avoid confusion with Depart
ment of Labor Regulations interpreting the 
words reasonablv accessible as used in 
section 1010)(2)(0) of ERISA, as added 
by section 306 of the Sarbanes-Oxley Act 
of 2002, Public Law 107-204 (116 Stat. 
745 ),9 

One commentator requested that the 
regulations provide a rule under whieh 
an e-mail sent to the last known e-mail 
address would be deemed to have been 
successfully delivered, These regulations 
do not include such a rule. 

lJ '\l'r...lll\1l 1(1111) pi rRIS -\ '~'l' f,lrth..l rl.'ljU1TL'llk'nt rllr.l pl.m ,ltirmni ... lr,ltDf It) nnlif) riJn parth:ipJllh JnJ hc-ncfiu,Irll" of a hbekout period with re"pect to an individual account plan. Section 
I pllll1'::: II [) I PW\ Idc" tll.lt (hI,.' rl'4L1ITCd hl,l('~'1Ll{ nnlllC ""h<lll b(' In \\ riling. ~\\.:cpt th.lt "ul:h no[[l.(' may be in ckctronic or other form (0 the extent that \uch fonn i~ rea<,onably acces.~ible 

[i l 1111.' r\.'(lpIL'nt . S"llll.lJl 25.2() ]()1-31hll_',) \11 thL' L.lh(lr Rc~ulatHm ... int~rpr~lin~ thi, rt;'Lluir~mt;'nt pHl\iJe, for thi" notice to be in v.riting and furni~hed in any mannercon~ls[ent with the 
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III. Use of an Electronic Medium to Make 
a Participant Election. 

A. In General. 
These regulations also set forth the re

quirements that apply if a consent or elec
tion is made by a person using an elec
tronic system. The participant election 
rules, which are also based on the stan
dard, in the 2000 regulations, generally re
tain the requirements that (I) the partici
pant be effectively able to access the elec
tronic medium in order to make the par
ticipant election, (2) the electronic system 
be reasonably designed to preclude any 
person other than the appropriate individ
ual from making a participant election, (3) 
the electronic system provide the partici
pant making a participant election with a 
reasonable opportunity to review, confirm. 
modify, or rescind the terms of the election 
before it becomes etfective, and (4) the 
individual making a partIcipant election, 
within a reasonable time period, receive 
a confirmation of the election through ei
ther a written paper document or an elec
tronic medium under a system that satisfies 
the applicable notice requirements of ei
therthe consumer consent delivery method 
or the alternative delivery method. Section 
IOl(c) ofE-SIGN does not apply to partie 
ipant elections. 

These regulations require that a partici
pant be effectively able to access the elec
tronic medium under an electronic system 
used to make a participant election, but, 
like the 2000 regulations, do not require 
that a plan also permit the election to be 
made by paper as an alternative to using 
an electronic system that is availahle to the 
participant. However, these regulations do 
not apply with respect to a participant who 
is not effectively able to access the elec
tronic medium or media in order to make a 
participant election. Accordingly, the plan 
must offer each such participant the right to 
make an election in another medium that IS 
accessible to the participant (such as a pa
per election). A plan that fails to offer pa
per or an electronic medium that a partic
ipant is effectively able to access will fail 
to comply with the participant election re
quirements and would likely violate other 
qualification requirements, such as the re
quirements that a plan to operate in ac
cordance with its terms (by actually mak
ing available all distribution options pro
vided by the plan) and the requirements 

of § 1.40 I( aJI4 J-4 under whIch benefits. 
rights, and feature~ (including the right to 

early distribution) must be made available 
in a nondiscrIminatory manner. 

B. Use of Electronic Media for QJSA 
Notices and ElecliolJS. 

The participant election rules in these 
regulations extend the use of electronic 
media to the notice and electlOn rules ap
plicable to plans that are subject to the 
QJSA requirements of section 417. Ac
cordingly. a plan subject to the QJSA re
quirements is permitted to provide the no
tice required by section 417 to a partici
pant through the use of electronic media as 
long as the plan complies with either of the 
two methods described above for provid
ing electronic notices. Similarly, a partic
ipant's consent to a distribution is pennit
ted to be provided through the use of elec
tronic media if the plan complies with the 
standards described below, subject to ob
taining a valid spousal consent. 

Section 417 requires any spousal con
sent to a waiver of a QJSA to be wit
nessed by a plan repre~enlatJ'\le or a no
tary public. In accordance with section 
I OJ (g) of E-SIGN, the~e regulations au
thorize the use of an electronic acknowl
edgment or notarization if the standards 
of section lO!(g) of E-SIGN and State 
law applicable to notary publics are sat
isfied. The,e regulatiuns retain the re
quirement from the 200S proposed regu
lations that the signature of a spouse be 
witnessed in the physical presence of the 
plan representative or notary public. Sev
eral comments were received on the par
ticipant election rules, particularly as they 
relate to spollsal consents. The comments 
generally fall into two categories: (I) com
mentators who favored retaining the pen
and-ink signature and physical presence 
requirements for spousal consents; and (2 ) 

commentators who favored extending the 
use of electronic media to spousal con
sents, and eliminating the physical pres
ence requirement. 

Commentators in the first category 
raised issues with rules in the 2005 pro
posed regulations relating to the authen
tication requirement and the requirement 
that a spousal consent of a waiver of a 
QJSA be witnessed in the physical pre~
cnce of a notary public or a plan repre
sentative. In general, these commentators 
recommended that the regulations be re
vised to provide additional safeguards for 

spousal consents because, unlike other par
tIcipant elections. a ~pousal consent could 
involve a contlict of mterest between the 
parties involved in the election. With re
spect to the authentication requirement, 
these commentators argued that the au
thentication requirement would be vague 
and not require an evidentiary record. Ac
cording to the commentators, requiring 
a pen-and-ink signature and maintaining 
the physical presence requirement would 
provide necessary additional safeguards 
for spousal consents by creating an evi
dentiary record for later disputes regarding 
the validity of the consent and reducing 
the likelihood of fraud. 

Commentators who favored extending 
the use of electronic media for all partici
pant elections. including spousal consents. 
generally recommended that the final reg
ulations eliminate the physical presence 
requirement for spousal consents. These 
commentators argued that protections are 
already available to protect a spouse mak
ing a participant election using electronic 
media. For example, a retirement plan 
could require a separate PIN for the spouse 
to which the participant would not have ac
cess. 

In light of these comments, these reg
ulations clarify that the determination of 
whether an electronic system used in mak
ing participant elections is reasonably de
signed to preclude any person other than 
the appropriate individual from making a 
participant election is based on facts and 
CIrcumstances, and that a relevant factor is 
whether the participant election has the po
tential for a conflict of interest between the 
individuals involved in the election. See 
F.xample 3 in ~ 1.40 I (a)-2 J (f) of these reg
ulations for an illustration of the partici
pant election rules when a spousal consent 
is required. These regulations also clar
ify that if an applicable notice or partici
pant ejection is recorded electronically, the 
electronic record must be in a form that is 
capable of being reproduced for later ref
erence (see discussion of the general rules 
under the heading Requirements for Using 
Electronic Media to Proride Notices and 
Make Elections). 

The requirement that the signature of 
a spouse to be witnessed in the physical 
presence of a plan representative or notary 
public coordinates with the authentication 
retjuirement because the physical presence 
requirement increases the likelihood that 
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the electronic system is reasonably de
signed to preclude any person other than 
the appropriate indi\idual from making 
the election. [n contrast. an electronic sys
tem that permits the use of a spousal PIN 
to sign a sp()u'>al consent electronically 
create'> greater risk that the spousal con
sent may be fraudulently signed. Because 
of the potential risk that two spouses could 
share information regarding Plt\s, the 
Treasury Department and IRS helieve that 
any electronic system that relies solely on 
separate PINs would not provide the same 
level of safeguards as provided by the 
physical presence reljuirement and would 
not he reasonably designed to preclude any 
person other than the appropriate individ
ual from making the election. Accordingly 
these regulations do not adopt the sugges
tion that spousal PINs be pennitted in 
lieu of the physical presence reljuirement. 
and instead retain from the 2005 proposed 
regulations the physical presence require
ment for electronic notarization of spousal 
consents. The Treasury Department and 
IRS helieve that permitting electronic no
tarization of spousal consents under the 
participant election rules, in conjunction 
with the physical presence reljuirement, 
reflects the appropriate interpretation of 
section 417 and properly balances mini
mizing the burden of plan administration 
with protecting the rights of spouses. 

Technology is constantly evolving and, 
at some point in the future, technology 
could exist that would provide the same 
safeguards as the physical presence re
ljuirement. Therefore, in light of the 
comments received, these regulations add 
a delegation 10 the Commissioner. Under 
this delegation, the Commissioner may 
provide that the use of procedures under 
an electronic system with respect to an 
electronic medium is deemed to satisfy 
the physical presence reljuirement. but 
only if those procedures with respect to 
the electronic system provide the same 
safeguards hlr participant elections as 
provided through the physical presence 
reljuirement. 

C. COllj(J/'Il/illg Amendments to Other 

Rilles in Lml·. 
These regulations modify a number of 

eXl~ting regulations (including the 2000 
regulations) thaI have previously provided 
rules relating to the use of new tech
nologies in providing applicable notices 
or making participant elections that are 
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required to be in writing or in written 
form. These modifications. which merely 
add the consumer consent requirements 
of E-SIGN, are not expected to affect 
ad\'t;~rsely the existing administrative prac
tices of plan sponsors designed to comply 
with the :2000 regulations. 

In addition, these regulations apply to 
categories of applicahle notices that were 
not previously addressed in the 20()() reg
ulations or suhsequent regulations. As 
such. these regulations apply whenever 
there is a requirement that an applicable 
notice under one of the covered sections 
be provided in written form or in writ
ing, without regard to whether that other 
requirement specifically cross-references 
these regulations. Thus, safe harbor no
tices under sections 401(k)( 12)(D) and 
401(m)(1l). which are reqUired to be in 
writing, can be provided electronically if 
the requirements of section 1.401 (al-21 
of this chapter are satisfied. 

Effective Date 

The rules provided in §1.401(a)-21 ap
ply to applicable notices provided, and to 
participant elections made, on or after Jan
uary I. 2007. However, a retirement plan, 
an employee benefit arrangement, or an in
dividual retirement plan that provides an 
applicable notice or makes a participant 
election that complies with the require
ments set forth in these regulations on or 
after October I, 2000, and before January 
I, 2007, will not be treated as failing to 
provide an applicable notice or to make a 

participant electIOn merely because the no
tice or election was not in writing or writ
ten form. 

Special Analyses 

It has been determined that this Trea
sury Decision is not a significant regula
tory action as defined in Executi ve Order 
12866. Therefore a regulatory assessment 
is not required. It has also been detennined 
that the provisions of 5 U.s.c. 553(b) and 
I d) do not apply to this Treasury Decision. 
It is hereby certified that the collection of 
information in these regulations will not 
have a significant impact on a substantial 
number of small entities. This certification 
is based 011 the fact that these regulations 
only provide guidance on how to satisfy 
existing collection of information require
ments through the usc of electronic me-

dia. Accordingly, a Regulatory Flexibility 
Analysis is not required. Pursuant to sec
tion 7805(0 of the Code, the NPRM pre
ceding this regulation was submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Pamela R. Kinard of the Office of 
Di vision Counsell Associate Chief Coun
sel (Tax Exempt and Govemment Enti
ties), Intemal Revenue Service. However, 
personnel from other offices of the Inlemal 
Revenue Service and Treasury Department 
participated in their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts I, 35, and 
54 are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.40 I (a)-21 also issued under 

26 USc. 401 and section 104 of the Elec
tronic Signatures in Global and National 
Commerce Act. Public Law 106-229 (114 
Stat. 464). * * * 

Par. 2. Section 1.72(p)-1. Q&A-3, is 
amended by revising the text of paragraph 
(b) to read as follows: 

,91. 72(p)-1 Loans treated as distributions. 

* * * * * 
A-3. * * * 
(b) * * * A loan does not satisfy the 

requirements of this paragraph unless the 
loan is evidenced by a legally enforceable 
agreement (which may include more than 
one document) and the terms of the agree
ment demonstrate compliance with the re
quirements of section 72(p)(2) and this 
section. Thus, the agreement must spec
ify the amount and date of the loan and the 
repayment schedule. The agreement does 
not have to be signed if the agreement is 
enforceable under applicable law without 
being signed. The agreement must be set 
forth either-



(I) In a written paper document; or 
(2) In a document that is delivered 

through an electronic medium under an 
electronic system that satisfies the require
ments of § 1.401 (a)-21 of this chapter. 

* * * * * 
Par. 3. Section 1.132-9(b), Q&A-12, 

is amended by adding a sentence to the 
end of the text in paragraph (b) to read as 
follows: 

§ 1.132-9 Qualified transportation fringes. 

* * * * * 
A-12. * * * 
(b) * * * See § 1.401 (a)-21 of this chap

terfor rules permitting the use of electronic 
media to make participant elections with 
respect to employee benefit arrangements. 

* * * * * 
Par. 4. Section \.40\(a)-21 is added to 

read as follows: 

§1.401(a)-21 Rules relating to the 
use of an electronic medium to provide 
applicable notices and to make participam 
elections. 

(a) Introduction-(l) In general-(i) 
Permission to use an electronic medium. 
This section provides rules relating to the 
use of an electronic medium to provide 
applicable notices and to make partic
ipant elections as defined in paragraph 
(e)(l) and (6) of this section with respect 
to retirement plans, employee benefit ar
rangements, and individual retirement 
plans described in paragraph (a)(2) of this 
section. The rules in this section reflect 
the provisions of the Electronic Signatures 
in Global and National Commerce Act, 
Public Law 106-229 (114 Stat. 464 (2000) 
(E-SIGN)). 

(ii) Notices and elections required to 
be in writing or in written fonn-(A) In 

general. The rules of this section must 
be satisfied in order to use an electronic 
medium to provide an applicable notice or 
to make a participant election if the notice 
or election is required to be in writing or 
in written form under the Internal Revenue 
Code, Department of Treasury regulations, 
or other guidance issued by the Commis
sioner. 

(B) Rules relating to applicable notices. 
An applicable notice that is provided us
ing an electronic medium is treated as be
ing provided in writing or in written form if 

and only if the requirements of paragraph 
(a)(5) of this section are satisfied and ei
ther the consumer consent req uirements of 
paragraph (b) of this section or the require
ments for exemption from the consumer 
consent requirements under paragraph (c) 
of this section are satisfied. For example, 
in ordcr to provide a section 402(0 notice 
electronically, a qualified plan must satisfy 
either the consumer consent requirements 
of paragraph (b) of this section or the re
quirements for exemption under paragraph 
(c) of this section. If a plan fails to satisfy 
either of these requirements, the plan must 
provide the section 402(0 notice using a 
written paper document in order to satisfy 
the requirements of section 402(f). 

(C) Rules relating to participant elec
tions. A participant election that is made 
using an electronic medium is treated as 
being provided in writing or in written 
form if and only if the requirements of 
paragraphs (a)(5) and (d) of this section are 
satisfied. 

(iii) Safe harbor method for applicable 
notices and participant elections that are 
not required to be in writing or written 
form. For an applicable notice or a par
ticipant election that is not required to be 
in writing or in written form, thc rules of 
this section provide a safe harbor method 
for using an electronic medium to provide 
the applicable notice or to make the partic
ipant election. 

(2) Application of rules-(i) Notices, 
elections, or consents under retirement 
plans. The rules of this section apply to 
any applicable notice or any participant 
election relating to the following retire
ment plans: a qualified retirement plan 
under section 401(a) or 403(a); a section 
403(b) plan; a simplified employee pen
sion (SEP) under section 408(k); a simple 
retirement plan under section 408(p); or an 
eligible governmental plan under section 
457(b). 

(ii) Notices, elections, or consents un
der other employee benefit arrangements. 
Thc rules of this section also apply to any 
applicable notice or any participant elec
tion relating to the following employee 
benefit arrangements: an accident and 
health plan or arrangement under sections 
104(a)(3) and 105; a cafeteria plan un
der section 125: an educational assistance 
program under section 127: a qualified 
transportation fringe program under sec
tion 132; an Archer MSA under section 

220: or a health savings account under 
section 223. 

(iii) Notices, elections, or consents un
der individual retirement plans. The rules 
of this section also apply to any applicable 
notice or any participant election relating 
to individual retirement plans. including a 
Roth IRA under section 408A: or a deemed 
IRA under a qualified employer plan de
scrihed in section 40R(q). 

(3) Limitation on application of 
rules-(i) In general. The rules of this 
section do not apply to any notice, elec
tion, consent, disclosure. or obligation 
required under the proviSions of title I 
or IV of the Employee Retirement In
come Security Act of 1974, as amended 
(ERISA), over which the Department of 
Labor or the Pension Benefit Guaranty 
Corporation has interpretative and en
forcement authority. For example, the 
rules in 29 CFR 2520.104b-1 of the De
partment of Labor Regulations apply with 
respect to an employee benefit plan pro
viding disclosure documents, such as a 
summary plan description or a summary 
annual report. The rules in this section 
also do not apply to Internal Revenue 
Code section 411 (a)(3 )(B) (relating to 

suspension of benefits), Internal Revenuc 
Code section 49808(0(6) (relating to an 
individual's COBRA rights), or any other 
Internal Revenue Code provision over 
which Department of Labor or the Pension 
Benefit Guaranty Corporation has similar 
interpretative authority. 

(ii) Recordkeeping and other require
ments. The rules in this section only ap
ply with respect to applicable notices and 
participant elections relating to an individ
ual's rights under a retirement plan. an em
ployee benefit arrangement, or an individ
ual retirement plan. Thus, the rules in this 
section do not alter the otherwise applica
ble requirements under the ]nternal Rev
enue Code, such as the requirements re
lating to tax reporting, tax records, or sub
stantiation of expenses. See section 600 I 
for rules relating to the maintenance of 
records. statements, and special returns. 
See also section IOI(e) ofE-SIGN, which 
provides that if an electronic record of an 
applicable notice or a participant election 
is not maintained in a form that is capa
ble of being retained and accurately repro
duced for later reference. then the legal 
effect, validity, or enforceability of such 
electronic record may be denied. 
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(4) Cenered reqlliremenls re/ole" Eo 

applimhle Ilotices und parlicipulil elec~ 

lions. The rules of this section supplement 
the general requirements related to each 
applicable notice and participant ekction. 
Thus. in addition to satisfying the rules 
for timing and content. the rules in this 
section mu~t be satisfied. 

(.)) RC(jllire!llCnls related to the design 
(lI(//1 electrollic system Itsed to delil'l'I" (/p~ 

pliwhlc Ilotices wid to lIlake participallt 

eieclions-\ i) The elc('(rollie sYstem /Ill/st 

take into ((ccount lire COil tent ol (( notice. 

With respect to the content of an applicable 
notice, the electronic system must be rea
sonably designed to provide the informa
tion in the notice to a recipient in a manner 
that is no less understandable to the recip
ient than a written paper document. 

(ii) Identification of'the significance of' 

illformation in the notice. The electronic 
system must be designed to alert the re
cipient. at the time an applicable notice is 
provided, to the significance of the infor~ 
mati on in the notice (including identifica
tion of the subject matter of the notice), and 
provide any instructions needed to access 
the notice, in a manner that is readily un
derstandable. 

(b) Consumer consent requi,.e~ 

mellts-( I) Requirements. With respect to 
an applicable notice. the consumer con~ 
sent re4uirernents of this paragraph (b) are 
satisfied if-

(i) The requirements in paragraphs 
(b)(2) through (4) of this section are satis
fied: and 

(ii) In accordance with section 
IOI(c)(6) of E~SIGN, the applicable no
tice is not provided through the use of oral 
communication or a recording of an oral 
communication. 

(2 \ COllsellt-( i \ In general. The recipi~ 
ent must affirmatively consent to the deliv
ery of the applicahle notice using an elec~ 
Ironic medium. This consent must be ei
ther-

(A) Made electronically in a manner 
that reasonably demonstrates that the re~ 

cipient can access the applicable notice in 
the electronic medium in the form that will 
be used to provide the notice: or 

(B) Made using a written paper docu
ment (or using another form not described 
In paragraph (h)(:2)( 1)( A) of this section), 
hut only if the recipient confirms the con~ 
sent electronically in a manner that reason~ 
ahly demonstrates that the recipient can ac~ 
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cess the applicable notice in the electronic 
medium in the form that will be used to 
provide the notice. 

(ii) Withdrawal (~f con SUllieI' consent. 

The consent to receive electronic delivery 
requirement of this paragraph (b)(2) is not 
satisfied if the recipient withdraws his or 
her consent before the applicable notice is 
delivered. 

(3) Required disclosure statelllellf. The 
recipient. prior to consenting under para
graph (b)( 2)( i) of this section, must be pro
vided with a clear and conspicuous state
ment containing the disclosures described 
in paragraphs (b)(3)(i) through (v) of this 
section: 

(i) Right to receive paper dOCll~ 

ment-(A) In general. The statement 
informs the recipient of any right to have 
the applicable notice be provided using a 
written paper document or other nonelec
tronic form. 

(B) Post~collsent request for paper 

copy. The statement informs the recipient 
how, after having provided consent to re~ 
ceive the applicable notice electronically, 
the recipient may. upon request, obtain a 
paper copy of the applicable notice and 
whether any fee will be charged for such 
copy. 

(ii) Right to withdraw COllsumer Co/l~ 

sent. The statement informs the recipient 
of the right to withdraw consent to rcceive 
electronic delivery of an applicable notice 
on a prospective baSIS at any time and ex~ 
plains the procedures for withdrawing that 
consent and any conditions. consequences, 
or fees in the event of the withdrawal. 

(iii) Scope of the consumer consent. 

The statement informs the recipient 
whether the consent to receive electronic 
delivery of an applicable notice applies 
only to the particular transaction that gave 
rise to the applicable notice or to other 
identified transactions that may be pro~ 

vided or made available during the course 
of the parties' relationship. For example, 
the statement may provide that a recipi~ 
ent's consent to receive electronic delivery 
will apply to all future applicable notices 
of the recipient relating to the employee 
benefit arrangement unti I the recipient is 
no longer a participant in the employee 
benefit arrangement (or withdraws the 
consent). 

(iv) Description at the conTact proce~ 

dl/res. The statement describes the proce~ 

durc~s to update information needed to con
tact the recipient electronically. 

(v) Hardware or software reqlliremenrs. 

The statement describes the hardware and 
software requirements needed to access 
and retain the applicable notice. 

(4) Po.r;!~c(}llsellt change il1lwnbmre or 

software reqllirclIll'l1rs. If. after a recipi
ent provides consent to receive electronic 
delivery, there is a change in the hardware 
or software requirements needed to access 
or retain the applicable notice and such 
change creates a material risk that the re~ 
cipient wi II not be able to access or re~ 

tain the applicable notice in electronic for~ 
mat-

(i) The recipient must receive a state
ment of-

(A) The revised hardware or software 
requirements for access to and retention of 
the applicable notice; and 

(B) The right to withdraw consent to re~ 
ceive electronic delivery without the impo~ 
sition of any fees for the withdrawal and 
without the imposition of any condition or 
consequence that was not previously dis~ 
closed in paragraph (b)(3) of this section: 
and 

(ii) The recipient must reaffirm con~ 
sent to receive electronic delivery in accor~ 
dance with the requirements of paragraph 
(b)(2) of this section. 

(c) Etemption from consumer consent 

requirements---( I) In general. This para
graph (c) is satisfied if the conditions in 
paragraphs (c)(2) and (3) of this section are 
satisfied. This paragraph (c) constitutes an 
exemption from the consumer consent re~ 
quirements of section IOI(c) of E-SIGN 
pursuant to the authority granted in section 
104(d)(1) ofE-SIGN. 

(2) Effective ability to access. For pur~ 
poses of this paragraph (c), the electronic 
medium used to provide an applicable no~ 
tice must be a medium that the recipient 
has the effective ability to access. 

(3) Free paper copy of applicable na~ 

tice. At the time the applicable notice is 
provided, the recipient must be advised 
that he or she may request and receive the 
applicable notice in writing on paper at no 
charge, and, upon request, that applicable 
notice must be provided to the recipient at 
no charge. 

(d) Special rules for participant elec
tions-( I) In f.?ene ro I. This paragraph (d) 

is satisfied if the conditions described in 



the following paragraphs (d)(2) through 
(6) afe satisfied: 

(2) Effectil'e ahilit, to (/('c('\s. The elec
tronic medium under an electronic sy~tem 
used to make a palticipant election must 
be a medium thatlhe person who is eligi
ble to make the election is effectively able 
to access. If the appropriate individual 
is not effectively able to access the elec
tronic medium for making the participant 
election, the participant election will not 
be treated as made availahle to that indi
vidual. Thus, for example, the participant 
election will not be treated as made avail
able to that individual for purposes of the 
rules under section 40 1( aJ( 4). 

(3) Aurhenricarion. The electronic sy\
tern used in making participant elections is 
reasonably designed to preclude any per
son other than the appropriate individual 
from making the election. Whether this 
condition is satisfied is based on facts and 
circumstances, including whether thc par
ticipant election has the potential for a con
flict of interest between the individual ~ in
volved in the election. See Examples 3, 4, 
and 5 of paragraph (f) of this section for 
illustrations of electronic systems that sat
isfy the authentication requirement of this 
paragraph (d)(3). 

(4) Opportunity to rel'iel\·. The elec
tronic system used in making participant 
elections providcs the person making the 
participant election with a reasonable op
portunity to review, confirm, mudify, ur re
scind the terms of the election hefore the 
election becomes effective. 

(5) Confirmation of action. The person 
making the participant election receives, 
within a reasonablc time, a confirmation of 
the effect of the election under the terms 
of the plan or arrangement through either 
a written paper document or an electronic 
medium under a system that satisfies the 
requiremcnts of either paragraph (b) or (c) 
of this section (as if the confirmation were 
an applicable notice). 

(6) Participant electi()ns, includltlg 
spousal consents, that (Ire required to be 
witnessed by a plan representative or a 
notary public-(i) in f{eneral. In the ca~e 
of a participant election which is required 
to be witnessed by a plan representative or 
a notary public (such as a spou.~al consent 
under section 417), the signature of the 
individual making the participant election 
is witnessed in the physical presence of a 
plan representative or a notary public. 

(ii) Ell'ctml1ic IlOtori:ilti()/i pc/'millui. 

If the requircmenh of paragrclph (d)(fJ)(i) 
of this section are satisfied. all electronic 
notarization acknowledging a ~Ign;ililre (in 
accordance with \ection I () I (g I ()f E-SIG:--J 
and state law ~pplicable to n()trlry publics) 
will not be denied legal effcct if the sig
nature of the individual i" witllc\,ed in the 
physical pre,ence of a notary publiC. 

(iii) Deief!,lIIioll To CO/JIlllil·I;lil/eJ'. In 
guidance published in the Internal Rev
enue Bulletin, the COITlmi"'~i()ner may 
provide that the use of procedures undcr 
an electronic :-,ystem is deemed to satisfy 
the phy.,ical presence rey uirement under 
paragraph (d)(6){i) of thi, section. but 
only if those procedures with respcct to 
the electronic system provide the same 
safeguards for participant election, as are 
provided through the physical prcsence 
reyuirement. See ~601.601 (d)(2)(iil(h) of 
this chapter. 

(e) ()ejinitiol/.I. The definiliom in this 
paragraph (e) apply f()r purpose, of thi, 
section. 

(I) App/icahle notice. Thc term ojlp/i
cahle /lotice includes any notice. report, 
statement, or other document reyuiretl to 
be provided to a recipient under a retire
ment plan, employee benefit arrangement. 
or i ndi vidual retirement plan as described 
in paragraph (a)(2) of this section. 

(2) Electronic. The term el('('t/'llllic 

means technology having electrical, dig
ital, magnetic, wireless. optical. electro
magnetic. vnice-recording sy\lem',- or 

similar capabilities. 
(3) Electronic lIlediulIl. The term elec

tronic medium means an electronic method 
of communication (e./!,. , wehsite. elec
tronic mail, telephonic system_ magnetic 
di'ik, and CD-ROM). 

(4) tJectronic record. The term elec
tronic record means an applicable notice or 
a participant ejection that is created, gen
erated, sent, communicated, received. or 
stored by electronic media. 

(5) Electmn/c srstem. The term elec
tronic system means a system designed for 
creating, generating. sending, recei ving, 
storing. retrieving, displaying, or process
ing information that make, use of any elec
tronic medium. 

(6) Punicipwl/ eleerio/l. The term {)(Jr

ticipant electio/! includes any consent. 
election, request, agreement. or similar 
communication maM by or from a par
ticipant, beneficiary. alternate payee, or 

;(11 individual entitled to benefits under 
a retirement plan. employee benefit ar
rangement. or indi\ idual retirement plan 
~I', de,cri bed III paragraph (a){:2) of thi s 

'.ection. 
(7) Reci{Jielll. The term rl'cipienr mellns 

c\ plan participant. beneficiary. employee, 
alternate payee. or any other person to 
\\hom an applil',\ble notice j., to he pro
\ ided. 

(f) EXlllllpie.l. The following examples 
i1lustratc the rulc, of this sectinn Erol/l

pies J, 2,3. and 6 aswrne that the require
ments of paragraph (a)( -+) and (5) of this 
section are 'ati'fied. 

/:;\<11111,1" I. Iii F"ell illmll'illg IISIlI~ rlw (1111, 

'wiler C()J/\{,111 n'ljl"re11l1'IJ{\ [() delil U' (/ ,\iTliOIl 

/f)]Ij) IIO"(/' I'/(' (,·/I/wl. Plan A. a L(ll"iltl~d plan. 
p~rmit, parliclpanh III rCljuc,t henefil Jiqrihution, 

1rolll the plan lin Plan A, Internet \\~h,ile. Umkr 
Plan ;\\ ",Iem tllr ,uch Ir,m,action" ,I partiCipant 
mU\l enter :li, or h~r ,Kcnunt numher. pu,,,nai itlen
tili,'atlon numher (PIN I and hi, or her c·mail addrc" 
to "hlch Ihe notice i, to he ,ent. The partlcipanl', 
PIN and accounl nUlllhcr mu,1 match the Informalilln 
ill Plan A,', record, in order tor the tran,action (n pro
cced. Particlpanl H re~ueq,,, di,lrihulion from Plan 
A on Plan A', wch'lle. and. at the tlllle of Ihe rc<.juc,( 
lor dl,lnhlllion,;1 dhclo'llre L1atement appear, on the 

Cllmpuler ,creen Ihat cxplain, that PartiCipant H can 
COIl,enllli receive the ,ection 4021t') nolice electroni
cally. The lii,c1'hurc ,latemenl pro, ide, 1l1fllrmatlOn 
relating II) the COTlc.,ent. incluoll1g how to receive a 
r;,per copy of the nOlice. how 10 wilhdraw con,cnt. 
the hardware and '0 1'1 ware requircment;. and the 
procedure, I'm ,llce',in)! Ihe ,eL'lion 402( 1') nolice. 
"hich i, in a file formal from a 'pecific 'pread,hcet 
program. Alier rnicwing Ihe di,clo,ure ,:atemen(. 
\chlch 'ali,l'le' Ihe requirement; of paragraph (h)(.I) 
01 Ihi'. 'CUlon. Panicipant H con,enl\ to receive 
Ihe 'CL'li()11 4()2(f! not,,·c via e-mail by 'electing the 
COJl\ent hUtlilil at the end of the di,c1o,urc ,wtemellt. 
A, a pant)j' Ihe cOIl'ent procedure. an e-mail i, ,ent 

to Participanl H', e·mail addre" in order to uemon
,trate that Participanl H can acee,s the ,preatl,hcet 
program. In the c-mail. Participant H i, pmmpled 
((l amwer a queqion from the 'pread,heet program. 
"hich i, in an alLachmenl 10 the e-mail. Once Par
ticipant H correclly an,wer, the que'\Ion. Ihe ,eelion 
41)2(/1 nOlice i, Ihen delilcred to Particlj)all1 H \ la 
(·mail. 

(ii) CliliciliSillll. In thi, EWlIIl'll' J. Plan A', deliv· 
ery of tht> ,cc(ion 4{)2t1'} notice to Parliclpanl H ,ati,
fIe, Ihe rcqllircmenl\ of paragraph (hi of th" ,ccllon. 

IO.\(//II/,'" 2. (i) F"c/\~(A) til( I.v illrdrlllX 1I.lillX 

rlw "Irenwtil<' mrtlwd /0 drlil·era ledioJi';1 Jru II I I) 

Iwllee \'i" ('·I/Iail, Plan B, a '1ualifieu plan. permih 
participant, to reljue\[ henefil di,triilutioil' from the 
plan nn Plan B', Internet "eb,itt. Under Plan 8', 
'y,telll tor ,uch tramdction>. a participanl mu,t cnler 

h" or her account numher and pCl,onal idelltificatiun 
number (PIN). and hi\ ilr her e-mail addre" t\l which 
the nolice i, 10 he ,ent. The parllcipani, PIN ami aC

cOltnlnumher mu,t malch the iIltorm;lllon lil Plan 8', 
rccord, In order for Ihe Irall,al'iion 10 pnlCC\'u. ,\lier 

Participanl K. a \Ingle ~rnpll))ce. rCljl1c,l\ d ui,tllhu· 
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lion /mm Plan lJ on Plan lJ\ Inlernd Ildl'il~. the 
plan admim'trmor p[()\ide, Participant K II Ilh a ,cc'
tion -+ II lall II) n()tlc'c 111 an att'lL'hmcnt \cl an c-mall. 
Plan B ,~nd, thc e-mail Illth a rcque,t illr a ,'Olll

puter ~enc~dtcd notitication that the IllC"a~c lI'h rc
ceilcd .IIlJ opc'ned. Til" c-maillll,tI"llLh Participant 
K to rcad the attachment for important intormatlon 
re~archn~ the re'que,t for a ui,lrihulion. In auditlOll. 
till' c'llwl aho ,tatc, that Parti,'lpant K 111,1) r<'qllc,t 
thc ,cc·tioll-ll Iiall I II noticcoll ,I Ilritten papcrduL'll
illellt and thaI. it Particlp,tnt K rcqllc," thc notice on 
.1 IHittcn paper uoclllllcnl. it II til he provided at no 
charge. Plan B receile, notification indicating that 
the e-l11all 11.1> receil cd and opened by PartKipalll K. 

:. B I !-,/('/I il/\'II/I'il/g "i(/~il/g " p"rTicirJ/IIlt'1 COI/

It'IIT It> II d/ 1 Trihlllioll. In order to con,,?ntto a ui,tnhu
tion. Plan B require, a participant to enter the partic
ipant', ClL'Cllunt numher and PIN In onder to preclude 

any pcr,on other than the participant from makin~ 
the election. <\fter the authentication pillce". Pani,;
Ipant K compiete, a di,trihution requeq form on the 
web,itc. After completing the rcquest form. the web
,ite prol iues it summary of the information entered 
on the form anu giVe'S Participant K an opponunity 
tll review ()[ modify thc distribution request form be
fore the transal'lion is compktcd. Within a reason
ahle pniod of time after Panieipant K consents to the 
distribution. the plan administrator. bye-mail. sends 
wnfirmation of the terms (incluuing the form) of the 
uistrihution to Participant K and advises Participant 
K that. upon reyuest. the confirmation may be pro
vided to Participant K on a written paper uocument 
at no charge. Plan B retams an electronic copy of the 
Cllnsent to the distribution in a form that is capable 
of heing retained and accurately reproduced for later 
reference hy PartICipant K. 

(ill COl1clllsioll. In this Example 2, Plan B's deliv
ery of the '<'ction 411 (01)( II ) notice and the electronic 
system useu to make Paniclpant K's consent to a dis
tribution satisfy the requirements of paragraphs (a). 
Ie). and (d) of this section. 

Exalllp/e 3. (i) Fllcts il1l'OI"ing tlie TraIlSI1I;.\s;ol1 

ot'" .I'/I"".m/ C()II.\~llt \';11 ~/eclrollic 1l0Tllri:atioll. Plan 
C a qualified money purchase pemion plan. permit, a 
malTieu participant to reque<;t a plan loan through the 
Plan C', Internet wehsite with the notamed consent 
of the .'pou,e. Under Plan Cs sy,tem for request
ing a plan loan. a participant mlht enter his or her ac
count number. p~rsonal identification numher I PIN). 
anu his Of her e-mllil adures.'. The information en
tered by the partiCipant must match the infonnation 
in Plan C's record, in order for the trall,actionto pro
ceed. Participant M. a married participant. is effec
tildy able to acce" the Ileh,ite available to apply for 
a plan loan. In tlruer ttl apply for a loan. Plan C re
quire, <l partIcipant to enter the participant's account 
number anu PIN in mder tll preclude any person other 
than the partiCipant from making the election. Partic
Ipant M completes the loan applicallon on Plan C s 
II ct"ite. Within a rea,onahlc period of time after ,uh
l1lillin~ the plan ioan application. the plan administra
tor. \1) e-matl. send, Partlc'ip,lnt M the loan applica
lion. inclLldin~ all attachments .,e!ting forth the terms 
ot tile loan a~r<'ement and ,III other required informa
tion. In the ~-Ili<lil. Plan C also notifies Panicipant M 
that. upon request. thl' loan application may hl' pro
\ iUe'd [(l P3rtic'ipant M 011 a \\ rittel1 paper document at 
11<1,·h,lrge. Plan C then in,tru<'!' Participant M that. in 
[)fdn for the loan appllc'alJonto proceed. Participant 
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:\1 must ,ubmit to the plan administrator a notarized 
,pousal Cllll>ent fnrm. Participant M and M' s spouse 
~o t(l a notarl puhlic and the notary witnesses Partic
ip,lnt \1', 'pllll>e 'ignlllg the spousal con,em for the 
103n agreement on an electronic signature capture pad 
with adcqu<Jte seL'urity. After witnessing M's spollse 
,igning tht: spousal consent. the notary pubhc sends 
an e-mail II Ith an electronic acknowlcdgementthat is 
attacheu to elr logically Js>octated with the signature 
of l\f, spou,e to the plan adminl,trator. The elec
tronic aCKnowledgement is in accoruancc with sec
tion IOI(g) of E-SIGN and the relevant state law ap
pitcable to notary pUbliCS. After the plan receives the 
e-mail. Plan C sends an e-mail to Participant M, giv
ing M a reasonable periou to review and confirm the 
completeu loan application and to determine whether 
the loan application should he modit,ed or rescinded. 
In addition. the e-mail to Participant M also provides 
that M may request the completed loan application 
on a written paper document and that, if M requests 
the written paper document. it \~ ill be provided at no 
charge. Plan C retains an electronic copy of the loan 
agreement. including the spousal consent, in a form 
that is capable of being retained and accurately repro
duced r or later reference by all parties. 

(ii) CO/l(·/usion. In this Ewmple], the transmis

sion of the plan loan agreement satisfies the require
ments of paragraphs (a). (c), and (d) of this section. 
By requiring that the spouse sign the spousal consent 
on an electronic signature capture pad in the physical 
presence of a notary puhlic. the electronic system sat
isfies the requirement that the system be reasonably 
designed to preclude any person other than the appro
priate individual from making the election. Thus, the 
electronic notarization of spousal consent sattsfies the 
requirements of paragraphs (a) and (d) of this section. 

Example 4. (i) Faets-(A) FuelS il/l'Olring IIS

ing the alternative method ot' compliance to deli"a II 
.\'/'cTion 411 (a )III) /lotice via {Ill alltomaled tl'iephone 

.1.1\lem. A qualified prolit-sharing plan (Plan D) per
mtts partlctpants to request distributions through an 
autDmated telephone system. Under Plan D's system 
for such transactions. a participant must enter hts or 
her account numher and personal identification num
her (PIN): this information must match the informa
tion in Plan D's records in order for the transaction to 
proceed. Plan D providcs only the following distri
hution options: single-sum payment: and annual in
stallments over 5, 10, or 20 years. Participant N, a 
single participant. requests a uistribution from Plan 
D by lollowlllg the applicable instructions on the au
tomateu telephone system. After Participant N has 
requested the distribution, the automated telephone 
_ystem recites the section 411(a)( 11) notice ['n'er the 
phone. The automated telephone system also advises 
Partilipant N that, upon request. the notice may be 
provided on a written paper document and that. if Par
ttcipant N so request,>. the notice will be provided on 
a wrillen paper document at no charge. 

(B) Flicts illl'O/"illE; making a parTicipant's COIl

selll TO a distribuTiOlI l'iu all <ll/Tol11ated telephone .l1'S

tm!. In order to coment to a di,tribution. Plan D re
quires a panicipant to enter the panicipant', account 
number and PII\ in order to preclude any person other 
than the participant from making the election. Partic
Ipant 'I requests a distribution by entering informa
tion on the automated telephone system. After com
pleting the request. the automated telephone system 
prm ides a oral summary of the information entered 

and giles Pll1lCipant N an opportunity to review or 
nHldil') the distribution request hefore the transaction 
IS completed Plan D's ~llIt(lmated telephone system 
contirnb the distribution request to Participant Nand 
advises Par1Jcipant N thaI. upon reqlle'!, a confirma
tion may he pnn id,'d on a I\Titten paper document a/ 
no charge. Plan D retains an ckctrmm: copy of the 
consent to tht' distnhution in a form that is c'apable 
llf being retained and accurltdy n:prodllccd for later 
reference \1) Participant N 

(ii) Conclusioll. In this E.wlIIl'll' .J. hceaust' Plan 
D has relati\ely few and simple uistribution op
tions. the provision of the section 411 (ol( II) notice 
through the automlltcd telephone system is no less 
understandable to the particip~nt than a wrillen paper 
notice for purpo~es of paragraph (a)(5)(i) of thi, 
section. In addition, the automated telephone proce
dures of Plan D satisfy the applicable requtrements 
of paragraphs (a). (c), and (d) of this section. 

Example 5. (i) Facts. Same facts as E.tlllllpl~ oJ 

of thIS paragraph (n. except that. pursuant to Plan 
D's system for processing such transactions, a partic
ipant who so requests is transferred to a clIstomer ser
vice representative whose conversation with the par
ticipant is recorded. The customer service represen
tative provides the ,ection 411(a)( II) notice from a 
prepared text and processes the participant's distri
hution in accordance with the predetermined instruc
tions from the plan administrator. 

(ii) Conclw,ion. As in Example 4 of this para
graph (t), because Plan D has relatively few and sim
ple distribution options, the provision of the section 
411 (a)( 11) notice through the automated telephone 
system is no less understandable to the participant 
than a wrillen paper notice for purposes of paragraph 
(a)(4) of this section. Further, in this Example 5, the 
customer service telephone procedures of Plan D sat
isfy the requirements of paragraphs (a), «(;), and (d) 
of this section. 

Example 6. (i) Fae/s. Plan E, a qualified plan, 
permits participants to request distributions bye-mail 
on the employer's e-mail system. Under this system, 
a parttcipant must enter his or her account number, 
personal identification number (PIN), and e-mail ad
dress. This information must match that in Plan E's 
records in order for the transaction to proceed. If a 
partiCIpant requests a distribution bye-mail, the plan 
administrator provides the participant With a section 
411 (a)( 11) notice bye-maiL The plan administrator 
also advises the participant bye-mail that he or she 
may request the section 411(a)( II) notice on a written 
papef document anu that, if the participant requests 
the notice on a written paper document, it will be pro
vided at no charge. Participant Q requests a distribu· 
tion and receives the section 411 (a)( II) notice from 
the plan administrator by reply e-mail. However, be
fore Participant Q elects a distribution, Q terminates 
employment. Following termination of employment, 
Participant Q no longer has access to the employer's 
e-mail system. 

(ii) Conclusion. In this Example 6, Plan E does 
not satisfy the participant election requirements under 
paragraph (d) of this section because Participant Q is 
not effectively able to ac(;e" the electronic medium 
used to make the participant election. Plan E must 
proVide PartICipant Q with the opportunity to make 
the panicipant election through a written paper doc
ument or another sy,tem that Participant Q is effec
tively able to access, such a, the automated telephone 



systems described In Example 4 and E \{Imple 5 of this 
paragraph (I} 

(g) Effective dafe. The rules pro-
vided in this section apply to applicable 
notices provided, and to p.1rticipant elec
tions made, on or after January I, 2007. 
However, a retirement plan, an employee 
benefit arrangement, or an indi vidual re
tirement plan that provides an applicable 
notice or makes a participant election that 
complies with the requirements set forth 
in these regulations on or after October I, 
2000, and before January 1,2007, will not 
be treated as failing to provide an applica
ble notice or to make a participant election 
merely because the notice or election was 
not in writing or written form. 

Par. 5. Section 1.40 I (k)-3 is amended 
by adding a sentence to the end of the text 
of paragraph (d)( I ) to read as follows 

.§I.401(k)-J Safe harbor re(juiremellts. 

* * * * * 
(d) " '" * 
(I)" * * See ~1.401(a)-21 of this chap

ter for rules permitli ng the use of electronic 
media to provide applicable notices to re
cipients with respect to retirement plans. 

* * * * * 
Par. 6. Section 1.402(fH is amended 

by: 
(I) Revising A-5. 
(2) Removing Q&r\-6. 
The revision reads as follows: 

§1.402(f)-1 Required explanation of 
eligible rollover distribution\·: questions 
and answers. 

* * * * " 
A-5. Yes. See §lAOI(aJ-21 of this 

chapter for rules permitting the use of 
electronic media to provide applicable 
notices to recipients with respect to retire
ment plans. 

Par. 7. Section 1.411(a)-11 is amended 
by: 

(1 J Revising the text of paragraphs 
(f)(l) and (2). 

(2) Removing paragraph (g). 
The revisions read as follows. 

,§J.411(a)-11 Restriction and valuation 
of distributions. 

* * * * * 

(f) * " * 
(l) * " * The notice of a participant \ 

righh described in paragraph (cJ(2) of 
this section or the summary of that notice 
described in paragraph (c)(2)(iii)(B){2) 
of this section must be provided on a 
written paper document. However, see 
*1.401(a)-21 of this chapter for rules 
permitting the use of electronic media to 
provide applicable notices to recipients 
with respect to retirement plans. 

(2) * ," * The consent described in para
graph~ (c)(2) and (3) of this scction must 
be givcn on a written paper document. 
However, see § 1.40 I (a)-21 of this chapter 
for rules permitting the use of electronic 
media to make participant elections with 
respect to retirement plans. 

Par. 8. Section 1.417(a)(3)-1 is 
amended by adding a sentence to the 
end of the text of paragraph (aj( 3) to read 
as follows: 

§1.417(a)(3)-J Required explanation of 
qualified joint and survivor annuit\' and 
qllalified preretirement stlrvil'or anlluity. 

(a) * " * 
(3)" * * But see ~1.401(a)-21 of this 

chapter for rules permitting the use of elec
tronic media to provide applicable notices 
to recipients with respect to retirement 
plans. 

* ::< * * * 
Par. 9. Section 1.7476-2 is amended 

by revising paragraph (c)(2) to read as fol
lows: 

,917476-2 Notice to interested parties. 

* * * * * 
(c) " " * 
(2) If the notice to interested parties 

is delivered using an electronic medium 
under an electronic system that satisfies 
the applicable notice requirements of 
91.40I(a)-21 of tIm chapter. the notice is 
deemed to be provided in a manner that 
satisfies the requirements of paragraph 
(c)(1) of this section. 

* * * * * 

PART :IS-EMPLOYMENT TAX AND 
COLLECTION OF INCOME TAX AT 
SOURCE REGULATIONS UNDER 

THE TAX EQUITY AND FISCAL 
RESPONSIBILITY ACT OF 1982 

Par. 10. The authority citation for part 
35 continues to read, in part, as follows: 

Authority: 26 USc. 7805 '" * ~, 

Par. II. Section 35.3405-1 is amended 
by: 

(I) Revising d-35, A. 
(2) Removing d-36, Q&A. 
The revision reads as follows: 

.935.3405-/ Questions and answers 
relating to withholding 011 pensions, 
anlluities, alld cerwin other deferred 
II/come. 

*' * * * * 
d-35. *' * * 
A. A payor may provide the notice 

required under section 3405 (including 
the abbreviated notice described in d-27 
of *35.3405-1 T and the annual notice 
described in d-31 of ~35,3405-IT) to a 
payee on a written paper document. How
ever, see ~1.401(a)-21 of this chapter 
for rules permitting the use of electronic 
media to provide applicable notice~ to 

recipients with respect to retirement plans 
and individual retirement plans. 

PART 54-PENSION EXCISE TAXES 

Par. 12. The authority citation for part 
54 continues to read, in part, as follows: 

Authority: 26 USc. nos * * * 
Par. 13. Section 54.4980F-1, 

Q&A-13, is amended as follows: 
(1) Revising paragraph A-13 (c)( I )( ii) 

and (iii). 
(2) Revising the introductory text to 

paragraph A -13 (c)(2). 
(3) Removing paragraph A-13 (c)(3). 
The revisions read as follows: 

§54.4980F-l Notice requirements 
for certain pension plan amendments 
significantly reducing the rate ojjiallre 
benefit accrual. 

A-J3.*** 
(c) * * * 
(I) " " * 
(ii) The section 204(h) notIce is deliv

ered using an electronic medium (other 
than an oral communication Of a recording 
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of an oral communication) under an e Iec
tronic ~ystem that ~ati~fie~ the applicahle 
notice requirement, of ~ I Ail II d )-~ I. 

(iii) Speci(// ejji'cli\'c d(/Ie. For plan 
~ ears heginnlng prior to January I. 2007. 
Q&.-\-U of thi, ,ection. a~ it appeared in 
the April I, 20()f, edition of 26 CFR p~lrt I. 
applie\ 

(2) ",', The fllllo\\ing example, dlu,-
Irate the requiremcnt in p:lragr~lph (c)1 1)( i) 
of thi, Q&A-I.~. In the,e examples, it 
j, a,\ul11l'd that thl' notice satisfies the re
Ljuirelllenh in paragraphs Ic)( I )(ii) of this 
\el'lion. The eX:lmr!c, are as fllllo'Ws: 

Mark E. Matthews, 
[)c pllir COli/ill issiIJlle,. feJl' 
Ser\'ices ilild ElltclI'CI'lIIent. 

Aprro\ed Octoher 10, 2006. 

Eric Solomon, 
Auillg [)cpurr Assistant SI:'Ul:' liIrI' 

(It Ihe [,-1'([.1'[(1\' (Tux Policy). 

I hi,'" hI Ihe Office <11 lhe' l'ceier,,1 Rc~i,lt'r <1n OCh'ha 14. 
~(H)(), ~,-l) a.Ill., .lnJ puhll ... h~J 111 [hl'~ h:-OUr..;' ,)1 tb...: h .. 'tkral 
RC';"lc'l '''' (kl<1hc'r ell, clll 1(1 , 711-R. hlX'71 

Section 408A.-Roth IRAs 
Th\.' SeniL'l' pnll Ilk, inll"llllll auiu,'tlnenl, til 

Ihe dprlicahk J"lIar ((ll1llllnh u,<'d tll l·'lkulat\.' thl' 

,lInolint h> \\hIL'h" Id'ra>cr 111,,,t rcdul'l' the l11a\i

IllUIll al1l(luI11 all(llwd '" (Ullirihulilln' III Roth IR.--\, 

rllr la'\ahk :-l'ar, heginning lhl' 2007, Sec Rn PillC'. 

20()o-'i.l. ra~c 9%. 

Section 472.-Last-in, 
First-out Inventories 
:C6 CFR 1.",7] I: LII.\/-il1. li'-I/-olil iJ/I'1'1110,-il' I, 

LIFO; price indexes; department 
stores. The September 2006 Bureau of 
Labor Statistics price indexes are accepted 
for use by department stores employing 
the retail inventory and last-in, first-out 
inventory methods for valuing inventories 
for tax years ended on, or with reference 
to, September 30, 2006. 

Rev. Rul. 2006-59 

Thl' follo\\ing Department Store In
\entory Pri,-'e Indnes for September 
2()06 were issued hy the Bureau of La
hor Statistics. The indo,es are acccpll'd 
hy the Internal Re\ enue SerVICI', under 
~ 1.-+ 7 ~-I (k) of the Incoll1e Tax Rl'gula
tions and Rev. Proc. ~6----+6, 19X6-2 CR. 

n9, for aprropriate application to imen
tmies of derartment stores employing the 
retail inventory and last-in, first-out in
ventory methods for tax years endl'd on, 
or V-iith reference to, Septemher 30, 20011. 

The Department Store Inventory Price 
Indexes are prepared on a national oasIs 
and include (a) 23 major groups of depart
ments, (h) three special combinations of 
the major groups - soft goods, durable 
goods. and miscellaneous goods, and (c) a 
store total. which covers all derartments, 
including some not listed separately, ex
cept for the following: candy, food, liquor, 
tohacco. and contract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE Il\DEXES BY DEPARTMENT GROUPS 

(J anuary 1941 = 100, unless otherwise noted) 

I. 
') 

3. 
-+. 
5. 
fl_ 

7. 
8. 
9. 
10. 
II. 
I ~. 
13 
1-+. 
15. 
If,. 
17 
1 X. 
IL), 

~(). 

~I 

Groups 

Piece Goods ................ . 
Domestics and Draperies ....................... , ......... . 
Women', and ChiIJren', Shoes 
Men's Shoes ................................ , ........... . 
Infants' Wear ................ . 
Women's Underwear. ................ _ .......... " ....... . 
Women's Ho,iery ............................ , ......... . 
Women's and Girls' A~~essLlries .... , .............. , . , .... . 
Women's Outerwear and Girls' Wear 
I\kn's Clothing ............. . 
Men', Furnishings, .... , ..... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry .............. . 
Notions .... , .... , .... 
T()ilet Articles and Drugs ................................. . 
Furniture and Bedding ........ , .. , ....................... . 
Floor Cmerings , ..... _ .................................. . 
House\\ares .... , .... , ........ , ............ , ............. . 
I\/ajor Appliances. . . . . . . . . . . ..... , . _ .. 
Radio and Tele\i,ion.. .. . ' .. " , ..... 
Recreation and Edllcation 2 . 

Home ImprO\cments2 ... _ .. 

Alltomotin: Accessories2 ...... . 
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Sep 2005 

497.3 
514.7 
700A 
890.9 
569.f, 
541.1 
338.6 
572.2 
364.0 
532.9 
561.0 
393.1 
882.6 
807.4 
996.4 
596.0 
606.7 
703.4 
204.4 

38.6 
77.4 

136.4 
116.3 

Percent Change 
from Sep 2(0) 

Sep 2006 to Sep 2006 1 

455.4 -8.4 
493.1 -4.2 
691.1 -1.3 
888.7 -0.2 
570.3 0.1 
549.5 1.6 
347.1 2.5 
521.2 -8.9 
377.0 3.6 
526.6 -/.2 
572.0 2.0 
4030 2.5 
906.4 2.7 
818.5 1.4 

100lU 1.2 
598.4 0.4 
610.8 0.7 
693.9 -1.4 
204.6 0.1 

35.1 -9.1 
76.2 -1.6 

140.9 3.3 
121.6 4.6 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Percent Change 
from Sep 2005 

Groups Sep 2005 Sep 2006 to Sep 2006 1 

Groups 1-15: Soft Goods ...................................... . 559.6 563.8 0.8 
377.0 371.4 -1.5 
92.8 93.7 1.0 

Groups 16-20: Durable Goods .................................. . 
Groups 21-23: Misc. Goods2 ............................... . 

Store Total} ................ " ........... , ............ , .. . 494.5 496.2 OJ 

1 Absence of a minus sign before the percentage change in this column signifies a price increase, 

2Indexes on a January 1986 = 100 base. 

3The store total index covers all departments. including some not listed separately, except for the following: candy, food, liquor, 
tobacco, and contract departments, 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is John Roman Faron of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, con
tact Mr. Faron at (202) 622-8142 (not a 
toll-free call). 

Section 512.-Unrelated 
Business Taxable Income 

The Service provides an intlation adjustment to the 

maximum amount of annual dues that can be paid 

to certain agricultural or horticultural organizations 
without any portIon being treated as unrelated trade 

or business income by reason of an y benefits or pn v

ileges available to members for taxable years begin

ning in 2007. See Rev. Proc, 2006-53. page 996. 

Section 513.-Unrelated 
Trade or Business 

The Service provides an inflation adjustment to 

the maximum cost of a "low cost article" for tax

able years beginning in 2007, Funds mised through 

a charity's distribution of "low cost articles" will not 

be treated as unrelated business income to the charity, 

See Rev. Proc. 2006-53, page 996. 

Section 685.-Treatment 
of Funeral Trusts 

The Service provides an inflation adjustment to the 

maximum amount of contributions that may be made 

to a qualified funeral trust for contracts entered in 

calendar year 2007. See Rev. ProC. 2{)06-53. page 
996, 

Section 877.-Expatriation 
to Avoid Tax 

The Service prllvides an intlation adjustment to 

the amount used for calendar year 2007 to determine 

whether an individual's loss of United States citizen

ship had the avoidance of United States tax as one of 

its principal purposes. See Rev. Proc 2006-53, page 

996. 

Section 911.-Citizens or 
Residents of the United 
States Living Abroad 

The Service provides an intlation adjustment to 

the amount of foreign earned income that may he ex

cluded from gross income for taxable years beginnmg 

in 2007. See Rev, Proc. 2006-53, page lj96 

Section 2032A.-Valuation 
of Certain Farm, etc., 
Real Property 

The Service provides an inflation adjustment to the 

maxImum amount by which the value of certain fann 

and other qualified real property included in a dece

dent's gross estate may be decreased for purposes of 

valuing the estate of a decedent dying in calendar year 

2007, See Rev, Proc. 2006-53, page 996. 

Section 2S03.-Taxable 
Gifts 

The Service provides an intlation adjustment to the 

amount of gifts that may be mmle to a person in a 

calendar year without including the amount in taxable 

gifts for calendar year 2007, See Rev. Proc, 2006-S], 

page 996, 

Section 2523.-Gift to 
Spouse 

The Service provides an inllation adjustment 10 the 

amount of gifts that l1lay be made in a calendar year 

to a spouse whu is not a citizen of the United States 

without including the amount in taxable gifts for cal

endar year 20ll7. See Rev. Proc. 2006·5:l, page 996, 

Section 41S1.-lmposition 
of Tax 

The Service provides an inflation adjustment to the 

amount of excise tax imposed for calendar year 2007 
on the firq sale hI' a manufacturer. producer. or im· 

porter of any shaft of a type used in the manufacture 

of certain arrows, See Rev, Proc. 2006-53, page 996. 

Section 4261.-lmposition 
of Tax 

The Service provides inflation adju,trnent, to the 

amounts of the excise !Jxe, on passenger air tran,

portation beginning or cnding in the Uni:ed States and 

for each domestic segment of air transportation for 

calendar year 2007. Sec Rev, Proc, 2006-53. page 

9%. 

Section 6033.-Returns by 
Exempt Organizations 

The Service provldes an intlatlOn adJu>lmcnt to 

the amDunt of dues certalll exempt organil<l\lllIlS with 

nondeductible lobbying expenditures can charge and 

still be excepted from reporting requirements for tax· 

able years beginning in 2007, See Rev, Proc. 2000-

5~, page 99(, 
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Section 6039F.-Notice of 
Large Gifts Received From 
Foreign Persons 

The Sen icc ['ro\iJe, an II1llitlOI1 ~rd.llhtIl1L'nt In the 

alllllullt (11 gllh rcccl\cd, In ~rIJ\ahk \ear frllJl1 for

l'i~il pCr,l)()\. thLlt trIgger\ a rcpurring rC'L1uirt~m~nt for 

J l'mIL'd Sialc, [,l'N'n for t~l\.rhk )cJr, hcginning 111 

211m Sec Re\ Pmc '110h-,\'. p.ll!e 9% 

Section 6323.-Validity 
and Priority Against 
Certain Persons 

The Sen icc pr(lI ide' intlation adlU,lmcl1b for cal
l'J1(iar : car 2111J7 10 I I) IhL' Ill;r ximum .JnHlunt (,f a ca

'lial ,ale III pcr,onal propcrt\ helpw \\ hlch a federal 
1.1\ lien \\ ill not he \ alid agailbt a purcha,er of the 

pwpcrt: Jnu I ~ I the maximum amount of a contract 

f\lI' the repair or Ill1prowlllent of certain re'ldential 

propcrt\ at or heh'" which a federal wx lien will not 
hl' \ .rlld ~Igain't J mechanic', lienor. Sce Rev, Proc, 
2011('.)." page 996. 
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Section 6334.-Property 
Exempt From Levy 

The Scnice PH)) ide, Intlatinn adJu,tlllcnb to the 

\ alue of certain property oempt from k\ y (fuel. pro

\ i,ion" furniture, hou,ehold pc"onal efkcl>, arm, 

felr pcr,onal use, h\c,tod .. poultr), and hooks and 

tnoi> of a tradc, husmess, or profession I for calendar 

)e.lr ~007. Sec Rcy. Proc. 2006-5), page 996, 

Section 6601.-lnterest 
on Underpayment, 
Nonpayment, or Extensions 
of Time for Payment, of Tax 

The Service prO\'ides an mtlation ;JdJuslment tll 

the amount used to determine [he amount of interest 
charged on a certain portion of the estate tax payable 

in installments for me estate of a decedent dying in 

calendar year 2007, See Rev, Prnc. 2006-S3, page 
996, 

Section 7430.- Awarding 
of Costs and Certain Fees 

The Sen ice pm\'idcs an inthtlon adjustment tothe 

hourl~ limit nn attorney fees incurred in calendar year 
2007 that nla) he awarLkd in ajudgmcnt or settlement 

of an admimstratl\'e or judicial pmceeding concern, 

ing the determination, colkctinn, or refund \11' ta\, in

tere.sl. or penalty. See Rcv, Proc, 2W6-5.\, page 99(,. 

Section 77028.-Treatment 
of Qualified Long-Term 
Care Insurance 

The Service provides an lIlilatlon adjustment tll the 

stated dollar amount for calendar year 2007 of the I"" 

diem limitation regarding periodi( payments rccell'c'\1 

under a qualified long-term care insurance eontraci 

or periodic payments received under a life insurance 

contract that are treated as paid by rcason of the death 

of a chronically III indiViduaL See Rev. Proc, 2006-

5), page 996. 



Part III. Administrative, Procedural, and Miscellaneous 
Weighted Average Interest 
Rates Update 

Notice 2006-104 

This notice provides guidance as to the 
corporate bond weighted average interest 
rate and the permissible range of interest 
rates specified under § 412(b)(5)(B)(ii)(II) 
of the Internal Revenue Code. In addi
tion, it provides guidance as to the interest 
rate on 30-year Treasury securities under 
§ 417(e)(3)(A)(ii)(l[). 

CORPORATE BOND WEIGHTED 
AVERAGE INTEREST RATE 

Sections 412(b)(5)(B)(ii) and 
412(l)(7)(C)(i). as amended by the Pension 

Month 

November 

For Plan Years 
Beginning in: 

30-YEAR TREASURY SECURITIES 
INTEREST RATE 

Section 417(e)(3)(A)(ii)(lI) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)(l) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for October 2006 is 4.85 percent. 
The Service has determined thi~ rate as the 
monthly average of the daily detennina
tion of yield on the 30-year Treasury bond 
maturing in February 2036. 

Funding Equity Act of 2004 and by the 
Pension Protection Act of 2006. provide 
that the interest rates llsed to calculate cur
rent liability and to determine the required 
contribution under § 412(l) for plan yem 
bcginning in 2004 through 2007 must be 
within a permissible range based on the 
weighted average of the rates 01 interest on 
amounts invested conservatively in long 
term investment grade corporate bonds 
during the 4-year period ending on the last 
day before the beginning of the plan year. 

Notice 2004-34, 2004-1 C.B. 848. pro
vides guidelines for determining the cor
porate bond weighted average interest rate 
and the resulting permissible range of in
terest rates used to calculate current liabil
ity. That notice establishes that the corpo
rate bond weighted average is based on the 

Year 

2006 

Drafting Information 

Corporate 
Bond 

Weighted 
Average 

579 

The principal authors of this notice are 
Paul Stern and Tony Montanaro of the Em
ployee Plans, Tax Exempt and Govern
ment Entities Division. For further infor
mation regarding this notice. please con
tact the Employee Plans' taxpayer assis
tance telephone service at R77-829-5500 
(a toll-free number), between the hours of 
8:30 a.m. and 4:30 p.m. Eastern time, 
Monday through Friday. Mr. Stem may be 
reached at 202-283-9703. Mr. Montanaro 
may be reached at 202-283-9714. The 
telephone numbers in the preceding sen
tences are not toll-free. 

26 CFR 601.201: Rulillgs lind delenninarion lerrers, 

Rev. Proc. 2006-52 

SECTION I. PURPOSE 

The purpose of this revenue procedure 
is to inform plan proponents in cases under 
chapter 12 of Title II of the United States 

monthly composite corporate bond rate de
rived from designated corporate bond in
dices. The methodology for determining 
the monthly composite corporate bond rafe 
as set forth in Notice 2004-34 continues to 
apply in determining that rate. See Notice 
2006-75. 20()6-36 I.R.B. 366. 

The compo~ite corporate bond rate for 
October 2006 is 5.94 percent. Pur~uant 

to Notice 2004-34, the Service ha, de
termined this rate as the average of the 
monthly yields for the included corporate 
bond indices for that month. 

The following corporate bond weighted 
average interest rate was determined for 
plan years beginning in the month shown 
below. 

90Q to 100q 
Permissihle 

Range 

5.21 to 5.79 

Code (hereinafter referred to as the "Bank
ruptcy Code") of the procedure, to be fol-
10\Ved to request determinations of the in
come tax effects of proposed plans when 
such requesh are authorized by the bank
ruptcy courts. 

SECTION 2. BACKGROUND 

.01 Chapter 12 of the Bankruptcy COlle 
provides for the adjustment of debts of a 
family farmer or fisherman With regular 
annual income and contemplate, the filing 
of a plan to do so. The income tax effeel'> 
of transactions proposed in a chapter 12 
plan could affect the feasibility of the plan 
in some cases. 

,02 The Bankruptcy Abuse Prn'ention 
and Consumer Protection Act of 20()S. 
Pub. L. No. 109-8.119 Stat. 23 (2005). 
amended 11 USc. ~ 123 Ub) to ,dlow 
bankruptcy courts to authorize the pro
ponents of chapter 12 plans to request 
determinations of the federal income tax 
effects of proposed plans. limited to ques
tions of law. I n the e\ ent of an actual 
controversy. the court may dec lare the tax 
effects of a proposed plan after the earl ier 
of the date on which the go\,ernmentalunit 
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respond~ to thc reque~t. or 270 days after 
the request. 

SECTION 3. APPLICATION 

.01 If a chaptcr 12 plan propllnent is au~ 
thori/ed by the bankruptcy court to rcqucst 
a detlTl11ination of the income tax effects of 
a pwpo\cd plan. a written request must be 
filed With the Centrali/cd Insoh'ency Op
eration. Po~t Office Box 21126. Philadel
phia. PA 1911-.+ (markcd. "Request for De
termination ()f Tax Effects of Chaptcr 12 
Plan"). 

.02 A request is processabk only if it 
contaim the mfllrrnation specified in sec
tion 7.0 I. paragraphs (I) through (10). of 
Revenue Procedure 2006-1. as updated 
annually. inc luding a copy of the proposed 
chapter 12 plan and a copy of the bank
ruptcy court order allowing the proponent 
to make the request. The request must be 
signed by the proponent with the follow
ing declaration. "Under penalties of per
jury. I declare that I have exammed this 

:?() eFR Mil ti02. [il.\ llml/.\ (//ul /lLI/merioll.\'. 

request. including the accompanying doc
uments. and. to the best of my knowledge 
and belief. this request contains all rell~\ant 
facts relating to the request. and such facts 
are truc. accurate. and compkte." The Ser
\'ice will not treat the request as haying 
been made until it recei\'es the information 
dcscribed in this section. The Service will 
acknowkdge in writing the date it has re
cci\cd the request with the information re
quired by this scction. Additional informa
tion may be requested during the consider
ation of the request. 

03. Within 270 days from receipt of 
a processable application. the Examina
tion Function will notify the plan propo
nent of the determination. Unless the court 
declares otherwise pursuant to II U.s.c. 
~ 1231 (b). a field office examining the tax
payer's return will follow the determina
tion if: (I) a copy of the determination is 
attached to the tax return to which it re
lates. (2), the determination is properly re
flected in the return. (3) the representations 
upon whieh the determination was made 

reneeted an accurate statement of the Con
trolling facts. (4) the transactions proposed 
in the plan were carned out substantially as 
proposed. and (5) there has been no change 
in the law that applies to the period during 
which the transactions were consummated. 

SECTION -.+. EFFECTIVE DATE 

This revenue procedure is applicable to 

Chapter 12 bankruptcy cases commenced 
after April 20. 2005. 

SECTION 5. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is G. William Beard of the 
Office of Associate Chief Counsel (Pro
cedure & Administration). For further 
information regarding this revenue pro
cedure. contact William Beard at (202) 
622-3620 (not a toll-free call). 

IAII" PlIrll. ~~ I. :73. :7-+. :?5A, :?5H. 32, -+2. 5'1. ()2. 63. 61i. 132. 135.137. !.fti. Wi. 151. 170. /7'1.213.219.220.221,223 . ./08A. 5/:'1. 513. ()85, 877. 'Ill. 203204. 
25().i. 2523. ,/161. nfl/. fJl)33. 6113'1F fl323, 633./, MOl. 7-+30. 7702B: 1.1.J1i-5.) 

Rev. Proc. 2006-53 

SECTIO]\; I. PURPOSE 

SECTION 2. CHANGES 

SECTION 3 2007 ADJUSTED ITEMS 

TABLE OF CONTENTS 

Code Section 

,() I Tax Rate Tables. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . I( a)-( e) 

.02 Unearned Income of tv1inor Children Taxed as if Parent's Income ("'Kiddie Tax") . . . . . . . . . . . . . . . . I (g) 

.03 Adoption Credit ......................................................................... . 

.04 Child Tax Credit ........................................................................ . 

.05 Hope and Lifetime Learning Credits .. 

.06 Elective Deferrals and IRA Contrihutions by Certain Individuals ...................... '" ..... . 

.C)7 Earned lncume Credit. ................................................................... . 

.08 Low-Income Housing Credit ............................................................. . 

23 

24 

25A 

25B 

32 

42(h) 

. 09 Alternative Minimum Tax Exemption for a Child Subject to the "Kiddie Tax" . . . . . . . . . . . . . . . . . . . 59(j) 

.10 Transportation Mainline Pipeline Construction Industry Optional Expense Substantiation Rules for 
Payments to Employees under Accountable Plans. . .... ........ ....... .... ..... .. ..... .......... 62(c) 

.11 Standard Deduction .............................. . 

. 12 O,erall Limitation on Itemized Deductions .......... . 
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63 

68 



.13 Qualified Transportation Fringe. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . I 32(f) 

.14 Income from United States Savings Bonds for Taxpayers Who Pay Qualified Higher Education 
Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135 

.15 Adoption ASSIstance Programs. . . . . . . . . . . . . . . .. . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . 137 

.16 Private Activity Bonds Volume Cap................................... .............. 146(d) 

.17 Safe Harbor Rules for Broker Commissions on Guaranteed Investment Contracts or Investments 
Purchased for a Yield Restricted Defeasance Escrow. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 148 

.18 Personal Exemption ................................ . 

.19 Election to Expense Certain Depreciable Assets .. . 

.20 Eligible Long-Tenn Care Premiums ....................................................... . 

.21 Retirement Savings ..................... . 

.22 Medical Savings Accounts ............................................................... . 

.23 Interest on Education Loans .............................................................. . 

.24 Health Savings Accounts ................................................................. . 

.25 Roth IRAs .............................................................................. . 

151 

179 

2l3(d)(\0) 

219 

220 

221 

223 

408A 

.26 Treatment of Dues Paid to Agricultural or Horticultural Organizations. . . . . . . . . . . . . . . . . . . . . . . . . . 5 I 2(d) 

.27 Insubstantial Benefit Limitations for Contributions Associated with Charitable Fund-Raising 
Campaigns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . SI3(h) 

.28 Funeral Trusts ., .......................................................... . 

.29 Expatriation to Avoid Tax ................................................. . 

.30 Foreign Eamed Income Exclusion ........................................... . 

.31 Valuation of Qualified Real Property in Decedent's Gross Estate .............. . 

.32 Annual Exclusion for Gifts ............................................................... . 

oK'; 

~77 

911 

2032A 

2503 & 2523 

.3 3 Tax on Arrow Shafts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 I 61 

,34 Passenger Air Transportation Excise Tax ................................................... . 4261 

.35 Reporting Exception for Certain Exempt Organizations with Nondeductible Lobbying 
Expenditures .............................................................................. . 6033(e)(3) 

.36 Notice of Large Gifts Received from Foreign Persons ..................................... '" 6039F 

.37 Persons Against Whom a Federal Tax Lien Is Not Valid ...................................... . 6323 

6334 

6601(j) 

7430 

.38 Property Exempt from Levy ............................................ . 

.39 Interest on a Certain Portion of the Estate Tax Payable in Installments ....... . 

.40 Attorney Fee Awards .................................................. . 

Al Periodic Payments Received under Qualified Long-Term Care Insurance Contracts or under Certain 
Life Insurance Contracts ...................................................... " . . . . . .. . . . . . . . n02B(d) 

SECTION 4. EFFECT ON OTHER DOCUMENTS 

SECTION 5. EFFECTIVE DATE 

SECTION 6. DRAFTING INFORMATION 

SECTION 1. PURPOSE 

This revenue procedure sets forth infla
tion adjusted items for 2007. 

SECTION 2. CHANGES 

.01 Under § 258 eligible individuals are 
allowed a credit against tax equal to the 
applicable percentage of qualified retire
ment savings contributions of the individ
ual that do not exceed $2,000. Section 

833(a) of the Pension Protection Act of 
2006, Pub. L. No. 109-280. 120 Stat. no 
(2006) (PPA), added § 25B(b)( 3). which 
provides that the adjusted gross income 
amounts in § 25B(b I used to determine the 
applicable percentage for calculating the 
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credit are adju~ted for inflation, (See sec
tion 3.06 of thi, revenue procedure.) 

,O~ Section 219(a) allows indi \iduals to 
deduct qualified retirement contributions 
for a taxable year. Section SJJ(b) of the 
PPA added * 2l9(g)(Sl, which provides 
that the applicable dollar amount under 
* 219( g)( 3) used to determine the amount 
of reductiDn for the limitation on deduction 
for taxpayers who arc active participants 
and for spouses who are not active partic
ipants in certain pension plans is adjusted 
for inflation. (See section 3,21 of this rev
enue procedure.) 

.03 Section 408A( c) provides rules for 
the tax treatment of contributions made to 
Roth IRAs. Section 833(c) of the PPA 
added * 408A(c)(J)(C), which provides 

that the applicable dollar amount under 
S 408A(c)(3) used to determine the dol
lar limit. based on modified adjusted gross 
income, for the contribution limit to Roth 
IRAs is adjusted for inflation. (See section 
3.25 of this revenue procedure,) 

,04 Q&A 14 of Rev, Proc. 2002-41, 
2002-1 C.B. 1098. provides an intlation 
adjustment method for the hourly rates 
used to determine the amounts deemed 
substantiated for payments made by trans
portation mainline pipeline construction 
employers under accountable plans. (See 
section 3, 10 of this revenue procedure.) 

Q&A 14 is modified to read as follows: 
Q-14. Will the amount deemed sub

stantiated under this revenue procedure be 
adjusted for inflation? 

A-14. Yes. For calendar years after 
2006. the hourly rate will be adjusted an
nually for inflation under § 1(0(3), except 
that the base year for such adjustment will 
be calendar year 2002 and any adjustmem 
will be rounded to the nearest dollar. Any 
adjustment to the rates provided in this rev
enue procedure will be published annually, 

SECTION 3. 2007 ADJUSTED ITEMS 

.01 Tax Rate Tables. For taxable years 
beginning in 2007. the tax rate tables under 
§ I are as follows: 

TABLE 1 - Section l(a). - Married Individuals Filing Joint Returns and Surviving Spouses 

If Taxable Income Is: 

Nut Over $15,650 

Over $15,650 but not over $63,700 

Over $63,700 but not over $128,500 

Over $128,500 but not over $195,850 

Over $195,850 but not over $349,700 

Over $349,700 

The Tax Is: 

10% of the taxable income 

$1,565 plus 15% of the excess over $15,650 

$R,772,50 plus 2Wc of the excess over $63,700 

$24,972.50 plus 28% of the excess over $128,500 

$43,830.50 plus 33% of the excess over $195,850 

$94,601 plus 35% of the excess over $349,700 

If Taxable Illcome Is: 

TABLE 2 - Section I(b). - Heads of Households 

The Tax Is: 

Not Over $11,200 

Over $11,200 but not over $42,650 

Over $4~.650 but not over $110, I 00 

Over $110,100 but not over $I7R.350 

Over $178,350 but not over $349,700 

Over $349,700 

10O/C of the taxable income 

$1.120 plus 150/c of the excess over $1 1,200 

$5,R37.50 plm 25% of the excess over $42,650 

$22,700 plus 28% of the excess over $110, I 00 

$41,810 plus 33% of the excess over $178,350 

$98,355.50 plus 35% of the excess over $349,700 

TABLE 3 - Section He), - Unmarried Individuals (other than Surviving Spouses and Heads of Households), 

If Taxable III come Is: 

Not Over $7.825 

Over $7,825 but nut over $3 U,50 

Over $31.850 but not over $77.100 

O\er $77.100 but not over $160.850 

Over $160,850 but not over S349.700 

Over $349,700 
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The Tax Is: 

100C of the taxable income 

$782.50 plus 15 Clo of the excess over $7,825 

$4.386,25 plus 259c of the excess over $31,850 

$15,698.75 plus 28st of the excess over $77, I 00 

$39,148,75 plus 33% of the excess over $160,850 

$101,469.25 plus 359c of the excess over $349.700 



If Taxable Income Is: 

TABLE 4 - Section 1 (d). - Married Individuals Filing Separate Returns 

The Tax Is: 

Not Over $7.825 

Over $7,825 but not over $31,850 

Over $31,850 but not over $64,250 

Over $64,250 but not over $97,925 

Over $97,925 but not over $174,850 

Over $174,850 

10% of the taxable income 

$782.50 plus 15% of the excess over $7,825 

$4.386.25 plus 25% of the excess over $31,850 

$12,486.25 plus 28% of the excess over $64,250 

$21,915.25 plus 33% of the excess over $97,925 

$47,300.50 plus 35% of the excess over $174.850 

If Taxable Income Is: 

TABLE 5 - Section l(e). - Estates and Trusts 

The Tax Is: 

Not Over $2,150 

Over $2,150 but not over $5,000 

Over $5,000 but not over $7,650 

Over $7,650 but not over $10,450 

Over $10,450 

.02 Unearned Income of Minor Chil

dren Taxed as if Parent's Income (the 
"Kiddie Tax"). For taxable years 
beginning in 2007, the amount in 
§ I (g)(4)(A)(ii)(I), which is used to re
duce the net unearned income reported 
on the child's return that is subject to the 
"kiddie tax," is $850. This amount is 
the same as the $850 standard deduction 
amount provided in section 3.11 (2) of 
this revenue procedure. The same $850 
amount is used for purposes of § I (g)(7) 
(that is, to determine whether a parent may 
elect to include a child's gross income in 
the parent's gross income and to calculate 
the "kiddie tax"). For example, one of the 
requirements for the parental election is 
that a child's gross income is more than the 
amount referenced in § l(g)( 4)(A)(ii)(l) 
but less than 10 times that amount; thus, 
a child's gross income for 2007 must be 
more than $850 but less than $8,500. 

.03 Adoption Credit. For taxable years 
beginning in 2007, under § 23(a)(3) the 

15% of the taxable income 

$322.50 plus 25% of the excess over $2.150 

$1,035 plus 28% of the excess over $5,000 

SI,777 plus 33% of the excess over $7,650 

52,70 I plus 35% of the excess over $10,450 

credit allowed for an adoption of a child 
with special needs is $11,390. For taxable 
years beginning in 2007, under § 23(b)(l) 
the maximum credit allowed for other 
adoptions is the amount of qualified adop
tion expenses up to $11 ,390. The available 
adoption credit begins to phase out under 
§ 23(b )(2)(A) for taxpayers with modi
fied adjusted gross income in excess of 
$170,820 and is completely phased out for 
taxpayers with modified adjusted gross 
income of $210,820 or more. (See section 
3.15 of this revenue procedure for the ad
justed items relating to adoption assistance 
programs.) 

.04 Child Tax Credit. For taxable 
years beginning in 2007, the value used in 
§ 24(d)(1)(B)(i) to determine the amount 
of credit under § 24 that may be refundable 
is $11,750. 

.05 Hope and Lifetime Learning Cred

its. 
(1) For taxable years beginning in 

2007, the Hope Scholarship Credit under 

§ 25A(b)(1) is an amount equal to 100 
percent of qualified tuition and related 
expenses not in excess of $1,100 plus 
50 percent of those expenses in excess 
of $1, I 00, but not in excess of $2,200. 
Accordingly, the maximum Hope Schol
arship Credit allowable under § 25A(b)( I) 

for taxable years beginning in 2007 is 
$1.650. 

(2) For taxable years heginning in 2007, 
a taxpayer's modified adjusted gross in
come in excess of $47,000 ($94,000 for 
a joint return) is used to determine the 
reduction under § 25A(d)(2)(A)(ii) in the 
amount of the Hope Scholarship and Life
time Learning Credits otherwise allowable 
under § 25A(a). 

.06 Elective Deferrals and IRA Contri
butions by Certain Individuals. For tax
able years beginning in 2007, the appli
cable percentage under § 25B(b) is deter
mined based on the following amounts: 
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Joillt Retum 

A10dified A(~justed Gmss Incollle 

flewl o( Houschold All Otlrer Cases 

Orer 

$ o 
$31.()OO 

$J-1-.0()O 

$52.()()() 

Not Or('/' 

$JI.O(){) 

SJ·L()OO 

$52.000 

,()7 1:'(/mi'd Illcollle Credit. 
( I) III geneml. For taxable years be

ginning in 2007. the following amounh 
are used to determine the earned income 
credit under ~ 32( b). The "earned in
come amount" is the amount of earned 

()', '{'/" Not Ol'er O\'l'/" 

$ () $23.250 $ 0 

$23.250 $25.500 $15.500 

$25.500 $39.000 $17.000 

S3Y.OOO $26.000 

income at or above which the maximum 
amount of the earned income credit is al
lowed. The "threshold phaseout amount" 
is the amount of adjusted gross income 
(or, ifgreater. earned income) ahove which 
the maximum amount of the credit begins 

Applicahfe 
Not Ol'£'r Percl'l1tage 

$15.500 501(( 

$17,000 20V', 

$26.0()0 I Of;; 

OCI, 

to phase out. The "completed phaseoU[ 
amount" is the amount of adjusted gross 
income (or. if greater. earned income) at or 
above which no credit is allowed, 

Number ofQua/ifrillR Children 

Item 

Earned Income Amount 

Maximum Amount of Credit 

Threshold Pha~eout Amount 
(Single, Surviving Spom,e. or 
Head of Household) 

Completed Phaseout Amount 
(Single. Surviving Spouse. or 
Head of Household) 

Threshold Phaseout Amount 
(Married Filing Jointly) 

Completed Phaseout Amount 
(Married Filing Jointly) 

The instructions for the Form 1040 se
ries provide tables showing the amllunt of 
the earned income credit for each type of 
taxpayer. 

(2) £.ll'e.I,lil'e il/l'estlllent income, For 
taxable years beginning in 2007, the 
earned income tax credit is not allowed 
under ~ 32( i) if the aggregate amount 
of certain investment income exceeds 
$2,900, 

. OX LO\\-[l1co/l1e HOI/sing Credit. For 
calendar year 2007. the amounts u~ed un
der ~ 42(h)(3)(C)(il) to calculate the State 
housmg credit ceiling for the low-income 
housing credit is the greater of ( I) $1.95 

1000 2006-2 C.B. 

Oil I' 

$ 8.390 

$ 2.853 

$15.390 

$33,241 

$17.390 

$35.241 

multiplied by the State population, or (2) 
$2.275.000. 

.09 A/lematil'e /1.Jinilllul11 Tax Exemp
tion for (/ Child Subject to the "Kiddie 
T{/x." For taxable years beginning in 2007, 
for a child to whom the ~ I (g) "kiddie tax" 
applies. the exemption amount under ~§ 55 
and 59(j) for purpmes of the alternative 
minimum tax under * 55 may not exceed 
the sum of ( I ) the chi Id' s earned income 
tm the taxable year. plus (2) $6.300 . 

,10 Transportatioll Moilllille Pi/Jefine 
COllStrllCliol1 Industry Optional Expense 
SUbSfilllliuliulI Rules for Payments to Em
ployees lIlider Accountable Plans, For 

TII'o or More 

$11.790 

$ 4,716 

$15.390 

$37,783 

$17.390 

$39.783 

NOlle 

$ 5.590 

$ 428 

$ 7,000 

$12,590 

$ 9.000 

$14.590 

calendar year 2007, an eligible employer 
may pay certain welders and heavy equip
ment mechanics an amount of up to $15 
per hour for rig-related expenses that is 
deemed substantiated under an account
able plan if paid 111 accordance with Rev. 
Proc, 2002--41. If the employer pro
vides fuel or otherwise reimburses fuel 
expenses. up to $9 per hour is deemed 
substantiated if paid under Rev, Proc, 
2002-41. 

,II Standard Deduction. 
(I) In general. For taxable years be

ginning in 2007, the standard deduction 
amounts under § 63(c)(2) are as follows: 



Filing Status Standard Deduction 

Married Individuals Filing Joint Returns and Surviving Spouses (~ I(a» 

Heads of Households (§ I(b» 

$10,700 

$ 7,850 

$ 5,350 Unmarried Individuals (other than Surviving Spouses and Heads of 
Households) (§ I(c» 

Married Individuals Filing Separate Returns (§ l(d» $ 5,350 

(2) Dependent. For taxable years be
ginning in 2007, the standard deduction 
amount under § 63(c)(5) for an individual 
who may be claimed as a dependent by an
other taxpayer cannot exceed the greater of 
(I) $850, or (2) the sum of $300 and the in
dividual's earned income. 

(3) Aged or blind. For taxable years 
beginning in 2007, the additional standard 
deduction amount under § 63(f) for the 
aged or the blind is $1,050. These amounts 
are increased to $1 JOO if the individual is 
also unmarried and not a surviving spouse. 

.12 Overall Limitation on Itemized De
ductions. For taxable years beginning in 
2007, the "applicable amount" of adjusted 
gross income under § 68(b), above which 
the amount of otherwise allowable item
ized deductions is reduced under § 68, is 
$156,400 (or $78,200 for a separate return 
filed by a married individual). 

.13 Qualified Transportation Fringe. 
For taxable years beginning in 2007, the 
monthly limitation under § 132(f)(2)(A), 
regarding the aggregate fringe benefit 
exclusion amount for transportation in a 
commuter highway vehicle and any tran
sit pass, is $110. The monthly limitation 
under § 132(f)(2)(B), regarding the fringe 
benefit exclusion amount for qualified 
parking, is $215. 

. 14 Income from United States Savings 
BOllds for Taxpayers Who Pay Qualified 
Higher Education Expenses. For taxable 
years beginning in 2007, the exclusion un
der § 135, regarding income from United 
States savings bonds for taxpayers who 

pay qualified higher education expenses, 
begins to phase out for modified adjusted 
gross income above $98,400 for joint 
returns and $65,600 for other returns. 
The exclusion is completely phased out 
for modified adjusted gross income of 
$128,400 or more for joint returns and 
$80,600 or more for other returns. 

.15 Adoption Assistance Programs. For 
taxable years beginning in 2007, under 
§ 137(a)(2) the amount that can be ex
cluded from an employee's gro~s income 
for the adoption of a child with special 
needs is $11,390. For taxable years be
ginning in 2007, under § 137(b)(1) the 
maximum amount that can be excluded 
from an employee's gross income for the 
amounts paid or expenses incurred by an 
employer for qualified adoption expenses 
furnished pursuant to an adoption assis
tance program for other adoptions by the 
employee is $11,390. The amount exclud
able from an employee's gross income be
gins to phase out under § 137(b)(2)(A) for 
taxpayers with modificd adjustcd gross in
come in excess of $170,820 ami is com
pletely phased out fortaxpayers with mod
ified adjusted gross income of $210,R20 or 
more. (See section 3.03 of this revenue 
procedure for the adjusted items relating to 
the adoption credit.) 

. 16 Private Activity Bonds Volume Cap . 
For calendar year 2007, the amounts used 
under § 146( d)(1) to calculate the State 
ceiling for the volume cap for private 
activity bonds are the greater of (I) $85 

multiplied by the State popUlation, or (2) 
$256,235.000. 

.17 Safe Harbor Rules for Broker 
Commissions on Guaranteed Invest
ment Cuntracts or Invesfments Purchased 
for a Yield Restricted Defeasance Es

crow. For calendar year 2007, under 
§ 1.148-5(e)(2)(iii)(B)(l), a broker's com
mission or similar fee for the acquisition 
of a guaranteed investment contract or in
vestments purchased for a yield restricted 
defeasance escrow is reasonable if (1) the 
amount of the fee that the issuer treats as 
a qualified administrative cost does not 
exceed the lesser of (A) $33,000, and (B) 
0.2 percent of the computational base (as 
defined in § Ll48-5(e)(2)(iii)(B)(2)) or, 
if more, $3,000; and (2) the issuer does 
not treat more than $93,000 in brokers' 
commissions or similar fees as qualified 
administrative costs for all guaranteed 
investment contracts and investments for 
yield restricted defeasance escrows pur
chased with gro~s proceeds of the issue. 

.18 Personal Exemption. 
(I) Exemption amount. For taxable 

years beginning in 2007, the personal ex
emption amount under § 151(d) is $3,400. 
The exemption amount for taxpayers with 
adjusted gross income in excess of the 
maximum phaseout amount is $1,133 for 
taxable years beginning in 2007 . 

(2) Phaseout. For taxable years be
ginning in 2007, the personal exemption 
amount begins to phase out at, and reaches 
the maximum phaseout amount after, the 
following adjusted gross income amounts: 

Filing Staius AGI - Beginning AG! - Maximum 

Married Individuals Filing Joint Returns and Surviving Spouses (§ I (a») 

Heads of Households (§ 1 (b)) 

Unmarried Individuals (other than Surviving Spouses and 
Heads of Households) (§ I(c)) 

Married Individuals Filing Separate Returns (§ I (d)) 

of Phaseout 

$234,600 

$195,500 

$156,400 

$117,300 

Phaseout 

$357,100 

$318,000 

$278,900 

$178,550 
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.Il) E/ntioillu ErjJ<'II.lf Cerloin Dtpre
ci(//J/c A.I Icl\. For tel xclhle > ear~ heginning 
in 2()O;. Ulll.kr ~ 179( h)( I ) the' aggregate 
(lht of any ~ 17l) propert> ~I taxpa) er Illay 

limitation i~ reduced (but not below zero) 

by the amount by which the cost of * 179 
property placed in sen·ict' during the 2007 
taxable year exceeds $",-50.000. 

e11'L't to lrl'~lt il' ~Ill L\pCIl~C callilot c\ceeJ .20 Eligil1/c LOl/g-Term Carr Premi-
" II 2.DO(). lInJ(r ~ 179( h I( 2 I thl.? S 112.()OO III1/S. For taxablt' years beginning in 2007. 

.'\11(//11('£1 Age J!cjiJl·'· Ihe Close of Ihi' Jin(/hle Year 

t\lon~ than -Hl hut not Illore than 50 

More than SO hut not Illore than 60 

More than flO but not more than 70 

\1ore than 70 

.21 Rctirelllcll/ Sal'il/g.\'. 
( I) For taxuble years beginning in 

20()7. the applicuble dollar amount under 
~ 219(g)(3)(B)(i) for tav..payers filing a 
joint return i, $83.000. If the taxpayer's 
spnw,e i, not an active participant. the 
applicable dollar amount for the spouse 
under ~ 219(g)(3)(B)(i) is $156,000 for 
taxable years beginning in 2007. 

(2) For taxable years beginning in 
2007, the applicable dollar amount under 
~ 21Y(g)(3)(B)(ii) for all other taxpayers 
(except for married taxpayers filing sepa
rately) is $52.000. 

(31 The applicable dollar amount unner 
~ 219(g)(3)(B)(iii) for married taxpayers 
filing separately is $0. 

22 Medical Sm'illgs Accoullts. 

( I) Selhml\ cO\'l:'mge. For taxable 
yeaI'; beginning in 2007. the term "high 
deductible health plan" as defined in 
~ 220(c)(2)(AI means. for self-only cov
erage. a health plan rhut has an annual 
deductible that is not less than S 1,900 and 
not more than $2.850. und under which the 
annual out-of-pocket expenses required to 
he paid (other than for premiums) for cov
ered benefits does not exceed $3.750. 

(21 FUllli/r c(}I'cragt'. For taxable years 
beginning in 20()7. the term "high de
dUdible 1ll'~t1th plan" Il1ean~. for family 
COH:'rage, a health plan that has an annual 
deductihle that is not less than 53.750 and 
not more than SS.65(). anJ under which the 
annual out-llf-pocket expenses reyuired to 
be paid ((lther than for premium, I for CO\

ered benefih does not exceed $6.900. 
.~3 l,,{al'.\! (Ill EdllC({tioll LOUlls. For 

taxahle :- car, hegi nning in ~007. the 
S2.500 maximulll deduction fpr iOler
e,t puid PIl qualified education loan~ 
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under § 221 begins to phase out under 
§ 221(b)(2)(B) for taxpayers with mod
ified adjusted gross income in excess of 
S55.000 ($110.000 for joint returns), and 
is completely phased out for taxpayers 
with modified adjusted gross income of 
$70.000 or more ($]40,000 or more for 
joint returns). 

.24 Health Sm'ings Accollnts. 
(I) Monthly contribution limitation. 

For calendar year 2007, the monthly limi
tation for any month on deductions under 
~ 223(b)(2)(A) for an individual with 
self-only coverage under a high deductible 
plan as of the first day of the month is 1112 
of the lesser of (I) the annual deductible. 
or (2) $2,850. For calendar year 2007. 
the monthly limitation for any month on 
deductions under § 223(b)(2)( B) for an 
individual with family coverage under a 
high deductible plan as of the first day of 
the month is 1112 of the lesser of (I) the 
annual deductible. or (2) $5.650. 

(2) High dedllctible health plan. 

For calendar year 2007, a "high de
ductible health plan" is defined under 
* 223(c)(2)(A) as a health plan with an an
nual deductible that is not less than $ J.I 00 
for self-only coverage or $2,200 for fam
ily coverage. and the annual out-of pocket 
expenses (deductibles. co-payments, and 
other amuunts, but not premiums) do not 
exceeJ $5.500 for self-only coverage or 
$11.000 for family cO\erage. 

.25 Roth JRAs. 
(1) For taxable years beginning in 

2007, the applicable dollar amount under 
§ 408A(c)(3)(C)(ii)(I) for taxpayers filing 
ajoint return is $156.000. 

( :2) For taxable years beginning in 
2007. the applicable dollar amount under 

the limitations under § 213(d)( 10), re
garding eligible long-term care premiums 
Includlhle in the term "medical care." are 
as follows: 

Limitaliul/ 011 Prell/ill/liS 

$ 290 

$ 550 

$1.110 

$2.950 

$3.680 

§ 408A(c)(3)(C)(ii)(\I) for all other tax
payers (except for married taxpayers filing 
separately) is $99.000. 

(3) The applicable dollar amount under 
§ 408A(c)(3)(C)(ii)(1lI) for married tax
payers filing separately is $0. 

.26 TreDtment of Diles Paid to Agricul

tural or Horticultr/ral Organizatiolls. For 
taxable years beginning in 2007, the limi
tation under § 512(d)( I), regarding the ex
emption of annual dues required to be paid 
by a member to an agricultural or horticul
tural organization, is S 136. 

.27 lnsllbs!anrial Benefit Limitations 
lor Contributions Associated with Chari

fable Fund-Raising Campaigns. 

(I) Low cost article, For taxable years 
beginning in 2007, the unrelated business 
income of certain exempt organizations 
under ~ 513(h)(2) does not include a "low 
cost article" of $8.90 or less. 

(2) Other insubstantial benefits. For 
taxable years beginning in 2007, the $5, 
$25, and $50 guidelines in section 3 of 
Rev. Proc. 90-12, 1990-1 C.B. 471 (as 
amplified by Rev. Proc. 92-49, 1992- I 
C.B. 987. and modified by Rev. Proc. 
92-102, 1992-2 C.B. 579). for disregard
ing the value of insubstantial benefits 
received by a donor in return for a fully 
deJuctible charitable contribution under 
§ 170, are $8.90, $44.50, and $89. respec
tively. 

.28 Funeral Trusts. For a contract en
tered into during calendar year 2007 for 
a "qualified funeral trust," as defined in 
§ 685, the trust may not accept aggregate 
contributions by or for the benefit of an in
dividual in excess of $8,800 . 

. 29 Expatriation to Avoid Tax. For cal
endar year 2007, an individual with "aver-



age annual net income tax" of more than 
$136,000 for the five taxable years ending 
before the date of the loss of United States 
citizenship under § 877(a)(2)(A) is subject 
to tax under § 877(b). 

.30 Foreign Earned Income Exclusion. 
For taxable years beginning in 2007, the 
foreign earned income exclusion amount 
under § 911(b)(2)(D)(i) is $85,700. 

.31 Valuation of Qualified Real Prop
erty in Decedent's Gross Estale. For an 
estate of a decedent dying in calendar year 
2007, if the executor elects to use the spe
cial use valuation method under § 2032A 
for qualified real property, the aggregate 
decrease in the value of qualified real prop
erty resulting from electing to use § 2032A 
for purposes of the estate tax can not ex
ceed $940,000. 

.32 Annual Exclusion for Gifts. 
(1) For calendar year 2007, the first 

$12,000 of gifts to any person (other than 
gifts of future interests in property) are 
not included in the total amount of taxable 
gifts under § 2503 made during that year. 

(2) For calendar year 2007, the first 
$125,000 of gifts to a spouse who is not 
a citizen of the United States (other than 
gifts of future interests in property) are 
not included in the total amount of taxable 
gifts under §§ 2503 and 2523(i)(2) made 
during that year. 

.33 Tax on Arrow Shafts. For calen
dar year 2007, the tax imposed under 
§ 4161 (b )(2)(A) on the first sale by the 
manufacturer, producer, or importer of 
any shaft of a type used in the manufac
ture of certain arrows is $0.42 per shaft. 

.34 PassenRer Air Transportation Ex
cise Tax. For calendar year 2007, the 
tax under § 4261(h) on the amount paid 
for each domestic segment of taxable air 
transportation is $3.40. For calendar year 
2007, the tax under § 4261(c) on any 
amount paid (whether within or without 
the United States) for any air transporta
tion, if the transportation begins or ends 
in the United States, generally is $15.10. 
However, for a domestic segment begin
ning or ending in Alaska or Hawaii as 
described in § 4261(c)(3), the tax applies 
only to departures and the rate is $7.50. 

.35 Reporting Exception for Certain 
Exempt Organizations with Nondeductible 
Lobbying Expenditures. For taxable years 
beginning in 2007, the annual per per-

son, family, or entity dues limitation to 
qualify for the reporting exc:eption under 
§ 6033(ej(3) (and section 5.05 of Rev. 
Proc. 98-19, 1998-1 CB. 547), regarding 
certain exempt organizations with nonde
ductible lobbying expenditures, is $95 or 
less. 

.36 Notice of LarKe Gifts Received from 
Foreign Persons. For taxable years begin
ning in 2007, recipients of gifts from cer
tain foreign persons may be required to re
port these gifts under § 6039F if the ag
gregate value of gifts received in a taxable 
year exceeds $13,258. 

.37 Persons Against Whom a Federal 
Tax Lien Is Not Valid. For calendar year 
2007, a federal tax lien is not valid against 
(!) certain purchasers under § 6323(b)( 4) 
who purchased personal property in a 
casual sale for less than S 1,290, or (2) 
a mechanic's lienor under § 6323(b)(7) 

that repaired or improved certain residen
tial property if the contract price with the 
owner is not more than $6.450. 

.38 Property Exempt from Len'. For 
calendar year 2007, the value of property 
exempt from levy under § 6334( a)(2) (fuel, 
provisions, furniture, and other household 
personal effects, as well as anns for per
sonal use, livestock, and poultry) can not 
exceed $7,720. The value of property ex
empt from levy under § 6334(a)(3) (books 
and tools necessary for the trade, business, 
or profession of the taxpayer) can not ex
ceed $3,860. 

.39 Interest on a Certain Portion of the 
Estate Tax Payable in Installments. For an 
estate of a decedent dying in calendar year 
2007, the dollar amount used to detennine 
the "2-percent portion" (for purposes of 
calculating interest under § 660 I (j» of the 
estate tax extended as provided in § 6166 
is $1,250,000. 

040 Attorney Fee Awards. For fees 
incurred in calendar year 2007, the 
attorney fee award limitation under 
§ 7430(c)(1 )(B)Oii) is $170 per hour. 

AI Periodic Payments Received un
der Qualified Long-Term Care Insurance 
Contracts or under Certain Life Insur
ance Contracts. For calendar year 2007, 
the stated dollar amount of the per diem 
limitation under § 7702B( d)( 4), regarding 
periodiC payments received under a qual
ified long-tenn care insurance contract or 
periodic payments received under a life 

insurance contract that are treated as paid 
by reason of the death of a chronically ill 
individual. is $260. 

SECTION 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2002--41 is modified for tax
able years beginning after December 31. 
2006. 

SECTION 5. EFFECTIVE DATE 

.01 Gelleral Rule. Except as provided 
in section 5.02. this revenue procedure ap
plies to taxable years beginning in 2007. 

.02 Calendar Year Rille. This revenue 
procedure applies to transactions or events 
occurring in calendar year 2007 for pur
poses of sections 3.08 (low-income hous
ing credit), 3.10 (pipeline construction 
industry optional expense substantiation 
rules). 3.16 (private activity bond volume 
cap). 3.17 (safe harbor rules for broker 
commissions on guaranteed investment 
contracts or investments purcha~ed for a 
yield restricted defeasance escrow). 3.24 
(health savings accounts), 3.28 (funeral 
trusts l. 3.29 (expatriation to avoid tax l. 
3.3 J (valuation of qualified real property 
in decedent's gross estate), 3.32 (annual 
exclusion for gifts), 3.33 (tax on arrow 
shafts), 3.34 (passenger air transportation 
excise tax), 3.37 (persons against whom a 
federal tax lien is not valid). 3.38 (prop
erty exempt from levy), 3.39 (interest on a 
certain portion of the estate tax payable in 
installments), 3.40 (attorney fee awards), 
and 3041 (periodic payments received un
der qualified long-term care insurance 
contracts or under certain life imurance 
contracts J. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is :vtarnette M. Myers of 
the Office of Associate Chief Counsel 
(Income Tax & Accounting). For fur
ther infonnation regarding sections 2.04 
and 4 of this revenue procedure. contact 
Jeanne Royal Singley at (202) 622-0047 
(not a toll-free call). For further infor
mation regarding the remainder of this 
revenue procedure. contact Ms. Myer, at 
(202) 622-4920 (not a toll-free call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

Limitations on Transfers of 
Built-in Losses 

REG-I10405-05 

AGENCY Internal Revenue Sen ice 
(IRS), Trea,ury, 

ACTION: Notice of proposed rulemaking, 

SUMMARY: This document contains pro
pm.cd regulations under section 361(e)(2) 
(If the Internal Revenue Code of 1986 
(Code). The proposed regulations reflect 
changes made to the law by the Amer
ican Jobs Creation Act of 2004. These 
proposed regulations provide gUIdance 
reoaruin<J the determination of the bases t:- t:-

of asseh and stock transferred in certain 
nonrecounition transactions and will af-t:-

fect corporations and large shareholders of 
corporations, including individuals, part
nerships, corporations, and tax-exempt 
entities. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by January 22, 2007. 

ADDRESSES: Send submissions to 
CC:PA:LPD:PR (REG-I 10405-05), In
ternal Revenue Service, PO Box 7604, Ben 
Franklin Station, Washington, DC 20044. 
Submissions may be hand delivered 
to CC:PALPD:PR (REG-I 10405-(5), 
Courier's Desk, Internal Revenue Ser
\ice, Crystal Mall 4 Building, 1901 
S. Bell St., Arlington, VA. Alternatively, 
taxpa;. ers may submit comments electron
icallv directly to the IRS Internet site at 
\\,\\,\,-·.irs.gul'il·cgs or Federal e-Rulemak
ing Portal at \\'\\·\\'.regu!oliol/s.gOl' (IRS 
REG-l 10405-(5). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Jay M. Singer, (202) 
62'2-7530, or conL'erning submissions 
of comments, Richard A. Hurst. (102) 
622-7180 (not toll-free numbers) or 
Ri(-//(f rd.A.. HII rst(g' i rsco1111 se/. treas.gO\', 
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SUPPLErvlENTARY INFORMATION: 

Background 

Prior to 1909, Congress grew con

cerned that taxpayers \vere engaging In 

Cllrpurate Ilonrecognition transactions in 
order to accelerate and duplicate losses. 
See S. Rep. No. 201. 106th Cong., 1st 
Sess. 46-48 (1990). Congress was pri
marilv concerned with the acceleration 
and duplication of losses through the as
sumption of liabilities (including liabilities 
to which assets transferred in a corporate 
nonrecognition transaction were subject). 
As a result, in 1999, Congress enacted 
section 362(d) of the Code to prevent the 
bases of assets transferred to a corporation 
from being increased above such assets' 
aaare"ate ~fair market value as a result be- b 

of a liability assumption. [n addition, in 
2000, Congress enacted section 358(h) 
to reduce the basis of stock received in 
certain corporate nonrecognition transac
tions, but not below fair market value, by 
the amount of any liabilities assumed in 
the transaction. 

Following the enactment of sections 
lh2(d) and 358(h), Congress remained 
concerned that taxpayers were engaging 
in various tax-motivated transactions to 
take more than one tax deduction for a 
single economic loss. Consequently, in 
the American Jobs Creation Act of 2004 
(Public Law 108-357, 188 Stat. 1418), 
Congress enacted section 362(e), which 
limits the ability of taxpayers to duplicate 
net built-in loss in certain nonrecognition 
transactions. 

Section 362(e)( I )(A) provides that if 
there would be an importation of a net 
built-in loss in a transaction described in 
section 362(a) or (b), the basis of cer
tain property acquired in such a transaction 
shall be its fair market value il11medidtely 
after the transaction. Section 362( e)( I )(B) 
provides that property is described in ~ec
lion 362( e J( 1) if gain or loss with respect 
to such property is not subject to tax in the 
hands of the transferor immediately before 
the transfer, and gain or loss with respect 
to such property is subject to tax in the 
hands of the transferee immediately after 
the tran-;fer. Further, section 361(e)( I )(C) 

provide, that there is an importation of net 
built-in loss in a tran~action if the trans-

fcfer's aggregatL' adjusted basis in such 

[lrnperty would (hut for the application 
of scction J62( e)( I )) exceed the aggregate 
fair market "alue of such property imme
diately after the transaction. 

Section 362(e)(2)(A) provides that if 
pro[lerty is transferred by a transferor to 
a transferee in a transaction described in 
section 362(a) and not described in section 
J62( e)( I ), and if the transferee's aggregate 
adjusted basis in the transferred property 
would (but for the application of section 
362( e)( 2)) exceed its aggregate fair market 
value immediately after the transfer, then 
the transferee's aggregate adjusted basis in 
the transferred property shall not exceed 
the fair market value of the property im
mediately after the transfer. Further. sec
tion 362(e)(2)(B) provides that this aggre
gate reductlon in the basis of the trans
ferred pro[lerty shall be allocated among 
the property in proportion to their respec
tive built-in losses immediately before the 
transaction. As an alternative to this re
duction in the basis of the transferred as
sets, section 362(e)(2)(C) provides that if 
the transferor and the transferee both so 
elect, section 362(e)(2)(A) shall not apply, 
and the transferor's basis in the stock of 
the transferee received in exchange for the 
property that would otherwise be subject to 
basis reduction under section 362( e )(2)(A) 
shall not exceed its fair market value. 

Since the enactment of section 
362(e)(2), the IRS and Treasury Depart
ment have been exploring issues con
cerning the interpretation, scope, and 
application of the section and have pro
posed these regulations to address these 
issues. Additional guidance regarding the 
application of section 362(e)(2) to trans
fers between members of a consolidated 
group and the treatment of transactions 
that have the effect of importing losses 
into the U.S. tax system (to which section 
362(e)( I) applies) will be addressed in 
separate guidance projects. 

Explanation of Provisions 

I. General Provisions 

In general, these proposed regulations 
apply to tramfers of net built-in loss pr~p
erty within the U.S. tax system in whIch 
the Code otherwise would duplicate the 



net built-in aS~et loss in the stock of the 
transferee. Such transfers include ex
changes subject to section 351, capital 
contributions, and transfers of paid-in 
surplus. However, these proposed regula
tions do not apply to a transfer where the 
duplicated loss is imported into the U.S. 
tax system and the transfer is subject to 
section 362(e)( I). which addresses certain 
loss importation transactions. Property 
is net built-in loss property if the trans
feree corporation's aggregate basis in the 
property, but for the application of section 
362(e)(2), would exceed the aggregate fair 
market value of such propeny immedi
ately after the transfer. 

If section 362(e)(2) applies to a trans
fer, the transferee corporation receives the 
property with an aggregate basis not ex
ceeding the aggregate fair market value of 
the property immediately after the trans
fer. The transferee allocates the basis re
duction among the transferred loss proper
ties in proportion to the amount of loss in 
each such property immediately before the 
transfer. 

Taxpayers have questioned the effect of 
any gain taken into account as a result of 
the transfer. The IRS and Treasury Depart
ment have determined that any gain recog
nized by the transferor that increases the 
transferee corporation's basis in the trans
ferred property must be taken into account 
in order to determine the full amount of 
loss duplication. Accordingly, these pro
posed regulations provide that in determin
ing whether the transferred property has a 
net built-in loss in the hands of the trans
feree, the bases of such property first must 
be increased under section 362( a) or (b) for 
any gain recognized by the transferor on 
the transfer of the property. 

There also have been questions about 
the application of section 362(e)(2) in the 
case of multiple transferors. The legisla
tive history to section 362(e)(2) contains 
some potentially contlicting language that 
refers to the aggregate adjusted basis of 
property contributed by a transferor or a 
control group of which the transferor is a 
member, See Conf. Rep. No. 108-755, 
108th Cong., 2d Sess. 635 (2004). How
ever, because the basis rules in section 362 
and section 358 are applied on a trans
feror-by-transferor basis, applying section 
362(e)(2) to an aggregated group of trans
ferors would undermine Congress' intent 

to prevent loss duplication. FU11her. sec
tion 362(e)(2) specifically refer~ to prop
erty "'transfened by a transferor." Accord
ingly. these proposed regulations clarify 
that section 362(e)(2) applies separately to 
each transferor. Thus, each transferor's 
transfer is measured separately. and the 
dctermination of whether that transfer is 
subject to these provisions is made solely 
by reference to the property transferred by 

such transferor. Consequently, the treat
ment of one transferor is unatfected by the 
transfer of property by any other transferor 
for purposes of section 362(e)(2). 

In addition. these proposed regulations 
clarify that, even if part of a transaction 
is subject to section 362(e)(I), section 
362(e)(2) can apply to the portion of the 
transaction that is not described in section 
362(e)( I). 

2. Applicatiol/ of Section 362( e)( 2) to 
TrallSj"ers Outside or the U.S. Tax Svstem 

Under general principles of law. the 
Code applies to all transactions without re
gard to whether such application has any 
ClllTent U.S. tax consequences. In the case 
of transfers that are wholly outside the U.S. 
tax system, section 362(e)(2) applies but 
does not have relevance unless and un
til the assets transferred or the stock re
ceived in the exchange enter the U.S. tax 
system. Such assets or stock may subse
quently enter the CS. tax system either di
rectly or indirectly. For example, the as
sets or stock could directly enter the C.S. 
tax system through a transfer of all or a por
tion of such assets or stock to a U.S. per
son. or as a result of the original transferor 
or original transferee becoming a U.S. per
son. Further. the assets or stock could in
directly enter the U.S. tax system, for ex
ample. through a transfer of all or a por
tion of such as:o,ets or stock to a CFe, or as 
a result of the original transferor or origi
nal transferee becoming a CFe. However. 
in many cases the U.S. tax treatment of 
a transfer that is wholly outside the U.S. 
tax sy~tem will never become relcvant. 
The IRS and Treasury Department recog
nize that. if a transferor does not anticipate 
the transfer becoming U.S. tax relevant. 
it IS not lIkely to undertake the valuation 
and record-keeping that section 362(e)(2) 
would generally require. If circumstances 
change at some later date. the administra-

tive burden of reconstructing appropriate 
record~ may be sub~tantial. 

The IRS and Treasury Department 
have determined that relief i~ appropriatc 
when transactions are consummated with 
no plan or intention to enter the U.S. tax 
system. Thus. if assets are transferred in 
a transaction that is potentially ~ubject 

to section 362(e)(2) more than two years 
before entering the LS. tax system_ then. 
solely for purpose~ of section 362(e)(2). 
these proposed regulations generally pre
sume that the aggregate fair market value 
of the transferred assets equals their ag
gregate adjusted basis in the hands of the 
transferee immediately after the transfer. 
This presumption applies only if neither 
the original transfer nor the later entry 
of any portion of the assets into the U.S. 
tax system was undertaken with a view 
to reducing the U.S. tax liability of any 
person or duplicating loss by avoidmg the 
application of section 362(e)(2). 

If a transfer subject to section 362( e )(2) 
occurs within the two-year period imme
diately hefore becoming U.S. tax relevant. 
the IRS and Trea~ury Department do not 
believe that relief trom the administrative 
burden is either necessary or appropriate. 
Thus, in such a case. the fair market value 
presumption does not apply, and sectiQIl 
362(e)(2) appl1es to the original transfer. 
The proposed regulations provide the rele
vant partie, a means by which to make an 
eJection under sectIon 362(e)(2)(C), if de
sired, at the time of entry into the U.S. tax 
system. 

3. General Application of SeCliOll 
362( e)( 2) to Reorgalli~(lti()lls 

Taxpayers have questioned whether 
a transaction described in both sections 
362( a) and 362(b) may be subject to ,ec
tion 362(e)(2). The IRS and Treasury 
Department believe that, if there is a 
duplication of loss in a transaction de
scribed in section 362(a) (and not ~Llbject 
to section 362(e)( 1 i), Congressional intent 
requires that the transaction be recogni/cu 
as describeu in sectiun 362(a) notwith
standing that it i, aho de~cribeJ in ,ectiol1 
362(h). The proposed regulatiom clarify 
that section 362(e)(2) can apply to '.uch 
transactions. 
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-+. EXCtplioll/(Jr Trml.wuiolls ill Hiliel! 
Ne[ Blli/[-ill L(I.I.I i.1 EliminuTed \\'irholll 
R {'cog}] II i Oil 

In cCftain tran~aLliom. th~ tran~kr(lr's 
L1uplicatcd ba~l~ in the tran:·,feree stock 
or ~ecuriti~~ I'> ~lilllinated bj operation 
of ~tatute witlmut recognitllln or ben~fit. 
For C\.Jmpk. III a transaction meetin~ the 
rC4uirements of both sections 351 and 
36~lillil )(DL the transferor ordinarily re
ceIves sluck with an aggregate basis e4ual 
to that uf the lramferred property, As a 
rc,ult. where the transferred property has a 
net ouill-in loss. but for section 362(e)(21. 
the transferor would receive the transferee 
~tock with <In adjusted basis that duplicates 
the built-in loss in the transferred prop
~rty. However. if the transferor distributes 
the transferee stock pursuant to a section 
36~lal( I )(D) aC4uisitive reorganization or 
pursuant to section 355. no taxpayer will 
recogniLe the duplicated loss because the 
distributee will determine its basis in the 
transferee stock by reference to its basis in 
surrender~d stock of the transferor. 

The IRS and Treasury Department have 
concluded that. even if a transaction is de
scribed in section 362(e)(2). if there is no 
duplIcated los~ that can he recognized. sec
tion 362(eJ(2) should not apply. Accord
ingly. these proposed regulations provide 
that section 362(e)(Z) will nut apply to 
transactions to the extent that loss duplica
tion is prevented or eliminated where the 
transferor distributes the transferee stock 
andlor ,ecurities received in the transac
tion without recognizing gain or loss. and. 
upon completion of the transaction. no per
son holds un)' asset with a basis determined 
in whole or in part by refer~nce to the 
transferor's basis in the transferee stock 
and/or securities. 

5. Af'plicarioJl or SecTioli 362((')(2) 10 

TI'IIIlI/i'rs ill E\C!lIIllgcjiif SecuriTies 

In certain transactions. net built-in lu,s 
also can be duplicated in securities re
cein'd without the recognition of gain 
or loss, For ~xal11ple. a U.S. transferor 
duplicates a n~t built-in loss when it trans
fers property with a net built-in loss to a 
U.S. COil trolled corporation in exchange 
for stock and securiti~s and all or part of 
the securitie, are retained following the 
distribution of the,tock of the controlled 
~'orporation pursuant to sedion 355. Such 
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a transaction is described in section 362( a) 
but not section 362(e)( I) and. accordingly. 
may b~ subject to section 362(e)(2). 

Although the statule is silent about the 
treatment of securities recei\'ed in such a 
property transfer. the IRS ,md Treasury 
Department have concluded that Congres
sional intent would be circllImented If sec
tion 362(e)(2) were treated as not apply
ing to both stock and securities receiyed in 
transactions to whieh section 362( e )(2) ap
plies, Accordingly. these proposed regula
tions appl y section 362( e )(2) to transfers in 
exchange for both stock and securities to 
the extent necessary to eliminate loss du
plication. 

Because the section applies ~qually to 
transfers in exchange for both stock and 
securities. the IRS and Treasury Depart
ment have concluded that taxpayers must 
be allowed to make an election under sec
tion 362(e)(2)(C) for both stock and secu
rities. Accordingly. these proposed regula
tions allow the transferor and transferee to 
elect to apply section 362(e)(2)(C) to the 
transferee stock and securities received in 
the exchange. 

6. Election to Reduce Stock B(1sis 

Section 362(e)(2)(C) permits transfer
ors and transferees that engage in trans
actions to which section 362(e)(2) applies 
to elect to reduce the transferor' s basis 
in the stock received instead of reduc
ing the transferee corporation' s basis in 
the property transferred. As described 
in this preamble. section 362(e)(2l(C) 
provides that if the election is made. sec
tion 362(e)(2)(A) shall not apply. and the 
transferor's basis in the transferee stock 
received in the exchange shall not exceed 
its faIr market value immediately after the 
exchange. The statutory language might 
be interpreted to require the transferor to 

reduce its b<Jsis in the stock received by an 
amount that i, larger than the amount by 
which the transferee otherwise would have 
been required to reduce its aggregate basi, 
in the assets under section 362(e)(2)(A) 
For example. assume a corporation. P. 
contributes a trade or business to a suh
sidiary. S. in a transaction to which section 
35 I applies. The assets of the business 
have an aggregate adjusted basis of $] 00 
and a value of 590. and the business has 
520 of a~suciated contingent liabilities. 
hen if section 358(h)(2)(A) applie~ to 

pre\'eIH section 35H from reducing p's 
basis in the S stock by the amount of the 
contingent liabilitIes. sectIOn 3b2(e)(2l(C) 
might be interpreted to limit p's basis in 
the S stock to $70 (notwith"tanding thai 
~ection 362(e)(2)(A) would only reqUire 
a $1 () reduction in the baSIS of the as
sds in the hands of S), Thus. a section 
362(e)(2)(C) election I11Ight result in a 
larger basis reduction in the stock than 
would be re4uired in the assets ahsent an 
election. 

The IRS and Treasury Department he
lieve that. because ,eerion 362( e )(2) i" 
intended to prevent the duplication of net 
built-in loss in the transferred assets, the 
amount of hasis reduction resulting from 
an election under section 362(e)(2)(C) 
should not be any larger than what is 
necessary to eliminate the duplication of 
loss in the transfelTed assets, Therefore. 
these proposed regulations clarify that 
the amount of the reduction in the basis 
of the transferee stock (and securities) as 
a result of an election to apply section 
362(e)(2)(C) is equal to the net built-in 
loss in the transferred assets in the hands 
of the transferee, In other words. under 
the proposed regulations, the amount of 
the reduction in the basis of the transferee 
stock (and securities) resulting from such 
an election equals the amount of the reduc
tion in the basis of the assets required by 
section 362(e)(2)(A) absent the election. 

These proposed regulations aJ~o im
plement Notice 2005-70, 2005-41 I.R.B. 
694, see *60 1,60 I (d)(2), which instructs 
taxpayers how to elect to apply section 
362(e)(2)(C), These proposed regulations 
revise and expand upon the procedures in 
Notice 2005-70 to provide more methods 
and time periods in which to make the sec
tion 362(e)(2)(C) election. Specifically, 
the regulations expand the classifications 
of persons who can attach the required 
election statement to a tax return (includ· 
ing an information return). 

The "protective election" referenced in 
Notice 2005-70 also is included in the 
proposed regulations because the IRS and 
Treasury Department anticipate that, at the 
time of the transaction. taxpayers may not 
always be able to determine with reason
able certainty whether section 362(ej(2) 
applie~ to a transfer. 

The IRS and Treasury Department re
quest comments on whether the instruc
tions provided in these proposed regula-



lions adequately address the needs of tax
payers. In particular, the IRS and Trea
sury Department invite comments regard
ing whether, alternatively, a separate form 
should be developed and made available 
to enable taxpayers to make the section 
362(e)(2)(C) election prior to and apart 
from filing it with a U.S. return. 

The basis tracing provisions in 
§ 1.358-2 apply to certain transfers to 

which section 351 and either section 354 
or section 356 apply. However. the IRS 
and Treasury Department believe that 
the basis tracing provisions in § 1.358-2 
should not apply to a transfer to which sec
tion 362(e)(2) also applies if the transferor 
and transferee make an election to apply 
section 362(e)(2)(C). The IRS and Trea
sury Department believe that the statutory 
language in section 362(e)(2)(C) and the 
policy of preventing loss duplication pre
cludes the application of the basis tracing 
provisions because basis tracing could al
low the transferor to hold transferee stock 
or securities with a basis in excess of fair 
market value even after a reduction under 
section 362(e)(2)(C). Accordingly, these 
proposed regulations provide that the pro
visions of § 1.358-2(a)(2) will not apply 
to a transaction to which section 362(e)(2) 
applies if the transferor and transferee 
elect to apply section 362(e)(2)(C). The 
IRS and Treasury Department request 
comments regarding whether this treat
ment is appropriate. 

7. Transfers by Partnerships and 
S Corporations 

The proposed regulations also provide 
that, where the transferor is a partner
ship and a section 362(e)(2)(C) election 
is made, any reduction to the partner
ship's basis in the transferee stock re
ceived is treated as an expenditure of 
the partnership, as described in section 
705(a)(2)(8). The proposed regulations 
provide a similar rule applicable to trans
fers by S corporations that elect to apply 
section 362(e)(2)(C). 

The IRS and Treasury Department are 
further exploring how the provisions of 
section 362(e)(2) apply to partnerships. 
The IRS and Treasury Department in
vite comments on this general issue and 
specifically invite comments regarding 
the transfer of a partnership interest in 

exchange for stock in a section 351 trans
action to which section 362(e)(2) applies. 
For example, individuals A and B con
tribute cash to form a partnership, PRS. 
PRS purchases property that subsequently 
decreases in value. A contributes his PRS 
interest to a corporation in a transaction 
that qualifies under section 351. PRS 
does not make an election under section 
754. Comments are invited regarding the 
interaction of section 362(e)(2) and the 
partnership provisions under these and 
similar facts. 

8. Application of Section 336( d) to 
Property Previously Transferred in a 
Section 362( e)(2) Transaction 

Commentators have questioned how 
section 362(e)(2) interacts with other 
Code sections, Specifically, some have 
asked how section 362(e)(2) applies when 
section 336(d) might be implicated. Sec
tion 336(d) provides various limitations 
on a liquidating corporation's ability to 
recognize loss when it distributes prop
erty acquired in a section 351 transaction 
or as a contribution to capital. The IRS 
and Treasury Department believe that, 
generally, sections 336(d) and 362(e)(2) 
are fully compatible where the parties 
do not make an election to apply section 
362(e)(2)(C). However, where an election 
has been made, the two sections may oper
ate to deny part or all of an economic loss. 
The IRS and Treasury Department invite 
comments regarding this issue. 

9. Application to Section 304 Transactions 

In response to inquiries, the proposed 
regulations contain an example demon
strating how section 362(e)(2) applies 
to a section 351 transaction treated as 
occurring under section 304. The IRS 
and Treasury Department are considering 
whether the regulations should deem an 
election to apply section 362(e)(2)(C) to 
have been made in section 304 transac
tions. The IRS and Treasury Department 
invite comments regarding this issue. 

Proposed Effective Date 

These proposed regulations are pro
posed to apply to transactions occurring 
after the date these regulations are pub-

lished as final regulations in the Federal 
Register. 

Special Analyses 

It has been detennined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
uti ve Order 12866. Therefore, a regula
tory assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these regu
lations, and, because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) does not apply. 
Pursuant to section 7805(f) of the Code, 
this regulation has been submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are submitted timely to 
the IRS. The IRS and Treasury Depart
ment request comments on the clarity of 
the proposed rules and how they can be 
made easier to understand. All comments 
will be available for public inspection and 
copying. A public hearing may be sched
uled if requested in writing by any person 
who timely submits written comments. If 
a public hearing is scheduled, notice of the 
date, time, and place of the hearing will be 
published in the Federal Register. 

Drafting Information 

The principal authors of these regula
tions are Jay M. Singer and Filiz A. Serbes 
of the Office of Associate Chief Counsel 
(Corporate), IRS. However. other person
nel from the IRS and Treasury Department 
participated in their development. 

* * * * * 
Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 
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PART 1- INCOME TAXES 

Paragraph I. The <luthllrity citation for 
part I is amended hy adding an entry in 

numerical order to read ill part a~ follo\\\: 
Authority: ~6ll.s.C. 7~()) " '.". 

SectalJ1 1.:162-4 abo i~~lIed under 

26 U.s.c. 362. '" '" '" 
Par. 2. St':ction l.:I)S-2 is amt':mled h\ 

revi\ing paragraphs (a )121( \ iii) and adding 
a new st':ntt':ncc at tht end of paragraph (d) 
to read as follows: 

~ /.358-2 AlluuuiOIl or /Jasis (//llollg 

IlOlIrecogllilioll pIDjlert\'. 

(a) * * ", 
(~) * '" * 
(viii) This paragraph (a)(2) shall not 

apply to determine the basis of a share 
of stock or security received by a share
holder or security holder in an exchange 
described in both section :151 and either 
section 354 or section 356. if. in connec
tion with the exchange, the shareholder 
or security holder exchanges property 
for stock or securities in an exchange to 

which neither section 3)4 nor section 356 
applies. the shareholder or security holder 
exchanges property for stock or securi
ties to which it elects to apply section 
362(e)(2)(C), or liabilities of the share
holder or security holdcr arc assumed. 

***:-:~* 

(d) ;. ;. * Paragraph (a)(2)(viii) of this 
section applies to exchanges and distribu
tions of stock occurring after the date these 
regulations are published as final regula
tions in the Federal Register. 

Par. J. In § 1.362-3. the section heading 
is added and reserved to read as follows: 

~ 1.362-3 Limitatiolls 011 loss importatioll. 

I Reserved]. 

Par. 4. Section 1.362-4 is added to read 
as follows: 

.~ !.362--J Lilliitatiom Oil hllill-ill loss 

Ii 111'1 i ('(/ lion. 

(a) PIIlPO.lC (/1/(1 S(,OIl('. The purpose of 
this section is to prevent the duplication of 
net built-in loss ill transactions described 
in ,ection 362(e)(21. Section J62(e)(2) 
applie, to transfers of net huilt-in loss 
property described in section J6~( a) but 
only to the extent not described in section 
J(l2(e)( I). 
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(b) APl'fic({lioll-( I) III gel/eml. If 
property is transferred in any transaction 
described in section 362(a) but not sec

lion 362(e)( 1). and. in the hands of the 

lran~kree. the transferred property would 
otheJ'\\'1se have a net built-in loss immedi

atdy after the transfer, then the transferee 
corporation receives such property with 
an aggregate adjusted basis not exceeding 
the aggregate fair market value of such 
property immediately after the transfer. If 
multiple built-in loss properties are trans
ferred, the aggregate reduction in basis 
~hall be allocated among the built-in Inss 
properties so transferred in proportion to 
the relative amount of built-in loss in each 
property. 

(2) Multiple Il'({lls(cmrs. If more than 
one transferor transfers property to a cor
poration in a transaction described in 
section 362(a). whether and the extent to 
which this section applies is determined 
separately for each transferor. 

(3) Transactiolls described ill section 
362(e)( I J. A transfer of property to a cor
poration is described 111 section 362(e)( I) 
only if and to the extent that the transferred 
property described in section J62(e)11 )(B) 

(section J62(e)( I )(B) property) would 
otherwise have a net built-in loss in the 
hands of the transferee. Thus. if a trans
feror transfers net built-in loss section 
362( e)( I )( B) property together with prop
erty not descri bed in section 362( e)( I )( B), 
the transfer of the net built-in loss sec
tion J62(e)( I )(B) property is described in 
section 362( e)( I). Accordingly, the net 
built-in loss section 362(e)( I )(B) property 
is not taken into account for purposes of 
determining whether section 362(e)(2) ap
plies to the transfer of the other property. 
Alternatively, if a transferor transfers net 
built-in gain section 362(e)( 1 )(B) property 
together with property not described in 
section 362( e)( I )( B). no portion of the 
transfer is described in section 362( e)( I ). 

(4) Nel builr-in ioss- (i) In KeIJeral. 

Transferred property has a net built-in loss 
if its aggregate adjusted basis exceeds its 
aggregate fair market value. 

Iii) Basis adjustmenrs for gain recog

Ili;:ed Oil liJe tron.l:ter. For purposes of de
termining whether the transferred property 
has a net built-in loss in the hands of the 
transferee. the bases of such property first 
must be increased under section 362(a) or 
(h) for any gain recognized by the trans
feror on the transfer of such property. 

(5) Applicl/Tion (}f'secTiol/ 362( e)( 2) T( 

reorKilIli;:uriolls. Section 362(e}(2) can ap 
ply to a transfer regardless of whether (hI 
basis of the property would. but for sec 
tion 362(e l(2). be determined under sec· 
tion 362(b) 

(6) ErCl'pfionj{I/'Trtllls(lctiol1s in H'lzicl 

111'1 Imill-ill loss is eliminafed lI'ilholil 

remglliliol1. Section 362(e)(2) does no1 

apply to a transfer of property to the extenl 
that-

(i) The transferor distributes. without 
recognizing gain or loss. all of the trans
feree stock received in exchange for the 
transferred property: and 

(ii) Upon completion of the transac
tion. no person holds transferee stock or 
any other asset with a basis determined in 
whole or in part by reference to the trans
feror's basis in the transferee stock. 

(7) Trans/,ers where neither party is 

(/ US. person. {/ persoll otherwise re

qllired to file a us. retum, or (/ CFe. 
If property is transferred in a transaction 
described in section 362(a) but not section 
362(e)( I ). then. solely for purposes of sec
tion 362(e)(2). the aggregate fair market 
value of the transferred property shall be 
deemed to equal thc aggregate adjusted 
basis of such property in the hands of the 
transferee immediately after the transfer 
if-

(i) Neither party to the transfer was a 
United States (U.S.) person (as defined 
in section 770 I (a)(30)) on the date of the 
transfer: 

(ii) Neither party to the transfer was re
quired to file a return of tax under Subtitle 
A of the Internal Revenue Code (including 
an information return) for the year of the 
transfer; 

(i i i) Neither party to the transfer was a 
controlled foreign corporation (CFC), as 
defined in section 957, on the date of the 
transfer; 

(i v) Thc transfer occurred more than 
two years prior to the date on which the 
transferor. transferee, or transferred assets 
are first described in paragraph (c)(5)(iii) 
of this section; and 

(v) Neither the transfer nor the later en
try into the U.S. tax system was entered 
into with a view to reducing the U.S. Fed
eral income tax liability of any person or 
duplicating loss by avoiding the applica
tion of section 362(e)(2). 

(c) Section 362(e)(2){C) election to 

applY limitatioll to transferor's stock ba-



Si8-(1) In general. If section 362(e)(2) 

applies to a transfer, the transferor and 

the transferee may make a joint election 
to reduce the transferor's basis in the 
transferee stock instead of reducing the 

transferee's basis in the property received 

under paragraph (b) of this section. Once 
made, the election is irrevocable. If the 

election is made, the transferor's basis in 

the transferee stock is reduced upon re
ceipt by the transferor. The transferor and 

the transferee may make a protective elec
tion under this section, which will have no 

effect if section 362(e)(2) does not apply 

to the transfer, but which will otherwise 
be binding and irrevocable. 

(2) Stock and securities to which this 
section applies. For purposes of this sec

tion, the tenn stock means stock and se
curities received without the recognition 

of gain or loss in a transaction to which 
section 362(e)(2) applies. See. for ex
ample, transactions described in sections 
368(a)(1 )(D) and 355. 

(3) Amount of basis reduction. If an 

election is made pursuant to paragraph 
(c)(1) of this section, the amount of the 

basis reduction in the transferee stock re
ceived by the transferor in the transaction 

is equal to the total amount by which the 
aggregate basis of the transferred property 

would have been reduced under paragraph 
(b) of this section had such election not 
been made. 

(4) Allocation of basis reduction. The 
transferor shall allocate the amount of the 

basis reduction under this paragraph (c) 

among all transferee stock received in the 
transaction in proportion to fair market 
value. 

(5) Procedures for making the elec
tion-(i) In general. To make an election 
to apply section 362(e)(2)(C)-

(A) Prior to filing the election state
ment as described in paragraph (c)(5)(ii) or 

(c)(5)(iii) of this section, the transferor and 
transferee must execute a written, bind
ing agreement electing to apply section 
362(e)(2)(C); and 

(B) An election statement must be 
filed pursuant to paragraph (c)(5)(ii) or 
(c)(5)(iii) of this section. 

(ii) Election statement where the trans
feror or transferee is a U.S. person, a per
son otherwise required to file a U.S. return 
for the year of the transfer, or a CFC on 
the date of the transfer-CAl Transferor is 
a U.S. person or a person otherwise re-

quired to file a U.S. return for the year of 
the transfer. If the transferor is a U.S. per

son on the date of the transfer or a person 
otherwise required to make a return of tax 

under Subtitle A of the Internal Revenue 
Code (including an information return) for 

the year of the transfer, the election state
ment is filed by including the following 

statement on or with the transferor's timel y 

filed original return (including extensions) 
for the taxable year in which the transfer 

occurred: "[insert name and tax identifi
cation number of transferor) certifies that 
[insert name and tax identification num
ber of transferor] and [insert name and tax 

identification number, if any, of transferee] 
elect to apply section 362(e)(2)(C) with re

spect to a transfer of property described in 
section 362(e)(2)(A) on [insert date(s) of 
transfer(s»)." 

(B) Transferor is a CFC on the dale 
of the transfer. If, on the date of the 
transfer, the transferor is a CFC that is 
not required to make a return of tax un

der Subtitle A of the Internal Revenue 

Code (including an information return) 
for the year of the transfer, the election 

statement is filed by including the fol
lowing statement on or with the timely 

filed original return (including exten
sions) of each one of the transferor's 

controlling U.S. shareholders, as defined 
in § 1.964-1 (c)(5), for the taxable year 

within which the transfer occurred: "[in
sert name and tax identification number 
of controlling U.S. shareholder filing re

turn] certifies that [insert name and tax 
identification number, if any, of transferor 

(the CFC)] and [insert name and tax iden
tification number, if any, of transferee] 
elect to apply section 362(e)(2)(C) with 

respect to a transfer of property described 
in section 362(e)(2)(A) on [insert date(s) 

of transfer(s)]. [insert name(s) and tax 
identification number(s) of any other con
trolling U.S. shareholder(s) of the CFC, or, 
if none, state that there are no other con

trolling U.S. shareholders of the CFC]." 

(C) Transferor is not a U.S. person on 
the date of the transfer, a person otherwise 
required to .file (/ Us. return for the year 
of the transfer, or a CFC on the date of 
the transfer. and transferee is a u.s. per
son on the date of the transfer or a person 
otherwise required to file a U.S. return for 
the year of the transfer. If the transferor is 

nut described in paragraph (c)(5)(ii)(A) or 

(c)(5)(ii)(B) of this section and the trans-

feree is a U.s. person on the date of the 

transfer or otherwise required to make a 

return of tax under Subtitle A of the In
ternal Revenue Code (including an infor

mation return) for the year of the trans
fer, the election statement is filed by in

cluding the following statement on or with 

the transferee's timely filed original re

turn (including extensions) for the taxable 
year in which the transfer occurred: "[in

sert name and tax identification number of 

transferee] certifies that [insert name and 
tax identification number, if any, of trans

feror) and [insert name and tax identifi
cation number of transferee) elect to ap
ply section 362(e)(2)(C) with respect to a 
transfer of property described in section 
362(e)(2)(A) on [insert date(s) of trans
fer(s)]." 

(D) Transferor is not a U.S. person on 
the date of the transfer, a person otherwise 
required to file a U.S. return for the year 
of the transfer. or a CFC on the date of 
the transfer, and tramferee is a CFC on 
the date of the transfer. If the transferor 
is not described in paragraph (c)(5)(ii)(A) 
or (c)(5)(ii)(B) of this section, and, on 

the date of the transfer, the transferee is 
a CFC that is not required to make a re
turn of tax under Subtitle A of the Inter
nal Revenue Code (including an infonna
tion return) for the year of the transfer, 
the election statement is filed by includ
ing the following statement on or with the 
timely filed original return (including ex
tensions) of each one of the transferee's 

controlling U.S. shareholders as defined in 
§ I ,964-l(c)(5) for the taxable year within 

which the transfer occurred: "[insert name 
and tax identification number of control
ling U.S. shareholder filing return] certi

fies that [insert name and tax identifica
tion number, if any, of transferor] and [in

sert name and tax identification number, if 
any, of transferee (the CFC)] elect to ap
ply section 362(e)(2)(C) with respect to a 

transfer of property described in section 
362(e)(2)(A) on [insert date(s) of trans

fer(s)]. [insert name(s) and tax identifi

cation number(s) of any other controlling 
l).S. shareholder(s) of the CFC, or, if none, 

state that there are no other controlling 

U.S. shareholders of the CFC]." 
(iii) Election where neither the trans

feror nor the transferee is a U.S. person 
on the date of the tran5fer. a person oth
erwise required to file a U.S. return for the 
year of the transfer. or a CFC on the date 
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of the transfer, If the partie~ to a transfer 
to which ~ection 362(c)(2) applies ,Ire not 
described in any of the classifications Sct 

forth in paragraph (c)(S)(ii) of this section, 
then the election statement under this para
graph (C) is made as described in this para
graph (c)(S)(ili), 

(A) Transferor luter /Jerolllcs ({ US 
{)('r.l01I. (/ perSU/l otlwnl·i.le required to file 
({ US. relllnl. (II' (/ (Fe. If the transferor 
later becomes a US. per~on, a per~()n oth
erwise required to make a return of ta.1i. 
under Subtitle A of the Internal Revenue 
Code (including an information return), or 
a CFe. an election statement under this 
paragraph (e) is filed a~ described in this 
paragraph (c)( 5)( iii)( A). 

(1) If the trJllsferor becomes a U.S. per
son or a person otherwise required to make 
a return of ta:<. under Subtitle A of the In
ternal Revenue Code (including an infor
mation return). the election st.l!ement is 
filed by including the statement described 
in paragraph (c)(5)( ii )(A) of this section on 
or with the transferor's timely filed orig
inal return (including extensions) for the 
taxable year in which the transferor first 
becomes a U.S, person or a person other
wise required to make a return. 

(2) If the transferor becomes a CFC 
that is not required to make a return of tax 
under Subtitle A of the Internal Revenue 
Code (including an information return). 
the election statement is filed by includ
ing the statement described in paragraph 
(c)(5)(ii)(B) of this section on or with the 
timely filed original return (including ex
tensions) of each one of the transferor's 
controlling U,S. shareholders, as defined 
in ~ 1. 964-!( c)( 5), for the taxable year 
within which the transferor becomes a 
CFe 

(B) Tmnsjl'rec later hecollles (/ US. 
pcrson. (/ IJer.l'on otherwise I'('(jl/ired tojl/e 

II US. retllm. or a CFe. If the transferor 
is not descri hed in paragraph (c)( 51( iii )( A) 
of this s~ction. and the transferee later 
becomes a U.S. person. a person oth
erwise required to make a return of tax 
under Subtitle A of the Internal Revenue 
Code (including all information returnL or 
a CFC an election statement under this 
paragraph Ie) is filed as described in this 
paragraph (c)( 5)( iii )( B ). 

(il If the transferee becomes a U.S. per
son or a person otherwise required to make 
a retum of tax under Subtitle A of the In-

mation return). the election statement is 
filed by including th~ statement described 
in paragraph (c)(5)( iiH C) of this section on 
or with the transferee's timely filed orig
inal return (including e:<.tensions) for the 
taxable year in which the transferee first 
becomes required to make a return. 

(2) If the transferee becomes a CFC that 
is not required to make any return of tax 
under Subtitle A of the Internal Revenue 
Code (including an information return). 
the election statement is filed by indud
ing the statement described in paragraph 
(c)(S)(ii)(D) of this section on or with the 
timely filed original return (including ex
tensions) of each one of the transferee's 
controlling U.S. shareholders as defined in 
~1.964-1(c)(5) for the taxable year within 
which the transferee becomes a CFe. 

(C) A US. perSO/l, (/ persoll ather

Irise required to .file a US. retllrn. or a 
CFC later acqliires the transferred assets 
or transferee stock in a transferred ba

sis transaction, If neither the transferor 
nor the transferee is described in para
graph (e){5)(iii)(A) or (c)(5)(iii)(B) of this 
section and a U.S. person, a person oth
erwise required to make a return of tax 
under Subtitle A of the Internal Revenue 
Code (including an information return), 
or a CFC not required to make a return 
of tax under Subtitle A of the Internal 
Revenue Code (including an information 
return) later acquires. in a transferred basis 
transaction, any portion of the assets that 
were transferred in a prior transaction to 
which section 362(e)(2) applied (section 
362(e)(2) assets) or stock of the transferee 
corporation received in such prior trans
action (section 362(e)(2) stock), then the 
election statement under this paragraph 
(c) is filed as described in this paragraph 
(c)(S)(iii)(C). 

(/) If a U.S. person or a person other
wise required to make a return of tax under 
Subtitle A of the Internal Revenue Code 
(including an information return) later ac
quires. in a transferred basis transaction, 
any portion of the section 362(e)(2) as
sets or section 362(e)(2) stock, the elec
tion statement is filed by including the 
following statement on or with such ac
quiror's timely filed original return (in
cluding extensions) for the taxable year in 
which the acquiror first acquires any por
tion of the section 362(e)( 2) assets or sec
tion 362(e)(2) stock: "(insert name and tax 

ternal Re\enue Code (including an infor- identification number of the acquirorl cer-
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titles that [insert name and tax identitica, 
tion number, if any, of transferor] and [in, 
sert name and tax identification number. jl 

any, of transferee] elect to apply section 
362(e)(2)(C) with respect to a transfer 01 
property deSCrIbed III section 362(e)(2)(Al 
on [insert daters) of transfer(sl]." 

(2) If no person described in paragraph 
(c)(5)(iiij(C)(J) of this section has ac
quired any portion of the section J62(e)(2) 

assets or section 362(e)(2) stock. and a 
CFC not required to make a return of tax 
under Subtitle A of the Internal Revenue 
Code (including an informatIon return) 
later acquires. in a transferred basis trans
action, any portion of the section J62( e )(2) 
assets or section 362(e)(2) stock. the elec
tion statement is filed by including the 
following statement on or with each of 
the CFC's controlling U.S. shareholders' 
timely filed original returns (including 
extensions) for the taxable year within 
which the CFC first acquires any portion 
of the section J62(e)(2) assets or section 
J62(e)(2) stock: "[insert name and tax 
identification number of controlling U.S. 
shareholder filing return] certifies that [in
sert name and tax identification number, 
if any, of transferor) and [insert name and 
tax identification number, if any, of trans
feree] elect to apply section 362(e)(2)(C) 
with respect to a transfer of property de
scribed in section 362(e)(2)(A) on [insert 
date(s) of transfer(s)]. [insert name(s) 
and tax identification number(s) of any 
other controlling U.S, shareholder(s) of 
the CFe or. if none, state that there are no 
other controlling US. shareholders of the 
CFC1." 

(6) Tramfers hy partnerships. If the 
transferor is a partnership, for purposes of 
applying section 705 (determination ofba
sis of partner's interest), any reduction un
der this section to the transferor's basis 
in the stock received in exchange for the 
transferred property is treated as an expen
diture of the partnership described in sec
tion 705(a)(2)(B). 

(7) Transfers by S corporations. If 
the transferor is an S corporation, for 
purposes of applying section 1367 (adjust
ments to basis of stock of shareholders, 
etc,), any reduction under this section to 
the transferor's basis in the stock received 
in exchange for the transferred property is 
treated as an expense of the S corporation 
described in section 1367(a)(2)(D). 



(d) Examples. The following examples 
illustrate paragraphs (a) through (c) of this 
section. Unless otherwise indicated, all 
transferred property is subject to tax under 
Subtitle A of the Internal Revenue Code 
in the hands of the transferor, and, accord
ingly, section 362( e)(I) does not apply to 
the transaction. In addition, all assets are 
capital assets in the hands of the transferor 
and have been held for more than one year. 

Example 1. Property transfer (jlwlijring under 

section 351. (i) Facts. Individual A owns Asset I 
with a oasis of $90 ami a fair market value of $60, allll 
Asset2 with a basis of $11 a and a fair market value of 
$120. In a transaction qualifying under section 35 L 
A transfers Asset I and Asset 2 to newly formed cor
poration X in exchange for all of the X common stock 
A and X do nm elect to apply section 362(ej(2)(C) to 

reduce A's basis in the X stock received. 
(ii) Analysis. Under section 362(a), X would oth

erwise receive Asset I and Asset 2 with an aggregate 
basis of $200 ($90+$110). which exceeds their ag

gregate fair market value of $180 ($60+$120). As a 
result, the assets have a net built-in loss of $20. and 
this section applies to the transfer. Under paragraph 
(b)(l) of this section, X reduces its basis in Asset I 
by $20 to $70 and. under section 362(a), takes a basis 
in Asset 2 of $11 0. Under section 358(a), A receives 
X stock with a basis of $200. 

(iii) Election 10 apply section 362(ej{2j{C). The 
facts are the same as in paragraph ti) of this Exam
ple I, except that A and X elect to apply section 
362(e)(2)(C) to reduce As basis in the X stock re
ceived. Under paragraph (cj(3j of thiS section, A re
duces its basis in the X stock received by the amOUnI 
X would have been required to reduce its basis in the 
transferred assets had the election to apply section 
362(e)(2)(C) not been made. Accordingly, A receives 
X stock with an aggregate basis of $180, ami, under 
section 362(a), X receives Asset 1 wilh a basis of $90 
and Asset 2 with a basis of $11 O. 

Example 2. Property trrll1lfer qllalij."in?, under 
section 351 and described in section 368(aj( I)(B), 

(i) Facts. Corporation P owns all of the outstand
ing stock of corporations S I and S2. In a transaction 
qualifying under section 351 and described in section 
368(a)(I JIB), P transfers all 10 shares of its 52 stock 
to SI in exchange for an additional 10 shares of 51 
voting stock. At the time of the tram fer, each share 
of the S2 stock has a basis of SIO and a fair market 
value of $7. P and 51 do not elect to apply section 
362(e)(2)(C) to reduce P's hasis in itl S I stock. 

(ii) Analysis. Under section 362. 5 I would oth
erwise receive the 10 shares of S2 stock with a ba
sis of$1O per share, which exceeds their fair market 
value of $7 per share. As a result, the S2 stock has a 
net built-in loss of $30, and this section applies to the 
transfer. Under paragraph (h)( I) of this section, S I 
reduces its basis in (he 52 stock by $30 to $70. Under 
section 358(a), P receives the additional 10 shares of 
S I stock with a basis of $10 per share. 

(iIi) Election under section 362(e)(2){C). (A) The 
facts are the same as in paragraph (i) of this ham

pIe 2, except that P and S I elect to apply section 
362(e)(2)(C) to reduce P', basis in its 5 I stock re

ceived. Under paragraph (c)(3) of this section. Pre· 
duces its basis in the S 1 stock recei ved by the amount 

SI would have been required to reduce il\ ba,i, in 
the transferred S2 stock had the election to apply ,ee
tion 362(eJ{2J(C) not been made. Accordingly. under 
paragraph (C)14) of thi, section, P receives the addi
tional 10 shares of S I stock each with a basi, of $7. 
under section 362, S I receIve, the If) share, of S2 
Slock each with a basi, of $10. 

(8) The facts are the same as in paragraph (j) of 
this Fxample 2, except that five share; oflhe S2 stock 
have a basis of $!O each. five ,hares have a baw, of $5 
each, and P and S I elect to apply section 3621e)(2 ,rc) 
to reduce P's basis in its S I 'lock. The $75 ((5 X 

$10) + (5 x $5)) aggregate basis in the 52 stock ex
ceeds the $70 aggregate fair market valut: of the S2 
stock, and this ,ection applies to thc transfer. Lnder 
paragraph Ic)(3) of this section. P red~ces its basis in 
the S I stock receIved by the amount S I would have 
been required to reduce its basis in the tranlferred S2 
,lock had the election to apply section 3fJ2Ie)f2)(C) 
not been made. Accordingly, under paragraph Ic)(41 
of thi, section and § 1.35g-1( a)(2J{ viiI), P receive, the 
additIonal 10 shares of S I stock each with a hasis of 
$7. Undn section 362, S 1 receives five shares of the 
S2 stock with a basis of SIO each and five shares of 
the 52 stock wilh a beSIS of $5 each. 

Example 3. Prapert\' 'ramie!' qualtfvillR under 
sectioll 351 and described ill section 3681a)( 1 HA). Ii) 
Facts. Individual A owns all of the oUhtandmg stock 
of corporation X and corporation y, which own.1 As
set I with an adjusted basis of $250 and a fair market 
value of j;2 10. A also owns A"el 2 with an adjusted 
basis of $120 and a fair market value of $130. In a 
transaction qualifying as a reorganization descrihed 
in seclion 368(a)(I)(A), Y merges with and inlo X. 
Pursuant to the same plan. A transfers Asset 2 to X 
in exchange for additional X stock. y's transfer of 
Asset I to X in the merger coupled with A's transfer 
of Asset 2 to X in exchange for X stock qualifies as a 
section 351 contribution. 

(it) Analvsis. Under paragraph (b)(2) of this sec
tion, the pOlenti"] application of section 362Ie)(2) i" 
determined separately for each transferor. Y is treated 
as having transferred Asset I to X in exchange for 
X stock, and X would othemise take Asset I with 
a basis of $250, which exceeds its fair market value 
of $210. As a result. Asset I has a huilt-in loss of 
$40. Under paragraph (b)(6) of this section, section 
362(e)(2) does not apply to y's transfer of propeny 
to X because Y distributes all of the X stock received 
in the exchange without recognizing gain or 10" pur
suant to section 361(c). and, upon completion of the 
transaction, no person holds X stock or any other as
set with a basis determined in whDIe or in part hy ref
erence to Y's basis in the X stock received in the ex
change. As a result, under seclion 362. X receives 
As~et I with a hasis of $250. A's transfer of A"et 2 
to X IS not subject to section 3621e)l2) because X re
ceives Asset 2 with a baSI s of $120. which is less than 
its fair market value of $130. 

Example 4. Property transfers qualifvinfi under 
sl'oinn 351 and descrihed in sertion 3681 a)(/)( D). 

followed by a sertLon 355 dismhutinn (i) FartI. In

dividual A and individual B each own 50 percent of 
corporatiDn X. X owns A"et I wilh an adjuqed hasis 
of $120 and a fair market value of $70, Asset 2 with 
an adjusted ba,is of $160 and a fair market value of 
$110, and Asset 3 with an adjusted hasis of $220 and 
a fair market value of $240. In a transaction quali
fying under section 35 I (a) and described in section 

361\(a)(I)(DJ. X Iran,fcrs "'->sct I. A"et 2. and As
set 3 to y, a ne\\.11 formed corporalion. 10 ~.xchange 

for all of the Y stock. and then diqnbutes all of the 
Y stock to A in exchange for all of A s X ;lock in a 
distribution 4ualifying under section 355. At the time 
of the transection, A has no plan or intention to dis
pose of his Y stock. and B has no plan or inlention to 
dispose of his X stock 

(ii) Analrsis. The aggregate adjusted ba,is of the 
propenies transferred to Y (S 120+S 160+S220=$SOO) 
exceeds their aggrcgClte fair narket value 
($70+$ \ \()+$240=$420). A, J re,ull. the u"eh have 
a total nel buill-ln loss of $80. Under paragraph 
(b)(6) of thiS section. scellon .\62Ie)(2) does not ap
ply to thi, tramfer of propt:ny because X distributes 
all of the Y stock recciscd in the exchange without 
recogn:zing gain or lo>s under section 361Ic). and. 
upon completion of the transaction. no person holds 
Y stock or any other a,.,et with a ba,is determined in 
who" I)f in pan by referenct: to X's basi, in the Y 

stock received in the exchange. A s basil in the Y 

stock is determined under section 358 by reference 
to hiS baSIS in the X stock he surrenders 

!iii) Semon 355(e) (AJ The facts are the same as 
in paragraph Ii) of thi, Ewmple 4, except lhat, one 
year after the section 355 distnbution. Y is acquired 
pursuant to a plan, resulting in the application of sec
tion 3551e) to the transaction X and Y do not elect to 
apply section 362Ie)(2)(C). 

(]3) A,wlrsis. Due to the application or section 
35S(e), section 3611c) will not apply and X will not 
he granted nonrecognition trealment on the distribu
tion of the Y stock. As a result, paragraph (b)(6) of 
thi., section does not apply. and section 362(e)(2) ap
plies to X's transfer of assets to Y. Under paragraph 
(h)( I) of this seclion. Y reduces its basis in Asset I 
and Asset 2 by the amount of the net huilt-in Ims in 
the transferred assets. or $80 ($500-$4201. The $~O 
basis reduction h allocated between Asset I and A ,
set 2 in proportion to their respective built-in losses. 
Pnor to reduction. A"et I had a built-in loss of 550 
(~120-S70J. and Asset 2 had a built-in lOIS of S50 
($160-SII0). As a result, the basis of Asset I is re
duced by $40 (501100, 580), and the basis of Asset 
2 is reduced by $40 (501100 x $Wj. Bnd Y receives 
A"et I with a basis of $80 ($120-$40) and Asset 2 
with a baSIS of $120 1$160- $40). 

(iv) Retallled stock and scCUrtllel without a sec
lio/l 362(e)(2 )(e) election. tA) The facts are the same 
as in paragraph (i) of this Example 4, except that X 

tramfers A S'>et I. A >set 2. and Asset 3 to Y in ex
change for an equal amount of Y stock and Y se
curities. For a valid business purpose, X retains Y 
stock and Y secunties each worth I percent of the to
tal consideration. X and Y do not clcct to apply sec
tion 3621e)(2)1CJ 

(8) Analrsis. The aggregate basis of the 
properties transferred ($120+$ I 6U+$220=$5(0) 
exceeds their aggregate fair market value 
(570+$110+$240=S420) by $80 ($500-$420). and 
this section applies to the transfer. Under paragraph 
(h)16) of this sectIon. section :lfl2(e)12) applies to 

X's transfer of a"ets to Y in exchange for the Y 
stock ami the Y securities to the extent X does nm 
distribute the Y stock and Y securities without the 
recognnion of gain or loss. Accordingly. section 
362(e)(2)IA) applies to the extent property was 

exchanged for the retained Y stock and Y securities 
(2 percent of the total). Under paragraph (h)(l j of 
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this ,eetlOn, Y reduces It> ba,i, 10 A,s"t I and In 

Asset 2 by :2 percent of the amount of the net built-in 

lo'>s in the trdnsferred assets (S80 l. or S 160. The 

$1.60 basi, reduction i, allocated bem een I\"et I 
and A,set 2 in proportion to their respecti\ e built-in 

lo.,ses before reduction under paragraph I h)( I I ()f 

thiS ,eetion. Prior to reduction, Asset I had J buIlt-m 

loss of $50 ($120-S70)' ~Illd Asset :2 had a built-In 

loss of 550 ($160- 'b 110). As a resulL the hasis nf 

Asset I IS reduced by $.)\0 ('iO/IOO \ 'bihOI. the 

basis of Assc! :2 h reduu:d b~ $.XO (:;0/ I 00 \ 51.flOI. 

and Y receives A"et I \\ ith a ba'is of $119.20 
ISI20-$.iWl and Asset :2 wJlh a basis of SL'W.:2() 
($160-$HO) 

(.,', Retailled .llOck (/lid s<'clirilin \\'/111 (/ .I('clioll 

362(f)(21IC) 1'/I'Ctf(JlI. 

(A) The facts are the sallie as in paragraph Ii, )( A I 

of this Era!l!fI},' 4. except that X and Y elect to ap

ply sectlOn 3fl:2le)(2)(C) to reduce X's baSIS In its re

tained Y stock and retained Y securities. 

(8) Allalvsis. Under p<uagraph (b)(61 of this sec

tion. section 362(e)(2) applies to X' s transkr of assets 

to Y in exchange for the Y stock and the Y securities 

to the extent X does not distribute the Y stock and 

Y securities \\ ithout the recognition of gain or loss. 

Under paragraph « I of this section. the election to ap
ply section 362(e)12)(C) applies to both the retained 

Y stock and the retained Y securities. Accordingly. 

under paragraph (c)l3) of this section. X reduces its 

hasis in the retained Y stock and the retained Y secun
ties by the amount Y would have been required to re

duce its basis in the transferred assets had the election 

to apply section 362(e)(2)(C) not been made. As de· 
scribed in paragraph (i,,)t 8) of this Examp/~ 4, under 

paragraphs Ib)( 1) and (bl(6) of thIS section, Y would 

ha\'e been required to reduce its basis in the trans
ferred assets by $1.60. Accordingly. X is required to 
reduce its basis in the retained Y stock and Y securi
lie, by $1.60. and. under paragraph (c)(4) of this sec
tion. thIS $ L60 basis reduction is allocated between 
the retained Y stock and Y securi ties in proportion to 
fair market value. Becau,e X retained Y stock and 
Y ,ecurities with equal values. X holds the retained 
Y stllck with an adjusted basis of $1.70 (((5500/2) x 
.n 1 )-$.gO) and the retaIned Y seCUrIties with an ad
justed basi, of $1.70 ((($500/2) x .011-$.80). 

Exall1ple 5. Tnms/'''' of comingenlliahilir;e.I' .<lIh
jl'CII(} section 358! 11)( 2 )(A) witll section 362( e)( 2)( CI 
elecliol/. (i) Facts. Corporation P owns Asset I with 
a basis of $800 and a fair market value of $7()0. A"et 

I constitutes a trade or business fur purposes of sec
lion 358(h)t2)(A). Conlingenlliahililie.s of $200 "re 

aSSOCIated with the Asset 1 business. P tramlers As
set I to newly formed corporation S in exchange tor 
all of the S stock and 3"umption of the contingent li
abilities in a transaction qualifying under section 351. 
P and S elect to apply section 3fl2(e)(2)(C). 

/Ii) Analni.l. Under section .162(a), S \\(luld oth
erwise receive A»ct 1 \\ ith a basis of $800. which 
oceeds it fair market value of $700. As a resulL As

set I has a net built-in loss ot $100. and thi, section 
applies to the transfer. Lnder paragraph (l')(3) of this 
section. P reduces its basis in the S ,tock rel'elV'ed 
b~ the amount S would have been reqUired to reduce 
its basis in A"et I had the electIOn to appl) section 
Jf>2te)(2I1C) not been made ($1001. Aculrdingl). A 
receives S stock with an aggregate basis of S700. and, 

under section .1621 a). S receives AS.set I \\lIh a basis 
of $~O(). 

1012 2006-2 C.B. 

EIWlI/'/" 6. Prol'erlY trlllnti'r iftlalit\'illg tlllder 
I{'CriOIl 35 j 1\ 1111 hoot. Ii) Filets. Indi,idual A owns 

. -\,,<,t I II Ith a baSI' (\f SXO and a fair marl\et \alue of 

') I 00, and A"et 2 \1 ith a basis of 530 and a fair Illar

~ct \ aiuc of "2) In a transaclion qualif, ing under 

section ,S I. A transfers Asset I and Asset 2 to nevI Iy 

formed l',)rpnralion N in nchange for 10 shares of N 

sIOC~ and 52:;. A and N do not dxt to apply scc

tlon 362(eIl2)[C) to reduce X, hasi, III the N stock 

received. 

(il) Anull.li.l. Under parat:raph (b}(·H(iii) of this 

section. for purposes of determinmg whether the 

Iransferred pmperty has ~I nel buill-in loss in the 

hands of the transferee, the transferee's basis in the 

transferred property must be adjusted for any gam 

recognlLcd by the transferor on the transfer. Section 
:151 (b) requires transferors in transactions otherwise 

qllalifying under <;e-l'tinn JS II a) for nonrecognItion 

treatment to recognize gain (but not loss) to the ex
tent the transferor recei, es other property or money 

in addition to the stock permitted to be received. 

For purposes of computing thc amount of gam rec

ogmzed under ,ectiDo 351 (b). the consideration is 

allocated I'ro rota among the transferred propertie, 
according to their fair market values. As a result. 

10 compute the amount of gain recognized on the 
transler. A is treated a, ha,ing received eight shares 
uf N ,tock and $20 in exchange for Asset I, and two 

shares of 1\ stock and $5 in exchange for A",et ~. 

Under section 35 \(b)' A mmt recognize $20 of gain 
for the cash received in exchange for Asset I. Thus. 

under ,ection 362(a). N would otherwise have a basis 
uf $100 in Asset I and 5.,0 in Asset 2. N's total 
ba,is in Asset I and Asset 2 of $ no ($100 + $30) 

would exceed the total fair market value of Asset 
I and Asset 2 of $125 ($100 + $25). As a result. 

this section applies to the transfer. Under paragraph 
(b)t I) of this section. N reduces its ba,is in Asset 2 
by $5 to $25 and. under section 3fl2(a). takes a basis 

in Asset I of $100. Under section 35~la). A receives 
N stock with a hasis of $I().~. 

Example 7 Prol'erlY lronlirr IlIh;ect 10 borh sec
rio/lS 362(" ill) alld 362( e)( 2). (i) Facts. Foreign cor

poration FP transfers Asset I and A",et 2 to a domes
lic corporation OS 10 a transaction that qualifies un
der section 351. A,sct I is not property described in 
section 3621el( I )(8) and has a basis of $80 and a fair 

market value of $50. Asset:2 is properly described 
in section 362( e)( I )(8) and has a bam of $120 and a 

value (lf $110. Section 367(b) does not apply to the 

transko of A"et 1 l'r Asset 2. 
(ii) AIl,,/n;.I. Under paragraph, (bill) and (bI13) 

01 this seclion. a transfer IS described in section 
:l62(e II I), and thus not subject to this section. only 

If and to the extent there is a transfer of property 
described in ,e,tion 3621c)( I )(8) that otherwise 
\\ ould have a net built-in los, in the hands of the 

transferee. Because Asset 2 is property described 
in section ~621 e)( I II B) and OS would otherwise 

recei\e Asset 2 with a basis of $120 and a value of 
5 II O. FP', transfer of property to OS IS described in 
,eellon .lh2(el( I) only to the extent of the transfer of 
Asset 2. Asset I is not property described in section 
.,621 e)( I )( 8). and under section 362(a). OS would 

reeei,e Asset I with a basil (SSO! in exce" of its fair 
mJr~et value (~501. Accordingly. this section applies 
solel~ to the transfer of Asset I. Under paragraph 
Ib)( I) of thi, section. OS reduces its basis in Asset I 

by 5.10 to $:;0. Under section 3:;S(a). FP receives the 

OS stocls \Iith a basis of S2()O. 
E\(IIII/III' 8. Sl'crioJl JO-l.1II11' ,,(b/lilt-ill ImJ J/Uck . 

(II Fuel.,. Indi\ Idual A PSI m all the stod-, of corpora· 

tion X and cllq)llration Y A sells all hiS X stnd: to Y 
for S60. llnder section .~()-+. A i, treated as though he 

transferred the X stock to Y in exchange for Y stock 

in a tran.laction to which sec lion 351 appltes. Then. 

Y Is treated as redeeming the Y st(lCk it was treated 

as has 111:: i"uecl to A in the sectIOn 351 transa\'tilln. 

At the time of the transaction. A holds X stuck \Iith a 

basis of $90 and a fair market salue Df $60. A and Y 
do nOI elect to apply se<'tion 362(d(2)(l) 10 redUCt' 

A's basis in the Y stock deemed received 

(ii) Allul\'s;.I. LInder section 3fl2(a). Y \1 Huld nth

.:rwise receive X stock with an aggregate basis of$9(), 

which exceeds Ib aggregate fair market value of $(i() 

As a result. the X stock has a net built-in loss of $30. 

and. under paragraph (b)( I ) of this section. Y reduces 

its basis in Ihe X stock received by $30 to $60. Under 

section 35~(al, A recelyes the deemed is,ucd Y slocK 

with a basis [If $90. 

(e) Effectil'e date. This section applies 
to transactions occurring after the date 
these regulations are published as final 
regulations in the Federal Register. 

Par. 5. Section 1.705-1 (a)(9) is added 

to read as follows: 

§ 1.705-1 Determinatioll of basis of 

partner's interest. 

(a) * * * 
(9) For basis adjustments necessary to 

coordinate sections 705 and 362(e)(2), see 
~ L362-4(c)(6). 

* * * * * 
Par. 6. In ~ 1.1367- L a new sentence 

is added at the end of paragraph (c)(2) to 

read as follows: 

i$U367-1 Adjustments to basis of 
shareholder '5 stock in an S corporation, 

* " " * * 
(e) * * " 
(2) * * * For basis adjustments nec

essary to coordinate sections 1367 and 
362(e)(2), see §L362-4(c)(7), 

* * * * * 
Mark E. Matthews. 

Deputy Commissioner for 
Services and Enforcement. 

IFiled hy Ihe Office of the Federal Register on October 20. 
2006. 8:45 a.m., and published m Ihe issue of the Federal 
Reg;'ter forOclOber 23, 2006. 71 FR. 62067) 



Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 
and Notice of Public Hearing 

TIPRA Amendments to 
Section 199 

REG-127819-06 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions and notice of public hearing. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9293) concerning the application of 
section 199 of the Internal Revenue Code, 
which provides a deduction for income at
tributable to domestic production activi
ties. The text of those regulations also 
serves as the text of these proposed regula
tions. This document also provides notice 
of a public hearing on these proposed reg
ulations. 

DATES: Written or electronic comments 
must be received by January 17, 2007. 
Outlines of topics to be discussed at the 
public hearing scheduled for February 5, 
2007, must be received by January 16, 
2007. 

ADDRESSES: 
CC:PA:LPD:PR 

Send submissions to: 
(REG-127819-06), 

room 5203, Internal Revenue Service. 
PO Box 7604, Ben Franklin Station, 
Washington, DC 20044. Submissions 
may be hand delivered Monday through 
Friday between the hours of 8:00 a.m. 
and 4:00 p.m. to CC:PA:LPD:PR 
(REG-I 27819-06), Internal Revenue 
Service, Crystal Mall 4 Building, 190 I 
S. Bell St., Arlington, VA, or sent elec
tronically, via the IRS Internet site at 
www.irs.gov/regs or via the Federal eRule
making Portal at www.regulations.gov 
ORS-REG-l 2781 9-06). The public hear
ing will be held in the auditorium of the 
New Carrollton Federal Building, 5000 
Ellin Rd., Lanham, Maryland 20706. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the regulations, 

Paul Handleman or Lauren Ross Taylor. 
(202) 622-3040; concerning ,ubmi~~ion 
of comments, the hearing. andlor to be 
placed on the building access list to at

tend the hearing, Kelly D. Banks, (2021 
622-7180 (not toll-free numhers). 

SUPPLEMENTARY INFORMATION: 

Background 

Temporary regulations in thi~ i,~ue of 
the Bulletin amend the Income Tax Reg
ulation, (26 CFR Part I) relating to sec
tion 199. The temporary regulatiom pro
vide guidance concerning the amendments 
made by the Tax Increase Prevention and 
Reconciliation Act of 2005 to section 199 
of the Internal Revenue Code. The text of 
those regulations also serves as the text of 
these proposed regulations. The preamble 
to the temporary regulations explains the 
amendments. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined In Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these reg
ulations, and because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.s.c. chapter 6) doe~ not apply. 
Pursuant to section 7805(0 of the Inter
nal Revenue Code, this notice of proposed 
rulemaking will be submitted to the Chief 
Counsel for Advocacy of the Small Busi
ness Administration for comment on their 
impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that arc submit
ted timely to the IRS. Comments are re
quested on all aspects of the proposed reg
ulations. In addition, the IRS and Trea
sury Department specifically request com
ments on the clarity of the proposed rules 
and how they can be made easier to under-

qand. All comment~ will be available for 
public in,pection and copying 

A public hearing ha, been scheduled 
for February 5, 2007 at 10:00 a.m .. in 
the audilorium of the New Carrollton Fed
eral Building, 5000 Ellin Rd .. Lanham. 
Maryland 20706. Due to building secu
rity procedures. visitors mu,t enter at the 
main entrance. In addition, all visitor, 
must present photo identification to enter 
the building. Because of acce~s restric
tions, visitors will not be admitted beyond 
the immediate entrance area marc than 30 
minutes before the hearing ,tarts. For in
formation about having your name placed 
on the building acces, list to attend the 
hearing, see the "FOR FURTHt-:R II\FOR
MATION CONTACT' section of this pre
amhle. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline of the topic~ to be discussed 
and the time to be devoted to each topic 
(a signed original and eight (8) copies) by 
January 16.2007. A pcriod of 10 minutes 
will be allotted to each person for making 
comments. An agenda showing the ,cheJ
uling of the speakers will be prepared af
ler the deadline for receiving outlines has 
passed. Copies of the agenda will be avail
able free of charge at the hearing. 

Drafting Information 

The principal authors of these reg
ulations are Paul Handleman and 
Lauren Ross Taylor, Office of As,ociate 
Chief Coullsel (Passthroughs and Special 
Industries), IRS. However, other person
nel from the IRS and Trea~ury Department 
participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read, in part. as follows: 

Authority: 26 USc. 7805 * * * 
Par. 2. Section 1.199-2 is amended to 

read as follows: 
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§1.199-2 Wage limitaTion. 

[The text of proposed ~ 1.199-2 is the 
same as the text of ~ 1.199-2T published 
elsewhere in this issue of the Bulletin.] 

Par. 3. Section 1.199-3 is amended to 
read as follows: 

§ 1.199-3 Domestic production gross 
receipts. 

[The text of proposed ~ 1.199-3 is the 
same as the text of ~ 1.199-3T published 
elsewhere in this issue of the Bulletin.] 

Par. 4. Section 1.199-5 is amended to 
read as follows: 

§1.199-5 Application of section 199 

to pass-thru entities for taxa hie years 
heginning afTer May 17. 2006. the 
enactment dare of the Tax Increase 
Prel'enrion and Reconciliation Au of 

2005. 

[The text of proposed § 1.199-5 is the 
same as the text of § 1.199-5T published 
elsewhere in this issue of the Bulletin.] 

Par. 5. Section J.l99-7 is amended to 
read as follows: 

§1.199-7 Expanded affiliated groups. 

[The text of proposed § 1.199-7 is the 
same as the text of §1.l99-7T published 
elsewhere in this issue of the Bulletin.] 

Par. 6. Section 1.199-8 is amended to 
read as follows: 

.9 I. /99-8 Other rules. 

[The text of proposed § 1.199-8 is the 
same as the text of ~ I. 199-8T published 
elsewhere In thiS issue of the Bulletin.] 

Mark E. Matthews. 
Deputy Commissioller for 

Sen'ices and Enforcement. 

(Filed h\ (he Oftle'" of the Federal Regi'ter on October l~. 

~()()6. H:~) ".In .. and pubh'hcd in the i"ue of the Federal 
Re~"ler tor OClnher I Y. ~(X)6. 71 F.R. 01692) 

Foundations Status of Certain 
Organizations 

Announcement 2006-92 

The follO\\ ing organizations have failed 
to establish or ha\'e been unable to main
tain their status as public charities or as op
crating foundations. Accordingly. grantors 

1014 2006-2 C.B. 

and contributors may not. after this date. 
rely on pre\'ious rulings or designations 
in the Cumulative List of Organizations 
\Publication 78). or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
/Jot indicate that the organizations have lost 
their status as organizations descrihed in 
section 50 I (c)(3). eligible to receive de
ductible contributions. 

Former Public Charilit's. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

ABA Diocesan Seminarians Support 
Group. Inc .• Rosedale. NY 

Advance Cellular Technology. 
Scottsdale, AZ 

African Cultural Center, Incorporated, 
Silver Spring. MD 

Agape Community Outreach. Inc .. 
Flint, MI 

AGAPE Home Development Corpuratiun, 
Broken Arrow, OK 

Aids Vaccine Research Institute. 
Glemon!, NY 

Alice Hawthorne Education and 
Development Fund. Inc .. Sarasota, FL 

Alliance for Citizens Rights, Suitland. MD 
Alliance for Mental Health Consumers 

Rights, San Antonio, TX 
Amateur International Sports Educational 

Federation. Inc .. Albuquerque. NM 
Ambassadors for Children's Health. Inc .. 

Johnson City. TN 
America Sevens Foundation. Inc., 

Miami Beach, FL 
American Institute of Regeneration. 

Los Angeles. CA 
American Students Leadership Institute, 

Inc., Rockville. MD 
Andiens. Inc .• Houston, TX 
Antioch Community Development 

Corporation. Memphis, TN 
Ark-Tex Housing Corporation. 

Texarkana. TX 
Arks Foundation, Inc., Watchung, NJ 
Annanis House, Houston. TX 
Armenian International Sports 

Foundation, Woodside. NY 
Association of Consumers and Tax Payers 

Foundation, Washingtun. DC 
Association of Mexico - US Binational 

Organizations. Ramsey, NJ 

Audio Recording Museum of Science. 
Inc .. South Hadley. MA 

Back Together Again. Inc .. 
Greensboro. NC 

Barnes Retirement Living Center. 
Barnes. WI 

Bay Side Oyster Nursery. Inc .. 
Lockport. LA 

Bemodet International. Inc.. 
Bowling Green. OH 

Bessie Lang Ministries. St. Louis. MO 
BGA Industries Community Development 

Corporation. Jacksonville. FL 
Biomedical Research Institute. 

Scarsdale. NY 
Bolinas Lagoon Watershed Team. 

Bolinas, CA 
Bossier Housing Corporation. Inc .. 

Shreveport. LA 
Brrothers Helping Others, Inc .. 

Orange Park, FL 
Business Cares International. 

Lawrenceville, GA 
Business in Development, Inc .. 

Indianapolis, IN 
CA & J Economic Development. Inc .• 

\1ontgomery. AL 
California Watershed Conservancy. 

Sacramento. CA 
Carlson Family Foundation. Inc .. 

Brunswick.OH 
Cars an Publishing Co., Inc., Atlanta. GA 
Caselli Ensemble. C0l1e Madera, CA 
Cassius Clay Foundation. Inc., 

Richmond. KY 
Center for International Theatre 

Development, Inc., Baltimore, MD 
Center of Excellence in Geriatrics 

Foundation, Inc., Charlotte, NC 
Cents-A-Page, Inc., Aurora, CO 
CFS Health Resource Alliance, 

Minneapolis. MN 
Chadakoin Gateway Environmental 

Development Group. Inc .. 
Jamestown, NY 

Childrens Day Care, Riverdale, IL 
Choosing Hope Ministries. Inc., 

Falls Church, VA 
Christian Counseling International. 

San Juan, PR 
Claremont Homes Tenant Council, 

Baltimore. MD 
Clear Vision, Inc .. Cordova. TN 
Club Recovery, Inc .. West Palm Beach. FL 
Community & Business Resource 

Development Corp .. Homewood. IL 
Community Contributions for Kids, 

McAllen, TX 



Community Health Access Project, Inc" 
Hawthorne, CA 

Coree Indian Tribe, Inc" Atlantic, NC 
Covenant Ministries Community 

Development, Inc., Richmond, VA 
Creative Christian Solutions, Cary, NC 
Crescendo the International Center for 

Program Innovation, Bellevue, WA 
Deliverance Temple Child Development 

Center, Inc., Memphis, TN 
Destined for Greatness Foundation, Inc., 

St. Paul, MN 
Disabled Water Skiers Association, Inc., 

Melbourne, FL 
Disaster Relief Ministries, 

Gladewater, TX 
Diverse Renaissance Project, 

Los Angeles, CA 
Double Praise Ministries, Inc., 

Cheltenham, PA 
Dual Diagnosis Institute, Inc., 

La Crosse, WI 
Dubois-Garvey Foundation, 

Merchantville, NJ 
E Makamae 0 Na Keiki 0 Hawaii, 

Hila, HI 
Earthrise International, Portland, OR 
East Gate Entrepreneurs, Inc., 

Medford, NY 
Education Partnerships, Inc., Fairfield, CT 
Elden Hotel Care Corporation, 

San Juan, PR 
Employment As"istance Training 

Services, Inc., Cherry Hill, NJ 
Energy Conservation Finance Institute, 

San Francisco, CA 
Engine 27, Inc., New York, NY 
Ensemble Adriatico, Inc., Boston, MA 
Esparza Foundation, Inc., Inglewood, CA 
Eternal Light Community Center, 

Maywood,IL 
Evangelist Community Organization 

Center, Hot Springs, AR 
Family Life Global Resource Center, 

South Holland, IL 
Father's Heart Ministry, Denison, TX 
First Community Academy, Inc., 

Houston, TX 
For Him Outreach Ministries, Inc., 

Milwaukee, WI 
Foundation for Educational Renewal, 

Inc., Charlotte, VT 
Foundation for International 

Space Commerce and Law, Inc., 
New Smyrna Beach, FL 

Foundation for Research, Education, 
and Excellance (FREE), Inc., 
Washington, DC 

Foundation Service Center, Inc., 
Leominster, MA 

Foundation Up, Inc., Pennington, NJ 
Friends of the Universiteit Van 

Amsterdam, Inc., New York, NY 
Fund for Late Vocations, St. Louis, MO 
GA Community Development, Inc., 

Miami, FL 
GAIA Foundatiun, Calabasas. CA 
Gary Wright Ministries, Saginaw, TX 
Georgia Learning Center, Riverdale, GA 
Get Outta Debt Now, Inc., 

Granada Hills, CA 
Gods Beloved Dove Ministries, Inc., 

West Los Angeles, CA 
God's Economy, Baltimore, MD 
Goldfield Fairlord, Inc., Denver, CO 
Grady Scholars, Inc., Brooklyn, NY 
Green Strategies, Seattle, WA 
Haitian Pentecostal Community 

Development Corp., South Orange, NJ 
Halt, Rockland, ME 
Hammarskjold Legacy, Inc., 

Fond du Lac, WI 
Harvest Time Evangelistic Assn., 

Batavia,IL 
Hawaii County Medical Society 

Scholarship Fund, Honolulu, HI 
Hells on Fire Productions, 

Los Angeles, CA 
Hillman Memorial Scholarship Fund, 

Fremont, CA 
Home Network Center, Columbus, OH 
Hopelab Foundation, Inc., Palo Alto, CA 
Hosana Charities, ]nc., 

New Brunswick, NJ 
Human Rights Protection Project, 

Forestville, CA 
Huntington Beach Employment Council, 

Huntington Beach, CA 
I Corinthians 13 Outreach Ministry, Inc., 

Atlanta, GA 
Institute for Family Development (FID), 

Inc., Marblehead, MA 
Interfaith Missionary Movement, 

Philadelphia, PA 
International Foundation fur Applied 

Research in the Natural Sciences, 
Newport Beach, CA 

Jade Kinder Care & Ministry. 
Washington, DC 

Jeradne\lys Corp., Carolina, PR 
Jersey City Firefighters Memorial, Inc., 

Jersey City, NJ 
Joe Hewitt Ministries, Rockwall, TX 
Juneteenth Productions, Inc., Chicago, IL 
Jungle Animal Wildlife Sanctuary, 

Julian. CA 

Just Say YE.S. (Youth Empowerment 
Supporters) Youth Services. 
Memphis, TN 

Kent Ministries, Inc .. Forsyth, IL 
Kiddie Academy, Inc .. Houston. TX 
Kids R' Smart. Las Vegas, NV 
King of Glory Ministries Jesus is the 

Answer, Bartow. FL 
Kiwanis Club of Sterling Foundation, 

Sterling, IL 
Kiwanis Club of Third District 

Foundation, Inc .. New Orleans, LA 
La Alborada De Los Angeles, Inc., 

Yauco, PR 
Lanca~ter Community Housing. Inc., 

Lancaster, SC 
Le W. E. Learning Center, Chicago, IL 
Leading By Example, Inc., Sanford, FL 
Learning Excellence Achieving Purpose. 

Inc., Detroit, MI 
Leon Educational Fund a Nonprofit 

Corporation, New Orleans, LA 
Lifetime Solutions, Inc., Indianapolis, IN 
Light of Hope Evangelistic Ministries, 

Kansas City, MO 
Lighthouse Sabbath Ministries, Inc., 

Doddridge, AR 
Lodi FFA Foundation, Lodi, CA 
Lottie House of House, Inc., 

Bridgeport, CT 
Manalapan Englishtown Education 

Association Philanthropic Fund, Inc., 
Spotswood, NJ 

Maranatha World Ministries, Inc" 
Beaumont, TX 

Marin People Care, Petaluma, CA 
Mariner Foundation, Inc., Ketchikan, AK 
Massillon Area Charity and Scholarship 

Fund, Massillon, OH 
Mc Mullen Ministries, Inc., Peoria, AZ 
Meade School District 46-1 Charitable 

Trust. Sturgis. SO 
Means of Access, Inc., Bronx, NY 
Mercadien Foundation, Inc., Hamilton, NJ 
Miami Valley Golf Foundation, 

Dayton,OH 
Miccio Foundation, Iowa City, IA 
Midway Heritage Foundation, 

Midway, UT 
Military Heritage Foundation, Eureka, CA 
Moms Mission, Pontiac, MI 
Murad Foundation, Houston, TX 
Musicians, Iron Mountain, MI 
Na Hoaloha 0 Kaaina, Ltd., Lahaina, HI 
Napa Valley Express Softball Club, 

Napa, CA 
National Community Relations 

Foundation. Richton Park, IL 
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Native American Life Alternative, Inc., 
Copperas Cove, TX 

New Birth Community Services, 
Ft. Lauderdale, FL 

New Braintree Historical Society, 
New Braintree, MA 

New Life X S A Group, Inc .. Newark, NJ 
New Pathway Institute, Inc .. 

Boca Raton, FL 
Next Step Foundation, Belleville, MI 
Nichiren Shoshu Buddhist Learning 

Center. Russellville, AR 
Non Profit Auto Tech, Inc .. Houston, TX 
North American Foundation. Littleton. CO 
N0\1h East Regional American Indian 

Movement, Inc.. Shirley, NY 
Oak Creek Crime Stoppers, 

Oak Creek, WI 
Old Farm Museum, Inc., Manti, UT 
Oliver Van Foundation for the Needy, 

Chicago,IL 
Open Planning Project, Inc., 

New York, l\Y 
Opera House. Pittsburgh, PA 
Our Fathers House. Redford. MI 
Panoramic Viewpoints, Oxnard. CA 
Parents United for Child Care, Inc., 

Augusta, GA 
Peak Foundation, Inverness, IL 
Pineywoods Youth Football Association, 

Nacogdoches, TX 
PlusTime USA, Chichester, NH 
Police Athletic League of North 

Huntingdon Umpire School, Inc., 
North Huntingdon, PA 

Potters House of Victory, Lilburn, GA 
Power of One - International Aids 

Relief. Phoenix, AZ 
Prayer Praise & Peace International 

Incorporation, Rockford. IL 
Prayer Time Ministries, Atlanta. GA 
Princess Lee Foundation for Child Ahuse 

and Neglect Las Vegas. NV 
Project Wave. Inc .. Houston. TX 
Project Youth Care. Inc .. Gainesville, FL 
R M N R. Inc., Ontario, CA 
Raoul Wallenberg Humanitarian Institute. 

ChicJgo,IL 
Resource Roundup Research Fund. 

Hulett WY 
Richland Social Services Center. Inc .. 

Mansfield, OH 
Rising Farmworker Dream Fund. 

Live Oak. CA 
Rober! Duncan Ministries. 

\Vilkesboro. NC 
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Rocking R Ranch, Trona. CA 
Russian American Rule of Law 

Consortium, Inc., Burlington, VT 
Safe Kids InternationaL Inc .. 

Richmond, VA 
Sahmas Hope. Inc .. Atlanta. GA 
Sail Sport Mcd. Inc., Wilmington, NC 
San Franci~co Filipino Cultural Center. 

San Francisco, CA 
Sawyer Economic Development Fund, 

Inc .. Memphis, TN 
SCF Charitable Giving Fund. Canton, OH 
Second Chance In!,1 Housing, 

Incorporated. Gary. IN 
Seeds of Hope Foundation, Inc., 

East Bridgewater. MA 
SHA-LA-DAI Economic Development 

Corporation. Los Angeles, C A 
Share Our Vision Ministries, 

Chattanooga. TN 
Sharing Caring Mission of Love, Inc., 

Los Angeles. CA 
Silverlake Dog Park Association. 

Los Angeles. CA 
Sisters Keeper Resource Center. Inc., 

Temple Hills. MD 
Small Wonders Daycare and Learning 

Centers. Inc., Detroit, MI 
Society of Young-Porterfield Descendants, 

Columbia, SC 
Soho Arts Council, Inc., New York, NY 
South Davidson Community Chest. 

Denton, NC 
Space Age Evangelism International, Inc., 

Hesperia, CA 
Stillwell's Community. Inc., Lithonia, GA 
Stinger Foundation, Murfreesboro, TN 
Synergistic Healing, Inc .. Sheboygan, WI 
Synergistic Youth Enterprises, Inc., 

Fairburn. GA 
Tarheel Regional Community 

Development Corporation, 
Henderson, NC 

This Time Around, Inc., Dallas, TX 
Tidd Home, Woburn, MA 
To Know Jesus Ministries, Inc., 

Cloves. NM 
Total Woman, Inc., Montalba, TX 
Touch Support Services. Inc., 

Winston-Salem, NC 
Training Office & Professional Services. 

Dayton.OH 
Transition House an ArkansaslNon Profit, 

Little Rock. AR 
Tri-State Liver Transplant Support Group, 

Cincinnati, OH 

Triangle Developmental Boxing 
Association, Inc .. Durham. NC 

TSS Cosmetology Tutorial Services, 
St. Louis. MO 

United States Colored Troops Institute of 
Suffolk County, Amityville, NY 

United We Stand, Inc., Morrow. GA 
Uplifting You, Inc., Los Angeles, CA 
Usher's New Look, Inc.. Larenceville, GA 
Utopia Community Home Care & 

Transportation, Chicago, IL 
V & C Childrens Ranch, Houston, TX 
Verve Entertainment, Lake Elsinore, CA 
Vidalia Economic Housing Association. 

Inc., Vidalia, GA 
Vietnamese Women Mutual Assistance 

Association of San Francisco, 
San Francisco, CA 

Vision From Education to Success, 
Detroit, MI 

Vision Health Institute, Alexandria, VA 
Vision Theatrical Foundation, Inc., 

Las Vegas, NV 
Walter R. Behrens Foundation, 

Neotsu, OR 
We All Win, Inc., Springfield, OR 
Westchester Center, Inc., Thornwood, NY 
Whitehead Foundation, Inc., Silsbee, TX 
Wisconsin Motor Carriers Association 

Foundation, Inc., Madison, WI 
WOCO, Inc" Wilmington, DE 
World Mystery Research Center, Niles, IL 
World to Come Foundation, Inc., 

Buford, GA 
Youth of America, Suffolk, VA 

If an organization listed above submits 
information that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter
nal Revenue Service will issue a ruling or 
detennination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section I.509(a)-7 of the Income 
Tax. Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 



Procedures for 501(c)(3) 
Tax·Exempt Organizations 
to Change Public Charity 
Classification 

Announcement 2006-93 

The Pension Protection Act of 2006 
pennits specified individuals to make con
tributions from their Individual Retirement 
Accounts ("IRA") to certain public chari
ties without including the amounts in the 
contributor's income. In addition, the Act 
restricts private foundations from making 
distributions to certain public charities. In 
both cases, the new provisions relate to 
the recipient organization's classification 
as a public charity under section 509( a). 

Public charities include churches, 
schools, hospitals, and charities that 
receive public support as described in 
section 509(a)(1) and (2), as well as or
ganizations that are described in section 
509(a)(3) that support one or more spec
ified organizations described in sections 
509(a)( 1) or (2). Organizations described 
in section 509(a)(3) also are known as 
supporting organizations. 

Under the Pension Protection Act of 
2006, distributions from IRAs to support
ing organizations, as described in section 
509(a)(3), are not excludable from the IRA 
holder's income. In addition, distributions 
from private foundations to ccrtain sup
porting organizations described in section 
509(a)(3) are not qualifying distributions 

and may be taxable expenditures for the 
pri vate foundation. For this reason, orga
nizations currently classified as support
ing organizations. as described in ~ection 
509(a)(3), may wish to seek reclassifica
tion under section 509(a)( I) or (2). 

Process to Request Change in Public 
Charity Classification Related to 
Pension Protection Act 

A section 501(c)(3) tax-exempt or
ganization seeking to change its pub
lic charity classification for reasons re
lated to changes made by the Pension 
Protection Act has to submit a written 
request for recla~sification from sec
tion 509(a)(3) to the Internal Revenue 
Service pursuant to Revenue Procedure 
2006-4. 2006-1 I.R.B. 132 (available at 
www.irs./!.ov/pub/i rs -tege/rp2006--4. pdf). 
This request has to include the following: 

I. A statement requesting reclassifica
tion from section 509( a)( 3) to another 
public charity status under 509(a)( I) 
or (2); and. 

2. Either, 

a. Page one and the signature page 
of most recently filed Form 990 
or Form 990-EZ, and pages 2 and 
3 (Parts IV and IV -A) of Sched
ule A related to the organization' S 

most recently filed Form 990 or 
990-EZ: or 

b. Form 8734, Support Schedule for 
Ad\'allce Ruling Period 

The organization has to write at the top 
of the request, "509( aJ( 3) Pension Protec
tion Act", and mail or fax the complete re
quest for reclassification to: 

Mail: 
IRS-TEGE 
Attn: Adjustments Unit, Room 4024 
P.O. Box 2508 
Cincinnati, OH 45201 

Fax: 
IRS-TEGE 
Attn: Adjustments Unit, Room 4024 
Fax number: (513) 263-3522 

If an organization previously submit
ted a regular request for reclassification re
lated (0 changes made by the Pension Pro
tection Act, the organization should mail 
or fax a statement notifying us that a re
quest for reclassification was submitted. 

Organizations will receive a determina
tion letter indicating whether the change 
in public charity classification has been 
made. There is no user fee for this deter
mination letter. 

For Further Information 

Contact Customer Account Services, 
1-877-829-5500. 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-94 

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

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

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

and may not knowingly aid or abet another announce in the Internal Revenue Bulletin 

their names. their city and state, their pro
fessional designation, the effective date 
of disciplinary action, and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for fi ve successi ve weeks. 
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Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31. Code of Federal Regu
lations. Part I (). an attorney. certified pub
lic accountant. enrolled agent. or enrolled 
actuary. in order to avoid the institution 
or conclusioll of a proceeding for his or 
her disbarment or suspension from prac
tice before the Internal Revenue Service. 

may offer his or her consent to sllspension 
from such practice. The Director. Office 
of Professional Responsibility. in his dis
cretion. may sllspend an attorney. certifier.! 
public accountant. enrolled agent. or en
rolled actuary in accordance with the con
sent offered. 

Name Address Designation 

Tomasulo. Maria V. Wantagh, NY CPA 

Maloy, Jr., Robert J. Galion.OH CPA 

Pate, Janet ;\1. Broadview, NM CPA 

Scott. Howard Miami, FL Attorney 

Adamic, Jonathan E. San Lorenzo. CA CPA 

Becker. Ira S. Wilmette. IL CPA 

Snigur. Virginia Iaquinta Warwick. NY Attorney 

Galpern. Joel G. North Miami. FL CPA 

DiSicna. frank E. Katonah, NY CPA 

Carusona, Thomas M. Huntington, NY Attorney 

Shaikh. Firm A. Melville. NY CPA 

Wickline. EII~l L. Ronceyerte. WV Enrolled Agent 
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The following individuals have beer 
placed under consent suspension frorr 
practice before the Internal Revenue Ser
vice: 

Date of Suspension 

Indefinite 
from 
August 7. 2006 

Indefinite 
from 
August 15, 2006 

Indefinite 
from 
August 15, 2006 

Indefinite 
from 
August 15.2006 

Indefinite 
from 
August 18. 2006 

August 22. 2006 
to 
August 21. 2008 

Indefinite 
from 
August 31. 2006 

Indefinite 
from 
September 1, 2006 

Indefinite 
from 
September 4, 2006 

Indefinite 
from 
September 15, 2006 

Indefinite 
from 
September 15, 2006 

Indefinite 
from 
September 15, 2006 



Name Address Designation Date of Su\pension 

Smith, Daniel B. Garden City, NY CPA Indefinite 
from 
September 18, 2006 

Carlin, Charles R. South Bend, IN CPA Indefinite 
from 
October I, 2006 

Devine, Daniel M. Boca Raton, FL CPA Indefinite 
from 
October I, 2006 

Dupont, Hewitt, J. Daytona Beach, FL CPA Indefinite 
from 
October I, 2006 

Farrell, Raymond J. Matawan, NJ Attorney Indefinite 
from 
October I, 2006 

Kelligrew, John R, White Plains, NY Attorney Indefinite 
from 
October I, 2006 

Klein, Robert B. Bardonia, NY Enrolled Agent Indefinite 
from 
October I, 2006 

Long, Gregory S. Hutchinson, KS Attorney Indefinite 
from 
October I, 2006 

Moore, Ronald L. Cayce, SC CPA Indefinite 
from 
October I, 200f> 

Schaffer, Robert J. Calverton, NY CPA Indefinite 
from 
October I, 2006 

Berlin, Stanley Erie, PA Attorney Indefinite 
from 
October 15,2006 

Briscoe, Jack Drexel Hill, PA Attorney Indefinite 
from 
October 15.2006 

Buzzeo, Michael V. New Canaan, CT CPA Indefinite 
from 
October 15, 2006 

Sacco, John M. Pound Ridge, NY CPA Indefinite 
from 
October 15,2006 

Sheiman, Alan P. Sherman Oaks, CA Enrolled Agent Indefinite 
from 
October IS, 2006 
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Name Address Designation Date of Suspension 

Tourin, Mark Miami. FL CPA Indefinite 
from 
October IS, 2006 

Burns, William J. Randolph, MA Attorney Indefinite 
from 
October 16, 2006 

Webb, Norman R. Daphne, AL CPA Indefinite 
from 
October 16, 2006 

Brown, Guia EP Habe Sound, FL Enrolled Agent October 20, 2006 
to 
April 19, 2008 

Gram, John A. Gainesville, GA Attomey Indefinite 
from 
November I, 2006 

Herzog, Samuel A. Jericho, NY CPA Indefinite 
from 
November 1, 2006 

Kellicker, John F. Cleveland, OH CPA Indefinite 
from 
November 1, 2006 

Krieger, Robert M. Hampton, NH CPA Indefinite 
from 
November I, 2006 

Minsky, Neil J. Randolph, NJ CPA Indefinite 
from 
November I, 2006 

O'Brien, Timothy Newton Center, MA Attorney Indefinite 
from 
November I, 2006 

Sukenik, Martin Kew Gardens. NY Attorney Indefinite 
from 
November I, 2006 

Savoy, Cassandra East Orange, NJ Attorney Indefinite 
from 
November 7,2006 

Bonner. Charles B. Athens. GA CPA Indefinite 
from 
November 15,2006 

Levine. Harton P. New York, NY Attorney Indefinite 
from 
November 15,2006 

Ta\'t~s. Joseph G. Provincetown, MA CPA Indefinite 
from 
November 15,2006 

Young:, Ronald Fairfield, CT CPA Indefinite 
from 
November 16,2006 
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Name Address 

Brush, Charles. H. Southbury, CT 

Jacob, Rohert T. Tucson. AZ 

Dc"ignatioll 

CPA 

CPA 

Inuefinite 
from 
December I. 2006 

Inucfinite 
fmm 
December IS. 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility. is authorized to 
immediately su~pend from practice before 

the Internal Revenue Service any practi
tioner who, within five years from the date 

the expedited proceeding i., in~tituted (I) 

ha" had a license to practice a, an attor
ncy. certified public accountant. or actuary 
sw,pemleu ur revuked for cau,e or (2) ha" 
been convicted of certain crime,. 

Name Addres" Designation 

Williams, Donna M. York. PA CPA 

Foushee. Wayne H. Winston-Salem. NC Attorney 

Kronegold, Sheldon H. Englewood, Nl Attorney 

Norman, Clarence Brooklyn, NY Atturney 

Chin, Arnold San Francisco. CA Attorney 

McCann, Thomas Des Moines, IA Attorney 

Whaley, Daniel P. Hood, CA Attorney 

Chukumba, Stephen C. Montclair, NJ Attorney 

Katz, Edward C New York, NY Attorney 

Thc following inuividuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeuing provisions: 

Date of Suspension 

Indefinite 
from 
July 25. 2006 

Indefinite 
from 
August 3. 2006 

Indefinite 
from 
August 3, 2006 

Indefinite 
from 
August 3. 2006 

Indefinite 
from 
August 31, 2006 

Indefinite 
from 
Augu,t 31. 2006 

Indefinite 
from 
August 31. 2006 

Indefinite 
from 
September 12, 2006 

Indefinite 
from 
September 12, 2006 
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Name Address Designation Date of Suspension 

Kadunce. Darrell L. Butler. PA Attorney Indetinite 
from 
September 18. 2006 

Allen. Robert W. Torrance. CA CPA Indefinite 
from 
September 21. 2006 

Brown. Davin W. Raleigh. NC CPA Indefinite 
from 
September 21. 2006 

Cunningham. R. Scott Dalton. GA Attorney Indefinite 
from 
September 2 I. 2006 

Eilers. Tom D. Raleigh, NC CPA Indefinite 
from 
September 21. 2006 

Gerdes. Roger A. Carpinteria. CA Attorney Indefinite 
from 
September 21, 2006 

Kurth. Richard Frederick Danville, IL Attorney Indefinite 
from 
September 21, 2006 

Mitchell. McArthur D. Charlotte, NC CPA Indefinite 
from 
September 21. 2006 

Ragusa, Patricia A. Spring, TX CPA Indefinite 
from 
September 21. 2006 

Wulfsbcrg. David E. Murrieta. CA Attorney Indefinite 
from 
September 21, 2006 

Cox. Brian J. Plymouth, MI CPA Indefinite 
from 
September 25. 2006 

Mandelman, Michael D. Mequon, WI Attorney Indefinite 
from 
September 25, 2006 

Miller. Steven L. Canal Winchester, OH Attorney Indefinite 
from 
September 25, 2006 

Felli. Jay A. Mequon. WI Attorney Indefinite 
from 
October 2. 2006 

Schoch V. Arch K. High Point. NC Attorney Indefinite 
from 
October 2, 2006 
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Name Address Designation Date of Su~pef1Sion 

Andre, Patrick F. Manchester, MO Attorney Indefinite 
from 
October 12. 2006 

Brill, Kevin Michael Downers Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Day, Richard G. Largo, FL Attorney Indefinite 
from 
October 12, 2006 

Dull, Kay E. Miami Shores. FL Attorney Indefinite 
from 
October 12.2006 

Frank, Arthur J. Chicago,IL Attorney Indefinite 
from 
October 12, 2006 

Gackle, Thomas E. Plymouth, MI Attorney Indefinite 
from 
October 12. 2006 

Hamilton, Howard D. Fort Dodge, IA Attorney Indefinite 
from 
October 12, 2006 

Hodge, Robert M. Lafayette, LA Attorney Indefinite 
from 
October 12. 2006 

Lesyshen, Donna P. Waterloo, IA Attorney Indefinite 
from 
October 12, 2006 

Peiss, John H. Downers Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Petty, James E. Austin, TX CPA Indefinite 
from 
October 12, 2006 

Ruffin-Hudson. Linda C. Saint Louis, MO Attorney Indefinite 
from 
October 12, 2006 

Schaefer, James E. St. Louis Park, MN Attorney Indefinite 
from 
October 12, 2006 

Schmitt, Martha G. Minneapolis, MN Attorney Indefinite 
from 
October 12. 2006 

Shannon, Terrance J. Mission Viejo, CA Attorney Indefinite 
from 
October 1 2. 2006 

Smith, Matthew S. Denver. CO Attorney Indefinite 
from 
October 12. 2006 
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Name Addre~s Designation Date of Suspension 

Swanson, Richard West ChiL'agll, IL CPA Indefinite 
from 
Octoher 12, 2006 

Thomas, Kenneth A. Farmers I:3ranch. TX AttllrI1e) Indefinite 
from 
Octllher 12, 2006 

Tomas~l. Ryan H. Honoluili. HI Attorney Indefinite 
from 
Octohcr 12, 2()O6 

Williams. Jr.. Harry D. San Antonio, TX Attorney Indefinite 
from 
Octoher 12, 2006 

Wilsllll, Jr., Rohert N. Ayer. MA Attorney Indefinite 
from 
Octoher 12, 2006 

YunL Chris Chulho Wllodbridge. VA Attorney Indefinite 
from 
Octoher 12, 2006 

Dunham, Richard G. Irvine, CA Enrolled Agent Indefinite 
from 
October 15, 2006 

Housman. David Albuquerque. NM Attorney Indefinite 
from 
October 15. 2006 

Malit/. Charb P. Beachwood,OH CPA Indefinite 
from 
October 15. 2006 

Emlg, Robert W. Houston. TX CPA Indefinite 
from 
October 24. 2006 

Freese, Scott D. Norfolk. NE Attorney Indefinite 
from 
October 24. 20()6 

Ramho. Byron L. Sanford, FL EA Indefinite 
from 
October 24. 2006 

A..,k, Ronald W. Ri\erside. CA Attorney Indefinite 
from 
October 30. 2006 

Bcrr~. Richard S. Tempe. AZ Attorney Indefinite 
from 
October 30. 2006 

Blillhardt. William R. Canyon Lake. TX CPA Indefinite 
from 
October 30. 2006 

Ca I 1<\1\ a\. Jr.. Paul F. Greensboro, NC CPA Indefinite 
from 
October 30. 2006 
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Name Address Designation Date of Suspension 

Doyle, David W. Arvada, CO Attorney Indefinite 
from 
October 30, 2006 

Elmore, III, Virgil Binningham, AL Attorney Indefinite 
from 
October 30, 2006 

Grandt, Lawrence E. Gurnee,IL CPA Indefinite 
from 
October 30, 2006 

Hanson, Steven G. Lodi, CA Attorney lndefimte 
from 
October 30, 2006 

Omodele, Boluwaji Houston, TX CPA Indefinite 
from 
October 30, 2006 

Rahden, Horst R. Fort Wayne, IN CPA Indefinite 
from 
October 30, 2006 

Censoprano, Salvatore Foster City, CA CPA Indefinite 
from 
October 31, 2006 

Powell, James S. Lakewood, CO Attorney Indefinite 
from 
October 3 I , 2006 

Allen, Leonard G. Mesa, AZ CPA Indefinite 
from 
November I, 2006 

Parker, Donald A. Benson, NC Attorney Indefinite 
from 
November 6, 2006 

Rogers, James M. Tulsa, OK Attorney Indefinite 
from 
November 6, 2006 

Coopet, Michael W. Saint Paul, MN Attorney Indefinite 
from 
November 8, 2006 

Day, Jr., John Taylor Hingham, MA Attorney Indefinite 
from 
November 8, 2006 

Grella, Paul J. Canton, MA Attorney Indefinite 
from 
November 8, 2006 

Meggers, Theodore M. Des Moines, IA Attorney Indefinite 
from 
November 8, 2006 
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Name Address 

Tolbert. James L. Los Angeles. CA 

Designation 

Attorney 

Date of Suspension 

Indefinite 
from 
November 8. 2006 

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

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

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

Name Address Designation 

Lalam, Charles Visalia, CA Attorney 

Wasilowski. Ronald Natrona Heights. PA CPA 

Wellbery. William J. Deerfield Beach. FL CPA 

Clapper. Gary L La Mesa, CA Enrolled Agent 

from practice before the Internal Revenue 
Service: 

Effective Date 

July 20. 2006 
to 
January 19.2010 

July 21. 2006 
to 
July 20. 2011 

October 12. 2006 
to 
October II, 2008 

November 2, 2006 
to 
November I. 2008 

Consent Disbarments From Practice Before the Internal 
Revenue Service 

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

Name Address 

tice before the Internal Revenue Service. 
may offer his or her consent to disbarment 
from such practice. The Director, Office of 
Professional Responsibility, in his discre
tion. may disbar an attorney. certified pub-

Designation 

Gmssman. Rohert S. Ardmore. PA Attorney 
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lic accountant. enrolled agent, or enrolled 
actuary in accordance with the consent of
fered. 

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

Date of Disbarment 

Indefinite 
from 
October 4, 2006 



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

Under Title 31, Code of Federal Regu
lations, Part 10, after notice and an oppor-

tunity for a proceeding before an adminis
trative law judge, the following individu-

Name Address Designation 

Hubbard, Murphy Springfield, MO CPA 

Kardos, Sandra E. Van Nuys. CA CPA 

Jewett, Jerry A. Fremont,OH Enrolled Agent 

Censure Issued by Consent 
Under Title 31. Code of Federal Reg

ulations. Part 10, in lieu of a proceeding 
being instituted or continued. an attorney, 
certified public accountant, enrolled agent, 

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

Name Address Designation 

Applegate. William F. Madison. NJ CPA 

Vigliotti, Anthony J. East Haven, CT Enrolled Agent 

Bolgiani, Janette A. Brooklyn, NY Enrolled Agent 

Cheney, James E. Phelps, NY CPA 

Dollinger, Douglas Middletown, NY Attorney 

Reeves, Zak E. Denver, CO Enrolled Agent 

Castiglione, John Pittsfield, MA Attorney 

Shannon. James P. Rochester. NH Attorney 

Kul\er, Mark A. Bethesda, MD Attorney 

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

lations, Part 10, an enrolled agent, in or
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the 1n-

ternal Revenue Service. may offer his or 

her resignation as an enrolled agent. The 
Director, Office of Professional Responsi
bility. in his discretion, may accept the of
fercd resignation. 

ab have been di"barred from practice be
fore the lnternal Revenue Service: 

Effective Date 

September 20, 2006 

October 2, 2006 

November 2. 2006 

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

Date of Censure 

September 12, 2006 

September 12. 2006 

September 14, 2006 

September 18, 2006 

October 2, 2006 

October 2. 2006 

October 4, 2006 

October 4, 2006 

October 6, 2006 

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

Name Address Date of Resignation 

Schwartz, Judy Las Vegas, NV October 13. 2006 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The aJlll'tcd applicahle kdcr,J! ,hllrl-term. ll\ld

term. and long-term rak, Clr" ,et fllnh jllr the ll10nth 

of Decemher ~()()o See Re\. Rul. ~()()6-o I. page 

IlJ~S. 

Section 280G.-Golden 
Parachute Payments 

Federal shllrt-Il'rm. rlml-term. and long-Ierm rate, 

,11',' s,'1 forth I'llI' th,' mllnth of Deccmher 2(lOO. See 

Rc' Rul. 2()()6·61. r,'~c I02X. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The aJjusted applicahle federal long-term rate is 

'l'l forth fllr the mllnth (If Decemher 2000. See Rev. 

Rul. 20()o-61. page I02x. 

Section 412.-Minimum 
Funding Standards 

The adjusted "pplicable federal short-term. mid

k'Tlll. and iLlng-IClm rail'S arc sCi forth for the month 

nf Dccemher 20()6. Sec Rev. Rul. 20[)o-61. pa)!c 
I [)2K. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The aJJ,,,tcd applicahle kdcrul ,hort-tenn. mid

kTlll. .mel long-Ierm rate, arc sci forth for the Illonth 

of Decemher 20()6. See Res. Rul. 2()()6-61. page 

1()2~. 
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Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

Thc aujusteu appllcahk kdcral ,hort-term. mid

term. and long-term rates arc ,d forth for the month 

of D.;ccmhcr 20()o See RC\·. Rul. 2006-01. page 

1[)2K. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Fedenl short-term. mid-Ierm, Jnd long-term rate, 

are set forth for the month Df December 2006. See 

Rev Rlli. 2006-01. page J02k. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjw,ted applicable federal short-term. miu

term. and long-term rates are set forth for the month 

of December ~OOO. See Rev. Rul. 2006-61. page 

I02x. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term, mid-term. anu long-term rates 

are sct forth for the month of December l006 See 
Rev Rul. lOOn-61. page I U2X. 

Section 807.-Rules for 
Certain Reserves 

The ;Idjusted applicable federal short-term. mid

tcrm. and long-terril rates are set forth for the month 

of December 2000. Sec Rev. Rul. 2000-61. page 
1()2~ 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusteu aprlil'able kderal .short-term. mid

term. and long-term rates arc set forth for the month 

of December 2000. Sec Rn. Rul. 2000-(> I. p.lgc 
j()2~. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(.·EIO Sectiolls -12, 2IWC, 382, -112, -167, -168, -182. 
-183, 0-12. 807. 8-1fl, 1288. 7520. 7872) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 
~ections 382. 642. 1274, 1288, and other 
sections of the Code. tables set forth the 
rates for December 2006. 

Rev. Rul. 2006-61 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for December 2006 (the current 
month). Table I contains the short-tenn. 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-term. and long-teml 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section I 288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b)(2) for buildings placed in 
service during the current month. Table 5 
contains the federal rate for determining 
the present value of an annuity, an interest 
for life or for a term of years, or a remain
der or a reversionary interest for purposes 
of section 7520. Finally. Table 6 contains 
the 2007 interest rate for sections 846 and 
807. 



REV. RUL. 2006--61 TABLE 1 

Applicable Federal Rates (AFR) for December 2006 

Period for Compounding 

Annual Semiannual Quarterly Month I\' 
Short-tenn 

AFR 4.97% 4.91% 4.88% 4.860'c 
110% AFR 5.47% 5.40% 5.36% 5.34% 
120% AFR 5.98% 5.89% 5.85% 5.82% 
130% AFR 6.48% 6.38% 6.33% 6.300'0 

Mid-term 

AFR 4.73% 4.68% 4.65% 4.64% 
110% AFR 5.22% 5.15% 5.12% 5.10% 
120% AFR 5.70% 5.62% 5.58% 5.56% 
130% AFR 6.17% 6.08% 6.03% 6.00% 
150% AFR 7.14% 7.02% 6.96% 6.92% 
175% AFR 8.36% 8.19% 8.11% 8.05% 

Long-tenn 

AFR 4.90% 4.84% 4.81% 4.79% 
110% AFR 5.39% 5.32% 5.29% 5.26% 
120% AFR 5.89% 5.81% 5.77% 5.74% 
130% AFR 6.39% 6.29% 6.24% 6.21% 

REV. RUL. 2006--61 TABLE 2 

Adjusted AFR for December 2006 

Period for Compounding 

Annual Semiannual Quarterly Monthly 
Short-term adjusted 3.42% 3.39% 3.38% 3.37% 
AFR 

Mid-term adjusted AFR 3.59% 3.56% 3.54% 3.53% 
Long·term adjusted 4.14% 4.10% 4.08% 4.07% 
AFR 

REV. RUL. 2006-61 TABLE 3 

Rates Under Section 382 for December 2006 

Adjusted federal long-term rate for the current month 4.14% 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 4.22% 

REV. RUL. 2006-61 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for December 2006 

Appropriate percentage for the 70% present value low-income housing credit 8.12% 

Appropriate percentage for the 30% present value low-income housing credit 3.48% 
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REV. RUL. 2006-61 TABLE 5 

Rate Under Section 7520 for December 2006 

Applicable federal rate for determining the present \alue of an annuity. an interest for life or a term of years. 
or a remainder or re\ er,illnan intere~t 5.8lfc· 

REV. RUL. 2006-61 TABLE 6 

Applicable rate of intere,t for 2007 for purposes of sectilln R.t6 and 807 197clr 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adju,t~d applicahle federal ,hort-term. mid

{CfIll. and I(lng-term r;,le, are ",( forth f()r (he month 

()f December 20()6. See ReI Rul 2006-(,j. page 

102H. 

Section 6011.-General 
Requirement of Return, 
Statement, or List 
:en erR I.{)OII-l. Rel/Ilifelllelli u(.,/(llell/elll ,!i,·do.,· 
ing {wrlieilll/lion if[ cer!riin lrcUl\llcliot/ \ h.\ f(j rr}(/.\

{'no 

2{) erR 30I.nll/-3f f)i"((}I/Ire of fel'ur/uhle 

ffllll.\Uctf()Il.\ ({l''',{Wnll'.'), 

2n erR 3()1.6112-1. R('lllIir(,IIIf111 10 prepare. 1II11{/', 

luill. (/lid /lInll.\!J lilll Irilll rl'l{Jec/ I(! I',,{ell!iull, uhu

lin·lil.\ ,he/I,·n. 

T.D.9295 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 301 

AJCA Modifications to the 
Section 6011, 6111, and 
6112 Regulations 

AGENCY: Internal Re\enue Service 
(\ RS). Treasury. 

ACTION: Final anJ temporary regula
tion,. 

SL'\I\IARY: Thi" dncument contain, tem
porary and final regulations under ,eCI111n~ 
h() II. hili. JnJ h 112 of the Internal Rev
enUl' Code that m(ldif~ the rule, relating 
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to the disclosure of reportable transaction~ Explanation of Provisions 
and the list maintenance requirements. 
These regulations affect taxpayers partic
ipating in reportable transactions under 
section 60 II. material advi~ors responsi
ble for disclosing reportable transactions 
under section 6 I I I. and material advisors 
responsible for keeping lists under section 
61 12. These temporary and final regula
tions are being i:.sued concurrently with 
proposed regulations (REG-I 03038-05. 
REG-I 03039-05. and REG-I03043-05) 
under sections 60 I I. 6 I I I. and 61 12 pub
lished elsewhere in the Bulletin. 

DATES: Effective Date: These regulations 
are effective November I. 2006. 

FOR FURTHER INFORMATION 
CONTACT Tara P. Volungis or 
Charles Wien. 202-622-3070 (not a 
toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document amends 26 CFR parts 
and 30 I by modifying the rules relat

ing to the disclosure of reportable transac
tions under sections 60 I I and 6 I I I and the 
list maintenance rules under section 6 112. 
On February 28. 2003, the IRS Issued final 
regulations under sections 60 I 1.61 I I, and 
6112 (TD. 9046. 2003-1 CB. 615) (the 
February 2003 regulations). The Febru
ary 2003 regulations were published in the 
Federal Register (68 FR 10161) on March 
4. 2003. On December 29. 2003. the IRS 
issued final regulations under section 601 I 
and 6112 (TD. 9108. 2004-1 CB. 429) 
(the December 2003 regulations). The De
cember 2003 regulations were published in 
the Federal Register (68 FR 75 I 28) on 
December 30. 2003. 

These regulations relate to the prm i
~ions for obtaining a private letter ruling 
and the tolling of the time for providing 
disclosure under * 1.6011-4 and section 
61 I I and for maintaining a list under sec
tion 6 I 12 during the time the request for 
a ruling is pending. Because the IRS and 
Treasury Department believe that the re
moval of the tolling provision will promote 
effective tax administration. these regula
tions eliminate the tolling of the time for 
providing disclosure and for maintaining 
the list when a taxpayer or a potential 
material advisor requests a private letter 
ruling. Proposed regulations removing the 
tolling provision are being issued concur
rently with these temporary regulations. 
Taxpayers and potential material advisors 
may still request a ruling on a transaction 
under the regular procedures for request
ing a ruling. provided the ruling request is 
not factual or hypothetical, but the time for 
providing disclosure or for maintaining a 
list will not be tolled. The removal of the 
tolling provision is effective for all ruling 
requests received on or after November I, 
2006. 

Special Analyses 

It has been determined that these regu
lations are not a significant regulatory ac
tion as defined in Executive Order 12866, 
Therefore, a regulatory assessment is not 
required. It also has been detennined that 
section 553(b) of the Administrative Pro
cedure Act (5 U.s.c. chapter 5) does not 
apply to the5e regulations. For applica
bility of the Regulatory Flexibility Act. 
please refer to the cross-reference notice of 
proposed rulemaking published elsewhere 
in this issue of the Bulletin. Pursuant to 
section 7805(0 of the Internal Revenue 
Code, this regulation will be submitted to 



the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Drafting Information 

The principal authors of these reg
ulations are Tara P. Volungis and 
Charles Wien, Office of the Associate 
Chief Counsel (Passthroughs and Special 
Industries). However, other personnel 
from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR parts I and 301 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by adding an entry in 
numerical order to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.6011-4T also issued under 

26 U.S.c. 6011 * * * 
Par. 2. Section 1.6011-4 is amended 

by: 
I. Revising paragraphs (f)( I) and 

(f)(3). 

2. Redesignating the text of paragraph 
(hl as (h)(l) and adding a heading. 

3. Adding paragraph (h)(2). 
The revisions and additions read as fol

lows: 

§1.6011-4 Requirement of statement 

disclosing participation in certain 

transactions by taxpayers. 

* * * * * 
(f) * * * (1) [Reserved]. For further 

guidance, see § 1.60l1-4T(f)( 1). 

(2) * * * 
(3) [Reserved]. For further guidance, 

see § 1.6011-4T(f)(l). 

* * * * * 
(h) Effective date-( I) In general. * * * 
(2) [Reserved]. For funher guidance, 

see §1.6011-4T(h)(2). 
Par. 3. Section 1.6011-4T is added to 

read as follows: 

§I.6011-4T Requirement of statement 

disclosing participation in certain 

transactions by taxpayers (temporary). 

(a) through (e) [Reserved]. For further 
guidance, see §1.6011-4(a) through (e). 

(f) Rulings and protective disdo
sures-( I) Rulings. If a taxpayer requests 
a ruling on the merits of a specific trans
action on or before the date that disclosure 
would otherwise be required under this 
section, and receives a favorable ruling 
as to the transaction. thc disclosure rules 
under this section will be deemed to have 
been satisfied by that taxpayer with regard 
to that transaction, so long as the request 
fully discloses all relevant facts relating to 
the transaction which would otherwise be 
required to be disclosed under this section. 
If a taxpayer requests a ruling as to whether 
a specific transaction is a reportable trans
action on or before the date that disclosure 
would otherwise be required under this 
section, the Commissioner in his discre
tion may determine that the submission 
satisfies the disclosure rules under this 
section for the taxpayer requesting the 
ruling for that transaction if the request 
fully discloses all relevant facts relating to 
the transaction which would otherwise be 
required to be disclosed under this section. 
The potential obligation of the taxpayer to 
disclose the transaction under this section 
will not be suspended during the period 
that the ruling request is pending. 

(f)(2) through (g) [Reserved]. For fur
ther guidance, see § 1.60l1-4(f)(2) through 
(g). 

(h) Effective date-( I) [Reserved]. For 
further guidance, see § 1.60 11-4(h)( I). 

(2) Tolling provision. Paragraph (f)( I) 

of this section applies to ruling requests 
received on or after November 1, 2006. 
The applicability of this section expires on 
or before November 2, 2009. 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 4. The authority citation for part 
301 is amended by adding an entry in nu
merical order to read, in part, as follows: 

Authority: 26 U.S.c. 7805 '" '" * 
Section 301.6111-3T also issued under 

26 U.s.c. 6111 * * * 

Par. 5. Section 301.6l11-3T is added 
to read as follows: 

§301.6111-3T Disclosure of reportable 

transactiolls (temporarv). 

(a) through (g) [Reserved]. 
(h) Rulings. If a potential material ad

visor requests a ruling as to whether a spe
cific transaction is a reportable transaction 
on or before the date that disclosure would 
otherwise be required under this section, 
the Commissioner in his discretion may 
determine that the submission satisfies the 
disclosure rules under this section for that 
transaction if the request fully disclose~ 

all relevant facts relating to the transaction 
which would otherwise be required to be 
disclosed under this section. The poten
tial obligation of the person to disclose the 
transaction under this section (or to main
tain or furnish the list under §301.6112-1) 
will not be suspended during the period 
thm the ruling request is pending. 

(i) Effective date-(I) [Reserved]. 
(2) Tolling provision. Paragraph (h) of 

this section applies to ruling requests re
ceived on or after November 1,2006. The 
applicability of this section expires on or 
before November 2, 2009. 

Par. 6. Section 301.6112-1 is amended 
by revising paragraph (i) to read as fol
lows: 

§301.oI12-1 Requirement to prepare, 
maintain, and furnish lists with respect 10 

pOTentially abusive tax shelters. 

* * * * * 
(i) [Reserved]. For further guidance, 

see §301.6111-3T(h). 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner F)r 
Services and Enforcement. 

Approved October 25, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secrefall' ojthe Treasury (Tax Polin"). 

(Filed hy the Office of the Federal Regi,[er on I\o\'emher I. 
2000. X:45 a.m .. and puhli.,hed In the I"ue 01 the Federal 
Regiqcr for 1\ ()wmher 2. 200r.. 71 FR. h.+45XI 
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Section 7520.-Valuation 
Tables 

The adju,ted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of December 2006. See Re\. Rul. 20()()-6 L page 
I02X. 
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Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-tenn. mid

term. ami long-term rates are set lorth lor the month 

of December 200() See Re\. Rul. 2006-() L page 

I02H. 



Part III. Administrative, Procedural, and Miscellaneous 
Tables for Figuring Amount 
Exempt From Levy on Wages, 
Salary, and Other Income 

Notice 2006-106 

1. Table for Figuring Amount Exempt From Levy on Wages, Salary, and Other Income 
(Forms 668-W(c) and 668-W(c)(DO» 2007 

Publication 1494, shown below, provides tables that show the amount of an individual's income that is exempt from a notice 
of levy used to collect delinquent tax in 2007. 

(Amounts are for each pay period.) 

Filing Status: Single 

Number of Exemptions Claimed on Statement 

Pay Period I 2 3 4 5 6 More Than 6 

Daily 33.65 46.73 59.81 72.88 85.96 99.04 20.58 plus 13.08 for 
each exemption 

Weekly 168.27 233.65 299.04 364.42 429.81 495.19 102.89 plus 65.39 for 
each exemption 

Biweekly 336.54 467.31 598.08 728.85 859.62 990.38 205.77 plus 130.77 for 
each exemption 

Semi- 364.58 506.25 647.92 789.58 931.25 1072.92 222.92 plus 141.67 for 
monthly each exemption 

Monthly 729.17 1012.50 1295.83 1579.17 1862.50 2145.83 445.83 plus 283.33 for 
each exemption 

Filing Status: Unmarried Head of Household 

Number of Exemptions Claimed on Statement 

Pay Period I 2 3 4 5 6 More Than 6 

Daily 43.27 56.35 69.42 82.50 95.58 108.65 30.19 plus 13.08 for 
each exemptIon 

Weekly 216.35 281.73 347.12 412.50 477.88 543.27 150.96 plus 65.39 for 
each exemption 

Biweekly 432.69 563.46 694.23 825.00 955.77 1086.54 301.92 plus 130.77 for 
each exemption 

Semi- 468.75 610.42 752.08 893.75 1035.42 1177.08 327.08 plus 141.67 for 
monthly each exemption 

Monthly 937.50 1220.83 1504.17 1787.50 2070.83 2354.17 654.17 plus 283.33 for 
each exemption 

2006-2 C.B. 1033 



Filing Status: Married Filing Joint Return (and Qualifying Widow(er)s) 

Number of Exemptions Claimed on Statement 

Pay Period I 2 3 -+ 5 6 More Than 6 

Daily 5-L23 67.31 80.38 93.46 106.54 119.62 41.15 plus 13.08 for 

each exemption 

Weeklv 271.15 336.54 401.92 467.31 532.69 598.08 205.77 plus 65,39 for 

each exemption 

Biweekly 54~31 673.08 803.85 934.62 1065.38 1196.15 411.54 plus 130.77 for 

each exemption 

Semi- 587.50 729.17 870.83 1012.50 1154.17 1295.S3 445.S3 plus 141.67 for 

monthly each exemption 

Monthly 1175.00 1458.33 1741.67 2025.00 230S.33 2591.67 891.67 plus 283.33 for 
each exemption 

Filing Status: Married Filing Separate Return 

Number of Exemptions Claimed on Statement 

Pay Period I 2 3 4 5 6 More Than 6 

Daily 33.65 46.73 59.81 72.88 85.96 99.04 20.58 plus 13.08 for 
each exemption 

Weekly 168.27 233.65 299.04 364.42 429.81 495.19 102.89 plus 65.39 for 
each exemption 

Biweekly 336.54 467.31 598.08 728.85 859.62 990.38 205.77 plus 130.77 for 
each exemption 

Semi- 364.58 506.25 647.92 789.58 93\.25 1072.92 222.92 plus 141.67 for 
monthly each exemption 

Monthly 729.17 1012.50 1295.83 1579.17 1862.50 2145.83 445.83 plus 283.33 for 
each exemption 

2. Table for Figuring Additional Exempt Amount for Taxpayers at Least 6S Years Old and/or Blind 

Additional Exempt Amount 

Filing Status * Daily Wkly Bi-Wkly Semi-Mo Monthly 

Single or Head I 5.00 25.00 50.00 54.17 108.33 
of Household 2 10.00 50.00 100.00 108.33 216.67 

Any Other I 4.04 20.19 40.38 43.75 87.50 
Filing: Status 2. 8.08 40.38 80.77 87.50 175.00 

3 12.12 60.58 121.15 131.25 262.50 
4 16.15 80.77 161.54 175.00 350.00 

* ADDlT[O~AL STANDARD DEDUCTION claimed on Parts 3, 4, & 5 of levy. 
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Examples 

These tables show the amount exempt from a levy on wages, salary, and other income. 
For example: 

1. A single taxpayer who is paid weekly and claims three exemptions (including one for the taxpayer) has $299.04 exempt 
from levy. 

2. If the taxpayer in number I is over 65 and writes 1 in the ADDITIONAL STANDARD DEDLCTION space on Parts 3,4. & 5 
of the levy, $324.04 is exempt from this levy ($299.04 plus $25.00). 

3. A taxpayer who is married, files jointly, is paid biweekly, and claims two exemptions (including one for the taxpayer) has 
$673.08 exempt from levy. 

4. If the taxpayer in number 3 is over 65 and has a spouse who is blind, this taxpayer should write 2 in the ADDITIONAL 
STANDARD DEDUCTION space on Parts 3,4, & 5 of the levy. Then, $753.85 is exempt from this levy ($673.08 plus $80.77). 

26 eFR 601.201: Rulings and determination lellers. 
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SECTION I. PURPOSE AND 
BACKGROUND 

.01 Purpose. This revenue procedure 
explains the procedures by which taxpay
ers may obtain assistance from the U.S. 
competent authority under the provisions 
of a tax treaty to which the United States 
is a party. This revenue procedure up
dates and supersedes Rev. Proc. 2002-52, 
2002-2 C.B. 242. 

.02 Background. The U.S. competent 
authority assists taxpayers with respect to 
matters covered in the mutual agreement 
procedure provisions of tax treaties. A tax 
treaty generally permits taxpayers to re
quest competent authority assistance when 
they consider that the actions of the United 
States, the treaty country, or both, result 
or will result in taxation that is contrary 
to the provisions of the treaty. For exam
ple, tax treaties generally permit taxpayer~ 
to request assistance in order to relieve 
economic double taxation arising from an 
allocation under section 482 of the Internal 
Revenue Code (the "Code") or an equiv
alent provision under the laws of a treaty 
country. Competent authority assistance 
may also be available with respect to issues 
specifically dealt with in other provisions 
of a treaty. For example, many tax treaties 
contain provisions permitting competent 
authorities to resolve issues of fiscal res
idence or allowing a competent authority 
to make a discretionary determination that 
a taxpayer is entitled to the benefits of a 
treaty under specific limitation on benefits 
provisions. See sections 3.07 and 3.08 
of this revenue procedure. The Deputy 
Commissioner (International), Large and 
Mid-Size Business Division, acts as the 
U.S. competent authority in administering 
the operating provisions of tax treaties, 
including reaching mutual agreements 

in specific cases, and in interpreting and 
applying tax treaties. In interpreting and 
applying tax treaties, the Deputy Commis
sioner (International), Large and Mid-Size 
Business Division, acts only with the con
currence of the Associate Chief Counsel 
(International). See Delegation Order 
4-12 (formerly 00-114, Rev. 13), In
ternal Revenue Manual CIRM"), Part 
I Organization, Finance and Manage
ment, Chapter 2 Servicewide Policies and 
Authorities, Section 43 Delegation of Au
thorities for the Examining Process (lRM 
1.2.43), http://wv,·w.irs.govlirmlpart1/ 
ch02sJO.html#dOe33677. 

.03 ChunRes. Although most of the 
changes made by this revenue procedure to 
Rev. Proc. 2002-52 are minor edits for or
ganization, accuracy, readability, or updat. 
ing of citations to cross-referenced guid
ance, substantive changes have also been 
made and may be summarized as follows: 

(1) Sections 3.04, 3.08 and 7.06 have 
been revised to clarify standards for accep
tance of requests for competent authority 
assistance. 

(2) Sections 3.08, 4.04 and 5.03 have 
been revised to clarify signature require· 
ments for requests for determinations re
garding limitation on treaty benefits. 

(3) Section 4.04 has been revised to pro· 
vide for filing copies of submissions on 
electronic media. 

(4) Sections 4.05 and 5.03 have been reo 
vised to provide additional detail regarding 
information to be submitted with requests 
for competent authority assistance 

(5) Sections 7.02 and 7.05 have been reo 
vised to clarify current practices regarding 
coordination with IRS Appeals. 

(6) Section 7.06 has been revised to 
clarify the coordination of the accelerated 
competent authority procedure with re
quests for Advance Pricing Agreements. 

(7) Section 8.04 has been revised to 
clarify current practices regarding the pro
cessing of requests for the Simult:meou~ 
Appeal procedure. 

(8) Section 9.03(3) has been revised to 
reduce the frequency with which taxpayers 
filing protective claims are required to no
tify the U.S. competent authority as to their 
intent to file a request for assistance. 

(9) Section 10 has been revised to clar
ify the role of the U.S, competent author
ity in considering requests regarding con
forming a taxpayer's accounts and allow
ing repatriation of certain amounts follow
ing an allocation of income between re
lated U.S. and foreign corporations under 
section 482 of the Code. 

(10) Section 12.02( 8) has been revised 
to provide fur denial of competent author· 
ity assistance where the underlying trans
action is listed for purposes of the applica
ble Treasury regulations as a tax avoidance 
transaction. 

(11) Section 14 has been revised to im
plement user fees for requests for determi
nations regarding limitation on treaty ben
efits. 

SECTION 2. SCOPE 

.01 In General. This revenue procedure 
addresses procedures for obtaining assis· 
tance from the U.S. competent authority 
under the provisions of an income. estate 
or gift tax treaty entered into between the 
United States and another country. The 
U.S. competent authority assists taxpay
ers with respect to matters covered in tax 
treaties in the manner specified in the 
mutual agreement procedure provisions 
or other provisions of the relevant tax 
treaty. Taxpayers are urged to examine 
the specific provisions of the treaty under 
which they seek relieL in order to deter-
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mine whether relief may be available in 
their particular case. If, after examining 
the applicable treaty, a taxpayer is unsure 
whether relief is available, the taxpayer 
should contact competent authority. This 
revenue procedure is not intended to limit 
any specific treaty pro\'ision~ relating to 
competent authority matters. 

. 02 Reqllests for Assistallce. In gen
eraL requests by taxpayers for competent 
authority assistance must be submitted 
in accordance with this revenue proce
dure. However, where a treaty or other 
published administrative guidance pro
vides specific procedures for requests for 
competent authority assistance. those pro
cedures will apply, and the provisions of 
this revenue procedure will not apply to 
the extent inconsistent with such proce
dures. Taxpayers may consult the "Tax 
Information for International Businesses" 
and "Competent Authority Agreements" 
pages at H'ww.irs.gov for links to a variety 
of agreements and other documents that 
may modify the procedures set forth in 
this revenue procedure. 

.03 Gel1eral Process. If a taxpayer's 
request for competent authority assistance 
is accepted, the U.S. competent authority 
generally will consult with the appropriate 
foreign competent authority and attempt to 
reach a mutual agreement that is accept
able to all parties. The U.S. competent au
thority also may initiate competent author
ity negotiations in any situation deemed 
necessary to protect U.S. interests. Such 
a situation may arise, for example, when 
a taxpayer fails to request competent au
thority assistance after agreeing to a U.S. 
0[ foreign tax assessment that is contrary to 
the provisions of an applicable tax treaty or 
for which correlative relief may be avail
able. 

. 04 Failure to Requesl Assistance. Fail
ure to reque,t competent authority assis
[ .. mee or to take appropriate steps as nec
essary to maintain the availability of the 
remedy may cause a denial of part or all of 
any foreign tax credits claimed. See Treas. 
Reg. ~ I.901-2(e)(5)(i). See also section 9 
of this revenue procedure conceming pro
tecti\e measures and section 11 oflhis rev
enue procedure concerning the detcrmina
linn of creditable foreign taxes. 
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SECTION 3. GENERAL CONDITIONS 
UNDER WHICH THIS PROCEDURE 
APPLIES 

.01 Gel1eral. The exclusions. exemp
tions. deductions. credits. reductions in 
rate, and other benefits and safeguards 
provided by treaties are subject to con
ditions and restrictions that may vary in 
different treaties. Taxpayers should exam
ine carefully the specific treaty provisions 
applicable in their cases to determine the 
nature and extent of treaty benefits or 
safeguards they are entitled to and the 
conditions under which such benefits or 
safeguards are available. See section 9 of 
this revenue procedure, which prescribes 
protective measures to be taken by the 
taxpayer and any concerned related per
son with respect to U.S. and foreign tax 
authorities. See also section 12.02 of this 
revenue procedure for circumstances in 
which competent authority assistance may 
be denied. 

.02 Requirements of a Treaty. There is 
no authority for the U.S. competent author
ity to provide relief from U.S. tax or to pro
vide other assistance due to taxation aris
ing under the tax laws of a foreign country 
or the United States, unless such authority 
is granted by a treaty. See also Rev. Proc. 
2006-23, 2006-20 I.R.B. 900, for proce
dures for requesting the assistance of the 
IRS when a taxpayer is or may be subject 
to inconsistent tax treatment by the IRS 
and a U.S. possession tax agency. 

.03 Applicable Standards in Allocation 
Cases. With respect to requests for com
petent authority assistance involving the 
allocation of income and deductions be
tween a U.S. taxpayer and a related per
son, the U.S. competent authority and its 
counterpart in the treaty country will be 
bound by the arm's length standard pro
vided by the applicable provisions of the 
relevant treaty. The U.S. competent au
thority will also be guided by the arm's 
length standard consistent with the regu
lations under section 482 of the Code and 
the Transfer Pricing Guidelines for Multi
national Enterprises and Tax Administra
tions as published from time to time by 
the Organisation for Economic Co-opera
tion and Development. When negotiating 
mutual agreements on the allocation of in
come and deductions. the U.S. competent 
authority will take into account all of the 

facts and circumstances of the particular 
case and the purpose of the treaty, which 
is to avoid double taxation. 

.04 Who Can File RequeSTS for Assis· 
ftillC£'. The U.S. competent authority will 
consider requests for assistance from U.S. 
persons, as defined in section 770 I (a)(30) 

of the Code. and from non-U.S. persons as 
permitted under an applicable lax treaty . 
As noted in section 12.02 of this rev
enue procedure, there are circumstances 
in which the U.S. competent authority 
will not pursue assistance. For purposes 
of this revenue procedure, except where 
the context otherwise requires, the term 
"taxpayer" refers to the person requesting 
competent authority assistance. 

.05 Closed Cases. A case previously 
closed after examination will not be re
opened in order to make an adjustment 
unfavorable to the taxpayer except in the 
presence of an exceptional circumstance 
described in Rev. Proc. 2005-32,2005-23 
I.R.B. 1206 (providing procedures for re
opening cases if fraud, substantial error, 
or certain other circumstances are present). 
The U.S. competent authority may, but is 
not required to, accept a taxpayer's request 
for competent authority consideration that 
will require the reopening of a case closed 
after examination. 

.06 Foreign Initiated CompeTent Au
thoritr Request. When a foreign com
petent authority refers a request from a 
foreign person to the U.S. competent au
thority for consultation under the mutual 
agreement procedure, the U.S. competent 
authority generally will require the U.S. 
related person (in the case of an allocation 
of income or deductions between related 
persons) or may require the foreign per
son (in other cases) to file a request for 
competent authority assistance under this 
revenue procedure . 

.07 Requests Relating to Residence Is
sues. U.S. competent authority assistance 
may be available to taxpayers seeking 
to clarify their residency status in the 
United States. Examples include cases in 
which taxpayers believe that they are er
roneously treated as non-U.S. residents by 
treaty countries or cases where taxpayers 
are treated as dual residents despite the 
objective tie-breaker provisions contained 
in the applicable treaties. Generally, com
petent authority assistance is limited to 

situations where resolution of a residency 



issue is necessary in order to avoid double 
taxation or to determine the applicability 
of a benefit under the treaty. Further, a re
quest for assistance regarding a residency 
issue will be accepted only if it is estab
lished that the issue requires consultation 
with the foreign competent authority in 
order to wsure consistent treatment by 
the United States and the applicable treaty 
country. The us. competent authority 
does not issue unilateral determinations 
with respect to whether an individual is a 
resident of the United States or of a treaty 
country. 

.08 Detenninations Regarding Limita
tion on Benefits. Many treaties contain a 
limitation on benefits article that enumer
ates prescribed requirements that must be 
met to be eligible for benefits under the 
treaty. The U.S. competent authority will 
not issue determinations regarding a tax
payer's status under one of the prescribed 
requirements in a limitation on benefits 
provision. However, certain treaties pro
vide that the competent authority may, 
as a matter of discretion, determine the 
availability of treaty benefits where the 
prescribed requirements are not met. Re
quests for assistance in such cases should 
comply with this revenue procedure and 
any other speci fiG proGedures that may 
be issued from time to time. A request 
may be with respect to an initial dis
cretionary determination, a renewal or 
a redetermination. The request should 
take the fonn of a letter as described in 
section 4.04 of this revenue procedure, 
except that if the requester does not file 
federal tax returns and cannot identify a 
person authorized to sign such returns, 
the letter may be dated and signed by any 
authorized representative or officer of the 
requester. Taxpayers who are request
ing a discretionary determination under 
a limitation on benefits provision should 
include the user fee as described in Sec
tion 14 of this revenue procedure as well 
as the information described in Exhibit 
4.60.3-3 of the Internal Revenue Man
ual ("IRM"), Part 4 Examining Process, 
Chapter 60 International Procedure, Sec
tion 3 Tax Treaty Related Matters (lRM 
4.60.3), http://www.irs.govlinnlpart4/ 
ch45s03.html. 

SECTION 4. PROCEDURES FOR 
REQUESTING COMPETENT 
AUTHORITY ASSISTANCE 

.01 Time for Filing. A request for com
petent authority assistance generally may 
be filed at any time after an action results 
in taxation not in accordance with the pro
visions of the applicable treaty. In a case 
involving a U.S. initiated adjustment of tax 
or Illcome resulting from a tax examina
tion, a request for competent authority as
sistance may be submitted as soon as prac
ticable after the amount of the proposed 
adjustment is communicated in writing to 
the taxpayer (e.g., a Notice of Proposed 
Adjustment). Where a U.S. initiated ad
justment has not yet been communicated 
in writing to the taxpayer, the U.S. com
petent authority generally will deny the re
quest as premature. In the case of a foreign 
examination, a request may be submitted 
as soon as the taxpayer believes such fil
ing is warranted based on the actions of 
the country proposing the adjustment. In a 
case involving the re-allocation of income 
or deductions between related persons, the 
request should not be filed until such time 
that the taxpayer can establish that there is 
a probability of double taxation. In cases 
not involving an examination, a request 
can be made when the taxpayer believes 
that an action or potential action warrants 
the assistance of the U.S. competent au
thority. Examples of such action include: 
(a) a ruling or promulgation by a foreign 
tax authority concerning a taxation matter; 
and (b) the withholding of tax by a with
holding agent. Except where otherwise 
provided in an applicable treaty, taxpayers 
have disnetion over the time for filing a 
request; however, delays in filing may pre
clude effective relief. See section 9 of this 
revenue procedure, which explains protec
tive measures to be taken by the taxpayer 
and any concerned related person with re
spect to U.S. and foreign tax authorities. 
See also section 7.06 of this revenue pro
cedure for rules relating to accelerated is
sue resolution and competent authority as
sistance. 

.02 Place ()f Filing. The taxpayer must 
send all written requests for, or any in
quiries regarding, U.S. competent author
ity assistance to the Deputy Commissioner 
(International), Large and Mid-Size Busi
ness Division, Attn: Office of Tax Treaty, 

Internal Revenue Service, I I 11 Constitu
tion Avenue, NW, Routing: MA3-322A. 
Washington, D.C. 20224. 

.03 AddiTional Filing. In the case of 
U.S. initiated adjustments, the taxpayer 
also must file a copy of the request 'With 
the office of the IRS where the taxpayer" s 
case is pending. If the request is filed 
after the matter ha~ been designated for 
litigation or while a suit contesting the 
relevant tax liability of the taxpayer is 
pending in a United States court, a copy 
of the request also must be filed with the 
Office of Associate Chief Counsel (Inter
national), Internal Revenue Service, 1111 
Constitution Avenue, N.W., Washington, 
D.C. 20224. with a separate statement at
tached identifying the court where the suit 
is pending and the docket number of the 
action. 

.04 Form ()fRequesT. A request for U.S. 
competent authority assistance must be in 
the form of a letter addressed to the Deputy 
Commissioner (International), Large and 
Mid-Size Business Division. It must be 
dated and signed by a person having the 
authority to sign the taxpayer's federal tax 
returns. The request must contain a state
ment that competent authority assistance is 
being requested and must include the in
formation described in section 4.05 of this 
revenue procedure. In addition to the orig
inal signed submission, a copy of the text 
of the request and any materials contem
poraneously prepared in support of the re
quest must also be submitted, in Adobe 
PDF or M1CroSOft Word format, in the form 
of a CD, DVD, or 3.5-inch diskette. See 

section 5 of this revenue procedure for re
quests involving small cases. 

.OS Information Reifuired. The follow
ing information must be included in the re
quest for competent authority assistance: 

(I) a reference to the specific treaty and 
the provisions therein pursuant to which 
the request is made; 

(2) the names, addresSC';. U.S. taxpayer 
identification number and foreign taxpayer 
identification number (if any) of the tax
payer and, if applicable, all related persons 
involved in the matter; 

(3) a brief description of the issues for 
which competent authority assistance is re
quested, including a description of the rel
evant transactions. activities or other cir
cumstances involved in the issues raised 
and the basis for the adjustment, if any; 
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(4) if applicable. a de;.criptiun of the 

control ami bu~ine;,s relation"hip" bemeen 
the taxpayer and any relc\ ant related per
son for the years in issue. illL: luding al1\ 
changes in ;,uch relationship tu the date of 
filing the reljuest: 

(5) the years and amounts III 101 led \\ ith 
respect to the issues in both U.S. dollars 
and foreign cUITenc) : 

(6) the IRS office that has made ll! IS 
proposing to make the adju"tmcnt or. if 
known. the IRS office WIth examination 
jurisdictHlIl 0\ er the taxpayer: 

(71 an explanation of the nalUre of the 
relict suught or the aClioll n:quested in 
the United States or in the tre~lty c(luntry 
with respect to the issues rai"ed. includ
ing a statement as to whether the taxpayer 
wishes to apply for treatment Similar to 
that pr\lvided under Rev. Fmc. LJLJ-32. 
1999-2 C.B. 2% (referred to in this rev
enue procedure as "Rev. Pmc. <)<)-32 
treatment'· al1LI explained in further L1etail 
in section I () of this revenue procedure): 

(H) a statement whether the period of 
limitations for the years for which relief IS 
sought has expired in the Uniteu States or 
in thc treaty country: 

(9) a qatement of relevant domestic anu 
foreign juuicial or administrative proceed
ings that involve the taxpayer anu related 
persons. including all information related 
to notification of the treaty country: 

(10) t[) the extent known by the tax
payer. a statement of relevant foreign ju
dicial or public administrative proceedings 
that do not involve the taxpayer or re
lated persons but invul ve the same issue 
for which competent authllrity assistance 
is reljuested: 

( II) a statement whether the request 
for competent authority assistance in
yo\\es issues that are currently. or were 
prC\iously. considered part of an AdYJnce 
Pricing Agreement ("APA'·) proceeLiing 
or other proceeding rcll'\Clnt to the i,:--ue 
under consideration in the lJ nited States or 
part of a similar procl'l'ding in the foreign 
country: 

( 12) if applicablc. p\l\\er, of attoflle) 
\\ith respect tLl the ta\.pa)er. and the re
quest should identify the individual to 
,erl c ~I', the ta:\payer', initial point of 
cont~ICt for the competent authority: 

I 13) if the juri ,diction of an is:--ue i, with 
an IRS .\ppeal" offi~·e, a summary of prior 
discussiolh oflhe i,slle I\ith thaI office ~lIld 
contact informatioll regarding the IRS .-'\p-
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pt'~lh officer hanuling the issue: al~o. if 
applllpnclte. a statement whether the tax
pa~ er is rl'questing the Simultaneous Ap
pcal, prllcedurl' ch pro\ idl'd In section ~ of 
thiS Iell'nue prul'edure: 

(14) in ,I separate ,eclion, the statement 
and informatioI1 rcqUIred by ,ection l).()2 

Llf this revenue procedure if the request i, 
to sen L' as a protecti\ e chllm: 

( 15) on it "eparate docllment. a state
menl that the ta\payer conscnt-. to the di;.
closure to the competent cluthority of the? 
treat) Cllllllll) (\Iith the name of the treaty 
coulltr) ,pecifically stated) and that com
petent authority", ,tatl. orany (lr all of the 
item, of information ,et forth ur enclosed 
in the reyuest for U.S. competent author
ity assistance within the limits contained in 
the tax treaty under whidl the taxpayer is 
seeking relief. The taxpayer IlIay reyuest, 
as part of this statement. that its trade se
net~ not be discloseu to a foreign com
petent authority. This statement must be 
dated and signed by a person having au
thority to sign the taxpayer's federal tax 
rcturns anu IS rcquired to tacilItate the ad
ministrativc handling of the request by the 
U.S. CLllllpetent authority fur purposes of 
the recordkceping requirements of section 
o 103( p) of the Code. Failure to provide 
such a statcme11l will not prevent the U.S. 
competent authority from disclusing infor
mation unuer the terms of a treaty. S('(' 
,eClion 61 03( k)( 4) of the Code. Taxpayers 
are encouraged to providc duplicates to the 
U.s. and foreign competcnt authorities of 
all informatioll otherwise ui,clo"able un
der the treaty: 

( 10) a penalties of peljury statement in 
the following form: 

Under penalties of perjury. I dedare 
that I hav·e examined this reyuest. in
cluding accompanying uocuments. and. 
10 the best of my knowledge and be
lieL the facts presented in support of 
the request for competent authority as
sistance are true, correct and complete. 

The declaration must be dated and signed 
by the person or persons on whose be
half the request is being made and not by 
the taxpayer', repre:-.entative. The person 
signing for a c()rporate taxpayer must be 
an authuri/ed ufficer of the taxpayer who 
has personal knowledge of the facts. The 
per-;on 'Igning for a trust. an estate or a 
partnership mu,t be respectively. a trmtee. 
an executor or a partner who ha~ personal 
kn()\1 ledge of the facts: and 

\ 17) any other information required or 
reljuested ullder this revenue procedure. as 
applicable. SCI'. e.g .. sectIon 7.00 of this 
revenue procedure. which requires the pro
\ision of certain information 111 the ca,e of 
a reLJuest for the acee lerated competent au
thority procedure. and section 10 of this 
revenue procedure. \l,Ihich requires the pro
\ision of certain information in the case 
of a reljuest for Rev. Proc. t}l)-32 treat
ment. Reljuests for supplemental informa
tion may include items such as detailed fi
nancial information, comparabJiity analy
sis. or (lther material relevant to a transfer 
pricing analysis. 

'()6 UllIer fJi,I/1lI1e Resolution Pm
grams. Requests for competent authority 
assistance that involve an APA or Pre-Fil
ing Agreement reLJuest must include the 
information required under Rev. Proc. 
2006-9. 2006-2 I.R.B. 278 (concerning 
APAs), and Rev. Proc. 2005-12,2005-2 
I.R.B. 311 (concerning Pre-Filing Agree
ments). 

.07 OIlier DOClIInellfarioll. In addi-
tion. on reljuest. the taxpayer must submit 
any other information or documentation 
deemed necessary by the U.S. or for
eign competent authority for purposes 
of reaching an agreement. This includes 
English translations of any documentation 
required in connection with the competent 
authority request. 

.08 UpdMes. The taxpayer must keep 
the U.S. competent authority informed of 
all material changes in the information or 
documentation previously submitted as 
pan of, or in connection with. the request 
for competent authority assistance. The 
taxpayer also must provide any updated 
information or new documentation that 
becomes known or is created after the re
quest i, filed and which is relevant to the 
resolution of the issues under considera
tion. 

.09 COllferences. To the extent possi
ble. the U.S. competent authority will con
sult with the taxpayer regarding the sta
tus and progress of the mutual agreement 
proceedings. The taxpayer may request a 
pre-filing conference with the U.S. compe
tent authority to discuss the mutual agree
ment process with respect to matters cov
ered under a treaty, including discussion of 
the proper time for filing, the practical as
pects of obtaining relief and actions nec
essary to facIlitate the proceedings. Simi-



lady, after a matter is resolved by the com
petent authorities, a taxpayer may also re
quest a conference with the U.S. compe
tent authority to discuss the resolution. 

Taxpayer 

SECTION 5. SMALL CASE 
PROCEDURE FOR REQUESTING 
COMPETENT AUTHORITY 
ASSISTANCE 

.01 General. To facilitate requests for 
assistance involving small cases, this sec
tion provides a special procedure simpli
fying the form of a request for assistance 
and, in particular, the amount of informa-

Proposed 
Adjustment 

Individual ............... , ..................... , ........ . £200,000 
$1,000,000 

£200,000 
Corporation/Partnership ......................... , ........ . 
Other ........ , ......................................... , 

.03 Small Case Filing Procedure. The 
abbreviated request for competent author
ity assistance under the small case proce
dure must be dated and signed by a per
son having the authority to sign the tax
payer's federal tax returns. Although other 
information and documentation may be re
quested at a later date, the initial request for 
assistance should include the following in
formation and materials: 

(1) a statement indicating that this is a 
matter subject to the small case procedure; 

(2) the name, address, U.S. taxpayer 
identification number and foreign taxpayer 
identification number (if any) of the tax
payer and, if applicable, all related persons 
involved in the matter; 

(3) a description of the issue and the 
nature of the relief sought: 

(4) the taxable years and amounts in
volved with respect to the issues in both 
U.S. and foreign currency; 

(5) the name of the treaty country; 
(6) if applicable, powers of attorney 

with respect to the taxpayer; 
(7) on a separate document. a statement 

that the taxpayer consents to the disclosure 
to the competent authority of the treaty 
country (with the name of the treaty coun
try specifically stated) and that competent 
authority'S staff, of any or all of the items 
of information set forth or enclosed in the 
request for U.S. competent authority assis
tance within the limits contained in the tax 
treaty under which the taxpayer is seek
ing relief. The taxpayer may request, as 
part of this statement, that its trade secrets 
not be disclosed to a foreign competent au
thority. This statement must be dated and 

signed by a person having authority to sign 
the taxpayer's federal tax returns and is re
quired to facilitate the administrative han
dling of the request by the U.S. competent 
authority for purposes of the recordkeep
ing requirements of section 6103(p) of the 
Code. Failure to provide such a statement 
will not prevent the U,S. competent author
ity from disclosing information under the 
terms of a treaty. See section 61 03(k)( 4) 
of the Code; and 

(8) a penalties of perjury statement in 
the following form: 

Under penalties of perjury, I declare 
that I have examined this request, in
cluding accompanying documents, and, 
to the best of my knowledge and be
lief, the facts presented in support of 
the request for competent authority as
sistance are true, correct and complete. 

The declaration must be dated and signed 
by the person or persons on whose be
half the request is being made and not by 
the taxpayer's representative. The person 
signing for a corporate taxpayer must be 
an authorized officer of the taxpayer who 
has personal knowledge of the facts. The 
person signing for a trust an estate or a 
partnership must be respectively, a trustee, 
an executor or a partner who has personal 
knowledge of the facts. 

SECTION 6. RELIEF REQUESTED 
FOR FOREIGN INITIATED 
ADJUSTMENT WITHOUT 
COMPETENT AUTHORITY 
INVOLVEMENT 

Taxpayers seeking correlati ve relief 
with respect to a foreign initiated adjust-

tion that initially must be submitted. All 
other requirements of this revenue proce
dure continue to apply to requests for as
sistance made pursuant to this section . 

. 02 Small Case St{{lJdards. A taxpayer 
may file an abbreviated request for com
petent authority assistance in accordance 
with this section if the total proposed 
adjustment involved in the matter is not 
greater than the following: 

ment involving a treaty matter should 
present their request to the U.S. competent 
authority. However. when the adjustment 
involves years under the jurisdiction of 
the Industry or Area Director or IRS Ap~ 
peals, taxpayers sometimes try to obtain 
relief from these offices. This may occur, 
for example. if the adjustment involves 
a re-allocation of income or deductions 
involving a related person in a country 
with which the United States has an in
come tax treaty. In these cases, taxpayers 
will be advised to contact the U.S. com
petent authority office. In appropriate 
cases, the U.S. competent authority will 
advise the Industry or Area Director or 
IRS Appeals office on appropriate action. 
The U.S. competent authority may request 
the taxpayer to provide the information 
described under sections 4.05 and 4.07 of 
this revenue procedure. Failure to request 
competent authority assistance may result 
in denial of correlative relief with respect 
to the issue, including applicable foreign 
tax credits. 

SECTION 7. COORDINATION WITH 
OTHER ADMINISTRATIVE OR 
JUDICIAL PROCEEDINGS 

.01 Suspension of Administrative Ac
tion with Re.~pect to U.S. Adjustments. 
When a request for competent authority 
assistance is accepted with respect to a 
U.S. initiated adjustment, the IRS will 
postpone further administrative action 
with respect to the issues under competent 
authority consideration (such as assess
ment or collection procedures), except: 
(a) in situations in which the IRS may be 
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requested other\\i~e by the U.S. compe

tent authority: or (bl in situations il1\oh
ing case ... pending in court and 111 other 

instances in which action Il1U,t he taken to 

avoid prejudicing the U.S. Gll\erlllllent', 
intere,t. The normal 'l(.llllini,trati\ L' pro
cedures continue to apply. howen:r. to 

all other issue~ not under U.S. competent 
authority consider·atlon. rm example. if 
there arc other i,slIe, rai,ed duri ng the 
t'xamination and the taxpayer i., not in 
agreement with the~e is,ues. the usual 
rrocedures for completing the e\ClIllin;!
tion with respect to these i,sues apply. If 

the taxraycr is i"sued a Notice of ProroseLi 
Adjustment with respect to these i"sues 
and prepares a prote"t ()r the unagreed 
issue~. the taxpayer need nut include any 
unagreed issue under consideration by 
the competent authority. Following the 
receipt of a tilxpayer' s protest. normal 
IRS Appeab procedures will be initiated 
with respect to those issues not subject to 
competent authority consideration. 

.02 Coordil/litioll lI'ith IRS Appell{s. 
Taxpayers who disagree with a proposed 
U.S. adjustment have the option of pur
suing their right of admini"trative re
,iew with IRS Appeals before requesting 
competent authority assistance: making 
a request pur~uant to the Simultaneous 
Appeals procedure in section 8 of this 
revenue procedure: or requesting com
petent authority assi"tance immediately 
for bilateral consideration. Taxpayers re
questing unilateral withdrawal of a U.S. 
adjustment Without consultation With the 
treaty country must direct such a request 
to IRS Appeals rather than to the U.S. 
competent authority. Taxpayers who are 
pur~uing their rights with IRS Appeals 
may contact the U.S. competent authority 
if they believe they have a potential COI11-

petent authonty issue. If a taxpayer does 
not go through the Simultaneous Appeals 
procedure and instead enters into settle
ment discussions v.ith IRS Appeals before 
making a competent authority request. 
the U.S. competent authonty may rely 
upon. but will not necessarily be bound 
hy. such pre\lolls consideration hy IRS 
Appeals when considering the case (.lee 

(/1\(1 section 7.05 of this revenue procedure 
regarding settlements with IRS Appeals 
and ,ectilln ~\'().'i of this revenue procedure 
regarding the role of IRS Appeals in the 
Simultaneou, Appea\<.; rrocedure). If a 
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t,1\pa>er enters into the Appeals arbitra
tinn progrill11 (sec Rev. Proc. 2006~-I-. 

2()()6--+-+ I.R.B. H()O). the taxpayer gener

all> 1l1a) not request competent authority 
assi,wncc until the arbitration proccss 
is completed. Hov.e\er. i I' the taxpayer 

demonstrates that a request for competent 
authority assistance is necessary to keep 
opcn a Slatllte of limitations in the trcat) 
country. then competent authority assis
tance may he requested while arbitratiun i" 
pending. and the U.s. competent authority 
\\ill suspend action on the case until arbi
tration is completed. If a taxpayer makes a 
competent authority relJuest. the taxpayer 
i~ deemed to consent to communications 
between the U.S. competent authority and 
IRS Appeals regarding the matter. See 
Rev. Proc. 2000--+3.2000-2 C.B. -1-0-+. 

.03 Coordill(/{io/l \vith Litigutioll. The 
U.S. competent authority will not. without 
the consent of the Associate Chief Counsel 
(International). accept (or continue to con
sider) a taxpayer's request for assistance if 
the request involves a taxable period pend
ing in a United Statcs court or involves a 
matter pending in a Cnited States court or 
designated for litigation for any taxable pe
riod. If the case is pending in the United 
States Tax Court. the taxpayer may. in ap
propriate cases, be asked to join the I RS in 
a motion to sever i~sues or delay trial pend
ing completion of the compctent author
ity proceedings. If the case is pending in 
any other court. the Associate Chief Coun
sel (international) will consult with the De
partment of Justice about appropriate ac
tion. and the taxpayer may. in appropriate 
ca,es. be asked to join the U.S. Govern
ment in a motion to sever issues or delay 
trial pending completion of the competent 
authority proceedings. Final decision on 
severing issues or delaying trial rests with 
the court. The filing of a competent author
ity reljuest does not. however. relieve the 
taxpayer from taking any action that may 
be necessary or re4uired with respect to lit
igation. 

.0-+ Coordillatioll lI·jth Other Altenw
lil'(, IJi.I{JlIte Reso/Jllilill ([nd Pre-FilillX 
Procedures. Competent authority assis
tance i~ available to taxpayers in con
Junction with other alternative di~pute 

resolution and pre-filing procedure~ in 
order to en~ure taxation in accordance 
with tax treaty provisions. Other revenue 
procedures and IRS publicatioll'i should 

be consulted as necessary with regard to 

specific matters. SCI'. c.g" Rev. Proc. 
2006-t). 2006-2 LR.H. nx (col1ccrlllng 
APAs): Re\,. Proc. 2005-12. 2005-2 
I.R.B. 311 (concerning Pre-Filing Agree
ments): or Re\,. Pille l)~-21. ll)l)~-I 

C.B. 5H5 (concerning Article XIII(X) of 
the U.S.-Canada treaty). Taxpayers with 
applications under any otlwr dispute reso
lution procedures ~hould seck competent 
authority assistance as early as possible if 
they helieve tlwy have potential competent 
authority issues. 

.05 E[f{>ct o(Agreel11cllt.1 or .Il1dici(/{ /)e

tel'lninuliollS Oil COII/petent Allthorit." Pro
('('('(lings. If a taxpayer either executes a 
closing agreement with the IRS (whether 
or not contingent upon competent author
ity reliet) with respect to a potential COIll

petent authority issue or reaches a settle
ment on the issue with IRS Appeals (in
cluding an Appeals settlement through the 
arbitration process) or with Chief Coun
sel pursuant to an executed closing agree
ment or other written agreement such as 
Form 870-AD, the U.S. competent author
ity will endeavor only to obtain a correla
tive adjustment from the treaty country and 
will not undertake any actions that would 
otherwise change such agreements. How
ever. the U.S. competent authority will, 
in appropriate cases. consider actions nec
essary for the purpose of providing treat
ment similar to that provided in Rev. Proc. 
99-32. Once a taxpayer's tax liability for 
the taxable periods in issue has been de
termined by a U.S. court (including settle
ment of the proceedings before or during 
trial), the U.S. competent authority simi
larly will endeavor only to obtain correla
tive relief from the treaty country and will 
not undertake any action that would other
wise reduce the taxpayer's federal tax lia
bility for the taxable periods in issue as de
termined by a U.s. court. Taxpayers there
fore should be aware that in these situa
tions. as well as in situations where a treaty 
country take~ a similar position with re
spect to issues resolved under its domestic 
laws, relief from double taxation may be 
jeopardized. 

.06 Accelemted Competent Authority 
PlOcedlire. A taxpayer requesting compe
tent iluthority assistance with respect to an 
issue raised by the IRS also may request 
that the competent authorities attempt to 
resolve the issue for subsequent taxable 



periods for which returns have been filed, 
if the same issue continues in those peri
ods. See also Rev. Proc. 94--67. 1994-2 
C.B. 800, concerning the Accelerated Is
sue Resolution ("AIR") process. The U.S. 
competent authority will consider the re
quest and will contact the appropriate IRS 
field office to consult on whether the issue 
should be resolved for subsequent taxable 
periods. If the IRS field office consents to 
this procedure, the U.S. competent author
ity will address with the foreign competent 
authority the request for such taxable pe
riods. For purposes of resolving the issue, 
the taxpayer must furnish all relevant 
information and statements that may be 
requested by the U.S. competent authority 
pursuant to this revenue procedure. In ad
dition, if the case involves a Coordinated 
Industry Ca~e (TIC") taxpayer, the tax
payer must fumish all relevant information 
and statements requested by the IRS, as 
described in Rev. Proc. 94-67, 1994-2 
C.B. 800. If the case involves a non-CIC 
taxpayer, the taxpayer must fumish all rel
evant information and statements that may 
be requested by the IRS field office. A 
request for the accelerated competent au
thority procedure may be made at the time 
of filing a request for competent authority 
assistance or at any time thereafter, but 
generally before conclusion of the mutual 
agreement in the case; however, taxpayers 
are encouraged to request the procedure 
as early as practicable. The application 
of the accelerated procedure may require 
the prior consent of the Associate Chief 
Counsel (lntemational). See section 7.03 
of this revenue procedure. A request for 
the accelerated competent authority pro
cedure must contain a statement that the 
taxpayer agrees that: (a) the inspection 
of books of account or records under the 
accelerated competent authority procedure 
will not preclude or impede (under section 
7605(b) or any administrative provision 
adopted by the IRS) a later examination of 
a return or inspection of books of account 
or records for any taxable period covered 
in the accelerated competent authority 
assistance request; and (b) the IRS need 
not comply with any applicable proce
dural restrictions (for example, providing 
notice under section 7605(b» before be
ginning such examination or inspection. 
The accelerated competent authority pro
cedure is not subject to the AIR process 
limitations. The accelerated competent 

authority procedure is implicitly invoked 
when a taxpayer requests a rollback of its 
requested bilateral APA to already filed 
years. Thus, the provisions of section 
7.06 of this revenue procedure also apply 
when a rollback is requested pursuant to 
Rev. Proc. 2006-9, which governs re
quests for APAs filed with the Office of 
Associate Chief Counsel (International), 
Advance Pricing Agreement Program. 

SECTION 8. SIMULTANEOUS 
APPEALS PROCEDURE 

.0 I General. A taxpayer filing a request 
for competent authority assistance under 
this revenue procedure may, at the same 
time or at a later date, request IRS Ap
peals' consideration of the competent au
thority issue under the procedures and con
ditions provided in this section. The U.S 
competent authority also may request IRS 
Appeals' involvement if it is determined 
that such involvemcnt would facilitate the 
negotiation of a mutual agreement in the 
case or otherwise would serve the inter
est of the IRS. The taxpayer may, at any 
time, request a prefiling conference with 
the offices of the Chief of IRS Appeals 
and the U.S. competent authority to dis
cuss the Simultaneous Appeals procedure. 
See also section 7.02 of this revenue pro
cedure for coordination with the compe
tent authority of cases already in IRS Ap
peals. However. arbitration or mediation 
procedures that otherwise would be avail
able through the IRS Appeals process are 
not available for cases in the Simultane
ous Appeals procedure. See Rev. Proc. 
2006-44, 2006-44 I.R.B. 800, and Rev. 
Proc. 2002-44,2002-2 c.B. 10. 

.02 Time for Requesting the Simultane
uus Appeals Procedure. 

(I) When Filing for Competent Allthor
itv Assistance. The Simultaneous Appeals 
p~ocedure may be invoked at any of the 
following times: 

(a) When the taxpayer applies for com
petent authority assistance with respect to 
an issue for which the examining IRS of
fice has proposed an adjustment and before 
the protest is filed; 

(b) When the taxpayer files a protest 
and decides to sever the competent author
ity issue and seek competent authority as
sistance while other issues are referred to 
IRS Appeals; and 

(c) When the case is in fRS Appeals and 
the taxpayer later decides to request com
petent authority assistance with re"peet to 
the competenl authority issue. The tax
payer may sever the competent authority 
isslle for referral to the U.S. competent au
thority and invoke the Simultaneous Ap
peals procedure at any time wilen the case 
is in IRS Appeals but before settlement of 
the issue. Taxpayers. however, are encour
aged to invoke the Simultaneous Appeals 
procedure as soon as possible, preferably 
as soon as practicable after the first IRS 
Appeals conference. 

(2) After Fi/illgjiJr COlllpelt'1lt Allthority 
Assistance. The taxpayer may request thc 
SImultaneous Appeals procedure at any 
time after requesting competent authority 
a~sistancc. However, a taxpayer's request 
for the Simultaneolls Appeals procedure 
generally will be denied if made after the 
date the lj.s. position paper is communi
cated to the foreign competent authority, 
unless the U.S. competent authority deter
mines that the procedure would facilitate 
an early resolution of the competent au
thority issue or otherwise is in the best in
terest of the IRS. 

.03 Cases Pending in Court. If the mat
ter is pending before a U.S. court or has 
been designated for litigation and jurisdIC
tion has been released to the U.S. compe
tent authority, a request for the Simulta
neous Appeals procedure may be granted 
only with the consent of the U.S. compe
tent authority and the Office of Associate 
Chief Counsel (International). 

.04 Reqllest for Simultaneous Appeals 
Procedure. The taxpayer's request for the 
Simultaneous Appeals procedure should 
be addressed to the U.S. competent au
thority either as part of the initial compe
tent authority assistance request or, if made 
later, as a separate letter to the u.s. com
petent authority. The request should statc 
whether the issue was previously protested 
to IRS Appeals for the periods in compe
tent authority or for prior periods (in which 
case a copy of the relevant portions of the 
protest and an explanation of the outcome, 
if any. should be provided). The U.S. com
petent authority will send a copy of the re
quest to the Chief of IRS Appeals, who, 
in turn, will forward a copy to the appro
priate Area Director. The U.S competent 
authority will consult with IRS Appeals to 
determine whether the Simultaneous Ap-
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peals procedure should be invoked. When 
the U.S. competent authority invokes the 
Simultaneous Appeals procedure. the tax
payer will be notified. The U.S. competent 
authority has jurisdiction of the issue when 
the Simultaneous Appeab procedure is in
voked. 

.OS Role oORS Appellis ill the Simultu
neous Appeul.1 Procedure. 

(I) IRS .4/)I)(:als Process. The IRS Ap
peab representative assigned III the l'ase 

will consult with the taxpayer and the 
U.S. competent authority for the purpose 
of reaching a resolution of the unagreed 
issue under competent amhority juris
diction before the issue is pre~ented to 
the foreign competent authority. For this 
purpose. established IRS Appeals proce
dures generally apply. The IRS Appeals 
representative will consult with the U.S. 
competent authority during this process 
to ensure appropriate coordination of the 
IRS Appeals process with the competent 
authority procedure. so that the terms of a 
tentative resolution and the principles and 
facts upon which it is based are compatible 
with the position that the US. competent 
authority intends to present to the foreign 
competent authority with respect to the is
~ue. Any resolution reached with the IRS 
under this procedure is subject to the com
petent authority process and. therefore. is 
tentative and not binding on the IRS or 
the taxpayer. The IRS will not request 
the taxpayer to conclude the IRS Appeals 
process with a written agreement. The 
conclusions of the tentative resolution. 
however. generally will be reflected in the 
U.S. position paper used for negotiating a 
mutual agreement with the foreign com
petent authority. The procedures under 
this section do not give taxpayers the right 
to receive reconsideration of the issue by 
IRS Appeals where the taxpayer applied 
for competent authority assistance after 
having received substantial IRS Appeals 
consideration. Rather. the IRS may rely 
upon, but will not necessarily be bound 
by. such previous cllnslderation by IRS 
Appeals when considering the case under 
the Simultaneous Appeals procedure. 

(~) Assistance to US. COII/petent AI/
rhorit" The U.S. competent authurity is 
respo;1sible for dneloping a U.S. position 
paper \\ ilh re'pect to the issue and for con
dUCling the mutual agreement procedure. 
Gener;ll\,. requesting IRS Appeals' con-

1044 2006-2 C.B. 

sideralion of an i~sue under competent au
thority jurisdiction will not affect the man
ncr in \\hich taxpayers normally are in
\llhed in the competent authority process. 

06 f)enial or [Nil/iI/arion or Silllllll([

IlrOIlS Appe({/~ Procedure. 

(I) Taxpayer'.\ TClIlli/i(llio/l. The tax
payer may. at any time. withdraw its re
quest for the Simultaneous Appeals proce
dure. 

(2) IRS's Dell iii I or Ti'nllil/(ltioll. The 
U.S. competent authority. the Chief of 
IRS Appeals or the appropriate Industry 
or Area Director may decide to deny or 
term mate the Si Illultaneous Appeals pro
cedure if the procedure is determined to 

be prejudicial to the mutual agreement 
procedure or to the administrative appeals 
process. For example. a taxpayer that re
ceived IRS Appeals con~ideration before 
requesting competent authority assistance. 
but was unable [0 reach a settlement in 
IRS Appeals. may be denied the Simul
taneous Appeals procedure. A taxpayer 
may request a conference with the offices 
of the U.S. competent authority and the 
Chief of IRS Appeals to discuss the denial 
or termination of the procedure. 

,07 Returning to IRS Appeals. If the 
cumpetent authorities fail to agree or if the 
taxpayer does not accept the mutual agree
ment reached by the competent authorities. 
the taxpayer will be permitted to refer the 
issue to IRS Appeals for further conSIder
ation. 

.08 IRS Appeals' COllsiderolion ojNon
COlllpelem Allthoritv Issues. The Simul
taneous Appeals procedure does not af
fect the taxpayer' s rights to IRS Appeals' 
consideration of other unresolved issues. 
The taxpayer may pursue settlement dis
cussions with respect to the other issues 
without waiting tilr resolution of the issues 
under competent authority jurisdiction. 

SECTION 9. PROTECTIVE 
MEASURES 

.0 I Gel/eral. In negotiating treaties. the 
United States seeh to secure an agreement 
with the treaty country that any compe
tent authority agreement reached with 
the treaty country will be implemented 
notwithstanding any time limits or other 
procedural limitations in the domestic law 
of either country. However. treaty provi
\ion~ that provide a competent authority 

with the ability to waive such limitations 
do not affect the application of statutes of 
limitation in th\.' event that a request for 
competent authority assistance is declined 
or the competent authorities are unable 
to reach an agreement. In addition. the 
particular treaty or the posture of the par
ticular case may indicate that the taxpayer 
or a related person must take protective 
measures with the U.S. and foreign tax 
authorities so that the implement3tion of 
any agreement reached by the compett!nt 
authorities or alternative remedies outside 
of the competent authority process are not 
barred by administrative. legal or proce
dural ban-iers. Such balTiers may arise 
either before or after a competent author
ity request is filed. Protective measures 
include, but are not limited to: (a) filing 
protective claims for refund or credit: (h) 
extending any period of limitations on 
assessment or refund: (c) avoiding the 
lapse or termination of the taxpayer's 
right to appeal any tax determination; 
(d) complying with all applicable proce
dures for invok1l1g competent authority 
consideration. including applicable treaty 
provisions dealing with time limits within 
which to invoke such remedy; and (c) 
contesting an adjustment or seeking an 
appropriate correlative adjustment with 
respect to the U.S. or treaty country tax. A 
taxpayer should take protective measures 
in a timely manner, that is, in a manner 
that allows sufficient time for appropriate 
procedures to be completed and effective 
before barriers arise. Generally. a taxpayer 
should consider, at the time an adjustment 
is first proposed. which protective mea
sures may be necessary and when such 
measures should be taken. However. ear
lier consideration of appropriate actions 
may be desirable. for example, in the 
case of a recurring adjustment or where 
the taxpayer otherwise is on notice that 
an adjustment is likely to be proposed. 
Taxpayers may consult with the U.S. com
petent authority to determine the need for 
and timing of protective measures in their 
particular case. 

,02 Filing Protective Claim for Credit 
or Refund with a Competent Authority Re
quest. 

( I) In General. A valid protective claim 
for credit or refund must meet the require
ments of section 6402 of the Code and 
lhe regulations thereunder. Accordingly, a 



protective claim must: (a) fully advise the 
IRS of the grounds on which credit or re
fund is claimed; (b) contain sufficient facts 
to apprise the IRS of the exact basis of the 
claim; (c) state the year for which the claim 
is being made; (d) be on the proper forn1; 
and (e) be verified by a written declaration 
made under penalties of perjury. 

(2) Treatment of Competent Authority 
Request as Protecrive Claim. The IRS 
will treat a request for competent authority 
assistance itself as one or more protective 
claims for credit or refund with respect 
to issues raised in the request and within 
the jurisdiction of the U.S. competent 
authority and will not require a taxpayer 
to file the form described in Treas. Reg. 
§301.6402-3 with respect to those issues, 
provided that the request meets the other 
requirements of section 6402 of the Code 
and the regulations thereunder. as de
scribed in section 9.02(1) of this revenue 
procedure. The information constituting 
the protective claim should be set forth in 
a separate section of the request for as
sistance and captioned "Protective claim 
pursuant to section 9.02 of Rev. Proc. 
2006-54." The penalties of perjury state
ment described in section 4.05(16) of this 
revenue procedure satisfies the require
ment for the written declaration and a 
separate declaration is not required. 

.03 Protective Filing Before Competent 
Authority Request. 

(I) In general. There may be situa
tions in which a taxpayer will be unable 
to file a fornlal competent authority assis
tance request before the period of limita
tions expires with respect to the affected 
U.S. return. In these situations, before the 
period of limitations expires, the taxpayer 
should file a protective claim for credit 
or refund of the taxes attributable to the 
potential competent authority issue to en
sure that alternative remedies outside of 
the competent authority process will not be 
barred. A protective filing may be appro
priate where: (a) the treaty country is con
sidering but has not yet proposed an adjust
ment; (b) the treaty country has proposed 
an adjustment but the related taxpayer in 
the treaty country decides to pursue admin
istrative or judicial remedies in the foreign 
country; or (c) the terms of the applicable 
treaty require notification to be made to the 
competent authority within a certain time 
period. In considering whether to accept 

a taxpayer's request for competent author
ity assistance, the U.S. competent author
ity will consider whether the proper treaty 
notification has been made in accunlance 
with this subsection. 

(2) Letter to Competent Authority 
Treated as Protective Claim. In situa
tions in which a protective claim is filed 
prior to suhmitting a request for compe
tent authority assistance. the taxpayer may 
make a protective claim in the form of a 
letter to the competent authority. The letter 
must indicate that the taxpayer is filing a 
protective claim and set forth, to the extent 
available, the information required under 
section 4.05( I ) through (17) or under sec
tion 5.03(1) through (8) of this revenue 
procedure, as applicable. The letter must 
include a penalties of perjury statement as 
described in sections 4.05( 16) and 5.03(8) 
of this revenue procedure. The letter must 
be filed in the same place and manner as a 
request for competent authority assistance. 
The IRS will treat the letter as a protective 
claim(s) with respect to issues raised in 
the letter and within the jurisdiction of the 
U.S. competent authority and will not re
quire a taxpayer to file the form described 
in Treas. Reg. §301.6402-3 with respect 
to those issues, provided that the request 
meets the other requirements described in 
section 9.02(1) of this revenue procedure. 
The letter must include the caption "Pro
tective claim pursuant to section 9.03 of 
Rev. Proc. 2006-54." 

(3) Notification Requirement. After fil
ing a protective claim, the taxpayer period
ically must notify the U.S. competent au
thority whether the taxpayer still is consid
ering filing for competent authority assis
tance. The notification must be filed ev
ery twelve months until the formal request 
for competent authority assistance is filed. 
The U.S. competent authority may deny 
competent authority assistance if the tax
payer fails to file this annual notification. 

(4) No Consultation between Compe
tent Authorities until Formal Request is 

Filed. The U.s. competent authority gen
erally will not undertake any consultation 
with the foreign competent authority with 
respect to a protective claim filed under 
section 9.03 of this revenue procedure. 
The U.S. competent authority will place 
the protective claim in suspense until 
either a fonnal request for competent au
thority assistance is filed or the taxpayer 

notifies the U.S. competent authority that 
competent authority consideration is no 
longer needed. In appropriate cases, the 
U.S. competent authority will send the 
taxpayer a formal notice of claim disal
lowance. 

.04 Effect of a Protective Claim. 
Protective claims filed under section 

9.02 or 903 of this revenue procedure will 
only allow a credit or refund to the extent 
of the grounds set forth in the protective 
claim and only to the extent agreed to by 
the C.S. and foreign competent authorities 
or to the extent unilaterally allowed by the 
U.S. competent authority. This revenue 
procedure does not grant a taxpayer the 
right to invoke section 482 of the Code 
in its favor or compel the IRS to allocate 
income or deductions or grant a tax credit 
or refund. 

.05 Treat\' Provisions Wail'in!? Proce
dural Barriers. 

In those cases where the mutual agree
ment article authorizes a competent au
thority to waive or remove procedural har
riers to the credit or refund of tax, tax
payers may be allowed a credit or refund 
of tax even though the otherwise appli
cable period of limitations has expired, 
prior closing agreements have been en
tered into, or other actions have been taken 
or omitted that ordinarily would foreclose 
relief in the form of a credit or refund 
of tax. However, under these provisions 
there may still be situations in which tax
payers should take appropriate protective 
measures as described under this revenue 
procedure or under applicable foreign pro
cedures. For example, procedural limi
tations cannot be waived if a request for 
competent authority assistance is declined 
or the competent authorities are unable to 
reach agreement. In addition, some coun
tries may take the position that domestic 
statutes of limitation on refunds cannot be 
waived under the relevant treaty. Because 
there are circumstances that are not under 
the control of taxpayers or the U.S. com
petent authority it is advisable that taxpay
ers take proteuive measures to increase the 
possibility that appropriate relief is avail
able to them in all circumstances. 

SECTION 10. APPLICATION OF 
REV. PROC 99-32 

Rev. Proc. 99-32, 1999-2 C.B. 296, 
generally provides a means to conform a 
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taxpayer's accounts and allow repatriation 
of certain amounts following an allocation 
of income between related U.S. and for
eign corporations under section 4R2 of the 
Code without the federal income tax con
sequences of the adjustments that would 
otherwise have been necessary to conform 
the taxpayer's accounts in light of the al
lm;ation of income. In situations \},'here a 
section 482 allocation is the subject of a 
request for competent authority assistance, 
the competent authority may provide relief 
consistent with the principles of Re". Proc. 
99-32 with re~pect to any new or pend
ing requesb. for Rev. Proc. 99-32 treat
ment relating to such allocation. Accord
ingly, if a taxpayer intends to seek Rev. 
Proc. 99-32 treatment in connection with 
competent authority assistance relating to 
a ~ection 4K2 allocatlon, the taxpayer must 
request Rev. Proc. 99-32 treatment in 
conjunction with its request for competent 
authority assistance. If a taxpayer has al
ready requested Rev. Proc. 99-32 treat
ment at the time it submits a request for 
competent authority assistance relating to 
a section 482 allocation, consideration of 
Rev. Proc. 99-32 treatment must be trans
fened to the U.S. competent authority and 
a copy of the pending Rev. Proc. 99-32 re
quest forwarded along with the request for 
competent authority assistance. 

SECTION II. DETERMINATION OF 
CREDITABLE FOREIGN TAXES 

For purposes of determining the amount 
of foreign taxes creditable under sections 
901 and 902 of the Code. any amounts 
paid to foreign tax authorities that would 
not have been due if the treaty country 
had made a correlative adjustment may 
not constitute a creditable foreign tax. SrI' 
Treas. Reg. ~ 1.901-2(e)(5)(i) and Rev. 
Rul. 92-75, 1992-2 C.B. 197. Acts or 
omissions by the taxpayer that preclude 
effective competent authority assistance, 
including failure to take protective mea
sures as dc~cribed in section 9 of this 
revenue procedure or failure to seek com
petent authority assistance. may constitute 
a failure to exhaust all effective and practi
l'al remedies as may be required to claim a 
credit See Treas. Reg. * I.l}OI-2(e)(5)(i). 
Further. the fact that the taxpayer has 
sought competent authority assistance 
but obtained no relief. either because the 
competent authorities failed to reach an 
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agreemenl or because the taxpayer rejected 
an agreement reached by the competent 
authorities. generally will not, in and of 
itself. demonstrate that the taxpayer has 
exhausted all effective and practical reme
dies to reduce the taxpayer's liability for 
foreign tax (including liability pursuant 
to a foreign tax audit adjustment). Any 
determination within the IRS of whether 
a taxpayer has exhausted the competent 
authority remedy must be made in consul
tation with the U.S. competent authority. 

SECTION 12. ACTION BY U.S. 
COMPETENT AUTHORITY 

.01 Notification of Taxpayer. Upon re
cei ving a request for assistance pursuant to 
this revenue procedure, the u.s. competent 
authority will notify the taxpayer whether 
the facts provide a basis for assistance. 

.02 Denial of Assistance. The U.S. 
competent authority generally will not ac
cept a request for competent authority as
sistance or will cease providing assistance 
to the taxpayer if: 

(1) competent authority determines that 
the taxpayer is not entitled to the treaty 
benefit or safeguard in question or to the 
assistance requested: 

(2) the taxpayer is willing only to ac
cept a competent authority agreement 
under conditions that are unreasonable 
or prejudicial to the interests of the U.S. 
Government: 

(3) the taxpayer rejected the competent 
authority resolution of the same or similar 
issue in a prior case: 

(4) the taxpayer does not agree that 
competent authority negotiations are a 
government-to-government activity that 
does not include the taxpayer's participa
tion in the negotiation proceedings; 

(5) the taxpayer does not furnish upon 
request sufficient information to determine 
whether the treaty applies to the taxpayer's 
facts and circumstances: 

(6) the taxpayer was found to have ac
quiesced in a foreign initiated adjustment 
that involved significant legal or factual 
issues that otherwise would be properly 
handled through the competent author
ity process and then unilaterally made a 
conesponding conelative adjustment or 
claimed an increased foreign tax credit, 
without initially seeking U.S. competent 
authority assistance: 

(7) the taxpayer: (a) fails to comply 
with this revenue procedure; (b) failed te 
cooperate with the IRS during the exam
ination of the periods in issue and such 
failure significantly impedes the ability of 
the U.S. competent authority to negoti
ate and conclude an agreement (e.g., sig
nificant factual development is required 
that cannot etfectively be completed out
side the examination process); or (c) fails 
to cooperate with the U.S. competent au
thority (including failing to provide suffi
cient facts and documentation to support 
its claim of double taxation or taxation 
contrary to the treaty) or otherwise signifi
cantly impedes the ability of the U.S. com
petent authority to negotiate and conclude 
an agreement; or 

(8) the transaction giving rise to the re
quest for competent authority assistance: 
(a) is more properly within the jurisdic
tion of IRS Appeals: (b) includes an issue 
pending in a U.S. Court, or designated for 
litigation, unless competent authority con
sideration is concurred in by the U.S. com
petent authority and the Associate Chief 
Counsel (International); (c) is a listed 
transaction for purposes of Treas. Reg. 
§1.6011-4(b)(2) and §301.6111-2(b)(2); 
or (d) involves fraudulent activity by the 
taxpayer. 

.03 Extending Period ofLimitafionsfor 

Assessment. If the U.S. competent author
ity accepts a request for assistance, the tax
payer may be requested to execute a con
sent to extend the period of limitations for 
assessment of tax for the taxable periods 
in issue. Failure to comply with the provi
sions of this subsection can result in denial 
of assistance by the U.S. competent author
ity with respect to the request. 

.04 No Review (~f Denial of Requestfor 
Assistance. The U.S. competent author
ity's denial of a taxpayer's request for as
sistance or dismissal of a matter previously 
accepted for consideration pursuant to this 
revenue procedure is final and not subject 
to administrative review. 

.OS Noti{tcution. The U.S. competent 
authority will notify a taxpayer requesting 
assistance under this revenue procedure of 
any agreement that the U.S. and the for
eign competent authorities reach with re
spect to the request. If the taxpayer ac
cepts the resolution reached by the com
petent authorities, the agreement will pro
vide that it is final and is not subject to fur-



ther administrative or judicial review. If 
the competent authorities fail to agree, or 
if the agreement reached is not acceptable 
to the taxpayer, the taxpayer may withdraw 
the request for competent authority assis
tance and may then pursue all rights other
wise available under the laws of the United 
States and the treaty country. Where the 
competent authorities fail to agree, no fur
ther competent authority remedies gener
ally are available, eKcept with respect to 
treaties that provide for arbitration of the 
dispute. See, e.g., Article 25(5) of the 
U.S.-German income tax treaty. A request 
for arbitration must be made in accordance 
with the procedures prescribed under the 
applicable treaty and related documents, 
including procedures that the IRS may pro
mulgate from time to time. 

.06 Closing Agreement. When appro
priate, the taxpayer may be requested t[) 
enter into a closing agreement that reflects 
the terms of the mutual agreement and 
of the competent authority assistance pro
vided and that is executed in conformity 
with sections 6.07 and 6.17 of Rev. Pmc. 
68-16. 1968-1 c.B. 770 (as modified by 
Rev. Proc. 94-67, 1994-2 C.B. 800). 

.07 Unilateral Withdrawal or Reduction 
of u.s. Initiated Adjustments. With respect 
to U.S. initiated adjustments under section 
482 of the Code, the primary goal of the 
mutual agreement procedure is to obtain 
a correlative adjustment from the treaty 
country. For other types of U.S. initiated 
adjustments. the primary goal of the U.S. 
competent authority is the avoidance of 
taxation not in accordance with an applica
ble treaty. Unilateral withdrawal or reduc
tion of U.S. initiated adjustments, there
fore, generally will not be considered. For 
example, the U.S. competent authority will 
not withdraw or reduce an adjustment to 
income, deductions, credits or other items 
solely because the period of limitations has 
expired in the foreign country and the for
eign competent authority has declined to 
grant any relief. If the period provided by 
the foreign statute of limitations has ex
pired, the U.S. competent authority may 
take into account other relevant facts to 
determine whether such withdrawal or re
duction is appropriate and may, in extra
ordinary circumstances and as a matter of 
discretion, provide such relief with respect 
to the adjustment to avoid actual or eco
nomic double taxation. In no event, how-

ever, will relief be granted where there is 
fraud or negligence with respect to the rel
evant transactions. In keeping with the 
U.S. Government's view that tax treaties 
should be applied in a hal anced and recip
rocal manner, the United States nonnally 
will not withdraw or reduce an adjustment 
where the treaty country does not grant 
similar relief in e4uivalent cases. 

SECTION 13. REQUESTS FOR 
RULINGS 

.0 I General. Requests for advance rul
ings regarding the interpretation or appli
cation of a tax treaty, as distinguished from 
requests for assistance from the U.S. com
petent authority pursuant to this revenue 
procedure, must be submitted to the As
sociate Chief Counsel (International). See 
Rev. Proc. 2006-1,2006-1 I.R.B. I, ami 
Rev. PIOC. 2006-7,2006-1 I.R.B. 242. 

.02 Foreign Tax Rulings. The IRS does 
not issue advance rulings on the effect of 
a tax treaty on the tax laws of a treaty 
country for purposes of determining the 
tax of the treaty country. 

SECTION 14. FEES 

.01 Requests to Which a User Fee Does 
Not Apply. Except as provided in sec
tion 14.02 of this revenue procedure, no 
user fees are required with respect to a re
quest for U.S. competent authority assis
tance pursuant to this revenue procedure. 

.02 Requests to Which a User Fee Ap
plin. In general, a $15,000 user fee ap
plies to all requests for determinations on 
limitation on benefits, as described in sec
tion 3.08 of this revenue procedure. The 
fee will apply regardless of whether the re
quest is for: (a) an initial determination; 
(b) a renewal of a previously issued deter
mination; or (c) a supplemental determina
tion required, for example, if there is a ma
terial change in fact or if the taxpayer seeks 
benefits with respect to a different type of 
income or requests a lower rate of with
bolding tax on dividends. If a request is 
submitted that requires the U.S. competent 
authority to make a discretionary determi
nation for more than one entity, a separate 
user fee will be charged for each entity. 

.03 Acceptance of Requests. A user fee 
will not be charged until the U.S. compe
tent authority has formally accepted the re-

quest for consideration. Within JO days of 
receipt of a complete submi~,ion. the U.S. 
competent authority will provide written 
notice to the taxpayer as to whether the re
quest will be accepted or rejected for con
sideration. If a request is accepted, the 
taxpayer will be required to mail a check 
or money order in the appropriate amount, 
along with a copy of the written notice of 
acceptance to the IRS office identified be
low. The check or money order should be 
payable to the United States Treasury. The 
fee may be refunded as provided in section 
14.05 of this revenue procedure. 

.04 Address to Send Payment. The user 
fcc should be sent along with a copy of the 
written notice of acceptance to the mailing 
address listed below: 

IRS/BFC 
P.O. Box 9002 
Beckley. WV 25802 

.05 Refunds of User Fee. In general, a 
user fee will not be refunded once the U.S. 
competent authority accepts a request for 
consideration and the user fee is paid. For 
example, the IRS will not refund the user 
fee if the request for a discretionary deter
mination is withdrawn by the taxpayer or if 
the taxpayer fails to submit additional in
formation as requested by the U.S. compe
tent authority. A user fee may be refunded, 
however, if: (a) a higher user fee is paid 
than is required: or (b) taking into account 
all the facts and circumstances, including 
the IRS's resources devoted to the request, 
the Competent Authority declines to rule 
and, in his or her sole discretion, decides a 
refund is appropriate. 

SECTION 15. EFFECT ON OTHER 
DOCUMENTS 

Rev. Pmc. 200n-2n, 2006-21 I.RB. 
936, and Rev. Proc. 2002-52. 2002-2 
C.B. 242, are modified and superseded 
by this revenue procedure. Rev. Proc. 
2006-9, 2006-9 I.R.B. 278 is amplified. 
Rev. Rul. 92-75. 1992-2 C.B. 197, is 
clarified. References in this revenue pro
cedure to Rev. Pmc. 99-32 will be treated 
as references to Rev. Proc. 65-17, 1965-1 
C.B. 833, as modified, amplified and clar
ified from time to time, for taxable year~ 
beginning before August 24, 1999. 

2006-2 C.B. 1047 



SECTION 16. EFFECTIVE DATE 

This revenue procedure is etlecti ve for 
requests for U.S. competent authority as
sistance and Rev. Proc. 91)-32 treatment 
filed after December -t 2006. 

SECTION 17. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the OtTice 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.s.c. ~ 3507) under control number 
1545-2044. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to. a ,:ollection of information unless the 
collection of information displays a valid 
control number. 
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The collection of information in this 
revenue procedure is in sections 4.04, 4.05, 
5.03,7.06.804. and 9.03. This informa
tion is required. and will be used, to eval
uate and proce~s the request for competent 
authority assistance. The collection of in
formation is required to obtain competent 
authority assistance. The likely respon
dents are individuals or business or other 
for-profit institutions. 

The estimated total annual reporting 
and/or recordkeeping burden is 9,000 
hour~. 

The estimated annual hurden per re
spondentirecordkeeper is 30 hours. The 
estimated number of respondents and/or 
recordkeepers is 300. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 

the administration of any internal revenue 
law. Generally. tax returns and tax return 
infonnation are confidentiaL as required 
by section 6103 Df the Code. 

SECTION 18. DRAFTING 
INFORMATION 

The principal authors of this rev
enue procedure are Aziz Benbrahim 
and Vincent Salvo of the Oftice of the 
Deputy Commissioner (International). 
Large and Mid-Size Business Division. 
and Mae 1. Lew and Denen A. Nortleet 
of the Office of Associate Chief Counsel 
(International). For further information 
regarding this revenue procedure, contact 
either Mr. Benbrahim or Mr. Salvo at 
(202) 435-5000 or Ms. Nortleet at (202) 
435 5262 (not toll-free calls) 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

AJCA Modifications to the 
Section 6011 Regulations 

REG-l 03038-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: This document contains pro
posed regulations under section 6011 of 
the Internal Revenue Code that modify 
the rules relating to the disc\osLlfe of re
portable transactions under section 60 II. 
These regulations affect taxpayers partici
pating in reportable transactions under sec
tion 6011, material advisors responsible 
for disclosing reportable transactions un
der section 6111, and material advisors re
sponsible for keeping lists under section 
6112. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by January 31,2007. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I03038-05). room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-I03038-05), 
Courier's Desk, lnternal Revenue Service, 
Crystal Mall 4 Building, 1901 S. Bell St., 
Arlington, VA, or sent electronically, via 
the IRS Internet site at www.irs.govlregs 
or via the Federal eRulemaking Portal at 
www.regulations.gov (indicate IRS and 
REG-103038-05). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Tara P. Volungis or Charles Wien, 
202-622-3070; concerning the submis
sions of comments and requests for hear-

ing, Kelly Banks, 202-622-0392 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document proposes to amend 26 
CFR part I by modifying and clarifying 
the rules relating to the disclosure of re
portable transactions under section 60 II. 
This document also proposes to amend 26 
CFR parts 20, 25. 31, 53, 54, and 56 by 
modifying the rules for purposes of estate. 
gift, employment and pension and exempt 
organizations excise taxes that require the 
disclosure of listed transactions by certain 
taxpayers on their Federal tax returns un
der section 60 II. 

On February 28, 2003, the IRS issued 
final regulations under sections 6011, 
6111, and 6112 (T.D. 9046, 2003-1 C.B. 
614) (the February 2003 regulations) The 
February 2003 regulations were published 
in the Federal Register (68 FR 10 161 ) on 
March 4, 2003. On December 29, 2003, 
the IRS issued final regulations under sec
tion 6011 and 6112 (T.D. 9108, 2004-1 
c.B. 429) (the December 2003 regula
tions). The December 2003 regulations 
were published in the Federal Register 
(68 FR 75128) on December 30,2003. 

Since the publication of the February 
2003 regulations and the December 2003 
regulations, the American Jobs Creation 
Act of 2004, Public Law 108-357, 118 
Stat. 1418, (AJCA) was enacted on Oc
tober 22, 2004. The AJCA revised sec
tions 6111 and 6112, thereby necessitating 
changes to the rules under section 60 II. 
The IRS and Treasury Department also 
have received various comments and ques
tions regarding the rules under ~ 1.6011-4. 
Consequently, the IRS and Treasury De
partment are proposing modifications to 
the rules regarding the disclosure of re
portable transactions under § I. 60 11-4. 

It should be noted that section 516 of 
the Tax Increase Prevention and Reconcil
iation Act of 2005, Public Law 109-222, 
120 Stat. 345, (TIPRA), enacted on May 
17, 2006, includes new excise taxes that 
target prohibited tax shelter transactions 
to which a tax-exempt entity is a party. 
Prohibited tax shelter transactions consist 
of listed transactions, confidential trans-

action~, and transactions with contractual 
protection under ~eetion 60 II. TIPRA 
also contains new disclosure requirements. 
which apply not only to tax-exempt en
tities but also to taxable entities that are 
parties to prohibited tax shelter transac
tions involving tax-exempt entities, and 
makt:~ penalties applicable for failure to 
comply with each new disclosure require
ment. The IRS and Treasury Department 
will issue separate guidance regarding the 
disclosure provision in TIPRA. 

Explanation of Provisions 

A. Removal of Transactions with a 
Significant Book-Tax Difference 

Under the current regulations 111 

& 1.6011-4, there are six categories of 
reportable transactions. In accordance 
with the interim guidance provided in 
Notice 2006-6, 2006-5 I.R.B. 385. these 
proposed regulations eliminate the trans
actions with (/ Significant book-tax differ
ellce category of reportable transaction 
that is in ~ 1.6011-4(b)(6). The IRS and 
Treasury Depal1ment have determined 
that this category of reportable transaction 
i~ no longer necessary due to the issuance 
of the Schedule M-3, "Net Income (Loss) 
Reconciliation For Corporations With To
tal Assets of $/0 Million or More", which 
now provides the IRS a more complete 
disclosure of book-tax differences for cor
porations. The Schedule M-3 reporting 
requirements will be extended to partner
ships and S corporations. The removal of 
the book-tax difference category applies to 
transactions that otherwise would have to 
have been disclosed on or after January 6, 
2006 (regardless of when the transaction 
was entered into). 

B. Transactiol1s of In tere I"t 

The IRS and Treasury Department are 
proposing as a new category of reportable 
transaction the transactions of interest 
reportable transaction. A transaction of 
interest is a transaction that the IRS and 
Treasury Department believe has a po
tential for tax avoidance or evasion, but 
for which the IRS and Treasury Depart
ment lack enough information to deter
mine whether the transaction should be 
identified specifically as a tax avoidance 
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tran,action. Tran\action~ of intere~l \\ III 

be identified in publi\hed ~uidance. \\'hen 
the IRS and Trea~ur) DepanIllent h,1\ e 
gathered enllugh informatiun tl) mah' an 
informed Jeci\j()n as tu \\ hether the lran\
action of intercst is d ta\ ,1\ lliLi,lI1l'e l) Pl' 
of lralhaclion, tilL' IRS and Tn.'asul\ De
p,lrtlllL'nt Illa) take une or llllll'C aL'lilln\, 
illl'luding rl'Ill11\illg tilL' lran"il,tion from 

thc transClctioll, of intnc\t catc~or) in 
published guidClllcl', liL'signating the trans
actilln as a li,ted tr,ul\Clction, or prll\iding 
a lIew cCltegory of reportable tran,aetion. 
Li ,ted tran\actillns do not have to be iden
tified a~ transactions of interest before 
the transactiiln, are identified as listed 
transaction,. It is anticipated that. upon 
fillalilation of these proposed regulations, 
the tran,actions of interest category of 
rcportahle tram,actioll wi II apply to trans
actions entered into on or after November 
~, ~OOh. 

C. LClIse Tmllsacrioll.l' 

These pro[1osed regulations also elimi
nate the special rule for lease transactions. 
Under the current regulations this spe
cial rlile provides that certain customary 
commercial leases of tangible personal 
property described in Notice 2001-IX, 
2001-1 C.B. 731. are excluded from 
all of tlie reportahle transaction cate
gories eXL'Cpt listed transactions. Notice 
200 I-I X D1iginally was puhlished prior to 
the AJCA to proviue exceptions from the 
confidential corporate tax shelter registra
tion reLJuirements under section hili (u) 
and the list maintenance requirements 
unuer section 6/12. The special rule for 
lease transactions that cross-rcferelKes 
N\ltice 20()1-IX W:h added to * 1.6011-l 
in T.D. Y()-.l6 In Fehruary 2()(U. At that 
time, the IR.S and Treasury Department 
were conl'erned that customary com lIler
t'iallL'a.w tralhactiol1s routinely \\ould Lill 
under the sigilificant bouk-ta\ difference 
l'ategory of repurtCible transaction. The 
public abu e\pressed concern thClt many 
cu,toIllClr) leasing transactions would trig
ger the L'onfidential tran,action category 
\If reportable tram,action that wa, puh
lished in the temporary rL'gulations under 
~ 1.60II-lT in T.D. YOI7, 2[)()2-2 C.B. 
SIS. III Octoher ~O()2 (and in the February 
2()()3 rl'gulations I. SlI1ce the puhlication 
ur the Fcbru,lry ~()()_, regulation" the IRS 
and Trea,ur:- Department amended the 
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l'()nfidential tran,actinn category of re
purtahle tran,action in the December 20m 
regulation" the :\JC A remm'ed the con
fidential corporate tax ,helter prmision 
in 'L'I.:tion 6111 (d) in Octoher 200-L and 
Noti.:e 2()06-6 signaled the remo\al of the 
.\Ignificanl hook-tax difference transaction 
l'alegory of reportable transaction. 

Bt'cdUSC the confidential transaction 
cakgory has been narrowed and the sig
nificant book-tax difference transaction 
category is being remmeLl, the IRS and 
Tre,lsury Department belie\e that leas
ing transactions should be subject to the 
same disclosure rules as other transac
tions. While the IRS and Treasury De
partment do believe the disclosure rules 
should apply to all leasing transactions, 
the IRS and Treasury Department also 
believe that most customary commercial 
leasing transactions will not meet the re
portable transaction requirements and will 
not be subject tll disclosure. The IRS and 
Treasury Department intend to obsolete 
Notice 2001-18, ~001-1 C.B. 731. when 
the~e proposed regulations are finalized. 
Comments regarding the removal of this 
exception, the transactiom that will have 
III be disclosed as a consequence, if any, 
and the pos~ibility of exceptions for spe
cific type~ of leasing transactions as to 
each categury of reportable transaction are 
requested. 

J). Tra/1.\(wtiolls IlIm/rillK ({ Briff A.\s('( 

Ho/ding Period 

These proposed regulations alq) mod
ify the transactions in\'ol\ing a brief as
set holding period category of reportable 
transaction in * 1.6011--+(b)(7). Section 
YO I (I J. added to the Code by the AJC A, 
and section 90 I (k) operate to disallow for
eign tax credit" fur withholding and cer
tain other foreign taxes imposed on divi
dends or other income or gain with respect 
tl) property if the taxpayer does not meet 
a minimum holding period. In light of the 
enactment of section YO I (I), the proposed 
regulations amend the hrief asset holding 
period category to exclude transactions re
,ulting in a claimed foreign tax credi\. 

1::. Protec!l\'e Disclosures 

The IRS receives disclosures that tax
payers file on a protective basis, claim
ing that the transactioB'. are not subject 
to disclo~ure under section 60 I I. Some 

of those taxpayers fail to provide the IRS 
with the IIlformation reLjuested under sec
lion hO II and [ill' rl.'gulations thereunder 
that would enahle the IRS to make a de
terrnin:ltion ~IS to \\hether the transaction 
is ,ubject to disclosure. Consequently, the 
IRS and Treasury Department have .1ddeJ 
.:larifying language in the prnposed regula
tions that allows protective dischlsures to 
be filed in situations where a taxpayer is 
unsure of whether the transaction should 
he disclosed under section 60 II if the tax
payer eompl ies with the rules of ~ 1.60 I l-l 
as if the transaction is subject to di~closure 
and the person furnishes the IRS the infor
mation requested under these regulations 

F POffl1e/'S, S!wre!rofda.l', ({nd 

BCIlejiciarics 

The IRS and Treasury Department are 
aware of situations in which partners, 
shareholders, and beneficiarit:s have filed 
their Federal tax returns before receiv
ing Schedule K-I s from the partnership, 
S corporation or trust that participated in a 
reportable transaction. The proposed reg
ulations address this problem by providing 
that if a taxpayer in a partnership, S corpo
ration, or trust receives a timely Schedule 
K- I less than 10 calendar days before the 
due date of the taxpayer's return (includ
ing extensions) and, based on receipt of 
the timely Schedule K- [, the taxpayer 
determines that the taxpayer participated 
in a reportable transaction, the disclosure 
statement wilillot he considered late if the 
taxpayer discloses the reportable trans
action by filing a disclosure statement 
with OTSA within 4S calendar days after 
the due date of the taxpayer-s return (in
duding extensions). A taxpayer filing a 
disclosure statement in accordance with 
this provision need only file the statement 
with OTSA and need not file an amended 
return to make the disclosure. This pro
vision is proposed to be applicable for 
transactions entered into on or after the 
date these regulation., are publtshed as 
final regulations in the Federal Register. 
However, taxpayers currently may rely on 
this provision in the proposed regulations, 
and taxpayers who have filed a disclosure 
statement with OTSA within 45 calendar 
days after the due date of the taxpayer's 
return (including extensions) as provided 
in this provision have satisfied the dis
closure requirements under ~ 1.60 11--4. 



The IRS and Treasury Department solicit 
comments on whether there may be other 
situations in which a taxpayer may not 
know or have reason to know of its par
ticipation in a reportable transaction at the 
time the return is filed and ways in which 
the disclosure rules could address these 
situations. 

G. Tolling Provisio/l 

Other proposed changes relale to the 
provisions for obtaining a pri vate letter rul
ing and the tolling of the time for pro
viding disclosure during the time the re
quest for a ruling is pending. Because the 
IRS and Treasury Department believe that 
the removal of the tolling provision will 
promote effective tax administration. these 
proposed regulations eliminate the tolling 
of the time for providing disclosure when 
a taxpayer requests a private letter ruling. 
Temporary regulations (T.D. 9295) remov
ing the tolling provision are being issued 
concurrently with these proposed regula
tions. Taxpayers may still request a rul
ing on a transaction under the regular pro
cedures for requesting a ruling. provided 
the ruling request is not factual or hypo
thetical. but the time for providing disclo
sure will not be tolled. The removal of the 
tolling provision is effective for all ruling 
requests received on or after November I, 
2006. 

H. Other Clarificutiolls alld lv/odijications 

These proposed regulations also clar
ify and/or modify other provisions under 
§ 1.6011-4. The regulations for estate, gift, 
employment. and pension and exempt or
ganizations excise taxes are proposed to 

be modified by making them applicable to 
transactions of interest. 

I. Commellls 

The IRS and Treasury Department are 
aware of concerns expressed by commen
tators regarding the patenting of tax ad
vice or tax strategies. The IRS and Trea
sury Department share these concerns ami 
are exploring ways in which they could 
be addressed, including through the cre
ation of a new category of reportable trans
action. Comments are requested regard
ing the creation of such a category of re
portable transaction. Comments also are 

requested on all proposed changes to the 
regulations. 

1. E.lfectil'e Date 

Generally. when these pmpmed reg
ulations become final, they will apply to 
transactions entered into on or Clfter the 
date the,~e regulations are published a" 
final regulations in the Federal Regis
ter. However, upon publication the final 
regulations will apply to transactions of 
interest entered into on or after November 
2,2006. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a regulatory as
sessment is not required. It also has been 
determined that section 5:B(h) of the Ad
ministrative Procedure Act (5 USc. chap
ter 5) does not apply to these regulations. 
and because these regulations do not im
pose a collection of information on small 
entities, the provisions of the Regulatory 
Flexibility Act (5 U.S,c. chapter 6) do not 
apply, The disclosure statement referenced 
in these regulations will be made available 
tQr public comment in accordance with 
the Paperwork Reduction Act of 1995 (44 
U.S.C. chapter 35). Pursuant to section 
7805(f) of the Internal Revenue Code. this 
notice of proposed rulemaking will be sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight 18) copies) 
or electronic comments that are submitted 
timely to the IRS. The IRS and Treasury 
Department request comments on the clar
ity of the proposed rules. how they can be 
made easier to understand, and the admin
istrability of the Jules in the proposed regu
lations. All comments will be available for 
public inspection and copying A PLlblic 
hearing will be scheduled if requested in 
writing by any person that submits timely 
written or electronic comment~. If a pub
lic hearing i~ scheduled. notice of the date, 

time. and place for the public hearing will 
be published in the Federal Register. 

Drafting Information 

The principal authors Df the-;e reg
ulations are Tara P. Volungi:-- and 
Charles Wien, Office of the Associate 
Chief Counsel (P;\\sthrollgh~ and Special 
Industries), However. other personnel 
from the IRS and Treasury Department 
participated in their development. 

* * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR parts I. 20. 25. 
31, 53. 54, and 56 are proposed to be 
amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority CItation for 
part I continues to read, in part. as follows: 

Authority: 26 U .S.c. 7805 * * >(-

Par. 2. Section 1.6011-4 is revised to 
read as follows: 

~J.60J 1--4 Requirement o!statement 
disclosing purticipation ill certaifl 
rrans(lctiolls by /(nparers. 

(a) III general. Every taxpayer that 
has participated. as described in paragraph 
(c)(3) of this section, in a reportable trans
action within the meaning of paragraph 
(b) of this section and who is required to 
file a tax return must attach to its return 
for the taxable year described in paragraph 
(e) of this section a disclosure statement 
in the form prescribed by paragraph (d) 
of this section. The fact that a transac
tion is a reportable transaction shall not af
fect the legal determination of whether the 
taxpayer's treatment of the transaction is 
proper. 

(b) Re[lo,./lIl!11! !mnlClcrio/l.I-( I) II! 
gel1l!ral. A reportable transaction is a 
transaction described in any of the para
graphs (b)(2) through (7) of this section. 
The term transaction includes Jll of the 
factual clements relev~lI1t to the expected 
tax treatment of any investment. entity, 
plan, or arrangement. and includes any 
~eries of steps carried out as part of a plan. 
There are six categories of reportable 
transactions: listed transactions, confi
dential tran,actions, transactiolls with 
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:ontractual protection. loss transactions. 
tran"actions of interest. and transactions 
involving a brief a"set holding period. 

(:2) Listed trwl.\"(/ctiolls. A listed trans
action i" a transaction that is the same 
a" or substantially \imilar to one of the 
types of transactions that the Internal Rev
enue Service (IRS) has determined to be 
a tax avoidance transaction and identified 
by notice. regulation. or other form of pub
lished guidance as a li"ted transaction. 

(3) emltidelltilll intIlSllctiolls-(i) III 
,lienaul. A confidential transaction is a 
transaction that is offered to a taxpayer 
under conditions of confidentiality and for 
which the taxpayer has paid an advisor a 
minimum fee. 

(ii) Conditiolls of c(}/~fidentialit". A 
transaction is considered to be offered to 
a taxpayer under conditions of confiden
tiality if the advisor who is paid the min
imum fee places a limitation on disclosure 
by the taxpayer of the tax treatment or tax 
structure of the transaction and the limi
tation on disclosure protects the confiden
tiality of that advisor's tax strategies. A 
transaction is treated as confidential even 
if the conditions of confidentiality are not 
legally binding on the taxpayer. A claim 
that a transaction is proprietary or exclu
sive is not treated as a limitation on dis
closure if the advisor confirms to the tax
payer that there is no limitation on disclo
sure of the tax treatment or tax structure of 
the transaction. 

(iii) Min illl UIII fee. For purposes of this 
paragraph (b)( 3 J. the minimum fee is: 

(A) $250,000 for a transaction if the 
taxpayer is a corporation. 

(8) $50.000 for all other transactions 
unless the taxpayer is a partnership or trust. 
all of the owners or beneficiaries of which 
are corporations (looking through any 
partners or heneficiaries that are them
selves partnerships or trusts). in which 
case the minimum fee is $250.000. 

(iv) Deterlllinatioll of min illlllll1 fee. For 
purpose~ of this paragraph (b)(:1 j, in de
terrnining the minimum fee. all fees for 
a tax strategy or for services for advice 
(whether or not tax advice) or for the im
plementation of a transaction are taken into 
account. Fees include consideration in 
whate\cr form paid. whether in cash or in 
kind. for serviccs to analyze the transaction 
(whether or not related to the tax conse
quences of the transaction 1. for services to 

implement the transaction. for services to 
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document the transaction. and for services 
to prepare tax returns to the extent return 
preparation fees are unreasonable in light 
of the facts and circumstances. For pur
poses of this paragraph (b)(3l. a taxpayer 
also is treated as paying fees to an advisor 
if the taxpayer kno\\is or should know that 
the amount it pays will be paid indirectly to 
the advisor, such as through a referral fee 
or fcc-sharing arrangement. A fee does not 
include amounts paid to a person. includ
ing an advisor, in that person' s capacity as 
a party to the transaction. For example, 
a fee does not include reasonable charges 
for the use of capital or the sale or use of 
property. The IRS will scrutinize carefully 
all of the facts and circumstances in deter
mining whether consideration received in 
connection with a confidential transaction 
constitutes fees. 

(v) Related parties. For purposes of 
this paragraph (b)(:I), persons who bear a 
relationship to each other as described in 
section 267(b) or 707(h) will be treated as 
the same person. 

(4) Transactions with contractllal pro

tee'tion-(i) In general. A transaction \vith 
contractual protection is a transaction for 
which the taxpayer or a related party (as 
described in section 267(b) or 707(b)) has 
the right to a full or partial refund of fees 
(as described in paragraph (b)(4)(ii) of this 
section) if all or part of the intended tax 
consequences from the transaction are not 
sustained. A transaction with contractual 
protection also is a transaction for which 
fees (as described in paragraph (b)(4)(ii) 
of this section) are contingent on the tax
payer's realization of tax benefits from 
the transaction. All the facts and circum
stances relating to the transaction will be 
con ,idered when determining whether a 
fee is refundable or contingent, including 
the right to reimbursements of amounts 
that the parties to the transaction have not 
designated as fees or any agreement to pro
vide services without reasonable compen
sation. 

(ii) Fees. Paragraph (b)(4)(i) of this sec
tion only applies with respect to fees paid 
by or on behalf of the taxpayer or a related 
party to any person who makes or provides 
a statement. oral or written, to the taxpayer 
or related party (or for whose benefit a 
statement is made or provided to the tax
payer or related party) as to the potential 
tax consequences that may re~ult from the 
transaction. 

(iii) E.\ceptiolls-(A) Termination of 
rransactioll. A transaction is not consid
ered to have contractual protection solely 
because a party to the transaction has the 
right to terminate the transaction upon 
the happening of an event affecting the 
taxation of one or more parties to the 
transaction. 

(B) Prel'iollsly reponed rransactioll. If 
a person makes or provides a statement to 
a taxpayer as to the potential tax conse
quences that may result from a transaction 
only after the taxpayer has entered into the 
transaction and reported the consequences 
of the transaction on a filed tax return. 
and the person has not previously received 
fees from the taxpayer relating to the trans
action, then any refundable or contingent 
fees are not taken into account in determin
ing whether the transaction has contrac
tual protection. This paragraph (b)(4) does 
not provide any substantive rules regard
ing when a person may charge refundable 
or contingent fees with respect to a trans
action. See Circular 230, 31 CFR Part 10, 
for the regulations governing practice be
fore the IRS. 

(5) Loss transactions-(i) In general. 

A loss transaction is any transaction result
ing in the taxpayer claiming a loss under 
section 165 of at least-

(A) $10 million in any single taxable 
year or $20 million in any combination of 
taxable years for corporations: 

(8) $10 million in any single taxable 
year or $20 million in any combination 
of taxable years for partnerships that have 
only corporations as partners (looking 
through any partners that are themselves 
partnerships), whether or not any losses 
flow through to one or more partners; or 
$2 million in any single taxable year or 
$4 million in any combination of taxable 
years for all other partnerships, whether 
or not any losses flow through to one or 
more partners; 

(C) $2 million in any single taxable year 
or $4 million in any combination of tax
able years for individuals, S corporations, 
or trusts, whether or not any losses flow 
through to one or more shareholders or 
beneficiaries; or 

(D) $50,000 in any single taxable year 
for individuals or trusts, whether or not the 
loss flows through from an S corporation 
or partnership, if the loss arises with re
spect to a section 988 transaction (as de-



fined in section 988(c)( I) relating to for
eign currency transactions). 

(ii) Cumulatil'e losses. In determin
ing whether a transaction results in a tax
payer claiming a loss that meeb the thresh
old amounts over a combination of taxable 
years as descrihed in paragraph (b)(5)(i) of 
this section, only losses claimed in the tax
able year that the transaction is entered into 
and the five succeeding taxable years are 
combined. 

(iii) Sectioll 165 loss. (A) For purposes 
of this sectIOn, in determining the thresh
olds in paragraph (b)(S)(i) of this section, 
the amount of a scction 165 loss is ad
justed for any salvage value and for any 
insurance or other compensation received. 
See §1.I65-I(c)(4). However, a section 
165 loss does not take into account offset
ting gains, or other income or limitations. 
For example, a section 165 loss does not 
take into account the limitation in section 
165(d) (relating to wagering losses) or the 
limitations in sections 165(f), 1211. and 
1212 (relating to capital losses). The full 
amount of a section 165 loss is taken into 
account for the year in which the loss is 
sustained, regardless of whether a\l or part 
of the loss enters into the computation of 
a net operating loss under section 172 or a 
net capital loss under sectIon 1212 that is a 
carryback or carryover to another year. A 
section 165 loss does not include any por
tion of a loss, attributable to a capital loss 
carryback or can-yover from another year. 
that is treated as a deemed capital loss un
der section 1212. 

(B) For purposes of this section, a 
section 165 loss includcs an amount de
ductible pursuant to a provision that treats 
a transaction as a sale or olher disposition, 
or otherwise results in a deduction under 
section 165. A section 165 loss includes, 
for example, a loss resulting from a sale or 
exchange of a partnership interest under 
section 741 and a loss resulting from a 
section 988 transaction. 

(6) Transactions of interest. A transac
tion of interest is a transaction that is the 
same as or substantially similar to one of 
the types of transactions that the IRS has 
identified by notice, regulation, or other 
fonn of published guidance as a transac
tion of interest. 

(7) Transactions illl'Olving (I brief asset 
holding period. A transaction involving a 
brief asset holding period is any transac
tion resulting in the taxpayer claiming a 

tax credit (other than a foreign tax credit) 
exceeding $25(),()OO if the underlying asset 
giving rise to the credit is held by the tax
payer for 45 days or less. For pl1rpo~e, of 
detennining the holding period. the princi
ples of section 246(c)(3) and (c')(4) apply. 

(8) Ercl'ptiol/.l-(i) III gel/cml. i\ trans
action wil! not be considered a reportahlc 
transaction, or will be excluded from allY 
individual category of reportahle transac
tion under paragraphs (b)(l) through (7) of 
this section. if the ComIl1is~·;i(lner makes a 
determination by puhlished guidance that 
the transaction is not subject to the report
ing requirements of this scction. The Com
missioner may make a determination by 
individual letter ruling under paragraph (f) 
of this section that an individual letter rul
ing request OIl a specific transaction ,atis
fies the reporting requirements of this sec
tion with regard to that transaction for the 
taxpayer who requests the individual letter 
ruling. 

(ii) Special rufe for Riel. For pur
poses of this section. a regulated invest
ment company (RIC) as defined in ,ection 
851 or an investment vehicle that is o'WIled 
95 percent or more by one or more RICs at 
all times during the course of the transac
tion are not required to disclose a transac
tion that is described in any of paragraphs 
(b)(3) through (5) and (b)(7) of this section 
unless the transaction is also a listed trans
action or a transaction of interest. 

(c) Definiriulls. For purposes of thi, 
section, the following definitlons apply: 

(I) TaxjJ(l\'l!r. The term /llXf){n'er 

means any person described in section 
770 I (a)(l), including S corporations. Ex
cept as otherwise specifically provided 
in this section. the term TllX/JiI\'1!/' aho in
cludes an affiliated group of corporations 
that joins in the filing of a consolidated 
return under section 150 I. 

(2) Corporariull. When used specifi
cally in this section. the term corporatioil 

means an entity thai is required to file a re
turn for a taxahle year on any 1120 series 
form, or successor form. excluding S cor
porations. 

(3) Participlilion-(i) In gClll!ml- (A) 

Listed TransactiONS. A taxpayer has par
ticipated in a listed transaction if tht 
taxpayer's tax return retlecb tax conse
quences or a tax strategy descrihed in the 
published guidance that lists the transac
tion under paragraph (b)( 2) of this section. 
A taxpayer also has participated in a listed 

transaction if the taxpayer knows or has 
rea~()ll to know that the taxpayer's tax 
benefits are derived directly or indirectly 
from tax consequences or a tax strategy 
descrihed in pllhli~hed guidance that lists a 
transaction under paragraph (b)( 2) of this 
section. Published guidance may iden
tify other types or classes of persons that 
will be treated as participants in a listed 
transaction. Puhlished guidance also may 
identify types or classes of persons that 
will not be treated as participants in a 
listed transaction. 

(B ~ Contleli'lltjaf tnlllsucriollS. A tax
payer has participated in a confidential 
transaction if the taxpayer's tax return 
reflects a tax henefit from the transaction 
and the taxpayer's disclosure of the tax 
treatment or tax ~tructure of the transac
tion is limited in the manner described 
in paragraph (b)(3) of this section. If a 
partnership'S, S corporation's or trust's 
disclosure is limited, and the partner·s. 
shareholder's, or beneficiary's disclo
sure is not limited, then the partnership, 
S corporation, or trllst, and not the partner. 
shareholder, or beneficiary, has partici
pated in the confidential transaction. 

(e) Transacriol/.\· ~\'ilh contractual pro

Il!ctioll. A taxpayer has participated in a 
transaction with contractual protection if 
the taxpayer's tax return reflects a tax ben
efit from the transaction and, as described 
in paragraph (bJ(4) of this section, the tax
payer has the right to the full or partial re
fund of fees or the fees are contingent. If a 
partnership, S corporation, or trust has the 
right to a full or partial refund of fees or 
has a contingent fee arrangement, and the 
pal1ncr, shareholder, or beneficiary docs 
1I0t individually have the right to the re
fund of fees or a contingent fee arrange
ment. then the partnerShip, S corporation, 
or trust. and not the partner. shareholder, or 
beneficiary, has participated in the transac
tion with contractual protection. 

(0) Loss frall.li/cliulI.\'. A taxpayer has 
participated in a loss transaction if the 
taxpayer's tax return retlects a section 
165 loss and the amount of the section 
165 loss equals or e,xceed" the thresh
old amount applicable to the taxpayer as 
described in paragraph (b)())(i) of this 
section. If a taxpayer is a partner in a 
partnership. shareholder in an S corpora
tion. or beneficiary of a trust and a section 
165 lo,~ as described in paragraph (b)(5) 
of this section nows through the entity 
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to the taxpayer (disregarding netting at 
the entity level I. the taxpayer has partici
pated in a los~ transaClion if the taxpayer' ~ 
tax return retlect~ a ~ection 165 loss and 
Ihe amount of the section 165 loss that 
now,> through to the taxpayer equals or 
exceeds the threshold amounts applicable 
10 the taxpayer as described 111 paragraph 
Ib)(5)(i) of this :-.ection. For this pllI'pose. 
a tax return is deemed to renect the full 
amount Df a section 165 loss described 
in paragraph (b)(5) of this section alloca
ble to the taxpayer under this paragraph 
(c)( 31( i)( D). regardless of whether all or 
part of the loss enters intD the computation 
of a net operatlllg loss under section 172 
or net capital loss under section 1212 that 
the taxpayer may carry hack or carryover 
to another year. 

(E) TrwI.\'{/uioll.1 o(interest. A taxpayer 
has participated in a transaction of interest 
If the taxpayer is one of the types or classes 
of persons identified as participants in the 
transaction in the published guidance de
scribing the transaction of interest. 

(F) Transactions il/mll'inl? a brief as
set holding period. A tax payer has partici
pated in a transaction involving a brief as
set holding period if the tax payer' s tax re
turn retlects items giving rise to a tax credit 
described in paragraph (b)(7) of this sec
tion. If a taxpayer i~ a partner in a part
nership. shareholder in an S corporation. or 
beneficiary of a trust and the items giving 
rise to a tax credit described in paragraph 
(b)(7) of this section flow through the en
tity to the taxpayer (disregarding netting at 
the entity level), the taxpayer has partici
pated in a transaction involving a brief as
set holding period If the taxpayer's tax re
turn retlects the tax credit and the amount 
of the tax credit claimed by the taxpayer 
exceeds $250.000. 

(G) Sharl'holder.1 ur Jim:iXII COIPOTa

tiol1.1-( 1) 111 1:(1'1I1'/'{//. A reporting share
holder of a foreign corporation participates 
in a transaction described in paragraphs 
(h)(2) through (S) ~lJ1d (b)(7) of this sec
tion if the foreign corporation would be 
considered to participate in the transac
tion under the rules of this paragraph (c)( J) 
if it were a domestic corporation filing 
a tax. return that retlects the items from 
(he tran~action. A reporting shareholder 
of a foreign corporation participates in a 
transactiun ue,crihed in paragraph (b)( 6) 
of thi, :-.ecliun only if the published guid
ance iuentif: ing the transaction includes 
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the reporting shareholder among the types 
or classes of persons identified as partic
ipants. A reporting shareholder (and any 
SLlccessor in interest) is considered to par
ticipate in a transaction under this para
graph (c)(3)(i)(G) only for its first tax
able year with or wlthll1 which ends the 
first taxable year of the foreIgn corpora
tion in which the foreign corporation par
ticipates in the transaction. and for the re
porting shareholder's five succeeding tax
ahle years. 

(2) Reporting shareholder, The term 
reporting shareholder means a United 
States shareholder (as defined in section 
951(b)) in a controlled foreign corporation 
(as defined in section 957) or a 10 percent 
shareholder (by vote or value) of a qual
ified electing fund (as defined in section 
1295) 

(ii) Examples, The following exam
ples illustrate the provisions of paragraph 
(c)(3)(i) of this section: 

Example I. Notice 2003-55. 2003-2 C.B. 395, 
which modified and superseded NotIce 95-53. 
1995-2 C.B. 334 (see ~601.60!(d)(2) of this chap
tcrl. describes n lease stripping transaction in which 
one party (the transferor) assigns the nght to receive 
future payments under a lease of tangible property 
and treats the amoLlnt realized from the assignment 
as Its current income. The transteror later transfers 
the property subject to the lease in a transaction 
i~tended to qualify as a transferred basis transaction, 
for example. a transaction described in section 351. 
The transferee corporation claims the deductions 
associated with the high basis property subject to the 
lease. The transferor's and transferee corporation's 
tax returns reflect tax positions descnhed in Notice 
2003-55. Therefore. the transferor and transferee 
corporation have partiClpated in the li,ted tramac
tlon. In the section 351 transaClIon, the transferor 
will have received stod, with low value and high ba· 
si, from the transferee corporation~ If the transferor 
subseL]uently tramfers the high basis/low value stock 
to a taxpayer in another transaction intended to qual· 
ify as a transferred basis transaction and the taxpayer 
uses the stock to generate a loss, and if the taxpayer 
knows ell' has reason to know Ihat Ihe tax loss claimed 
\la, derived indirectly from the lease stripping trans· 
action. then the taxpa) er has participated in the listed 
transaction Accordingly. the taxpayer muq disclose 
the transaction and the manner of the taxpayer's 
participation in the transaction under the rules Df this 
section. For purposes of thiS example, if a bank lends 
money to the tran ... feror. tran~feree corporation. or 

taxpayer fnr use in their transactions. the bank has 
not participated in Ihe listed tramaction because the 
bank's tax return doe, not reflect tax conseL]uences 
or a tax strategy described In the listing notice (nor 
does the bank', tax return retleet a tax benefit derived 
from tax eDIl\cL]ucnc'es or <J tax strategy de>cribed 
in the listing notice) nor is the bank described as a 
participant in the Ii-aing notice. 

Example 2. XYZ is a limited liability company 
treated as a partnershi p for tax purposes. X, Y. and 

Z are m~mhers elf XYZ. X is an indiv·idual. Y is an 
S corp\lration. alld Z is a partnership. XYZ ~nters 
intll J L'onfidentialtransactll1ll under paragraph (b)(J) 

of thiS s~cti(1ll. X YZ and X Jrc hounLi hy the l'ontl· 

del1tialit! agreement. hut Y and Z arc not hound hy 
the agrl't'l1lt:nt As a result of the trJlIsat'llon. XYZ. 
X, Y. and Z all relled a tax henefit on their ta:\ reo 

turns. Because XYZ\ <Jlld X's disclosure nf the tax 
treatnk'tll and ta, structure art: limited In th~ manner 
describl'u 111 paragraph (b)(.1) of thIS section and their 

tax returns re/leL't a £<1\ hendit from the tran'<I(ool1, 

hoth XYZ anLi X have partiCIpated in the confidential 

transaction. Neither Y nor Z has participated in the 
confidenlIal transaction because they are not ,ubjt'ct 
to the confidentiality agreelllcnt. 

E\(//IIl'ie 3. P. a corporation, h;ls an lIO':; pannl'r· 
ship interest in PS, al1d S, an indiyiduaL has a 20''', 

partnership interest in PS. P. S. and PS are calendar 

year taxpayers. In 2006, PS enters into a transue· 
tion and incurs a secttOn 165 loss (that docs not meet 
any l1f the exceptions to a see lion 165 I\)ss id~tltl' 

fied in published guiJanl'e) of $1 ~ million and off· 
setting gain of 53 million. On PS' ~OOA tax return, 
PS includes the sel'tion 165 loss and the correspond· 
ing gain. PS must disclose the tramaction under thIS 
section because PS' section 165 loss of $12 million 

IS equal to or greater than $2 millIOn. P is allocated 
$9.6 million of the section 165 los~ and $2.4 million 
of the offsetting gain. P does not have to disclose the 
transaction under this section because P's section 165 
loss of $9.6 million is not equal to or greater than $10 
million. S is allol'ated $2.4 1111l1ion of the section 165 
loss and $600,000 of the ufhettillg gain. S must diS' 
close the transaction under this section hecaus~ S\ 
section 165 loss of $2.4 million is equal to or greater 
than $2 million. 

(4) Substantially similar. The term sub
stantial/v similar includes any transaction 
that is expected to obtain the same or simi
lar types of tax consequences and that is ei
ther factually similar or based on the same 
or similar tax strategy. Receipt of an opin
ion regarding the tax consequences of the 
transaction is not relevant to the determi
nation of whether the transaction is the 
same as or substantially similar to another 
transaction. Further, the term substantially 
similar must be broadly construed in fa
vor of disclosure. For example, a transac
tion may be substantially similar to a listed 
transaction even though it involves differ
ent entities or uses different Code provi
sions, (See e,g, Notice 2003-54, 2003-2 
CB, 363, describing a transaction substan
tially similar to the transactions in No
tice 2002-50, 2002-2 C.B. 98, and Notice 
2002-65, 2002-2 CB. 690.) The follow
ing examples illustrate situations where a 
transaction is the same as or substantially 
similar to a listed transaction under para
graph (b )(2) of this section. (Such trans
actions may also be reportable transac
tions under paragraphs (b)(3) through (7) 

of this section.) The following examples 



illustrate the provisions of this paragraph 
(c)(4): 

EJ.ample 1. Notice 2000-44. 2()OO-2 CB. 2:\5 

(see §601.60](dJ(2) orthi; chapten, set> forth a listed 
transaction involving offsetting options transferred til 
a partnership where the taxpayer claims basis in the 
partnership for the cost of the purchased optlOns but 
does not adjust basis under section 752 as d fewlt of 
the pannership's assumption of the taxpayer's ohli
gation with respect to the options. Tramactiom llsing 
short sales, futures, deri vati ves or any other type of 
offsetting obligatiom to innate basi, in a partnership 
interest would be the same as orsuhstantially sim
ilar to the transaction described in Nutice 2000-44 

Moreover, use of the inflated basis in the partner
ship interest to diminish gain that wuuld otherwise 
be recognized on the transfer of a partnership asset 
would also be the same as or substantially similar to 
the transaction descnbed 10 Notice 20D0-44. 

Example 2. Notice 2001-16.2001-1 CB. no 
(see §60 1.60]( dJ(2) of this chapter). set', forth a listeu 
transaction involving a seller (X) who desires to sell 
stock of a corporation (T). an inlennediary corpora
tion (M), and a buyer (Y) who desires to purchase 
the assets (and not the stock) 01 1. M agree., to fa· 
cilitate the sale to prevent the recognitiun of the gain 
that T would otherwise report. N otiec 2001-16 de
scribes \1 as a member uf a consolidated group that 
has a loss within the group or as a party not sunjeet to 
tax. Transactions utilizing different intermediaries to 
prevent the recognition of gain ',\iould be the same as 

or substantially similar to the transaction described 
in Notice 2001-16. An example is a transaction in 
which M is a corporation that does not file a consol
idated return but which buys T stock. liquidates T 

sells assets of T to y, and offsets the gain recognized 
On the sale of those assets with currently generated 
losses. 

(5) Tax. For purposes of this section, 
the term tax means Federal income tax. 

(6) Tax benefit. A tax benefit includes 
deductions, exclusions from gross income, 
nonrecognition of gain, tax credits, adjust
ments (or the absence of adjustments) to 
the basis of property, status as an entity ex
empt from Federal income taxation. and 
any other tax consequences that may re
duce a taxpayer's Federal income tax li
ability by affecting the amount, timing, 
character, or source of any item of income, 
gain, expense, loss, or credit. 

(7) Tax return, For purposes of this sec
tion, the term tux return means a Federal 
income tax return and a Federal informa
tion return. 

(8) Tax treatment. The tax treatment of 
a transaction is the purported or claimed 
Federal income tax treatment of the trans
action. 

(9) Tax structure. The tax ~tructure of a 
transaction is any fact that may be relevant 
to understanding the purported or claimed 
Federal income tax treatment of the trans
action. 

(d) Form and content oj disclosure 

statement. A taxpayer required to file 
a disclosure statement under this sec
tion must file a completed Form 8886, 
"Reportable Transaction Disclosure State
mf'nt" (or a successor form), in accordance 
with this paragraph (d) and the instructions 
to the fonn. The Fonn 8886 (or a successor 
fonn) is the disclosure statement required 
under this section. The form must be 
attached to the appropriate tax return( s) 
as provided in paragraph (e) of this sec
tion. If a copy of a disclosure statement 
is required to be sent to the Office of Tax 
Shelter Analysis (OTSA) under paragraph 
(e) of this section, it must be sent in accor
dance with the instructions to the fonn. To 
be considered complete, the information 
provided on the form must describe the 
expected tax treatment and all potential tax 
benefits expected to result from the trans
action, describe any tax result protection 
(as defined in §301.6lll-3(c)(l2) of this 
chapteT) with respect to the transaction, 
and identify and describe the transaction 
in sufficient detail for the IRS to be able 
to understand the tax structure of the re
portable transaction and the identity of all 
parties involved in the transaction. An in
complete Form 8886 (or a successor form) 
containing a statement that infonnation 
will be provided upon request is not con
sidered a complete disclosure statement. 
If the form is not completed in accordance 
with the provisions in this paragraph 
(d) and the instructions to the form, the 
taxpayer will not be considered to have 
complied with the disclosure requirements 
of this section. If a taxpayer receives one 
or more reportable transaction numbers 
for a reportable transaction, the taxpayer 
must include the reportable transaction 
number(s) on the Form 8886 (or a succes
sor form). See §301.61Il-3(d)(2) of this 
chapter. 

(e) Time of providing discfosure-( 1 ) 
In general. The disclosure statement for 
a reportable transaction must be attached 
to the taxpayer' s tax return for each tax
able year for which a taxpayer participates 
in a reportable transaction. In addition, 2-

disclosure statement for a reportable trans
action must be attached to each amended 
return that reflects a taxpayer's participa
tion in a reportable transaction. A copy 
of the disclosure statement must be sent to 
OTSA at the same time that any disclosure 
statement is first filed by the taxpayer per-

taining to a particular reportable transac
tion. If a reportable transaction results in a 
loss which is carried back to a prior year. 
the disclmure statement for the reportable 
transaction must be attached to the tax
payer's application for tentati,e refund or 
amended tax return for that prior year. In 
the case of a taxpayer that is a partnership. 
S corporation. or trust, the disclosure state
ment for a reportable transaction must be 
attached to the partnership, S corporation, 
Or trust's tax return for each taxable year 
in whIch the partnership, S corporation, or 
trust participates in the transaction under 
the rules of paragraph (c)( 3 )(i) of this sec
tion. If a taxpayer in a partnership. S cor
poration, or trust receives a timely Sched
ule K-l less than 10 calendar days be
fore the due date of the taxpayer's return 
(including extensions) and, based on re
ceipt of the timely Schedule K-l, the tax
payer determines that the taxpayer partici
pated in a reportahle transaction within the 
meaning of paragraph (c)(3) of this sec
tion, the disclosure statement will not be 
considered late if the taxpayer discloses 
the reportable transaction by filing a dis
closure statement with OTSA within 45 
calendar days after the due date of the tax
payer's return (including extensions). 

(2) Special rules-(i) Listed transac

tions and transactions of interest. In gen
eraL if a transaction becomes a listed trans
action or a transaction of interest after the 
filing of a taxpayer's tax return (includ
ing an amended return) reflecting the tax
payer's participation in the listed trans
action or transaction of interest and be
fore the end of the period of limitations 
for assessment of tax for any taxable year 
in which the taxpayer participated in the 
listed transaction or transaction of interest. 
then a disclosure statement must be filed, 
regardless of whether the taxpayer partic
ipated in the transaction in the year the 
transaction became a listed transaction or a 
transaction of interest with OTSA within 
60 calendar days after the date Dn which 
the transaction became a listed transaction 
or a tramaction of intere~t. The Commis
sioner also may determine the time for dis
closure of li~ted tramaction~ and transac
tions of interest in the publi,hed guidance 
identifying the transaction. 

(ii) Loss transactiol1s. If a tran,ac
tion becomes a lo,s transaction because 
the losses equal or exceed the thre,h
old amounts as described in paragraph 
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(h J( 5 Hi) of this ~ection, a di,clo,ure \tate

ment mmt he filed as an attachment to the 
tJxpayer', ta.\ return tor the fir,t tJxable 
year in which the threshold amount is 
reached and to any subsequent tax return 
that rdlects any amount of s('ctlOn 165 
1o" from the tramaction. 

(3) Multiple di.lc/o.\Ure.l. The ta 'payer 
must di-;close the tr~iI)"acti()n in the timt? 
and manner pro\ideJ for under the pro\"i
sions of thi" ,ection regardless of whether 
the taxpayer abo plans to disclose the 
transaction under other published guid
;toce. for example, ~ 1.6662-J(c)(2). 

(41 Ex([mple. The following example 
illustrates the application of this paragraph 
(e ): 

hllllll,le. In J"llu<lr) llf 20()(1. 1". a calendar year 

1,1\I'<I)(f. (Ille'I' Illto a tralh,lltillll Ih,1l at Ihe time is 

Ihll a li'led Ircln,aelilln and" nul 'I tran,ae'lion de'

',ri[led in am 01 the' para~raph' IOil)) Ihrough (7) 
[)I Ihi, ',ction. All the ta\ oenefits from the tran,a(

,ion are rep(lrteu on F', 20l)h tax return filed timely in 

April ~O()7 On 1\1;1\ I. 20tllJ. the IRS publi,he, a no

tice Identil) In~ the tran,action a' a I"ted tran,action 

lhlTihed in para~r,lph I h 1(2) 01 th" ,cction. l'pon 

i"uancc or thc 1\1;IY I. 21lil'i lI11ticc. the tran,adion 

bCl'(lml" " reporwhle tr,IIl'action Lle,crihl'LI in para

~raflh {hi of thi, ,ection. The period of limitation, on 

a"l'"ment fur F, 200(, ta\able yeClr i, ,till open. r 
i, required to hI<: Form ~g~6 tor the tran,xtion with 
OTSA ',\ithtn 60 ",!lendar day' after \lay I, 200lJ 

(f) [The text of the propo~ed amcnd
ment to * 1.60 11-4( f)( I ) is the same as the 
text for ~ 1.6011-4T(f)( I) published else
where in this issue of the Bulletin J. 

(2) Protectilc disclosures. If a taxpayer 
is uncertain whether a transaction must be 
disclosed under this section, the taxpayer 
may di"close the transaction in accordance 
with the reljuirements of this section and 
comply \vith all the proviSIons of this sec
tion. and indicate on the disclosure state
ment that the disclosure statement is be
ing filed on a protective basis. The IRS 
will not treat disclosure statements filed 
011 a proteL'li\ e hasis any differently than 
other disclo"ure statements filed under this 
,eL'lioll. For a protedin: Jisclosure to be 
effeLli\ 1.', the tclxpayer must comply with 
the~e disclosure regulations by pro\'iding 
tl) the IRS all information reljuested by the 
IRS under Ihis sectioll. 

(g) Rl'll'lIfiOIl (1/ dOClimellts. In aCCOf

cI~ll1ce \\ ith the instructions to Form RSR6 
lor a ,1Icces,or form). the t~l';payer mu~t 

rct;un a CDPY of all documents and other 
reL'nrd\ related 10 a tran"aLtion subject to 
disc\llSUI'C under this ,eLtion that arc ma
terial 10 ,tn understanding of the tax treat-
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ment or tax structure of the transaction, 
The documents must be retained until the 
expIration of (he statute of limitation.; ap
plicable tn the final taxable year for which 
disclosure of the transaction was required 
under this section. (This document re
tention requirement is in addition to any 
document retention requirements that sec
tion 600 I generally imposes on the tax
payer.) The documents may include the 
following: marketing materials related to 
the transaction: written analyses used in 
decision-making related to the transaction: 
correspondence and agreements between 
the taxpayer and any advisor. lender, or 
other party to the reportable transaction 
that relate to the transaction: documents 
discussing, referring to, or demonstrating 
the purported or claimed tax benefits aris
ing from the reportable transaction: and 
documents, if any, referring to the busi
ness purposes for the reportable transac
tion. A taxpayer is not required to retain 
earlier drafts of a document if the taxpayer 
retains a copy of the final document (or, if 
there is no final document. Ihe most recent 
draft of the document) and the final docu
ment (or most recent draft) contains all the 
information in the earlier drafts of the doc
ument that is material to an understanding 
of the purported tax treatment or tax struc
ture of the transaction. 

(h) Effectil'e date-( I) In general. In 
general. this section applies to transactions 
entered into on or after the date these regu
lations are published as final regulations in 
the Federal Register. However. upon the 
publication of final regUlations, this sec
tion will apply to transactions of interest 
entered into on or after November 2,2006. 

(2) [The text of the proposed amend
menl to ~1.6011-4(h)(2J is the same as the 
text for * 1.60Il-4T(h)(2) published else
where in this issue of the Bulletin]. 

PART 20- ESTATE TAX: ESTATES 
OF DECEDE;s,[TS DYING AFTER 
AUGUST 16, 1954 

Par. 3. The authority citation for part 
20 continues to read, in part as follows: 

Authority: 26 U.S.C 7805 * * * 
Par. 4. Section 20.6011-4 is amended 

as follows: 
I. Paragraph (a) is amended by adding 

the language "or a 'r{lIlsacrion of interest" 
after the first occurrence of "listed transac
tion" and b) adding the language "or trans-

action of interest" after the second OC(,Uf

rence of "listed transaction". 

2. Paragraph (b) is revised. 

The revision reads as follows: 

.~'i2U.601 1--1 Reqllirement o(si(f(('ml'lI( 

disc/o.l'illg llar(icip(J(ioll ill eeni/ill 
! taJlsoctiolis hI' lll.rplirC ".1'. 

* * * * * 
(bl Eflectil'1' date. This section applies 

to listed transactions entered into on or af
ter January I. 20m, Upon the publication 
of final regulations, this section will apply 
to transactions of interest entered into on 

or after November 2, 2006. 

PART 25-GIFT TAX: GIFTS MADE 
AFTER DECEMBER 31. 1954 

Par. 5. The authority citation for part 
25 continues to read, in part. as follows: 

Authority: 26 U.S.c. 7805 " * * 
Par. 6. Section 25,6011-4 is amended 

as follow~: 
I. Paragraph (a) is amended by adding 

the language "or a transaction of interest" 
after the first occurrence of "listed transac
tion" and by adding the language "or trans
action of interest" after the second occur
rence of "listed transaction". 

2, Paragraph (b) is revised. 
The revision reads as follows: 

§25.6011-4 Requirement ofs{(I(ement 
disclosing partlcipatio/l ill certain 
lransacriolls bv taxpavers. 

* * * * * 
(b) EJfectit.e date. This section applies 

to listed transactions entered into on or af
ter January I, 2003. Upon the publication 
of final regulations, this section will apply 
to transactions of interest entered into on 
or after November 2, 2006. 

PART 3 I-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME TAX 
AT SOURCE 

Par. 7. The authority citation for part 
31 continues to read, in part, as follow,: 

Authority: 26 U.s.c. 7805 * * * 
Par. 8. Section 31.6011--4 is amended 

as follows: 
I. Paragraph (a) is amended by adding 

the language "or a transaction of intere,S[" 



after the first occurrence of "listed transac
tion" and by adding the language "or trans
action of interest" after the second occur
rence of "listed transaction". 

2. Paragraph (b) is revised. 
The revision reads as follows: 

§31.6011-4 Requirement of statement 
disclosing participation in certain 
transactions by taxpayers. 

* * * * * 
(b) Effective date. This section applies 

to listed transactions entered into on or af
ter January 1,2003. Upon the publication 
of final regulations, this section will apply 
to transactions of interest entered into on 
or after November 2, 2006. 

PART 53-FOUNDATION AND 
SIMILAR EXCISE TAXES 

Par. 9. The authority citation for part 
53 continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 10. Section 53.6011-4 is amended 

as follows: 
1. Paragraph (a) is amended by adding 

the language "or a transaction of interest' 
after the first occurrence of "listed transac
tion" and by adding the language "or trans
action of interest" after the second occur
rence of "listed transaction". 

2. Paragraph (b) is revised. 
The revision reads as follows: 

§53.6011-4 Requirement of statement 
disclosing participation in certain 
transactions by taxpayers. 

* * * * * 
(b) Effective date. This section applies 

to listed transactions entered into on or af
ter January 1, 2003. Upon the publication 
of final regulations, this section will apply 
to transactions of interest entered into on 
or after November 2, 2006. 

PART 54-PENSION EXCISE TAXES 

Par. 11. The authority citation for part 
S4 continues to read, in part. as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 12. Section 54.6011-4 is amended 

as follows: 
1. Paragraph (a) is amended by adding 

the language "or a transaction of interest" 

after the first occurrence of "listed transac
tion" and by adding the language "or trans
action of interest" after the second occur
rence of "listed transaction". 

2. Paragraph (b) is revised. 
The revision reads as follows: 

§54.6011-4 Requirement of statement 
disclosing parricipation in certain 
transactions by taxpayers. 

* * * * * 
(b) Effective date. This section applies 

to listed transactions entered into on or af
ter January 1, 2003. Upon the publication 
of final regulations, this section will apply 
to transactions of interest entered into on 
or after November 2, 2006. 

PART 56-PUBLIC CHARITY EXCISE 
TAXES 

Par. 13. The authority citation for part 
56 continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 14. Section 56.6011-4 is amended 

as follows: 
1. Paragraph (a) is amended by adding 

the language "or a transaction of interest" 
after the first occurrence of "listed transac
tion" and by adding the language "or trans
action of interest" after the second occur
rence of "listed transaction". 

2. Paragraph (b) is revised. 
The revision reads as follows: 

§56.6011-4 Requirement of statement 
disclosing participation in certain 
transactions by taxpayers. 

* * * * * 
(b) Effective date. This section applies 

to listed transactions entered into on or af
ter January 1, 2003. Upon the publication 
of final regulations, this section will apply 
to transactions of interest entered into on 
or after November 2, 2006. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by the Office of the Federal Register on November 1. 
2006, 8:45 a.m., and published in the issue of the Federal 
Register for November 2. 2006. 71 F.R 644&8) 

Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

AJCA Modifications to the 
Section 6111 Regulations 

REG-I03039-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: This document contains pro
posed regulations under section 6111 of 
the Internal Revenue Code which provide 
the rules relating to the disclosure of re
portable transactions by material advisors. 
These regulations affect material advisors 
responsible for disclosing reportable trans
actions under section 6111 and material ad
visors responsible for keeping lists under 
section 6112. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by January 31, 2007. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I03039-05), room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-J 03039 05), 
Courier's Desk, Internal Revenue Service, 
Crystal Mall 4 Building, 1901 S. Bell St., 
Arlington, VA, or sent electronically, via 
the IRS Internet site at www.irs.govlregs 
or via the Federal eRulemaking Portal at 
www.regulations.gov (indicate IRS and 
REG-J 03039-05). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Tara P. Volungis or Charles Wien, 
202-622-3070; concerning the submis
sions of comments and requests for hear
ing, Kelly Banks, 202-622-0392 (not 

toll-free numbers). 
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SUPPLEMENTARY INFORMATION: 

Background 

Thi~ document propose~ to amend 26 
CFR part 30 I by pfl)\iding rub relating 
to the disclosure of reportable tran~actions 
hy material advisors under ~ection 6111. 

The American Joth Creation Act of 
200'+, Puhlic Law 108-357, 118 Stat. 
1.+ 18, (AJC A) was enacted on October 22, 
2()O'+. Section 815 of the AlC A amended 
'>ectiul1 f> III to require each material ad
\ism with respect to any reportable trans
action to make a return (in such form as 
the Secretary may prescribc) setting forth: 
I II lllformation identifying. and describing 
the transaction: (2) information describ
ing any potential tax benefits expected to 
result from the transaction: and (3) such 
other information as the Secretary may 
prescribe. Section 6111 (a), as amended. 
also provides that the return must be filed 
not later than the date specified by the Sec
retary. Section 6111 (b)( I), as amended, 
provides a definition for the term mate
nal advisor and includes as part of that 
definition a requirement that the material 
advisor derive certain threshold amounts 
of gross income that the Secretary may 
prescribe. The AJCA amendments to 
section 6 \ II also authorize the Secretary 
to prescribe regulations that provide: (I) 
that only one person shall be required to 
meet the requirements of section 6\ II(a) 
in cases in which two or more persons 
would otherwise bc required to meet such 
requirements; (2) exemptions from the 
requirements of section 6111: and (3) 

rule, as may be necessary or appropriate 
to calTY out the purposes of section 611 \ . 
Section X 15 of the AJCA is effective for 
tran,actions with respect to which material 
aid, a"lstance, or advice is provided after 
October 22, 2004. 

Prior to these amendments, ~ection 

fd 1 \( a) requireu all organiLer of a tax 
shdler to register the tax shelter with 
the Secretary not later than the day on 
which interest> in the tax shelter were fip;t 
offered for sale. Under former section 
611 \( C), the term tax shelter was defined 
as any in\'estment with respect to which 
an) person could reasonably infer from 
the rt'pre,t'ntatiol1s made or to be made. 
in clll1neL'tion \\ith the offering for sale 
of interest.-- in the imestments that the ta .... 
shdter ratio for al1\ \Il\estor a~ of the close 
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of any of the first five years ending after 
the date on which the investment \vas of
fered for sale may have been greater than 
two to one and which was: (I) required 
to be registered under a Federal or State 
law regulating securities; (2) sold pursuant 
to an exemption from registration requir
ing the filing of a notice with a Federal 
or Stutc agency regulating the offering 
or sale of securities: or (3) a substantial 
investment (the aggregate amount which 
may have been offered for sale exceeded 
5250,000 and the expected involvement 
of five or more investors). Under former 
section 6111(d). for purposes of section 
611 \(a), the term tax shelter included any 
entity, plan, arrangement or transaction: 
(I) a significant purpose of the structure 
of which is the avoidance or evasion of 
Federal income tax for a direct or indirect 
participant which is a corporation: (2) 
which is offered to any potential partici
pant under conditions of confidentiality: 
and (3) for which the tax shelter promoters 
may receive fees in excess of $100,000 in 
the aggregate. 

In response to the AJCA, the IRS and 
Treasury Department issued interim guid
ance on ~ection 6111 in Notice 2004-80, 
2004-2 CB. 963; Notice 2005-17, 
2005-[ CB. 606; Notice 2005-22, 
2005-1 CB. 756: and Notice 2006-6, 
2006-5 I.R.B. 385 (see *601.60I(d)(2). 
The IRS and Treasury Department have 
received various comments and questions 
regarding the application of section 6111. 
Consequently, the IRS and Treasury De
partment propose new rules relating to the 
disclosure of reportable transactions by 
material advisors under section 6111. 

Explanation of Provisions 

A. /11 Genem! 

These proposed regulations are 
bClIlg issued concurrently with pro
posed regulations under ~30 1.6112-1 
(REG-I 030'+3-05) and S 1.6011-4 
(REG-I 03038-05) published elsewhere 
in the Bulletin. Under these proposed 
regulations, each material advisor with 
respect to any reportable transaction (as 
defined in ~1.6011-4(b)(I) must file a 
return by the date prescribed in the reg
ulation~. For this purpose, a person is a 
material advisor with respect to a trans
action if the person provides any material 

aid, assistance, or advice with respect to 
organizing, managing, promoting. selling, 
implementing, insuring, or carrying out 
any repol1able transaction, and directly or 
indirectly deriws gross income in excess 
of the threshold amount for the material 
aid, assistance. or advice. A person PnJ
vides material aid, assistance, or advice 
with respect to organizing. managing. pm
moting, selling, implementing. insuring. 
or G\lTying out any transaction if the per
son makes or provides a tax statement to or 
for the benefit of certain persons. The IRS 
and Treasury Department also may iden
ti fy other types or classes of persolls as 
material advisors in published guidance. 

Further. these proposed regulations pro
vide that the threshold amount of gross in
come that a person may derive, directly or 
indirectly, for providing any material aid, 
assistance or advice is $50,000 in the cast 
of a reportable transaction substantially all 
of the tax benefits from which are pro
vided to natural persons ($10,000 in the 
case of a listed transaction). This thresh
old amount of gross income i~ increased to 
$250,000 in any other case ($25,000 in the 
case of a listed transaction). For transac
tions of interest, the IRS and Treasury De
partment also may identify reduced thresh
old amounts in published guidance. A per
son will be treated as becoming a material 
advisor when all of the following events 
have occurred (in no particular order): (Al 
the person provides material aid, assis
tance or advice; (B) the person directly or 
indirectly derives gross income in excess 
of the threshold amount; and (C) the trans
action is entered into by the taxpayer. 

The disclosure statement for a re
portable transaction must be filed by the 
last day of the month that follows the end 
of the calendar quarter in which the advi
sor became a material advisor with respect 
to the reportable transaction. Form 8918, 
"Material Advisor Disclosure Statement," 
will be published for use by material ad
visors to disclose reportable transactions 
and will supersede the Form 8264 which 
is currently being used for material ad
visor disclosures. The IRS will issue a 
reportable transaction number to material 
advisors who fj Ie the Form 8918. Mate
rial advisors must provide the reportable 
transactiun number issued by the IRS to 
persons to whom the material advisor 
makes or provides tax statements with re
spect to the transaction. Public comment 



on the Form gYl8 will be solicited in ac
cordance with the Paperwork Reduction 
Act of 1995 (44 U.S.c. 3507(d»). 

B. Incomplete Disclosure Statements 

Persons who file incomplete disclo
sures under section 6111 arc subject to 
penalties under section 6707. The pro
posed regulations include clarifying lan
guage to the regulation reminding taxpay
ers that for a disclosure to be considered 
complete, the information provided on 
Form 8918 must describe the expected 
tax treatment and all potential tax benefits 
expected to resull from the transaction, 
describe any tax result protection with 
respect to the transaction, and identify and 
describe the transaction in sufficient detail 
for the IRS to be able to understand the 
tax structure of the reportable transaction 
and the identity of the material advisor(s). 
An incomplete form containing a state
ment that information will be provided 
upon request is not considered a complete 
disclosure statement. 

C. Tax Result Protection 

Previous comments to the regulations 
under § 1.60 11-4 stated that it is inappro
priate to require reporting of transactions 
under the contractual protection filter of 
§ 1.6011-4(b )(4) for which the taxpayer 
obtains tax result protection (sometimes 
referred to as "tax result insurance") be
cause numerous legitimate business trans
actions with tax indemnities would be 
subject to reporting. The IRS and Trea
sury Department removed tax result pro
tection from that category of reportable 
transaction but cautioned that if the IRS 
and Treasury Department became aware 
of abusive transactions utilizing tax result 
protection, the issue would be reconsid
ered. 

The IRS and Treasury Department have 
since become aware of taxpayers who have 
obtained tax result protection for the tax 
benefits of a listed transaction from a third 
party provider. In the AJCA, Congress ex
pressed concern about tax result protection 
for reportable transactions and included 
insuring in the list of activities added to 
the statutory language under section 6111. 
The IRS, Treasury Department. and Con
gress have an interest in learning more 
about the insuring of reportable transac
tions. Accordingly, while a transaction 

will not be a reportable transaction simply 
because there is tax result protection for 
the transaction, tax result protection pro
vided for a reportable transaction may sub
ject a person to the material advisor dis
closure rules under section 6111 because a 
tax statement includes third party tax result 
protection that insures the tax benefits of a 
reportable transaction. 

D. Designati()/l Agreements 

The proposed regulations Include a pro
vision allowing designation agreements 
for disclosure of reportable transactions 
similar to the provision in the current reg
ulations under §301.6112-1 that allows 
material advisors to have a designation 
agreement authorizing one material advi
sor to maintain a list of investors in the 
transaction. However, parties to the desig
nation agreement may still be liablc for the 
penalty undcr section 6707 if the desig
nated material advisor fails to disclose the 
reportable transaction under section 61 1 I. 

E. Post-Filing Advice 

The current regulations under 
§ 301.61\ 2-1 provide that a person will 
not be considered to be a material advisor 
with respect to a transaction if that person 
does not make or provide a tax statement 
regarding the transaction until after the 
first tax return reflecting tax benefit( s) of 
the transaction is filed with the IRS. The 
IRS and Treasury Department, however. 
believe that a person should be considered 
a material advisor for certain post-filing 
advice. Consequently, the proposed rule 
provides that the exception will not apply 
to a person who makes a tax statement with 
respect to the transaction if it is expected 
that the taxpayer will file a supplemental 
or amended return reflecting additional 
tax benefits from the transaction. 

F: Protective Disclosures 

The IRS receives disclosures filed on a 
protective basis from persons claiming that 
the transactions are not subject to disclo
sure under section 6111. Some of those 
disclosures fail to provide the IRS with the 
information requested under sections 6111 
and 6112 and the regulations thereunder 
that would enable the IRS to make a de
termination as to whether the transaction 
is subject to disclosure. Consequently, the 

IRS amI Treasury Department have added 
clarifying language in the proposed regu
lation that allows protecti ve disclosures to 

be filed in situations wherc a pcrson is un
sure of whether the transaction ,hould bc 
disclosed under section 6111. However. 
the disclosure is effective only if the rule,> 
of §30I.61 11-3 and 9301.6112-1 are fol
lowed. 

C. Tollillg Prm'isioll 

In response to comments that asked 
whether the tolling provisions of 
~ 1.60 11-4(f) would apply to requests 
from a potential material advisor for a 
Icttcr ruling under section 6111, Notice 
2005-22 provided that. until further guid
ance is issued, if an advisor submits a 
request for a letter ruling on or before the 
date the return under section 6111 is due 
and fully discloses all relevant facts relat
ing to the transaction, the obligation of the 
potential material advisor to disclose the 
transaction will be suspended as provided 
in * 1.6011-4(1). The IRS and Treasury 
Department believe that removing the 
tOlling provision will promote effective 
tax admini~tration. Consequently, thesc 
proposed regulations do not include a 
provision to toll tbe time for providing 
disclosure when a potential material ad
visor requests a ruling on a transaction. 
Potential material advisors may request a 
ruling under section 6111 on a transaction 
under the regular procedures for request
ing a ruling, provided the ruling request is 
not factual or hypothetical, but the time for 
providing disclosure under section 6111 
will not be tolled. The temporary regu
lations (T.D. 9295) issued concurrently 
with these proposed regulations supersede 
the tolling provision in Notice 2005-22, 
effective for all ruling requests received 
on or after November I. 2006. 

H. t.JJeclil'e Date 

Generally, when the';e proposed regUla
tions become final. they wi 1\ apply to tran:,
actions with respect to which a material ad
visor makes a tax ~tatement on or after the 
date the regulations are published as final 
regulations in the Federal Register. How
ever. upon publication the final regulation~ 
will apply to transactions of interest en
tered into 011 or atter November 2. 2006 
with respect to which a material advisor 
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maKe, a tax \tatell1ent under ~ .)() 1.6111 -J 
un Dr after \ill\ emher :2, :2()()6. 

Special Analyses 

It \1.[\ been determined t\1'1l lhi\ l1util'e 
III pr()pll'-ed ruicmaK'Ilg i, nut a\ignlficdnt 
regulator:. action a, defined II. E\ccuti\e 
l hLIL'r I ::Xhf1. r11,'rL'lor,'. a regulator) a.'
,e\\I11L'lll 1\ Ih)t rl'L1ulrcd. It ,Ihl) has beell 
LklL'rl11l11l'Li lh;lt \edil)11 'i'i3( b) of the Ad
mini,tratl\l' I'r(lcedurl' Ad ('i U.s.c. chap
ter 'i I dlll" nllt ;lppl) to these regulatioll\, 
,lIld b,'l\luse thcse reguiatiuns do not illl
POSl' a l'lll\ectiun uf infonndtion on \mall 
emitil'\. tile prmi,iollS of the Regulatory 
Fk\ihilit) Act ('i USc. chapter 6) do not 
'\I1PI). The relUrn rderenced in these reg
ulatilln\ will be made .1\ ailable for pub
Ill' L'(llllllll'llI in accordance \\ itl! the Paper
\\or" Reduction Act of 1995 (-+-+ USc. 
L'llaptcr 3'i 1. Pur\uant to ,",ection 780511) 
of the Internal Rnenuc Codc, thi, notice 
Ilf proPlJ\ed rull'ma"ing will be submitted 
lo the Chief Coun,e! for Advocacy of the 
Small Bu\inc\\ Admini,tration for com
IllCI1l 011 it\ impal'l iln ,mall business, 

Comments and Requests for a Public 
Hearing 

Refun: the,c pfllpo,ed regulations are 
adllpted as final rcgulations. consideration 
wi II be gi ,en to any written COlllment, 
la \igncd original and eight (8) copies) 
or electronic cOlllments that are submitted 
timely to the IRS. The IRS and Treasury 
Department request commenb on the clar
ity ()f the proposed rules. how they can he 
!ll~I(1c elsier to understand. and the admin
istrahility orthe rules in the proposed regu
lati(ln\. All L'ommenh will be a\aiJable for 
puhlic in,pectlon and copying. A puhlil' 
he~lIing \\ ill be \cheduled if requested III 

\\riting by all) per\on that suhmit, timely 
\\ rittl'l1 or L'iel'tlllnic cOl11l11enh. [f a puh
lic hcal·ing 1\ scheduled, notice or the date. 
time, ,llld pbl'c' fur the public hearing \\i11 
be publi,hed ill the Federal Register. 

Drafting Information 

The principal authors of the~e reg
ulation, are Tar:.l P. Volungis and 
Charles Wien. Office of the ASSOCiate 
Chid Counsel (Pa,sthrough'i and SpeCial 
Industries l. HO\\·c\er. other pel",Ollllel 
frolll the IRS and Treasur) DL'partment 
p~lrticip:lted 111 their dC\e\opTllenL 
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Proposed Amendments to the 
Regulations 

AClunlillgl:., :;6 CFR pelrt 301 1\ pro
po,ed III be amended as 1'0110\\ s: 

P,-\RT 301-PROCEDURE AND 
AD:\lIN[STRATION 

Paragraph I. The authority citation for 
part 301 continues to read. in part, as fol
low,,: 

Authority: 26 U.s.c. 7805 " " " 
Par. 2, Section 301.6111-3 is added to 

read as follows: 

~3()1.6111-3 Disc/oSlfre ot'reportable 
I ru n suctions. 

(a) III Renero/. Each material advisor, 
as defined in paragraph (b) of this section, 
with respect to Zlny reportable transaction, 
as defined in * 1.60 11-4(b) of this chapter, 
must file a return as described in paragraph 
(d) of this section by the date described in 
paragraph (e) of this sectiun, 

(b) Materiu/ ad\'isor-( I) In ReI/emf, A 

person is a material advisor with respect 
to a transactiun if the person provides any 
material aid, a~,istance. or advice with re
'peel to organiLing, managing, promoting, 
,elling, implementing, insuring, or carry
ing out any rcp0l1abie transaction. and di
rectly or indirectly derives gross income 
in excess of the threshold amount as de
fined in paragraph (b)(3) of this section for 
the material aid, assistance. or advice. The 
term transaction includes all of the factual 
dements relevant to the expected tax treat
ment of any investment. entity, plan or ar
rangement, and includes any series of steps 
carried out as part of a plan, 

(2) Mmeri(lf (lid, ({ssistallu:, or ({d

\'icc-( i I In genemf. Except a, provided 
in paragraph (h)( 5) of this section, a per
SOil provides material aid, assistance, or 
advice with respect to organizing, man
aging, promoting. selling. implementing. 
in,uring, or carrying out any transaction if 
the person makes or provides a tax state
ment to or for the benefit of-

(A) A taxpayer who either is re
quired to disclose the transaction un
der ~~1.6011---+. 20.6011-4, 25.6011-4, 
31.6011-4, 53.6011-4. 54.6011-4. or 
56'()() 11-4 of this chapter because the 
tran,action i, a listed transaction or a 

transaction of interest or would have been 
required to disclose the transaction un
der *~1.6011-4. 20.6011-4, 25,6011-4. 
31.6011-4. 53.6011-4, 5-+.6011-4, or 
56.6011-4 of this chapter if the transac
tion had become a listed transaction or a 
transaction of interest within the period of 
limitations in ~ 1.6011-4(e) of this chapter: 

(B) A taxpayer who the potential ma
terial advisor Knows is or reasonably ex
pects to be required to disclose the trans
action under * 1.6011-4 of this chapter be
cause the transaction is or is reasonably ex
pected to become a transaction described 
in *1.6011-4(b)(3) through (5) or (7) of 
this chapter: 

(e) A material advisor who is required 
to disclose the transaction under this sec
tion because it is a listed transaction or a 
transaction of interest; or 

(D) A material advisor who the poten
tial material advisor knows is or reason
ably expects to be required to disclose 
the transaction under this section because 
the transaction is or is reasonably ex
pected to become a transaction described 
in ~ 1.6011-4(b)(3) through (5) or (7) of 
this chapter. 

(ii) Tax slaremellf-(A) III general. A 
tax statement is any statement (includ
ing another person's statement), oral or 
written, that relates to a tax aspect of a 
transaction that causes the transaction to 
be a reportable transaction as defined in 
*1.6011-4(b)(2) through (7) of this chap
ter. A tax statement under this section 
includes tax result protection that insures 
some or all of the tax benefits of a re
portable transaction. 

(B) Confidential (ransacrions. A state
ment relates to a tax aspect of a transaction 
that causes it to be a confidential transac
tion if the statement concerns a tax benefit 
related to the transaction and either the tax
payer's disclosure of the tax treatment or 
tax structure of the transaction is limited in 
the manner described in §1.6011-4(b)(3) 
of this chapter by or for the benefit of the 
person making the statement, or the per
son making the statement knows the tax
payer's disclosure of the tax structure or 
tax aspects of the transaction is limited in 
the manner described in §1.6011-4(b)(3) 
of this chapter. 

(C) Transactions with contractual pro
tection, A ~taternent relates to a tax as
pect of a transaction that causes it to be 
a transaction with contractual protection if 



the statement concerns a tax benefit related 
to the transaction and either-

(1) The taxpayer has the right to a 
full or partial refund of fees paid to the 
person making the statement or the fees 
are contingent in the manner described in 
§ 1.60 1I--4(b)( 4) of this chapter; or 

(2) The person making the statement 
knows or has reason to know that the tax
payer has the right to a full or partial refund 
offees (described in ~ 1.6011-4(b)(4)(ii) of 
this chapter) paid to another if all or part 
of the intended tax consequences from the 
transaction are not sustained or that fee~ 

(as described in ~ 1.60 11-4(b)[ 4 )(ii) of this 
chapter) paid hy the taxpayer to another 
are contingent on the taxpayer's realiza
tion of tax benefits from the transaction in 
the manner described in §1.601I--4(b)(4) 
of this chapter. 

(D) Loss transactions. A statement re
lates to a tax aspect of a transaction that 
causes it to be a loss transaction if the state
ment concerns an item that give~ risc to a 
loss described in §1.601I--4(b)(5) of this 
chapter. 

(E) Transactions invofvinR Cl brief asset 
holding period. A statement relates to a 
tax aspect of a transaction involving a brief 
asset holding period if the statement con
cerns an item that gives rise to a tax credit 
described in § 1.60 1I--4(b)(7) of this chap
ler. 

(iii) Special rules-( A) Capacity as an 
employee. A material advisor generally 
does not include a person who makes a tax 
statement solely in the person's capacity as 
an employee, shareholder, partner or agent 
of another person. Any tax statement made 
by that person will be attributed to that per
son's employer. corporation, partnership 
or principal. However, a person shall be 
treated as a material advisor if that person 
forms or avails of an entity with the pur
pose of avoiding the rules of section 6111 
or6112 or the penalties under section 6707 
or 6708. 

(8) Post-filing advice. A person will 
not be considered to be a material advi
sor with respect to a transaction if that per
Son does not make or provide a tax state
ment regarding the transaction until after 
the first tax return reflecting tax benefit(s) 
of the transaction is filed WIth the IRS. 

However, this exception does not apply to 
a person who makes a tax statement with 
respect to the transaction if it is expected 
that the taxpayer will file a supplemental 

or amended return reflecting adLlitional tax 
benefits from the lr,m\action. 

IC) Pu!Jfic!, filed ~1(ill:'lIlel!/l. A tax 
statement with re'pect to a tram,action that 
includes only information about the tran\
action contained in publicly available doc
uments filed with the SecurilJe~ :md Ex
change Commission nil later than the clo\e 
of the transaction will not he considered a 
tax statement to or for the benefit of a per
~on described in paragraph (b)(2) of thi~ 
section. 

(3) Gross inco/lle deril'ed jor moterilli 
aid. Gssisiallce. or udl'icl'-fi) Threshold 
amollnt-(AJ III general. The thre,hold 
amount of gro~s income i~ $50.000 in the 
case of a reportable tramaction suh<;(an
tially all of the tax benefits from which 
are provided to natural per\\)flS (looking 
through any partnerships. S corporations. 
or trusts). For all other transaction", the 
threshold amount is $2S0.U()(). 

(B) Listed transactions lind translIC
ti(ms or interest. for listed transactiom 
described in §~1.6011--4, 20.6011--4. 
25.6011-4, 31.6011--4. 53.6011-4. 
54.6011--4. or 5r1.601I--4 of thIS chap
ter, the threshold amounts in paragr3ph 
(b)(3)(i)IA) of this section arc reduced 
from $50,000 to $10.000 and from 
$250,000 to $25,000. For transactiml' 
of interest demibed in §§ 1.60 11-4. 
20.6011--4, 25.r10Il-4. 31.6011-4. 
53.6011--4, 546011--4. or Sr1.6011--4 of 
this chapter, the threshold amount, in 
paragraph (b)i3)(i)(A) of this section may 
be reduced as identified in the puhlished 
guidance describing the transaction. 

(ii) Gross income deri\'ed directly or 
indirectl ..... jor the materiul aid. IIS.lil/ilIlCI:'. 

or advice. In determining the amount of 
gross income a person derives directly or 
indirectly for material aid, assist3nce. or 
advice. all fees for a tax strategy or for ser
vices for advice (whether or not tax advice) 
or for the implementation of a reportahle 
transaction are taken into account. Fee, 
include consideration in whatever form 
paid, whether in cash or in kind. for ,er
vices to analyze the transaction (whether 
or not related to the tax consequences of 
the transaction), for services to Implement 
the transaction, for services to document 
the transaction. and for service~ to prepare 
tax returns to the extent return preparation 
fees are unreasonable in light of all of the 
facls and circumstances. A fee doe" not 
include amounts paid to a person. includ-

ing an aLl\'i~or. III that per,ol1', L'apaCIty a, 
a party to the tran,actlon. For c\ample. 
a fcc doe, not include rea,onablc chaq:,c\ 
for the u,e of c.lpitai or the \ale or u,e of 
pwpeny. The IRS \\ ill ,crutini7E carefully 
all of the fact, and circllIll<.;tance, in deter
mining whether comideration recei\ed in 
connection with a r::portahle tramaction 
con,titute, gro" income dCfl\'(:d directl) 
Of inLlirectly for aid. a..,si,tance. or advice. 
For purpo,e, or thi, section. the thre.,h
old amount must he met inLlependentl) 
for each tran,action that i, a reportable 
transaction and aggregation of fee, among 
transaction, is not relJuireLl. 

(4) DMe {/ pen(ll1 hUD))U'.1 (/ liIuft'rillJ 

(ldvisor--(i) III gellcm'. A person will 
be treated as becoming a material advisor 
when lIli of the following events have oc
curred (in no particular nrder)-

(A) The person provides materIal aid, 
assistance or ad vice as described in para
graph (b)i2) of this section: 

(B) The per"un directly or indirectly 
derives gro\S income in exces, of the 
thresholLl amount as de,cribed in para
graph (b J13) of thi\ .,ection: and 

(e) The transaction is entered into by 
the taxpayer to whom or for who\e benefit 
the per~oll pruvided the tax \tatement, or 
in the case of a tax statement provided to 

another material advisor. when the transac
tion is entered into by a taxpayer to whom 
or for who\e benefit that material advisor 
provided a tax qatement. 

(ii) DelemllnillK i{the f(LrtWrer entered 

illto tlze IranSIICfioll. 'vlaterial advisors, 
including those who cea,e providing ser
vices before the time the transaction is en
tered into, mU',t make reasonable and good 
faith effor!s to determine whether the event 
de;.cribed in paragraph 1 b)(4)(i )(e J of this 
section has occurred. 

(i i i) Listed lIWI.luuiolls olld 1/"(/l/.laC

liollS or interest. If a transactIOn that was 
not a reportable tran\action is identified as 

a listed tran,action or a tramaction of inter
est in publ ished guidance aftcr the occur
rence of the evenh described in paragrQph 
(b)(4)(i) ofthi\ section. the person will be 
treated as becoming a material advisor on 
the date the transaction is identified a, a 
listed transaction or a trans3ction of inter
est. 

(5) Oilier pfI.\O//1 dCli~Il(/ll'd ill 1110' 

feria( lI(/l'isor.l. Pu hi I ,hed gu idance rna y 
identify other type, or clc\'-Se\ of per,on, 
as material advisor,. 
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(c) DelilliTillll.l. For purposes of this 
section, the following definitions apply: 

(I) Reportu/Jfe Imll.\(luioll. The 
term n:por/uhle Trull.IUerioll is defined 
in ~ 1.6011----+( b)( 1 ) 01 this Chelpte!. 

(2) LisTed lI"UIlS(luioll. The term li.lled 

Tralll(/("Ii(ll/ is defined in * 1.6011----+(b)(2) 
of this chapter. See abo *~2()(1011----+(a). 
25.6011----+(al. 31.6011----+(a). 53.6011-
.f(a), 5.f.6011----+\al. or 56.6011----+(a) of 
this chapter. 

(3) Derir£'. The term derive means re
ceive or expect to receive. 

(.f) PI' /"sOil. The term persoll means any 
person described in section 770 I (a)( I ), in
cluding an affiliated group of corporations 
that join in the filing of a consolidated re
turn under section 1501. 

(5) Subslulltial/v similar. The term 
.l'IIlistwlti(//ly simita/" IS defined In 
* 1.6011----+(c)(.f) of this chapter. 

(6) Tax. The term tax means Federal 
tax. 

(7) Tax Imu1it. A tax benefit includes 
deductions, exclusions from gross income, 
nonrecognition of gain, tax credits, adjust
ments (or the absence of adjustments) to 
the basis of property, status as an entity ex
empt from Federal income taxation, and 
any other tax consequences that may re
duce a taxpayer's Federal tax liability by 
affecting the amount, timing, character, or 
source of any item of income, gain, ex
pense, loss, or credit. 

(8) Tux retllnl. The term IllX return 
means a Federal tax return and a Federal 
information return. 

(9) Tax strltctllre. The tax structure of a 
transaction is any fact that may be relevant 
to under~tanding the purported or claimed 
Federal tax treatment of the transaction. 

(10) Tax trcatmel/t. The tax treatment 
of a transaction is the purported or claimed 
Federal tax treatment of the transaction. 

( 11) fil.\puYn. The term tllx{J(/yer is 
defined in * 160 11-4(c)( I ) of this chapter. 

(12) Tax resIIll prOleelioll. The term tax 

resltlf profeetioll includes insurance com
pany and other third party products com
monly described as tax result insurance. 

( 13) Transaction or il/terest. The 
term rWl/sauion or interest is defined 
in *1.6011----+([;)(6) of this chapter. See 
also *~20.6011----+(al. 25.6011----+(a), 
31.6011----+(a). 53.6011----+(a). 5'+.6011-
.f(a). or 56.6011----+(a) of this chapter. 

(d) Form ulld COl/len! oj'malniol adri
sor's disciosilre slillfm('nT-( I) III genemf. 
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A. material ad\'isor required to file a dis
c Insure statement under this section must 
file a completed Form 8918, "Mare rial Ad
ris(i/' Disc/o.lllre Staremelll" (or successor 
form) in accordance with this paragraph 
(d) and the instructions to the form. To be 
considered complete, the information pro
\ided on the form must describe the ex
pected tax treatment and all potential tax 
benefits expected to result from the trans
action, describe any tax result protection 
with respect to the transaction, and iden
tify and describe the transaction in suffi
cient detail for the IRS to be able to un
derstand the tax structure of the reportable 
transaction and the identity of the mate
rial advisor(s). An incomplete form con
taining a statement that information will be 
provided upon request is not considered a 
complete disclosure statement. A material 
advisor may file a single form for substan
tially similar transactions, An amended 
form must be filed if information previ
ously provided is no longer accurate, if ad
ditional information that was not disclosed 
becomes available, or if there are material 
changes to the transaction. A material ad
visor is not required to file an additional 
form for each additional taxpayer that en
ters into the same or substantially similar 
transaction. If the form is not completed 
in accordance with the provisions in this 
paragraph (d) and the instructions to the 
form, the material advisor will not be con
sidered to have complied with the disclo
sure requirements of this section. 

(2) Reporfllble transaction 11 umber. 

The IRS will issue to a material advi
sor a reportahle transaction number with 
respect to the disclosed reportable trans
action. Receipt of a reportable transaction 
number does not indicate that the dis
closure statement is complete, nor does 
it indicate that the transaction has been 
reviewed, examined, or approved by the 
IRS. Material advisors must provide the 
reportable transaction number to all tax
payers and material advisors to whom the 
material advisor makes or provides tax 
statements. The reportable transaction 
number must be provided at the time the 
transaction is entered into, or, if the trans
action is entered into prior to the material 
advisor receiving the reportable transac
tlon number, within 60 calendar days from 
the date the reportable transaction number 
is mailed to the material advisor. 

(e) Time o(pml'iding disclosure, The 
material adyj,or' s disclosure statement for 
a reportable transaction must be filed with 
the Office ofTax Shelter Analysis (OTSA) 
by the last day of the month that follows 
the end of the calendar quarter in which 
the advisor became a material advisor wilh 
respect to the reportable transaction or in 
which the circumstances necessitating an 
amended disclosure statement occur. The 
disclosure statement must be sent to OTSA 
at the address provided in the instructions 
for Form 8918 (or a successor form). 

(f) Desigllation agreemellts. If more 
than one material advisor is required to dis
close a reportable transaction under this 
section, the material advisors may desig
nate by written agreement a single mate
rial advisor to disclose the transaction. The 
transaction must be disclosed by the last 
day of the month following the end of the 
calendar quarter that includes the earliest 
date on which a material advisor who is a 
party to the agreement became a material 
advisor with respect to the transaction as 
described in paragraph (b)(4) of this sec
tion. The designation of one material ad
visor to disclose the transaction does not 
relieve the other material advisors of their 
obligation to disclose the transaction to the 
IRS in accordance with this section, if the 
designated material advisor fails to dis
close the transaction to the IRS in a timely 
manner. 

(g) Protecrive disclosures. If a poten
tial material advisor is uncertain whether 
a transaction must be disclosed under this 
section, the advisor may disclose the trans
action in accordance with the requirements 
of this section and comply with all the 
provisions of this section, and indlcate on 
the disclosure statement that the disclosure 
statement is being filed on a protective ba
sis. The IRS will not treat disclosure state
ments filed on a protective basis any differ
ently than other disclosure statements filed 
under this section. For a protective disclo
sure to be effective, the advisor must com
ply with the regulations under this section 
and §30 1.6112-1 by providing to the IRS 
all information requested by the IRS under 
these sections, 

(h) [The text of the proposed 
§301.6111-3(h) i~ the same as the text 
for §301.6111-3T(h) published elsewhere 
in this issue of the Bulletin). 

(i) Effective date-( I) In general. In 
general, this section applies to transac-



tions with respect to which a material 
advisor makes a tax statement on or after 
the date these regulations are published 
as final regulations in the Federal Reg
ister. However, upon the publication of 
final regulations, this section will apply 
to transactions of interest entered into on 
or after November 2, 2006 with respect 
to which a material advisor makes a tax 
statement under ~30J.6111-3 on or after 
November 2, 2006. 

(2) [The text of the proposed 
§30J.6111-3(i)(2) is the same as the text 
for §301.6111-3T(i)(2) published else
where in this issue of the Bulletin]. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(fikd by the Office of [he Feucral Regi,ter on November I, 
2006, 8:45 a.m .. and publi'hed in the '''ue of the Federal 
Regis[er for No,ember 2, 200n. 71 FR. 6-1496) 

Notice of Proposed 
Rulemaking 

AJCA Modifications to the 
Section 6112 Regulations 

REG-l 03043-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains pro
posed regulations under section 6112 of 
the Internal Revenue Code which provide 
the rules relating to the obligation of mate
rial advisors to prepare and maintain lists 
with respect to reportable transactions, 
These regulations affect material advisors 
responsible for keeping lists under section 
6112. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by January 31, 2007. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 03043-05), room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washing
ton, DC 20044, Submissions may be 
hand delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m, 
to CC:PA:LPD:PR (REG-103043-0S), 

Courier's Desk, Internal Revenue Service, 
Crystal Mall 4 Building, 1901 S. Bell SL 
Arlington, VA. or sent electronically, via 
the IRS Internet site at wH'w.irs.K(Jl/regl 

or via the Federal eRulemaking Portal at 
www.regulatinns,gov (indicate IRS and 
REG-103043-05). 

FOR FURTHER l:-.JFORMATION 
CONTACT: Concerning the proposed reg
ulations, Tara P. Volungis or Charles Wien, 
202-622-3070; concerning the submis
sions of comments and requests for hear
ing, Kelly Banks, 202-622-0392 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information contained 
in this notice of proposed rulemaking ha~ 
been submitted to the Office of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507(d», Comments on the 
collection of infonnation should be sent to 
the Office of Management and Budget, 
Attn: Desk Officer for the Department 
of the Treasury, Office of Information 
and Regulatory Affairs, Washington, DC 
20503, with copies to the Internal Rev
enue Service, Attn: IRS Reports Clear
ance Officer, SE:W:CAR:MP:T:T:SP, 
Washington, DC 20224, Comments on 
the collection of information should bc 
received by January 2, 2007. 

Comments are specifically requested 
concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
formance of the functions of the Internal 
Revenue Service, including whether the 
infonnation will have practical utility; 

The accuracy of the estimated hurden 
associated with the proposed collection of 
infonnation (see below); 

How the quality, utility, and clarity of 
the information to be collected may be en
hanced; 

How the burden of complying with the 
proposed collections of information may 
be minimized, including through the appli
cation of automated collection techniques 
or other forms of information technology; 

and 
Estimates of capital or start-up costs 

and costs of operation, maintenance. and 
purchase of service to provide information. 

The collection of infollllJ.tion in this 
proposed regulation is in ~30 1.6112-1 (b) 
and (d). This information i, required in or

der for a matenal advisor to comply with 
the list maintenance rules under section 
6 112. This information will be used to im
prove compliance with the tax laws by giv
ing the IRS earlier notification of transac
tion, that may not comport with the tax 
laws. The collection of information is 

mandatory. The likely respondents are 
busines~ or other for-profit institutions or 
individuals, 

Estimated total annual reporting bur
den: 50,000 hours. 

Estimated average annual burden hours 
per respondent: 100 hours. 

Estimated number of respondents: 500. 
Estimated annual frequency of re

sponses: on occasion, 
An agency may not conduct or sponsor, 

and a person is not required to respond to. a 
collection of information unless it displays 
a valid control number assigned by the Of
fIce of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 USc. 6103. 

Background 

This document proposes to amend 26 
CFR part 301 by amending the rules reO. 
latmg to the list maintenance requirements 
of material advisors with respect to re
portable transactions under sectIon 6112. 

The American Jobs Creation Act of 
2004, Public Law 108-357, 118 Stat. 
1418, (AJCA) was enacted on October 22, 
2004. Section 815 of the AJCA amended 
~ection 6112 to provide that each mate
rial advisor (as defined in section 6111, as 
amended by the AJCA) with respect to any 
reportable transaction is required to main
tain a list (in such manner a~ the Secretary 
may by regulation~ pre\cribe) identifying 
each person with respect to whom the 
advisor acted as a material advisor with 
respect to the transaction, and containing 
other information as the Secretary may 
by regulations require. Section 815 of the 
AJCA is effective for transactions with 
respect to which material aid, assistance. 
or advice is prOVided after October 22, 

2006-2 C.B. 1063 



2004. Prior to the amendmenh to ,ection 
() III made hy the AJCA. the definition of 
matenal ad\ hOI' \\ a, In *3() 16112-1 of 
the Procedure and Admllll,tration Regula
ti()ns. 

In re'pon,e to till' AJCA. the IRS 
and Tre,hury Department Is,ued interim 
gUluance atleL'ling "'L'\ioll 6112 in No
t ice 2()04-S(). 2()O-l- 2 C. B. 9bJ: No

tice 20())-17. 21)()'\-1 C.B hOh: Notice 
200S-22. 2()()) t (',13. 75b: and No
tlL'e 200h-b. 20()h-5 I.R.B. 3~5 (,ee 
*hO I .60 I (d I( 2 ) l. The IRS anJ Trea-
,ur) Department have recein::d variou, 
L'llll1ll1enl> and 411estion\ reg,lrJing the ap
plication of ,ectioll b 112 uJ1lkr the AJC A. 
Con\equently. the IRS and Treasury De
partment propo,e arnendmenh to the ruks 
relating to the li,t maintenance obligation 
(II' matenal au\ isms unuer section 6112. 

Explanation of Provisions 

A. III GCJlcwi 

These prop0,>ed regulations are being 
issued conCllITently with propw,ed regula
tions under * l.hO ll--f (REG-l ()303g~05) 
and *301.6 t 11-3 (REG-I 03039-(5) pub
lished elsewhere in the Bulletin. The 
definition of material advisor is pro
\ ided in the proposed regulations under 
~.'01.tllll-3(h). The definition of re
portahle transaction is provided in the pro
posed regulations under ~ 1.6011--f(h)( I}. 
Under these proposed regulations. each 
material ,\(hisor for any reportahle tran'>
aL·tion must maintain a list identifying 
each person with respect to whom thc 
ad\·i.,or acted as a lllatCl"ial advisor and 
cllntaining other information descrihed in 
the regulations. 

R. The Li.11 

The information that mu'>t be l'ontai ned 
1ll the list tinder the,c propLlseJ regulatiom 
i, ~iIl1ilar to the informatHlIl required to 
he included on the Ii.,t under the current 
*3()1.6112-1 re,f'ulations. with Sllme addi
tions or L'larification., . .,uch as. the name 
of each other Illatenal alhi\or to the tran\
action. if kno\\n bv the matenal aL!,i"or. 
and ,lilY designation agreemcnt to \, hich 
the lll~ltcrial aL!\'I,or i, a p,lrt~. The IRS and 
Trl'a,>ury Department helie\ e that thi, in
forlllatiLln I, required tll be prmided under 
the current rcguLltion". H()\\ e\ er. due tn 
questilln, rai"cd b\ material ad'l,ms un-
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der the current regulations. these proposed 
amendment-- clari f~ that Ihe name of other 
mdterial ad\ isms amI designation agl'ee
mell!'> ,Ire required to he mainlained. 

To date. tile IRS has receiyeJ lisl\ un
der the current regulations Ihat are not in 
a form thaI enahle., the IRS to detennine 
\\ithout undue delay or difficulty the in
fllrmation required under the regulation. 
Some malerial advisors hale merely pro
duced boxes of documents rather than a 
list as required under ~3(}1.6112-1. Un
der section 670H as amended hy the AJC A, 

any person who is required to maintain 
a list under section 6112( a} who fails to 
make the list a\ailahle to the Secretary 
upon wrinen request \,ithin 20 husiness 
days after the date of the request, must 
pay a penalty of $10,000 for each day 
of such failure. Failure to maintain the 
1 ist in accordance with these regulations 
aho subjects a person to the penalty un
der ~ection 670tl. The proposed regula
tion~ specifically clarify that the list to be 
maintained by the material advisor and fur
nished to the IRS upon request consists of 
three separate components: (1) an item
ized statement of information, (2) a de
taded description of the transaction. and 
(3) copies of documents relating to the 
transaction. The itemized statement of in
formation must contain all of the requested 
information in a form that is easy to un
derstand (for example. in a format such as 
a list. spreadsheet. or table). In urder for 
the material ad\isur to he in compliance 
with its obligations under section 6112, the 
material advisor mu,t maintain and furnish 
in the time prescribed the itemized state
ment of information. the description of the 
transaction. and the copies of documents. 
Under the proposed regulations, the Secre
tary. in puhlished guidance. may provide a 
form or method for maintaining and/or fur
nishing a list. 

C. OIlier CillrificlIIiol1.\ ({lid Moc/i/icalio1/.\ 

The proposed regulations remove the 
prmision detailing how a privilege is 
claimed "ith regard to certain informa
tion on the list. The regulation~ continue 
to require that if a claim of pri\ilege is 
made. the material advisor must continue 
to maintam the list in accordance with 
these regulations 

S1I11l1ar to prmisions in the current 
*.,016112-1 regulations, material advi-

sors under Ihe proposed regulations may 
have a designation agreement authoriz
ing one material advisor to maintain and 
furnish the list. However. the designation 
agreement does not relieve the other mate
rial advisors of their ohligation to furnish 
the list if the designated material advisor 
fails to furnish the list in a timely manner. 
Thus, parties to a designation agreement 
may still be liable for the penalty under 
section 670R. 

Contrary to the provisions in the cur
rent regulations under 001.6112-1, these 
proposed regulations contain no provision 
to toll the requirement for maintaining the 
list when a potential material advisor re
quests a private letter ruling on a specific 
transaction. The IRS and Treasury Depart
ment believe that removing the tolling pro
vision will promote effective tax adminis
tration. Consequently, potential material 
advisors may request a ruling on a trans
action, as provided in the temporary regu
lations under §30 1.6 I 11-3T(h), under the 
regular procedures for requesting a ruling, 
provided the ruling request is not factual or 
hypothetical. but the requirement for dis
closing the transaction under section 611 I 
and maintaining the list under section 6112 
will not be tolled. Final regulations remov
ing the tolling provision are being issued 
concurrently with these proposed regula
tions. The removal of the tolling provision 
is etTective for all ruling requests received 
on or after November I, 2006. 

D. Effl'Clil'l' Dare 

Generally, when these proposed regula
tions become final, they will apply to trans
actions with respect to which a material ad
visor makes a tax statement on or after the 
date the regulations are published as final 
regulations in the Federal Register. How
ever, upon publication the final regulations 
will apply to transactions of interest en
tered into on or after November 2, 2006 
with respect to which a material advisor 
makes a tax statement under * 30 1.6111-3 
on or after November 2, 2006. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 



<\dministrative Procedure Act (5 U.S.c. 
:hapter 5) docs not apply to these regu
lations. It is hereby certified that the col
lection of infonnation in these regulations 
will not have a significant economic im
pact on a substantial number of small en
tities. This certification is based upon the 
fact that most of the information i~ already 
required to be reported under the current 
regulations; the clarifications and new in
formation required by the proposed regu
lations add little or no new burden to the 
existing requirements. Therefore, a Regu
latory Flexibility Analysi:-, under the Reg
ulatory Flexibility Act (5 U.S.c. chapter 6) 
is not required. Pursuant to section 780S(f) 
of the Internal Revenue Code, this notice 
of proposed rulemaking will be submitted 
to the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. The IRS and Treasury 
Department request comments on the clar
ity of the proposed rules, how they can be 
made easier to understand, and the admin
istrability of the rules in the proposed regu
lations. All comments will be available for 
public inspection and copying. A public 
hearing will be scheduled if requested in 
writing by any person that submits timely 
written or electronic comments. If a pub
lic hearing is scheduled, notice of the date, 
time, and place for the public hearing will 
be published in the Federal Register. 

Drafting Information 

The principal authors of these reg
ulations are Tara P. Volungis and 
Charles Wien, Office of the Associate 
Chief Counsel (Passthroughs and Special 
Industries). However, other personnel 
from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 30 I i~ pro
po~ed to be amended a, follow,: 

PART 30l-PROCEDURE A\:D 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 30 I continues to read. il1 pan. a, fol
lows: 

Authority: 26 U.s.c. 7805 ,," 

Par. 2. Section 301.6112-1 J\ re\'j,ed 
to read as follow~: 

.930 J. 6 J J 2-J MUlerial odl'isors of 
reportable 1 ran.lacliO/l I InU.I/ keep fisiS of 
advisees. etc. 

(a) III Relleml. Each material ad\'i<,or, 
as defined in ~3[)1.6111-3(b). with re\pect 
to any reportable tran<,action, a, defined 
in § 1.601 I -4(b ) of this chapter. shall pre
pare and maintain a list in accordance with 
paragraph (b) of thi\ section and ,hall fur
nish such li\t 10 the Internal Revenue Ser
vice (IRS) in accordance with paragraph 
(e) of this section. 

(b) Preparation (lnd maintell([llU' of 

lists-( I) In general. A separate list mu,t 
be prepared and maintained for eac:h re
portable transaction. However. one li,t 
must be maintained for sub,tantJally ,imi
lar transactions. A list must be maintained 
in a form that enables the IRS to determine 
without undue delay or difficulty the in
formation required in paragraph (b){ 3) of 
this <,ection. The Secretary may, by pub
lication in the Internal Revenue Bulletin 
(see §601.60](d)12j(ii)(b) of this chapter), 
provide a form or method for maintaining 
andlor furnishing a list. 

(2) Persolls reqlJired to be inclllded 011 

fists. A material advisor i~ required to 
maintain a list identifying each person with 
respect to whom the advisor acted a, a ma
terial advisor with respect to the reportable 
transaction. However, a material advisor is 
not required to identify a person on the list 
if the per~on entered into a listed tran,ac
tion or a transaction of interest more than 6 
years before the tran,action was Identified 
in published guidance as a listed tran'iac
tion or a transaction of interest. 

(3) Caments. Each li,t must include the 
three components described in paragraph 
(b)(3)(i), (ii), and (iii) of thi" ,ection. 

Ii J StmclJ1t'l1f. An itemizt:u ,t:.ltement 
l'ol1lJining the ft,jj()\\ Illg IIlfurIll3ti()n-

( A) The name of cac h reportab Ie tran,
:.tction. the citation to the publi,hed guiu
ance number idcntit\ mg the tran,acrillil it 
the transactilln I, a listed tral1sJctl(}n or a 
tran,action of i merest. anu tht: rt:portahk 
tran,action number ohtaineu unuer section 
hill: 

(R I The n.lme addre,' and TIl'\ of eae: h 
person reyuired to be included on the li~1. 

(e) The date on which each peNH1 re
quired to be included on the li,[ entered 
into each repllrtable tran,actilln. If kl1()\\ n 
by the material au\ j,or: 

(DJ The amount ITIw,ted in each re
pllrtJble tran~:.Iction hy cach pCr"ll1 rc
quired lD be included on the ii,\. if knO\\ n 
by the mJterial ad\i,or: 

(EJ A ,u111111ary llr ,chedule of the tax 
trealment that each peNln i, intended or 
expected to derive from participation in 
each reportable tran,action: and 

(F) The name of each other material 
ad\i,ur to the tran'action. if knOll n by the 
matenal Jdvi~()r. 

(ii) f)Plcnpri(!II Ii! rill! rl'llll\(u'rioll A 

detailed de!>cription of each reportable 
transaction th:.lt de,>cribes both the tax 
<;lructure of the trurhaction and the pur
ported ta \ treatment of the transaction. 

(ill) D()( 1/1111:'111.1. The following dOCL!
ment,-

(A) A copy of any designation agree
ment (:.I, de,cribed in p:.lragraph (fl of thi, 
,ection) to which the material ad"i,or i, a 

party: and 
<B) Copie~ of any additional written 

material>, including tax analyse, or ()pin
ion<.. relating to each reportJhle trun,action 
that are material 10 an under.<>tandlTIg of the 
purported lax treatment or lax "truclure of 
the tran<,action that have been ,ho\1 n or 
provided to any per,on who aCljuircu or 

may acquire an intere,t in the trJn"acllon\. 
or to theIr repre\entati\·es. tax ad\ i,m,. or 
agents. by the material advi,or or JI1Y re
lated party or agent of the material au\ j,or 
Howe\er, a material auvi,or 1\ not reyuircu 
to retain earlier draft~ 0\ a document [lro

\iueu the material advi~or retain ... a C()P\ 

of the final document (or, If there i, no fi
nal document. the m(ht recent draft of the 
document) and the final document (or llHht 
[e:cent draft) contums all the informati()n 
i 11 the earlier drafh of wch document that 
i~ matenal to all undeNamlini! ot thl' Plll-
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ported tax treatment or the tax ~truclUre of 
the tran,action. 

(C) [)efinili(JlII. For rurpo~e~ of thi~ 
,ection. the follll\\ ing lenm arc defined a~: 

( I 1 MU{l'riul wll'i.lo}". The term 11I1I/l'I'ilil 

wl\'llur i, det'ineLl in ~.~()1.6111-~lb) 
(2) RCIJt!rluhil' {ral/I(f(fiuli. The 

term I'l'/)Ol'lu/J!/' flWl.lu(f/OI/ i~ defined 
in ~ 16() 11--11 OJ( I) III tl1l\ chapter. 

1-') tilled {rlll/.I/I('[;OIl. The term lis {cd 
!IW/IWI!OI/ i" defincd III *l.hOll---llh)f2) 
llt till' chdpter. See al,u ~~2().6()11---l(al. 
2:'i6()II---llal.~ 1.6011---l(al. 53.6011-
-I(al. 5-1 601 l---l(a). ur 56.6011---l(a) 01 
thi, chClpll'r. 

(-I) ,'illh.l/un{iuli\' simi/ar. 
.I/lh.ll(/nliilll\' .Iimilur I" 

The term 
defined III 

~ I .60 Il---l( L' )( -.t) of thi ~ chapter. 
(5) Penoll. The term JiI'l'SOIl i~ defined 

In ~3()I.o 111-3(c)(-.t). 
(6) RelaTed /JiIl'lL A person is a re

lated party with respect to another person 
if ,uch pn,lln bears a relationship to such 
other person described in section 267( b) or 
7()71ol. 

(7) Tux. The term tur is defined in 
OOI.fd 11-3(c)16). 

(X) Tux hCllcfit. The term tux hf:'llf:'jit i, 
defined in ~30 1.6Ill-3( c 117). 

(9) Tilx rf:'tlll'll. The term lux retllm is 
defined in ~301.6111-3(c)(g). 

(10) TilX structllre. The term tliX .Ilruc

Illre is defined in ~30 \.6111-3(c )(l)) 
( II ) Tux {re(/llnl'lIl. The term {ux tre(/[· 

1II('1/{ is defined in ~301.6111-3(c)( 10). 
( 12) ]i'(/Il\(/ctiOIl or illleresl. The 

term {rami/Cliol/ of il/lnnl i, defined 
in ~ 1.6011---l(b)(6) ul thi~ chapter. See 
abo ~~20.6()11--+(a). 25.6011---l(a). 
J 1.6011---l(al. 53.6011---l(a). 5-.t.6011-
-.t(al. or 56.60ll--+(a) of this chapter. 

Id) Rctmtio/l of lists. Each material 
advisor must maintain each component of 
the list described in paragraph (b)(3) of 
thi, ,ection in a readily accessihle form 
lor selen ye;lrs following the earlier of 
the date on Ilhleh the material advisor last 
11l~lde ;1 lax st~ltement relating to the trans
aL'lion. or the date the transaction \1 a, last 
entered into. if known. If the material ad
\ ism required 10 prepare. maintain. and 
furni,h the li'l is a corpllfation. partner
,h i p. Ill' uthel' entity (entit) ) that has dis
'01\ cd or liquidated before completion of 
the Sl'\ en-year period. the pt'r,on respon
'IOIe under state Iall for 1\1l1ding up the 
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affairs of the entity must prepare. mLlin
tain and furni~h each component of the list 
on hdlalf of the entity. unless the entity 
suhmits the list III the Office of Tax Shel
ter Analysis (OTSA) within 60 days after 
the dissolution or liquidation. If state law 
does not specify any person as responsi
ole for winding up the affairs. then each of 
(he directors of the corporation. the general 
partners of the partnership. nr the trustees. 
owners. or melllbers of the cntity are n:
spllllsibk for preparing. maintaining and 
furnishing each component of the list on 
behalf of the entity. unless the entity sub 
mits the list to the OTSA within 60 days 
after the dissolution or liquidation. The re
spon,ible person rnu~t abo provide notice 
to OTSA of such dissolution or liquidation 
within 60 days after the dissolution or liq
uidation. The list and the notice provided 
to OTSA must be sent to: Internal Rev
enue Service. OTSA Mail Stop 4915. 1973 
North Rulon White Blvd .. Ogden. Utah 
8440-+. or to such other address as provided 
by the Commissioner. 

Ie) Furnishil1g vj liSfS-( I) III gen
eral. Each material advisor responsible 
for maintaining a list must. upon written 
request by the IRS. make each component 
of the list descri bed in paragraph (b)(:1) of 
this section available to the IRS by fur
nishing each component of the list to the 
IRS within 20 busine~s days from the day 
on which the request is provided. The 20 
business-day period shall begin on the first 
bu~iness day following the earlier of the 
date that the IRS mails a request for the 
list by certified or registered mail to the 
last known address of the material advisor 
required to maintain the Ii~t. or hand-deliv
ers the written request in person. Business 
days include every calendar day other than 
Saturdays. Sundays. or legal holidays. 
For purposes of thiS paragraph (e). legal 

holiday ~hall have the same meaning pro
\'ided in ~ecti()n 7503. The request is not 
required to be in the form of an adminis
trative summon,. Each component of the 
list must be furnished to the IRS in a form 
that enables the IRS to determine without 
undue delay or ditliculty the information 
required in paragraph (b)(3) of this sec
tilln. If any component of the list is not 
in a form that enable, the IRS to deter
Il1Il1C without undue delay or difficulty the 
information required Il1 paragraph Ib)i3) 

of this section. the material advisor will 
not be considered to have complied with 
the list maintenalKe provisions in section 
6112 and this section. 

(2) C/uillls or pril·ilege. Each mate
rial advisor \\ho is required to maintain a 
list with respect to a reportable transaction. 
must still maintain the list pursuant to the 
requirements of this section even if a per
son asserts a claim of privilege with re
~pect to the information specified 111 para
graph (b)(3 )(iii )(B) of this section. 

(f) Designatio/l agrceml'lI1.1'. If mor~ 
than one material advisor is required to 
maintain a list of persons for a reportable 
transaction. in accordance with paragraph 
(0 \ of this section. the material advisors 
may designate by written agreement a sin
gle material advisor to maintain the list or a 
portion of the list. The designation of one 
material advisor to maintain the list does 
not relieve the other material advisors from 
their obligation to furnish the list to the IRS 
in accordance with paragraph (e)( I) of this 
section. if the designated material advisor 
fails to furnish the list to the IRS in a timely 
manner. A material advisor is not relieved 
from the requirement of this section be
cause a material advisor is unable to obti1ln 
the list from any designated material ad
visor. any designated material advisor did 
not maintain a list. or the list maintained 
by any designated material advisor is no! 
complete. 

(g) Effecti!'c dme. In general. this sec
tion applies to transactions with respect to 
which a material advisor makes a tax state
ment under ~301.6111-3 on or after the 
date these regulations are published as fi
nal regulations in the Federal Register. 
However. upon the publication of final 
regulations. this section will apply to trans
actions of interest entered into on or after 
November 2. 2006 with respect to which a 
material advisor makes a tax statement un
der * 301,6111-3 on or after November 2. 
2006. 

Mark E. Matthews, 
Deputy Commissioller jor 
Services and Enforcement, 

i hied hy Ihe Office of the ccureal Reg;,tcr on No\'cmher I. 
clJOh. X .)5 ".m .. anJ puhl',heJ In Ihe ,,,ue of the federal 
Reg"I'" Im:-.l", emher 2. 2(1)0. 71 FR. 04511 I) 



Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-94 

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

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

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

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

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

Name Address 

may offer his or her consent to suspension 
from such practice. The Director. Office 
of Professional Responsibility. in his dis
cretion. may su"pend an attorney. certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

Tomasulo, Maria V. Wantagh. NY CPA 

Maloy. Jr., Robert 1. Galion.OH CPA 

Pate. Janet M. Broadview, NM CPA 

Scott, Howard Miami, FL Attorney 

Adamic, Jonathan E. San Lorenzo, CA CPA 

Becker, Ira S. Wilmette, IL CPA 

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

Date of Suspension 

Indefinite 
from 
August 7. 2006 

Indefinite 
from 
August IS. 2006 

Indefinite 
from 
August IS. 2006 

Indefinite 
from 
August 1 S. 2006 

Indefinite 
from 
August I g. 2006 

August 22. 2006 
to 
August 21. 2008 
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Name Address Designation Date of Suspension 

Snigur, Virginia Iaquinta Warwick, NY Attorney Indefinite 
from 
August 31, 2006 

Galpern, Joel G. North Miami, FL CPA Indefinite 
from 
September I, 2006 

DiSiena, Frank E. Katonah, NY CPA Indefinite 
from 
September 4, 2006 

Carusona, Thomas M. Huntington, NY Attorney Indefinite 
from 
September 15. 2006 

Shaikh. Firoz A. Melville, NY CPA Indefinite 
from 
September 15, 2006 

Wickline, Ella L. Ronceverte, WV Enrolled Agent Indefinite 
from 
September 15, 2006 

Smith, Daniel B. Garden City, NY CPA Indefinite 
from 
September 18, 2006 

Carlin, Charles R. South Bend, IN CPA Indefinite 
from 
October 1, 2006 

Devine, Daniel M. Boca Raton, FL CPA Indefinite 
from 
October I, 2006 

Dupont, Hewitt, 1. Daytona Beach, FL CPA Indefinite 
from 
October I, 2006 

Farrell. Raymond J. Matawan. NJ Attorney Indefinite 
from 
October I, 2006 

Kelligrew, John R. White Plains, NY Attorney Indefinite 
from 
October I, 2006 

Klein, Robert B. Bardonia, NY Enrolled Agent Indefinite 
from 
October I, 2006 

Long, Gregory S. Hutchinson, KS Attorney Indefinite 
from 
October I, 2006 

Moore. Ronald L. Cayce, SC CPA Indefinite 
from 
October I, 2006 
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Name Address Designation Date of Su~pension 

Schaffer, Robert J. Calverton, NY CPA Indefinite 
from 
October I. 2006 

Berlin, Stanley Erie. PA Attorney Indefinite 
from 
October 15. 2006 

Briscoe, Jack Drexel Hill, PA Attorney Indefmite 
from 
October 15. 2006 

Buzzeo, Michael Y. New Canaan, CT CPA Indefinite 
from 
October 15. 2006 

Sacco, John M. Pound Ridge, NY CPA Indefinite 
from 
October 15, 2006 

Sheiman, Alan P. Sherman Oaks, CA Enrolled Agent Indefinite 
from 
October 15. 2006 

Tourin, Mark Miami, FL CPA Indefinite 
from 
October 15, 2006 

Bums, William 1. Randolph. MA Attorney Indefinite 
from 
October 16, 2006 

Webb, Norman R. Daphne, AL CPA Indefinite 
from 
October 16, 2006 

Brown, Guia EP Hobe Sound, FL Enrolled Agent October 20, 2006 
to 
April 19,2008 

Gram, John A. Gainesville, GA Attorney Indefinite 
from 
November I, 2006 

Herzog, Samuel A. Jericho, NY CPA Indefinite 
from 
November I, 2006 

Kellicker, John F. Cleveland, OH CPA Indefinite 
from 
November I, 2006 

Krieger, Robert M. Hampton, NH CPA Indefinite 
from 
November I. 2006 

Minsky, Neil J. Randolph. NJ CPA Indefinite 
from 
November I. 2000 

O'Brien, Timothy Newton Center, MA Attorney Indefinite 
from 
November I. 2006 
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Name Addre~, 

Sukcnik, t>.lartin Kc\\ Gardens, NY 

East Orange, NJ 

Hlll1l1l'r. Charlc~ B. Athens, GA 

Levine, Barton P. New York, NY 

Taws, Joseph G. Provincetown. MA 

Young, Ronald Fairfield, CT 

Bru,h, Charles, H. Southbury, CT 

Jacob, Robert T. Tucson, AZ 

Designation 

Attorney 

Attorney 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
N olemoer I, 2000 

Indefinite 
from 

Nll\'t~l11ber 7,2006 

Indefinite 
from 

November IS, 2006 

Indefinite 
from 

November 15. 2006 

Indefinite 

"rom 
November 15. 2006 

Indefinite 
from 
November 16, 2006 

Indefinite 
from 
December I. 2006 

Indefinite 
from 
December 15. 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Direclor, Office of Pro
fessional Responsibility, is authori7ed to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tioner who, \\ilhin five years from the date 

Name Address 

Williams, Donna VI. York, PA 

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

Designation 

CPA 

FOlI',IKe, Wayne H. Winston-SJlem. NC Attorney 

Krnnegnld, Sheldon H. Englewood, NJ Attorney 
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The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
July 25, 2006 

Indefinite 
from 
August 3, 2006 

Indefinite 
from 
August 3, 2006 



Name Address Designation Date of Suspension 

Norman, Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Chin, Arnold San Francisco, CA Attorney Indefinite 
from 
August 31. 2006 

McCann, Thomas Des Moines, IA Attorney Indefinite 
from 
August 3 1. 2006 

Whaley, Daniel P. Hood, CA Attorney Indefinite 
from 
August 31, 2006 

Chukumba. Stephen C. Montclair, NJ Attorney Indefinite 
from 
September 12, 2006 

Katz, Edward C. New York, NY Attorney Indefinite 
from 
September 12. 2006 

Kadunce, Darrell L. Buller, PA Attorney Indefinite 
from 
September 18. 2006 

Allen, Robert W. Torrance, CA CPA Indefinite 
from 
September 21. 2006 

Brown, Davin W. Raleigh, NC CPA Indefinite 
from 
September 21. 2006 

Cunningham, R. Scott Dalton, GA Attorney Indefinite 
from 
September 21, 2006 

Eilers, Tom D. Raleigh, NC CPA Indefinite 
from 
September 21, 2006 

Gerdes, Roger A. Carpinteria, CA Attorney Indefinite 
from 
September 21. 2006 

Kurth. Richard Frederick Danville, IL Attorney Indefinite 
from 
September 21. 2006 

Mitchell, McArthur D. Charlotte, NC CPA Indefinite 
from 
September 21. 2006 

Ragusa, Patricia A. Spring, TX CPA Indefinite 
from 
September 21, 2006 
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Name Addre~s Designation Date of Suspension 

Wulfsberg, Da\id E. Murrieta, CA Attorney Indefinite 
from 
September 21, 2006 

Cox., Brian J. Plymouth, MI CPA Indefinite 
from 
September 25, 2006 

Mal1llelman, Michael D. Mequon. WI Attorney Indefinite 
from 
September 25, 2006 

Miller. Ste\'en L. Canal Winchester, OH Attorney Indefinite 
from 
September 25. 2006 

Felli. Jay A. Mequon. WI Attorney Indefinite 
from 
October 2, 2006 

Schoch V. Arch K. High Point, NC Attorney Indefinite 
from 
October 2, 2006 

Andre. Patrick F. Manchester. MO Attorney Indefinite 
from 
October 12, 2006 

Brill, Kevin Michael Downer~ Grove. IL Attorney Indefinite 
from 
October 12. 2006 

Day, Richard G. Largo, FL Attorney Indefinite 
from 
October 12. 2006 

Dull. Kay E. Miami Shores, FL Attorney Indefinite 
from 
October 12, 2006 

Frank. Arthur J. Chicago,lL Attorney Indefinite 
from 
October 12, 2006 

Gackle, Thomas E. Plymouth, MI Attorney Indefinite 
from 
October 12, 2006 

Hamilton, Howard D. Fort Dodge, IA Attorney Indefinite 
from 
October 12, 2006 

HOlIge, Robert M. Lafayette, LA Attorney Indefinite 
from 
October 12, 2006 

Le~y~hen, Donna P. Waterloo, IA Attorney Indefinite 
from 
October 12. 2006 

Pei,s. John H. Downer~ Grove. IL Attorney Indefinite 
from 
October 12, 2006 
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Name Address Designation Date of Suspension 

Petty, James E. Austin, TX CPA Indefinite 
from 
October 12, 2006 

Ruffin-Hudson, Linda C. Saint Louis, MO Attorney Indefinite 
from 
October 12, 2006 

Schaefer, James E. St. Louis Park, MN Attorney Indefinite 
from 
October 12,2006 

Schmitt, Martha G. Minneapolis, MN Attorney Indefinite 
from 
October 12, 2006 

Shannon, Terrance J. Mission Viejo, CA Attorney Indefinite 
from 
October 12, 2006 

Smith, Matthew S. Denver, CO Attorney Indefinite 
from 
October 12, 2006 

Swanson, Richard West Chicago, IL CPA Indefinite 
from 
October 12, 2006 

Thomas, Kenneth A. Farmers Branch, TX Attorney Indefinite 
from 
October 12, 2006 

Tomasa, Ryan H. Honolulu, HI Attorney Indefinite 
from 
October 12, 2006 

Williams, Jr., Harry D. San Antonio, TX Attorney Indefinite 
from 
October 12, 2006 

Wilson, Jr., Robert N. Ayer, MA Attorney Indefinite 
from 
October 12, 2006 

Yum, Chris Chulho Woodbridge, VA Attorney Indefinite 
from 
October 12, 2006 

Dunham, Richard G. Irvine, CA Enrolled Agent Indefinite 
from 
October I 5, 2006 

Housman, David Albuquerque, NM Attorney Indefinite 
from 
October IS, 2006 

Malitz, Charles P. Beachwood, OH CPA Indefinite 
from 
October 15, 2006 

Emig, Robert W. Houston, TX CPA Indefinite 
from 
October 24, 2006 

2006-2 C.B. 1073 



Name Addre~~ Designation Date of Suspension 

free\\.'. Scott D NOifolk. NE Attorney Indefinite 
from 
October 2-l. 2006 

Ramho. Byron 1.. Sanford. FL EA Indefinite 
ffll III 
October 2-l. 200t) 

A~k. R.onald W. Riverside. CA Attorney IndefinIte 
from 
October 30. 2006 

Berry. Richard S. TClllpe. AZ Attorney Indefinite 
from 
October 30. 200t. 

Burkhardt. William R.. Canyon Lake. TX CPA Indefinite 
from 
October 30. 200t. 

Callaway. Jr .. Paul F Greensboro, NC CPA Indefinite 
from 

October 30, 2006 

Doyle. David W. Arvada. CO Attorney Indefinite 
from 
October 30, 2006 

Elmore. \II. Virgil Rirmlllgham. AL Attorney Indefinite 
from 
October 30, 2006 

Grandt. I ~awrence E. Gurnee.IL CPA Indefinite 
from 
October 30. 2006 

Hanson. Steven G. Lodi. CA Attorney Indefinite 
from 
October 30, 2006 

Omodele. Boluwaji Houston. TX CPA Indefinite 
from 
October 30, 2006 

Rahden. Horst R. Fort Wayne. IN CPA Indefinitc 
from 
October 30, 2006 

Ccnsoprano. Salvatorc Foster City. C A CPA Indefinite 
from 
October 31, 2006 

Powell. Jal1le~ S. Lakewood. CO Attorney Indefinite 
from 
October 31, 2006 

A lien. LCllnard G. Mesa. AZ CPA Indefinite 
from 
November I, 2006 

Parker. Donald A Benson. NC Attorncy Indefinite 
from 
November 6, 2006 
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Name Address 

Rogers, James M. Tulsa. OK 

Coopet, Michael W. Saint Paul, MN 

Day, Jr., John Taylor Hingham, MA 

Grella, Paul J. Canton, MA 

Meggers, Theodore M. Des Moines, IA 

Tolbert, James L. Los Angeles, CA 

Designation 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Date of Suspension 

Indefinite 
from 
November 6, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November S, 2006 

Indefinite 
from 
November 8, 2006 

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

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

ministrative law judge, the following indi- from practice before the Internal Revenue 
viduals have been placed under suspension Service: 

Name Address Designation 

Lazaro, Charles Visalia, CA Attorney 

Wasilowski, Ronald Natrona Heights, PA CPA 

Wellbery, William J. Deerfield Beach, FL CPA 

Clapper, Gary L. La Mesa, CA Enrolled Agent 

Etlective Date 

July 20, 2006 
to 
January 19, 20 I 0 

July 21,2006 
to 
July 20. 2011 

October) 2, 2006 

to 
October) ), 2008 

Novemher 2, 2006 

to 
November), 2008 
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Consent Disbarments From Practice Before the Internal 
Revenue Service 

Under Title 31, (,ode of Federal Regu
lalion~, Part 10, an attorney. certified pub

lic accountant. enrolled agent. or enrolled 
actuary, In order to aVOId m,lItutlon orcon
elusion of a proceeding for his or her dis
barment or suspension from practice be-

Name Addrc~s 

fore the Internal Revenue Senice, may of
fer his or her con\ent to disbarment from 

such practice. The Director, Office of Pro
fessional Respomibility. in his discretion, 
Illay disbar an attorney. certified public ac-

Designation 

Grossman, Rohert S. Ardmore, PA Attorney 

c()untant, enrolled agent. or enrolled actu
ary in accordance with the consent offered. 

The following individuals have been 
placed under consent disbarment from 
practice before the Internal Revenue Ser

vice: 

Date of Disbarment 

Indefinite 
from 
October 4, 2006 

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

Under Title 31, Code of Federal Regu
lations, Part 10, after notice and an oppor-

tunity for a proceeding before an adminis
trative law judge, the following individu-

Name Address Designation 

Hubbard, Murphy Springfield, MO CPA 

Kardos, Sandra E. Van Nuys, CA CPA 

Jewett, Jerry A. Fremont,OH Enrolled Agent 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg

ulations. Part 10. in lieu of a proceeding 
being instituted or continued, an attorney, 
certified public accountant. enrolled agent. 

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

Name Address Designation 

Applegate, William F. Madison, NJ CPA 

Vigliotti, Anthony 1. East Haven, CT Enrolled Agent 

Bolgialll. Janette A. Brooklyn. NY Enrolled Agent 

Cheney, .lames E. Phelps, NY CPA 

Dollinger. Douglas Middletown, NY Attorney 

Reeves. Zak E. Denver. CO Enrolled Agent 
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als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

September 20, 2006 

October 2, 2006 

November 2, 2006 

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

Date of Censure 

September 12, 2006 

September 12, 2006 

September 14, 2006 

September 18, 2006 

October 2, 2006 

October 2, 2006 



Name Address Designation 

Castiglione, John Pittsfield, MA Attorney 

Shannon, James P. Rochester, NH Attorney 

Kuller, Mark A. Bethesda, MD Attorney 

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

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

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

Date of Censure 

October 4, 2006 

Octoher 4, 2006 

October 6, 2006 

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

Name Address Date of Resignation 

Schwartz, Judy Las Vegas, NV October 13, 2006 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 41.-Credit for 
Increasing Research 
Activities 

T.D.9296 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Credit for Increasing Research 
Activities 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations and removal 
of temporary regulations. 

SUMMARY: This document contains fi
nal regulations telating to the computation 
and allocation of the credit for increasing 
research activities for members of a con
trolled group of corporations or a group 
of trades or businesses under common 
control. These final regulations renect 
changes made to section 41 hy the Rev
enue Reconciliation Act of 19X9. which in
troduced the current computational regime 
for the credit, and the Small Bw,ine~s .Joh 
Protection Act of 1996, which introduced 
the alternativc incrcmental research credit. 

DATES: Etjl'Cfil'C D({lc: These regulations 
are effective November 9, 2006. 

APf'/i( 'uhilit\ Do/es: For dates of appli
cability, see *~UI-6(j) and 1.41-X(b)(5). 

FOR FURTHER INFORMATION 
COI"TACT: N icoit.' R. Cimino (202) 
6~~-31 ~() (not a toll-free nllmherl. 

SUPPLEMENTARY INFORMATION: 

Hackground 

Thi, d()~'lIl11L'nt amends 26 CFR part I 
to [1ro\ ide re\ i scd ruks for the research 
credit under section 41, specifically sec
lion..+ I (fl. 011 i\Ja) 2"+.2005, the Treasury 
Departmcnt and the IRS puhli,hcd in the 
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Federal Register (70 FR 296(2) proposed 
dlllcndlllent, to the regulation, under sec
tion 4l(fl by cros~-rderence to temporary 
rcgulatioll\ (REG-I 34030-04. 2005-1 
C.B. 1339) Jnu temporary regulations (70 
FR 29596) (T.D. 9205,2005-1 C.B. 1267) 
(COlieCli\cly, the 2005 regulations) relat
ing to the computation and allocation of 
rhe credit for increasing. research activi
ties (research credit) under section 41 for 
members of a controlled group of corpora
tiuns or a group of trades or businesses un
der comlllon control (controlled groups). 
The 2005 notice of proposed rulemaking 
withdrew the proposed regulations pub
lished in the Federal Register on July 29, 
2003 (68 FR 44499) (REG-133791-02. 
2003-2 C.B. 493) (the 2003 proposed 
regulations). A public hearing was held 
on October 19, 2005. After considering 
the comments received and the statements 
made at the public hearing regarding the 
2005 regulations, the 2005 regulations are 
adopted as revised by this Treasury de
cision. These final regulations generally 
retain the provi,ions of the 2005 regu
lations with the modifications discussed 
below. 

Summary of Comments and 
Explanation of Provisions 

AI10Clltiol1 oj" IIle Group Credit 

The 2005 regulations requlfed that the 
group credit that did not exceed the ,um 
of the stand-alone entity credits of all the 
members of the group be allocated among 
the members of a controlled group in pro
portion to the relative amounts of each 
individual member's stand-alone entity 
credit, computed for each member using 
the method that would have yielded the 
largest stand-alone entity credit for that 
member. Any excess of the group credit 
over the sum of the stand-alone entity cred
its of all the members of the grOU[1 was 
allocated among all the members of the 
group based on the ratio of an individual 
member's quali fied researe h expendi tures 
(QRb) to the ,um of all the members' 
QREs. 

Although commentators generally 
agreed that the 2005 regulations fixed 
the anomalous results (for example, none 

of the group credit would he allocated to 
the members of the controlled group if no 
I11tll1ber had stand-alone entity credits) 
created by the method in the 2003 pro
posed regulations, some commentators 
continued to disagree with the stand-alone 
entity credit method. Comlllentators again 
suggested that the members of a COIl

trolled group should be permitted to use 
any reasonable method to allocate the 
group credit as long as the group's mem
bers collectively do not claim more than 
100 percent of the group credit, or that if 
one method must be prescribed for all sit
uations, a method that allocates the group 
credit based on the relative amounts of 

each member's total QREs (gross QREs 
method) is more appropriate than any 
other method. 

The Treasury Department and the IRS 
continue to believe that the allocation 
method under section 41 (t) should be 
based on a group member's QREs in 
excess of a base amount, and that the 
stand-alone entity credit method retlec\.\ 
the incremental nature of the credit. The 
Treasury Department and the IRS believe 
that the stand-alone entity credit method 
of the 2005 regulations is consistent with 
the purpose of section 41 (f) and its under
lying legislative history. Further. a single, 
prescribed method is necessary to ensure 
the group's members collectively do not 
claim more than 100 percent of the group 
credit. For the reasons stated ahove and in 
the preamble to the 2005 regulations. the 
final regulations do not adopt the changes 
suggested by the commentators. and retain 
the allocation method contained in the 
2005 regulations. 

Special Allocution Rulefor Consolidated 
Groups 

The 2005 regulations provide that. for 
purpose~ of allocating the group credit 
among the members of a controlled group 
(first-tier allocation), a consolidated group 
(whose members are members of the 
controlled group) is treated as a single 
memher of the controlled group, and a 
single ~tand-alone entity credit is com
puted for the consolidated group. If the 
consolidated group is the only member of 



the controlled group, the stand-alone en
tity credit computed for the consolidated 
group is equal to the group credit. The 
portion of the group credit allocated to 
a consolidated group must be allocated 
among the members of the consolidated 
group (second-tier allocation) in propor
tion to the stand-alone entity credits of the 
members of the consolidated group. Un
der the 2005 regulations, this rule applied 
only to taxable years ending on or after 
May 24, 2005. 

One commentator argucd that the treat
ment of a consolidated group as a single 
member of a controlled group is con
trary to the statutory language of sec
tions 41(f)(5) and 1563. The Secretary 
is granted broad authority under section 
1502 to provide rules regarding the deter
mination of the tax liability of an affiliated 
group of corporations filing a consolidated 
return. The Treasury Department and the 
IRS believe that the treatment of a con
solidated group as a single member of a 
controlled group of corporations for pur
poses of section 41 (f) is within the broad 
authority of section 1502. Moreover, this 
treatment is consistent with the single 
entity treatment of a consolidated group 
under certain other provisions of the Code. 

One commentator argued that treating 
a consolidated group as a single mem
ber of the controlled group adds unnec
essary complexity and is administratively 
burdensome because it requires additional 
rounds of allocations of each consolidated 
group's credit among its members and ad
ditional computations of each consolidated 
group member's stand-alone entity credit. 
One commentator urged that. if the consol
idated group rule is retained, then the fi
nal regulations should not provide specific 
rules for how the second-tier allocation is 
to be made. 

The Treasury Department and the IRS 
continue to believe that computing a stand
alone entity credit for each member of 
a consolidated group does not impose a 
greater burden than computing a stand
alone entity credit for a corporation that is 
not a member of a consolidated group. The 
Treasury Department and the IRS also be
lieve that specific allocation rules are nec
essary with respect to the second-tier allo
cation in order to prevent distortions and 
provide certainty concerning each consol
idated group member's share of the credit, 
for example, if a member ceases to be a 

member of the consolidated group or if a 
member's share of credits becomes sub
ject to section 383. Accordingly, the fi
nal regulations retain the rules contained 
in the 2005 regulations. The final regu
lations make clear, however, that the spe
cial allocation rule for consolidated groups 
applies prospectively only. Accordingly, 
the consolidated group rule contained in 
these final regulations applies only to tax
able years ending on or after the date these 
final regulations are published in the Fed
eral Register. For taxable years ending 
on or after May 24, 2005, and before the 
date these final regulations are published 
in the Federal Register, taxpayers must 
use the special allocation rule for consoli
dated groups contained in the 2005 regula
tions. However, taxpayers may choose to 

apply the rule retroactively to taxable years 
ending before May 24, 2005, provided that 
all the members of the controlled group 
treat the consolidated group as a single 
member of the controlled group. 

One commentator stated that the 2005 
regulations are unclear whether, for pur
poses of the second-tier allocation, each 
consolidated group member's stand-alone 
entity credit is to be computed in the same 
manner as a controlled group member's 
stand-alone entity credit is computed for 
purposes of a first-tier allocation (that is. 
using the method that would have yieldeci 
the largest stand-alone entity credit for that 
consolidated group member). The Trea
sury Department and the IRS believe that 
the final regulations are clear that this is 
the rule, as they provide that "the princi
ples of paragraph (ct (which contains the 
rule) apply for purposes of the second-tier 
allocation. In addition, this rule is illus
trated in Example 3 of §1.41-6(e). 

Start-up Companies 

For purposes of computing the group 
credit, §IAI-6T(b)(2) of the 2005 reg
ulations treated a controlled group as a 
start-up company if the first taxable year 
in which at least one member of the group 
had gross receipts and at least one mem
ber of the group had QREs begins after De
cember 31, 1983; or there were fewer than 
3 taxable years begmning after December 
31, 1983, and before January I. 1989, in 
which at least one member of the group 
had gross receipts and at least one mem
ber of the group had QREs. One commen-

tator suggested that the rule was not clear 
in a situation in which one member of the 
group has both gross receipts and QREs in 
a taxable year beginning before January I, 
1984. Although the Treasury Department 
and IRS believe that the temporary regula
tions are clear that the start-up rules do not 
apply if the group had QRE, and gross re
ceipts in a year beginning before January 
I, 1984, no matter which member(s) of the 
group had the QREs and gross receipts, the 
final regulations clarify the start-up com
pany rule of §1.4I-tl(h)(2) to make it ex
plicit. 

Alternative incremental Research Credit 

Section 41(c)(4) provides an election 
to determine the research credit using the 
alternative incremental research credit 
(AIRC) computation. Section 4 i(c)(4)(B) 
provides that the election to use the AIRC 
method applies to all succeeding taxable 
years unless revoked with the consent of 
the Secretary. The 2005 regulations gener
ally provide that elections (or revocations) 
of the AIRC method are made by complet
ing the portion of Form 6765, "Credit for 
Increasing Research Activities," relating 
to the AIRC method (in the case of an 
election of the AIRC method) or to the 
regular method (in the case of a revocation 
of the AIRC method), and attaching the 
completed form to the taxpayer's timely 
filed original Federal income tax return 
for the year !O which the election (or re
vocation) applies. Once an election (or 
revocation) is made for a taxable year, the 
taxpayer may not change the election (or 
revocation) on an amended return. The 
2005 regulations provide that the pro
visions relating to AIRC elections and 
revocations apply to taxable years ending 
on or after May 24, 2005. 

The 2005 regu lations provide special 
rules for making (or revoking) an elec
tion for controlled groups under section 
41 (f)( I ) (in which one or more of the mem
bers do not join in filing a consolidated 
return). In such case~. the de~ignated 

member must make (or revoke) the AIRC 
election on behalf of the group's mem
bers. The election (or revocation) by the 
designated member is binding (m all the 
members of the group for the taxable year 
to which the election (or revocation) re
lates. The 2005 regulations provide that 
the designated member i~ that member 
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of the group that is allocated the greatest 
amount of the group credit. In the nelll 
the members of a group compute the group 
credit using different methods leither the 
regular method or the AIRC method) und 
ilt leust two members of the group 4ualify 
as the designated member. the designated 
member is the member that computes the 
group credit w,ing the method thai yiel<.h 
the greater group credJl. If all the members 
of a controlled group are members of a sin
gle consolidated group, the AIRC election 
(Dr revocation) is made by the ilgent of the 
consolidated group, determined pUrsUilllt 
10 the rules of ~ 1.1502-77. 

One commentator suggested that the 
language contall1cd in ~ IAI-8T(b)(4}(i) 
of the 2005 regulations be clarified to 
avoid any implication that additional re
quirements (other than completin1' the 
appropriate portion of Form 6765 and 
attaching the form to a timely filed orig
inal Federal income tax return) apply to 
a designated member seeking to elect (or 
revoke) the AIRC method. The final reg
ulations clarify that a designated member 
must follow the same procedures for mak
ing (or revoking) an AIRC election that 
apply to other taxpayers. 

A commentator also noted that the reg
ulations do not address whether and how 
changes to a member's research credit 
information after the original Federal 
income tax return is timely filed may af
fect its status as the designated member. 
The commentator suggested that the final 
regulations clarify what happens if the 
designated member at the time of filing 
subsequently is determined not to be the 
designated member. The Treasury Depart
ment and the IRS agree that clarification 
regarding this issue is needed. Accord
ingly, the final regulations are clarified to 
provide that the term desiglluted memher 
means the member of the group that is 
allocated the greatest amount of the group 
credit under paragraph (cl of * 1.41-6 
hased on the amount of credit reported on 
the original timely filed Federal income 
tax return. 

A CUlllmentator questioned what hap
pens if the designated member fails to 
timely file an original Federal income 
tax return. The Treasury Department and 
the IRS beliew that the designated mem
ber must timely file a return in order for 
the gfllup to elect (or revoke) the AIRC 
method. Accordingly. if the designated 
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member fads to timely file for the current 
credit year land thus, fails to elect (or 
re\oke) the AIRC method for that year), 
then the method used by the group in the 
immediately preceding credit year remains 
the method in effect for the current credit 
year. The final regulations arc amended to 

clarify this rule. 
The commentator also suggested that 

the final regulations all a \\1 the members of 
a controlled group to decide which mem
ber of the group will be the designated 
member. The Treasury Department and 
the IRS believe that it is necessary to have 
a bright-line test, applicable to all con
trolled groups, to provide certainty as to 
the identity of the designated member, and 
that to allow the members of a controlled 
group to decide which member's election 
(or revocatiun) will bind all the members 
of the group would not provide certainty in 
all situations. Accordingly, this comment 
has not been adopted. 

Another commentator urged the Trea
sury Department and the IRS to allow 
taxpayers to elect the AIRC method on an 
amended return. Alternatively, the com
mentator argued that if taxpayers cannot 
elect the AIRC method on an amended re
turn, the final regulations should provide 
a special rule under which a taxpayer's 
research credit. computed by the tax
payer under the regular method, may not 
be adjusted on audit below the amount 
that would have been allowable under 
the AIRC method. The Treasury Depart
ment and the IRS believe that requiring 
an election to be made only on a timely 
filed original Federal income tax return is 
consistent with the statute and the doctrine 
of elections, and that the commentator's 
sugge~tion would inappropriately limit 
the authority of the IRS to conduct ex
aminations. Thus, these final regulations 
retain the rules as contained in the 2005 
regulations. 

Finally, a commentator suggested that, 
with respect to the AIRC provisions, the 
dleetive date for the 2005 regulations 
should not be limited to taxable years end
ing on or after May 24, 2005, but should 
apply as well to any taxable year ending 
before that date, provided that the original 
Federal income tax return for that year 
has not yet been filed. The Treasury De
partment and the IRS believe that making 
this option available retroactively to tax
payers that have not yet filed their returns 

would treat similarly situated taxpayers 
differently. For example, taxpayers that 
already had filed their returns would ha\'e 
been required to request permission for a 
revocation, while taxpayers that had not 
filed their returns would be eligible for the 
aUlOmatic re\'ocation procedures set forth 
in the 2005 regulations. Thus, the Trea
sury Department and the IRS believe that 
it is appropriate to limit the application 
of this rule to prospective use only. The 
final regulations are effective for taxable 
years ending on or after the date these final 
regulations are published in the Federal 
Register. For taxable years ending on or 
after May 24, 2005, and before (he date 
these final regulations are published in the 
Federal Register, taxpayers must use the 
rules contained in the 2005 regulations. 

Other 

Several commentators mentioned that 
the definition of trade or business in the 
2005 regulations was changed from the 
prior regulations. The change in the 2005 
regulations was inadvertent, and the def
inition has been returned to the language 
from the regulations existing prior to the 
issuance of the 2005 regulations. For tax
able years prior to the effective date of 
these final regulations, taxpayers may rely 
upon the definition of trade or business in 
thcse final regulations. 

Another commentator requested that 
the regulations provide guidance as to 
whether the section 280C(c) election is 
made member by member or by the entire 
controlled group. This issue is beyond 
the scope of these final regulations, as 
guidance would have to be provided under 
the authority of section 280C rather than 
section 41. The Treasury Department and 
the IRS may consider addressing this issue 
in separate guidance. 

Effective Date 

The preamble to the 2005 regulations 
states that because the Treasury Depart
ment and the IRS decided to retain the gen
eral mles for the computation and alloca
tion of the group credit contained in the 
2003 proposed regulations, with certain 
modifications, the 2005 regulations were 
effective for taxable years ending on or af
ter May 24, 2005. For taxable years prior 
to those covered by the 2005 regulations, a 
taxpayer generally may use any reasonable 



method of computing and allocating the 
group credit. As explained in the preamble 
to the 2005 regulations, paragraph (b) of 
the 2005 regulations, relating to the com
putation of the group credit, and paragraph 
(c) of the 2005 regulations. relating to the 
allocation of the group credit. apply to tax
able years ending on or after December 29, 
1999, if the members of a controlled group. 
as a whole. claimed more than 100 per
cent of the amount that would be allow
able under paragraph (b). In the case of 
a controlled group whose members have 
different taxable years and whose mem
bers use inconsistent methods of alloca
tion, the members of the controlled group 
are deemed to have, as a whole, claimed 
more than 100 percent of the amount that 
would be allowable under paragraph (b). 

One commentator argued that the 2005 
regulations should not be effective until fi
nal regulations are published in the Fed
eral Register. The Treasury Department 
and the IRS continue to believe that the 
general May 24. 2005, effective date is ap
propriate, because these final regulations 
are substantially similar to the 2003 pro
posed regulations. 

Another commentator objected to the 
use of the December 29, 1999, effective 
date for the portions of the 2005 regula
tions that are retroactive, because that is 
the date that the previous proposed regu
lations (2000 proposed regulations) were 
sent to the Federal Register, and not the 
date (January 4, 2000) on which they were 
published. The Treasury Department and 
the IRS continue to believe that the De
cember 29, 1999, effective date is the ap
propriate date, because this is the date the 
2000 proposed regulations were filed with 
the Federal Register and, thus, were made 
available to the public. Additionally, sec
tion 7805(b)(3) allows any regulation to 
take effect or apply retroactively to prevent 
abuse. 

Another commentator criticized the 
retroactive application of the rule requiring 
that a member's stand-alone entity credit 
be computed using whichever method 
results in the greater stand-alone entity 
credit for that member, without regard 
to the method used to compute the group 
credit. The commentator stated that the in
centive effect sought can only be achieved 
prospectively, and that to allow use of 
the rule retroactively may cause abusive 
inconsistencies where some members of 

the group rely on the 2003 proposed reg
ulations. while other members amend to 
follow the new rule. While the Treasury 
Department and the IRS do not want to 
encourage potentially abusive inconsis
tencies in years that taxpayers believe are 
settled, the Trea~ury Department and the 
IRS believe that one bright line i~ appro
priate and do not want to treat similarly 
situated taxpayers differently. 

Another commentator suggested that 
the final regulations make dear that the 
special rule for consolidated groups is to 
be applied prospectively only. The 2005 
regulations required paragraph (b) of those 
regulations, relating to the computation of 
the group credit. and paragraph (c) of 
those regulations, relating to the allocation 
of the group credit, to be applied retroac
tively in certain instances of abuse. The 
2005 regulations did not require paragraph 
(d), relating to the special rule for consol
idated groups. to be applied retroactively. 
Thus, the Treasury Department and IRS 
did not intend that taxpayers be required to 
apply retroactively the special rule for con
solidated groups. Accordingly, the final 
regulations clarify that the special rule for 
consolidated groups applies only to tax
able years ending on or after the date these 
final regulations are published in the Fed
eral Register. The 2005 regulations apply 
for taxable years ending on or after May 
24, 2005, and before the date these final 
regulations are published in the Federal 
Register. However, a controlled group 
may choose to apply the rule in paragraph 
(d) retroactively if all the members of the 
group do so. so that the controlled group. 
as a whole, does not claim more than 100 

percent of the group credit. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.s.c. chapter 
5) does not apply to these regulations and. 
because these regulations do not impose 
on small entities a collection of informa
tion requirement, the Regulatory Flexibil
ity Act (5 U.s.c. chapter 6) does not apply. 
Therefore, a Regulatory Flexibility Anal
ysis is not required. Pursuant to section 

7805(0 of the Code, the notice of proposed 
rulemaking preceding these final regula
tions were submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on their impact 
on small business. 

Drafting Information 

The principal author of these regula
liom is Nicole R. Cimino. Office of As
sociate Chief Counsel (Passthroughs and 
Special Industries). However. personnel 
from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Adoption of' Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by removing the entry 
for § 1.41-6T and adding an entry in nu
merical order to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.41-6 also issued under 26 

U.S.c. ]502. '" * '" 
Par. 2. In § 1.41-0, the table of con

tents is amended by removing the entries 
for § 1.41-6T and § 1.4l-8T and adding en
tries for § 1.41-6 and § 1.41-8 to read as 
follows: 

§ 1.41-0 Table of contents. 

* * * * * 

§1.41-6 Aggregation of expenditures. 

(a) Controlled groups of corporations; 
trades or businesses under common con
trol. 

(I) In general. 
(2) Consolidated groups. 
(3) Definitions. 
(b) Computation of the group credit. 
(1) In general. 
(2) Start-up companies. 
(c) Allocation of the group credit. 
(1) In general. 
(2) Stand-alone entity credit. 
(d) Special rules for consolidated 

groups. 
( I) I n general. 
(2) Start-up company status. 
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(3) Special ruk for allocation of group 
credit among consolidated group mem
bers. 

(e) Exa[l\pk~. 

(f) For taxahle yelr\ heginning before 
January I, IYYO. 

(g) Tax accounting pcriod~ lIsed. 
( 1 ) In gcnl'lal. 
(2) Special rule when ti llling of re~carch 

is manipulatcd. 
(h) Memher,hip during taxable year ill 

more than one group. 
(i) Intra-group transactiolls. 
( 1 ) In general. 
(2) In-hou,e rese(lrch expenses. 
(3) COnlract research expenses. 
(4) Lease paymcnts. 
(:;) Paymellt for supplies. 
(j) Effective date. 

* * * * * 

~1.41-8 Spccia/ /,1I1n.!!)/, ta.whle yca/'s 
cnding on o/' lIfte/' May 2-1, 2005. 

(a) Alternative incremental credit. 
(b) Election. 
( I) In general. 
(2) Time and manner of election. 
(3) Revocation. 
(4) Special rules for controlled groups. 
(5) Effective date. 
Par. 3. Section 1.41-6 is added to rcad 

as follows. 

~ 1.4/-(j Agg/'cgutioll ot' expmditllres. 

(a) C(I/Ifml/cd grollp of' corpol'(ftiol1S; 
tmdcs or IJ/lsillcsse.l' IIllder Co/II11/01l COI/

trol-( I) III gelleml. To determine the 
amount of research credit (if any) allow
able 10 a trade or business that at thc eml 
of its taxable year is a member of a con
trolled group, a taxpayer must -

(i) Compute the group credit in the man
ner described in paragraph (b) of this sec
tion: and 

(ii) Allocate the group credit among the 
members of the group in the manner de
~cribed in paragraph (c) of this section. 

(2) lOl/.loliduted groll/'S. For special 
rules relating to consolidated group~, see 
paragraph (d) of thi" section. 

(3) [ktinitiolls. For purpose:-; of this 
seclion-

(i) COllsolidateci groll!) has the meaning 
set fl1rth in ~1.1)()2-1(h\. 

(ii) lOlltrol/ed gmllp and groll/I mean 
a controlled group of corporations, as de-
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fined in section 41(0(5), or a group of 
trades or ousinesses under common con
trol. Fur rules for determining whether 
trades or businesses arc under common 

control. see * 1.:;2-1 (h) through (gl. 
(iii) Credit ycar means the taxable year 

for which the member is computing the 
credit. 

(iv) (1rulill credit means the research 
nedit (if any) allowable to a controlled 
group. 

(v) Trade or hllsiness means a sole pro
prietorship, a p,1I1nership, a trust, an est<lte, 
or a corporation that is carrying on a trade 
or business (within the meaning of section 
162). Any corporation that is a member 
of a commonly controlled group shall be 
deemed to be carrying on a trade or busi
ness if any other member of that group is 
can}ing on any trade or business. 

(b) Computation of the group 

credit-( I) In !?elleral. All members 
of a controlled group are treated as a sin
gle taxpayer for purposes of computing 
the research credit. The group credit is 
computed by applying all of the section 41 
computational rules on an aggregate basis. 
All members of a controlled group must 
use the same method of computation, ei
ther the method described in section 41(a) 
or the alternative incremental research 
credit (AIRel method described in section 
41(c)(4), in computing the group credit for 
a credit year. 

(2) Start-lip compallies- -(i) III Kell
eral. For purposes of computing the group 
credit. a controlled group is treated <lS a 
start-up comp<lny for purposes of section 
4I(c)(3)(B)(i) if-

(A) There was no taxable year begin
ning before January I. 1984, in which a 
member of the group had gross receipts 
and either the same member or another 
member also had qualified research expen
ditures (QREs): or 

( B) There were fewer than three tax
able years beginning after December 31, 
1983, and before January I. 1989, in which 
a member of the group had gross receipts 
and either the same member or another 
member also had QREs. 

(ii) Example. The following exam
ple illustrates the principles of paragraph 
(b)(2)(i) of this section: 

EWlIll'ie. A, E, and C all of which are calendar 
year ta\pay~r'. are member, of a controlled group. 
UUTlng the 19~3 taxahJe Icar. A had QRE<;, bUI no 
gross rCc'cipt,: B had gTll" receipts. but no QREs: 
and C had no QREs or gross receipts The 19R4 tax-

abk year was the first taxahle year !Llr which each 

of A, R. and Chad tllllh QREs and gross receipts. 

. \. B. and C h.IJ bUll> QRb aud gmss n:,'cipls ill 
14K). 19KIl. 19X7. and 19X5. Rl'l'ame the first taxahle 

Icar 1',,,' which l'adl of .. \. B. and Chad hoth QREs 

and gross rccciPh ""gall alkr DecL'lllbc'r .~1. I<lSJ. 
each pf 1\, B. alllJ C is a ,tart-up company under sec'

tion 4I(c)(.l)( 13)( i) and each IS a stan-up cLlmpany for 

purposes of computing Ihe stand-.tioll( entlt)' l'Tl'uit. 
During Iht' I (IX.' tax"hk year.;1t ka>! (11lC Illember ur 

tltt' gnlllJl. A. had QRb ;1Ilt! at "'ast o Ill' IllL'lllhcr or 

the gruup, H. had ~rnss rl'Ceirh, thus, Ihe gruup hau 

both QREs and gross receipts in 19H3. Thad·ore. the 

controlkd group IS not a start-up company oeeausl' 

the first taxable year fur \\ hlch the group hau both 

QREs and gross rCL'cipt, did not twgin after Decell1-

ber 31. 19RJ. and there were not fewer than tim?c lax· 

ahle years beginning afttr Dcccmber .11. 19H3, and 

before January I, 19H9. in which a memlter of the 

group had gro';s receipts and QREs. 

(iii) First w.ruble rear ajier December 
31, 1993, ./i)r which the controlled group 
had QRE.I'. In the lase of a controlled 
group that is treated as a start-up company 
under section 4 I (c)(3 )(B lei) and paragraph 
(b )(2)(i) of this section, for purposes of de
termining the group's fixed-base percent
age under section 41(c)(3)(B)(ii), the first 
taxable year after December 31, 1993, for 
which the group has QREs is the first tax
able year in which at least one member of 
the group has QREs. 

(iv) Example. The following exam
ple illustrates the principles of paragraph 
(b )(2)(iii) of this section: 

E.wlIIl'ie. D, E, and f. all of which are ,alendar 

year taxp;lyers, are members of a controlled group. 
The group is treated as a start-up company under sec
tion 41 (,)(3)(B Hi) and paragraph (h )(2)(ih.f this sec· 

tion. The firsl taxable year after December 31, 1993, 
for which U had QREs was 1994. The first taxable 
year after Decelllher 31, 1993. for which E had QREs 
was 1995. The first taxahle year after December 31, 

1993. for which F had QREs was 1996. Because the 
1994 taxable year was the firsl taxable year after De
cember 31. 19'13, for which at least one member of 
the gruup, D, had QREs, for purposes of determin

ing the group's fixed-hased percentage under section 
4I(c)(3)(B)(ii), the 1994 taxable year was the first 

taxable year after December 31, 1993, for which the 

group had QREs 

(c) Allocation of the RrouP credit-( I) 
In general. (i) To the extent the group 
credit (if any) computed under paragraph 
(b) of this section does not exceed the sum 
of the stand-alone entity credits of all of the 
members of a controlled group, computed 
under paragraph (c)(2) of this section, such 
group credit shall be allocated among the 
members of the controlled group in pro
portion to the stand-alone entity credits of 
the members of the controlled group, com
puted under paragraph (c)(2) of this sec
tion: 



group credit that does not exceed sum of all the members' 
stand-alone entity credits x 

member's stand-alone entity credit 

sum of all the members' stand-alone entity credits. 

(ii) To the extent that the group credit (if 
any) computed under paragraph (b) of this 
section exceeds the sum of the stand-alone 

entity credits of all of the members of the 
controlled group, computed under para
graph (c)(2) of this section, such excess 

x 

shall be allocated among the members of a 

controlled group in proportion to the QREs 
of the members of the controlleJ group: 

member's QREs (group credit - sum of all the members' stand-alone entity 
credits) sum of all the members' QREs. 

(2) Stand-alone entity credit. The 
term stand-alone entity credit means the 
research credit (if any) that would be 
allowable to a member of a controlled 
group if the credit were computed as if 
section 41 (f)(l) did not apply, except that 
the member must apply the rules pro
vided in paragraphs (d)(l) (relating to 
consolidated groups) and (i) (relating to 
intra-group transactions) of this section. 
Each member's stand-alone entity credit 
for any credit year must be computed 
under whichever method (the method de
scribed in section 41 (a) or the method 
described in section 41(c)(4) results in 
the greater stand-alone entity credit for 
that member, without regard to the method 
used to compute the group credit. 

(d) Special rules for consolidated 

groups-( I) In general. For purposes 

Credit Year QREs 

1984-1988 QREs 

1984-1988 Gross Receipts 

of applying paragraph (c) of this section, 
a consolidated group whose members are 
members of a controlled group is treated 
as a single member of the controlled group 
and a single stand-alone entity credit is 
computed for the consolidated group. 

(2) Start-up company status. A consoli
dated group's status as a start-up company 
and the first taxable year after December 
31, 1993, for which a consolidated group 
has QREs are determined in accordance 
with the principles of paragraph (b )(2) of 
this section. 

(3) Special rule for allocatiol! of group 

credit among consulidated group mem
bers. The portion of the group credit 
that is allocated to a consolidated group 
is allocated to the members of the con
solidated group in accordance with the 
principles of paragraph (e) of this section. 

A B 

$200x $20x 

$40x $ lOx 

$I,OOOx SJ50x 

Average Annual Gross Receipts for 4 Years Preceding the $1,200x $200x 
Credit Year 

(ii) Computation of the group credit-fA) III gen
eral. The research credit allowable to the group is 
computed as if A, B, and C were One taxpayer. The 
group credit is equal to 20 percent of the exce,s of 
the group's aggregate credit year QREs ($330x) over 
the group's base amount (S 170x). The group l:redit is 
0.20 x ($330x - $170x), which equals $32x. 

(3) Group's base amounl-(l) Computation. 

The group's base amount equals the greater of: the 

group's fixed-base percentage (10 percent) mul
tiplied by the group's aggregate average annual 
gross receipts for the 4 taxable years preceding 
the credit year ($i,700x), or the group's minimum 

base amount ($165x). The group's base amount, 
therefore, is $170)(, which is the greater of: 0.10 x 

$1,700x, which equals $170x, or $165x. 

(2) Group's minimum base amoullt. The group's 
minimum base amount is 50 percent of the group's 
aggregate credit year QREs. The group's minimum 
h~se ~mount is 0.50 x $330x, which equals $165x. 

(3) (jroup 's fixed-base percelltage. The group's 

fixed-base percentage is the lesser of: the ratio that 
the group's aggregate QREs for the taxable years be

ginning after December 3 J, 1983, and before January 
I, 1989, hear to the group's aggregate gross receiph 
for the same period, or 16 percent (the statutory maxI

mum). The group's fixed-base percentage, therefore. 
is 10 percent, which is the lesser of: $150x/$1.5UOx. 
which equals 10 percent, or 16 percent. 

(iii) Allocalion of the group credit. Under 
paragraph (c)(2) of this section, each member'S 

stand-alone entity credit must be computed using the 
method that results in the greater stand-alone entity 

Huwever, for this purpose. the sland-alone 
entity credit of a member of a consolidated 
group is computed without regard to sec
tion 41 (f)( I), but with regard to paragraph 
(il of this section. 

(e) Examples. The following exam
ples illu~trate the provisions of this section. 
Unless otherwise stated, no members of a 
controlled group are members of aconsoli
dated group, no member of the group made 
any basic research payments or paid or in
curred any amounts to an energy research 
consortiulll, and except as provided in Er.:
umple 6, the group has not made an AIRC 
election: 

Example I. Group credit i.1 less than SUlI/ ofmem
bus' stalld-a/olle entity credits-(I) Fae/s. A. B. and 
C, all of which are calendar-year taxpayers. are mem
bers of a controlled group. For purposes of comput
ing the group credit for the 2004 taxable year (the 
credit year). A. B, and C had the folluwing: 

C Group 
Aggregate 

$110x $330x 

$100x $150x 

$150x $1,500x 

$300x $1.700x 

credit for that member The stand-alone emity credit 
for each of A, B, and C is greater using the method 
described in section 4\ (aL Therefore, the stand-alone 
entity credit for each of A. B. and C must be com
puted using the method described in section 41 (a) 

A's stand-alone entity credit IS $20x. B's stand-alone 
entity credit is $2x. Cs stand-alone entity credit i, 
$11 x. The sum of the members' stand-alone entity 
credits is $33x. Because the group credit of $32x 

IS less than the sum of the stand-alone entity credits 
of all the members of the group ($33x), the group 
credit is allocated among the members of the group 
based on the ratio that each member's "and-alone 

entity credit bears to the wrn of the stand-alone entity 
credits of all the members of the group The 1>32x 
group credit is allocated as follows' 
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Stand-Alone Entity CredIt 

Allocation RatIo (Stand-Alone Entlt: Credit/Sum of 
Stand-Alone Entity Credit, 1 

Multiplied by: Gwup Credit 

E4uab: Credit Allocated to Member 

Exumpll' 2. GruilP (retill e.lc('I·t!.1 .llIlIl or memo 
bU.I· .lllllld·lI/olll' ,'Il/in £,),l'dll.l-( i) Fuets. D. E. F. 

Credit Year QREs 

19H-1-19gg QRb 

198-1-19gg Gross Receipts 

A B 

$20x $2x 

20m 2/3-" 

$32x $32x 

$19.39x $I.9~x 

and G. all of which are calendar-year taxpayers. are 
member, of a controlled group. For purposes of com-

D E F 

$580x $IOx $70x 

C Total 

$Ilx $33:<. 

11m 

$32\ 

$10.67x $32:<. 

puting the group credit for the 2004 taxable year (the 

credit year). D. E. F. and G had the following: 

G Group 
Aggregate 

$15x $675x 

$500x $25x $IOOx $25x $650x 

$4,000x $5.000x $2000x $IO.OOOx $21.000x 

Average Annual Gross Receipts for 4 Years Preceding the $5.000x $5,000x $2,DO()x $5.000x $17.000x 
Credit Year 

(ii) COlllputation oJrlu grOilp credir-(A) III gell

/'ral. The research <.:redit allowable to the group is 
computed as if D. E, F. and G were one taxpayer. The 
group <.:redit is equal to 20 percent of the excess of 
the group's ~ggregate credit year QREs ($675x) over 
the group's base amount ($527x1. The group credit is 
0.20 x ($675x - $527xl. which equals $29.76x. 

(B) CrcHlI"5 base amoufll-U) Computation. 
The group's base amount equals the greater of: 
the group' s fixed-base percentage (3.10 percent) 
multiplied by the group's aggregate average annual 
gross receipls fur the 4 taxable years preceding the 
credit year ($17.000x), or the group's minimum 
base amount ($337.50x). The group's base amount, 
theref[)re. is $527x. which is the greater of: 0031 x 
$17.000x, which equals $527x, or $337.50x. 

(2) Group's millimum base wrtullIH. The group's 
minimum base amount is 50 percent Df the group's 

Group Credit 

Minus: Sum of Stand-Alone Entity Credits 

Equ~b: Excess Group Credit 

Excess Group Credit 

:'v1ultiplied B~ Allocmilm Ratio: QREs/Sulll of QREs 

Excess Group Credit Allocated 

Plu,: Stand-Alone Entity Credit 

Equak Credit Allocated to Member 

E.wlllp/e 3. COllso/lciated grollp lI'irhtn a 1'011-

flnllt'd gnlll{)-I1) Facts. The (acb are the same as 
In EWIIII'/t' 2. e:\cepl that D and E fIle a consolidated 

r~lurn 

III) :\1/0['(111011 or the grtHlP credil-(A) III gen

Nil/. For purposes pf allocating the controlled 
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aggregate credit year QREs. The group's minimum 
hase amount is0.50 x $675x, which equals $337.50x. 

(3) GroUp·.1 fixed-base percentage. The group's 
fixed-base percentage is the lesser of: the ratio that 
the group' s aggregate QREs for the taxable years 
beginning after December 31. 1983. and before Jan
uary I. 1989, bear to the group's aggregate gross 
receipts for the same period. or 16 percent (the statu
tory maximum). The group's fixed-base percentage. 
therefore, is 3.10 percent. which is the lesser of: 
$650x/$21.000x. which equals 3.10 percent, or 16 
percent. 

(iii) AI/ocation of the grollp credit. Under 
paragraph (c)(2) of this section, each member's 
stand-alone entity credit must be computed using 
the method that results in the greater stand-alone 
entity credit for that member. The stand-alone entity 
credits for D ($19.46x) and F ($l.7lx) are greater 

entity credits for D and F must be computed using 
the AIRC method. The stand-alone entity credit for 
G ($0.50x) is greater using the method described 
in section 4I(a). Therefore. the stand-alone entity 
credit for G mUSI be computed using the method de· 
scribed in section 41 (a). E' s stand-alone entity credit 
computed under either method is zero. The sum of 
the members' stand-alone entity credits is $21.67x. 
Because the group credit of $29.76x is greater than 
the sum of the stand-alone entity credits of all the 
members of the group ($21.67x), each member of 
the group is allocated an amount of the group credit 
equal to that member's stand-alone entity credit. The 
excess of the group credit over the sum of the mem
bers' stand-alone entity credits ($8.09x) is allocated 
among the members of the group based on the ratio 
that each member's QREs bear to the sum of the 
QREs of all the members of the group. The $29.76x 

using the AIRC method. Therefore, the stand·alone group credit is allocated as follows: 

D E F G Total 

$29.76x 

$19.46x $O.OOx $l.7lx $0.50x $21.67x 

$8.09x 

$8.09x $8.09x $8.09x $8.09x 

5801675 101675 70/675 15/675 

$6.95x $0.12x SO.84x $O.IRx 

519.46x $O.OOx $1.71 x $0.50x 

$26.4Ix $0.12x $2.55x $0.68x $29.76x 

group's research credit of $29.76x among the mem
bers of the cuntrolled group. D and E are treated as a 
SIngle member of the controlled group. 

(B) COmpraallDlI oj stand-alone ell tin' credits. 
The stand-alone entity credit for the consolidated 
group is computed by treating D and E as a single 

entity. Under paragraph (c)(2) of this section, the 
stand-alone entity credit for each member musl be 
computed using the method that results in the greater 
stand-alone entity credit for that member. The 
stand-alone entity credit for each of the DE consoli
dated group ($17.55x) and F ($1.71 x) is greater ustng 



the AIRC method. Therefore. the stand-alone entity 
credit for each of the DE consolidated group and 
F must be computed using the AIRC method. The 
stand-alone entity credit for G ($0.50x) is greater us
ing the method described in section 41 (a). Therefore. 
the stand-alone entity credit for G must be computed 
using the method described in section 41(a). The 

Group Credit 

Minus: Sum of Stand-Alc-.ne Entity Credits 

Equal!;: Excess Group Credit 

Excess Group Credit 

Multiplied By Allocation Ratio: QREs/Sum of QREs 

Excess Group Credit Allocated 

Plus: Stand-Alone Entity Credit 

Equals: Credit Allocated to Member 

(iii) Al/oealiOIl of the group credit allocated to 

consolidated group-rAJ III general. The group 
credit that is allocated to a consolidated group is 
allocated among the members of the consolidated 
group in accordance with the principles of paragraph 
(e) of this section. 

(B) Computation of stand-alone entit), cred

ils. Under paragraph (c)(2) of this section. the 
stand-alone entity credit for each member of the 
consolidated group must be computed using the 
method that results in the greater stand-alone entity 
credit for that member The stand-alone entity credit 

Group Credit 

Minus: Sum of Stand-Alone Entity Credits 

Excess Group Credit 

Excess Group Credit 

Multiplied By Allocation Ratio: QREs/Sum of QREs 

Excess Group Credit Allocated 

Plus: Stand-Alone Entity Credit 

Equals: Credit Allocated to Member 

Example 4. Member is a start-up compally-(i) 

Facts. H. I, and J, all of which are calendar-year tax
payers. are members of a controlled group. The first 
taxable year for which J has both QREs and gross re-

sum of the members' stand-alone entity credits is 
$19.76x. 

(C) Allocatioll of cOlllrolled group credil. Be
cause the group credit of 529.76x is greater than 
the sum of the stand-alone entity credits of all the 
members of the group ($19.76x). each member of 
the group IS allocated an amount of the group credit 

DE F 

$17.55x $1.71)( 

SIO.OOx $IOOOx 

5901675 701675 

$8.74x $1.04x 

$17.55x $l.7lx 

526.29x $2.75x 

for D ($19.46x) is greater using the AIRC method. 
Therefore, the stand-alone entity credit for D must be 
computed using the AIRC method. The stand-alone 
entIty credit for E IS zero under either method. The 
sum of the stand-alone entity credits of the members 
of the consolidated group is $19.46x. 

(C) Allocalion amonR members of consolidated 

group. Because the amount of the group credit allo
cated to the consolidated group ($2629x) is greater 
than $19.46x, the sum of the stand-alone entity cred
its of all the members of the consolidated group. 
each member of the consolidated group is allocated 

ceipb begin> after December 31. 1983, therefore. J is 
a start-up company under section 41 (cI13)(B)(i). The 
first taxable year for which Hand J had both QREs 
and gross receipts hegan he fore Decemher 31. 1983. 

equal to that member"s stand-alone entity credit. 
The exces> of the glllUp crelJit over the sum of the 
members' stand-alone entity credits ($IO.OOx) is 
allocated among the members of the group based on 
the ratio that each member's QREs bear to the sum 
of the QREs of all the members of the group. The 
group credit of $29. 76x is allocated as tollows: 

G Total 

S2lJ.7f1x 

$0.50x $19.76x 

$10.00x 

$1000x 

15/67.1 

5022x 

50.50)1. 

$072x $29.76x 

an amount of the group credit allocated to the con
solidated group equal LO that member's stand-alone 
entity credit. The excess of the group credit allo
cated to the consolidated group over the sum of 
the consolidated group members' stand-alone entity 
credits ($6.83x) is allocated among the members of 
the consolidated group based on the ratio that each 
member's QREs bear to the sum of the QREs of all 
the memne" of the consolidated group. The group 
credit of $26.29x allocated to the DE consolidated 
group is allocated between D and E as follows: 

D E Total 

$26.29x 

$19.46x $O.OOx $19.46x 

$6.83x 

$6.83x $6.83x 

5801590 101590 

$6.71x $O.12x 

$19.46x $O.OOx 

$26.17x $012x $2629x 

therefore. Hand J arc not start-up companies under 
section 41(c)(3)(B)(i). For purposes of computing 
the group credit for the 2004 taxable year (the credit 
year). H. 1, and J had the following: 
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H I 

Crcdit Ycar QREs S~O(h $20x 

I YX4-1 YXX QREs S.~'ix $I'ix 

II.JX4-19XX liro" Kcccipts $I.()()()\ S40(h 

,.'\\ cra~c ,-\nnu~1I Gms' Rcc'Clph lur -+ Years Prcceding thc SI.2()()x S200x 
Credit Year 

(il) CllltI!'IIlUlioJ/ f~r"W groll() crcc/ir-(A) In gcn

('I"u/ TIll' r.:,,'.rrch LT.:dit allll\\ ahle to thc group i, 

cOlllputnl ~" II H. I. alld J II ere Dill' taxpayer. The 

"rour' ,'r,'elit h c'qu,1I t" 20 percent of the' exccss of 

Ihe group', ag~regate <:fedlt year QRb 1$270x) over 

the ~rollp' s hasc alllllunt IS 135x I. The group credit is 
tl20 x 1)27(h - "il~'i\l. \\hich equals S27x. 

I B) (;'"11111' '.1 hllll' 11111011111-( 1) COlllplllUllOll. 

The group', h'N' ~lmoUnL cquab the greater of: 

the group', fixcd-h'l\c pcr('cntage 15 percent) mul

liplied hy the group' s a~grcgate <\\ erage annual 
glo" rel'clpt, fOI thc -1 ta.\ahk years prcccding 
the crcon year 1 $I.-+()()x). (If the group', minimum 

ha'.: amount l'i,] J"i\). The group'., base amount. 

therefore. is $135x. which i, the greater of: 0.05 x 
'i> I.-+()()x, which equals $7(h. or $135x. 

(2) Gmllf''.r minillllllli haw UI>/ollfli. The group's 
minImum hase amount i, SO percent of the group's 

Stallll-Alone Entity Credlt 

Allocation Ratio IStand-Alone Entity Credit/Sum of 
Stand-Alone Entity Credlb) 

Multlplleu hy: Group Credit 

Equal- Credit Allocateo to Member 

E.\"lIIIlI'/e 5. Gmlll' i,l (/ s/Urt-up company-Ii) 
rile/I, K. L. and \1. all of which are calendar-year 
t'l\paycr,. are memhers of a control leo group. The 
taxahle year ending on December .H. I Y'l9, is the 

first tJuhk year ill "hich J memher of the group had 

CrL'tiit Y,-,ar QRE, 

19X4-19XX QRE, 

I YH4-1 YXX (1m" Receirts 

aggregate creolt year QREs. The group', mmimum 

base amount is O.SO x S270x, whll'h equals $135" 

(3\ Grolll"S fi.red-!>".Ic I'ercel/tage. Because the 

first ta.xahle year in which at least one memher of the 

group has QREs and at least one member Df the group 

has gros, receipts docs not begin aftcr December 31. 

1983, the group is not a start-up company. There

fore, the group's fixed-base per~enlage is the lesser 
Df: the ratio that the group's aggregate QREs for the 

taxable years beginning after December 31. 1983. and 

before January I. 1989. bear to the group's aggregate 
gross receipts for the same period. or 16 percent (the 

statutory maximum). The group's fixed-base per

centage. therefore, is 5 percent. which is the lesser 

of: $70x/$IAOOx. which equals 5 percent, or 16 per
cent. 

(iii) Allocatiofl of the group credit. Under para

graph (c )(2) of this section. the stand-alone entity 

H I 

$20x $2x 

20127 2127 

$27x $27x 

$20x $2x 

QREs and either the same member or another mem
ber abo hao gross receipb. In that year, e:Jch of K. L, 
and M had hoth QREs and gros, receipts The 2004 
taxable year is the tifth taxable year beginning after 
December 31. 1993, for which at leact one member 

K L 

$255x $~5x 

SOx SOx 

$()x SOx 

A\ era"e Annual Grllss Receipt, fur -+ Years Preceding the $1,600x $3.~Ox 

Creoit Year 

(Ill ('(!1II1JJII1lIioll 01 11,,- groll/' (I'('(/il-I A I hi got

l'Iu/. The r,',ear,'h ,'fcuit allo\"lhle tn the group is 

,',)]llputcO a' it K, L. and \1 \ler': one ta\payer. The 
~rollp (lcLiIt I .... l'l..\lI,d tl) 21) pcrL'C'llt of the ('x.:'e~~ of 

Ih,' ~T\llll", "~t're~,lte ,TeJlt year QRb t S3~(h t 0\ er 
the' ~I'<>lll' ,r.rsc ,/fllllllllt I ~ I Ylh I. The group credit i, 
II ~(l x i~,;~I\\ - :'.t91\\1. "Iudl equals S.'X" 

(HI (;/"('11/)" /)(/\( umoullt-I/) Complf!arilnl. 

!"Ill' ~r"lIp', h.I'" .rnl\llInt cqual, the greater of 
Ih,' ~r,nll" fi\ed,h,I'l' pcrcenlclge (l. percent) mul-
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tiplied by the group's aggregate aver:Jge annual 
gros, receipt, for the 4 taxable years preceding 
the credit year ($2,240x), or the group's minimum 
base amount 1$190xl. The group's bace amount. 

therefore. is $1'lOx, which IS the greater of: 0.03 x 

52.2-10x, which eyuah 567.20x. or $I90x, 
12) Gmlll''s millilllllln base amount. The group', 

minlJllUm base amount is 50 percent of the group's 
aggregate credit year QREs. The group's minimum 

hase amount is 0.50 x S380x. which equals S 190x. 

Gwup 

J Aggre,ga{c 

$5(h $270\ 

SOx 57(h 

$Ox SIAOOx 

$(h $IAO()x 

credit for each member of the group must be com
putet.! w .. ing the method that results in the greatl'T 

stand-alone entity credit for that member. The 

stand-alone entIty credits for H ($20x), I ($2x), Jnd 

J ($5x\ are greater uSIng the method oescribeo in 

section 41 (a). Therefore. the stand-alone entity cred

its for each of H, Land J must he computed using 

the method described in section 41 (a), The sum of 
the stand-alone entity credits of the members of the 

group is $~7x. Because the group credit of $27x 
is equal to the sum of the stand-alone entity credits 
of all the members of the group ($27x). thc group 

credit is allocated among the memhers of the group 

based on the ratio that each member's stand-alone 

entity credit bears to the sum of the stand-alone entity 
credits of all the members of the group. The group 

credit of $27x is allocated as follows: 

J Total 

$5x $27x 

5/27 

$27x 

$5x $27x 

of the gruup had QREs, For purposes of computing 
the group credit for the 2004 taxable year (the credit 

yearJ. K. L, and M had the following: 

M Group 
Aggregate 

$100x $380x 

SOx SOx 

SOx $Ox 

$300x $2,240x 

(3) Group's fixed-bwe percentage. Because the 
first taxable year in which at least one member of 
the group has QREs and at least one member of the 
group has gross receiplI begins after December 31, 
1983. the group is treated as a start-up company 
under section 41 (c)(3j(B)(i) and paragraph (b)(21(i) 
01 this section. Because the 2004 taxable year is 
the fIfth taxable year beginning after December 31, 
1993, for which atieasl one member of the group had 



QREs, under section 41 (c)(3)(B)(ii)(I), the group's 
fixed-base percentage is 3 percent. 

(iii) Allocation of Ihe group credit. Under para
graph (c)(2) of this section, the stand-alone entity 
credit for each member of the group must be com
puted using the method that results in the greater 
stand-alone entity credit for that member. The 
stand-alone entity credit for each of K ($25.5x), L 

Stand-Alone Entity CreJit 

Allocation Ratio (Stand-Alone Entity Credit/Sum of 
Stand-Alone Entity Credits) 

Multiplied by: Group Credit 

Equals: Credit AllocateJ to Member 

Example 6. Group alternative incremental reo 
search credit-til Facts. N, 0, and P. all of which are 
calendar-year taxpayers. are members of a controlled 
group. The research credit under section 41(a) is not 

Credit Year QREs 

($2.5x), and .\1 ($IOx) is greater using the method 
described in section 41(a). Therefore, the stand-alone 
entity credits for each of K, L, and M must be com
puted using the method described in section 41 (a). 
The sum of the stand-alone entity credits of all the 
members of the group is $38x. Because the group 
credit of $38x is equal to sum of the stand-alone 
entity credits of all the members of the group ($38x), 

K L 

$25.5x $2.5x 

25.5/38 2.5/38 

$38x $38x 

$25.5x $2.5x 

allowable to the group for the 2004 ta~able year be
cause the group's aggregate QREs for the 2004 tax
able year are less than the group's base amount. The 
group credit is computed using the AIRC rules of sec-

N 0 

SOx $20x 

Average Annual Gross Receipts for 4 Years Preceding the $1.200x $200x 
Credit Year 

(ii) Computation of the group rredir. The research 
credit allowable to the group is computed as if N. O. 
and P were one tax payer. The grou p credit is eq ua I 
to the sum of: 2.65 percent of so much of the group" 
aggregate QREs for the taxable year as exceeds I per
cent of the group's aggregate average annual gross re

ceipts forthe 4 taxable years preceding the credit year. 
but does not exceed 1.5 percent of such average; 3.2 
percent of so much of the group's aggregate QREs as 
exceeds 1.5 percent of such average but docs not ex
ceed 2 percent of such average; and 3.75 percent of 
so much of such QREs as exceeds 2 percent of \uch 

Stand-Alone Entity Credit 

Allocation Ratio (Stand-Alone Entity Credit/Sum of 

Stand-Alone Entity Credits) 

Multiplied by: Group Credit 

Equals: Credit Allocated to Member 

(f) For taxable years beginning before 
January 1, 1990. For taxable years begin
ning before January I, 1990, see § 1.41-6 
as contained in 26 CFR part I, revised 
April 1,2005. 

(g) Tax accounting periods used-( I) 
In general. The credit allowable to a mem
ber of a controlled group is that member's 
share of the group credit computed as of 
the end of that member's taxable year. In 

average. The group credit is [0.0265 x [($1.700x x 
0.015) - ($1,700x x (UlI)]] + [0.032 x [($1,700x x 
002) - ($1.700x x 0.015)]] + [0.0375 x [$130x -
($1,700x x 0.02»)]. which equals $4. lOx. 

(iii) Allocation of the group credit. Under para
graph (c)(2) of this section, the stand-alone entity 
credit for each member of the group must be com
puted using the method that results in the greater 
stand-alone entity credit for that member. The 
stand-alone entity credit for N is zero under either 
method. The stand-alone entity credit for each of 0 
($0 66x) and P ($3.99x) is greater using the AIRC 

N 0 

$O.OOx $O.66x 

0/4.65 0.66/4.65 

$4. lOx $4.10x 

$O.OOx $O.58x 

computing the group credit for a group 
whose members have different taxable 
years, a member generally should treat the 
taxable year of another member that ends 
with or within the credit year of the com
puting member as the credit year of that 
other member. For example, Q, R, and 
S are members of a controlled group of 
corporations. Both Q and R are calendar 
year taxpayers. S files a return using a 

the group credit is allocated among: the members 
of the group based on the ratio that each member', 
stand-alone entity credit bears to the sum of the 
stand-alone errtity credits of all the members of the 
group. The $38x group credit is allocated as follows: 

M Total 

$IOx $38x 

IOf38 

$38x 

$IOx $38x. 

tion 41(c)(4). For purposes of computing the group 
credit for the 2004 taxable year (the credit year). N, 
O. and P had the following: 

P Group 
Aggregate 

$1 lOx $I30x 

$300x $1.700x 

method. Therefore, the stand-alone entity credits for 
each of 0 and P must be computed using the AIRC 
method. The sum of the stand-alone entity credits 
of the members of the group is $4.65x. Because the 
group credit of $4.1 Ox is less than the sum of the 
stand-alone entity credits of all the members of the 
group ($4.65x). the group credit is allocated among 
the members of the group based on the ratio that each 
member's stand-alone entity creuit bear, to the sum 
of the stand-alone entity credits of all the members 
of the group. The $4.1 Ox group credit is allocated as 
follows: 

P Total 

$3.99x $4.65x 

3.99f465 

$4.10x 

$3.52x $4.IOx 

fiscal year ending June 30. For purposes 
of computing the group credit at the end 
of Q's and R's taxable year on Decemher 
31, 5's fiscal year ending June 30, which 
ends within Q's and R's taxable year, is 
treated as S' s credi t year. 

(2) Special rule when timing of research 
is manipulated. If the timing of research 
by members using different tax accounting 
periods is manipulated to generate a credit 
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in cxec~~ of the amount that would be al
lowable if all member~ of the group w,ed 
the \ame ta" accounting period. then the 
appropriate Internal Rnenue Service offi
Cial in the operating di, i~i()n that ha, C\

all1inationiuri~diction urthe return Illay re
quire each member of the group to calcu
late the credit in the currcnt taxable year 
and all future \'e<lr~ <1\ if all memocrs of the 
group had the ',l1llC taxable yeal' and base 
reriod a, the computing mcmber. 

(h) AlclI/h('/I/li/) durillg T({.whlt \ {'(I I' in 
II/(lre fill/II (Jill' g/"(J[{p. A trade or bu~iness 

may be a member of only ()ne group for a 
taxable year. If. without application of this 
paragraph. a business would be a member 
llf more than one group at the end ()f its 
ta"ahle year. the business shall be treated 
as a memher of the group in which it was 
IIlduded for its preceding taxable year. If 
the husiness was not included for its pre
ceding taxable year in any group in which 
it could be induded as of the end of its tax
able year. the business shall designate in its 
timely filed (ll1cluding extensions) return 
the gmup in which it is being included. If 
the return for a taxahle year is due before 
July I. 19X3. the business may designate 
its group membership through an amended 
return for that year filed on or before June 
30. 19X3. If the business does not so desig
nate. then the appropriate Internal Revenue 
Service official in the operating division 
that has examination jurisdiction of the re
turn will determine the group in which the 
husiness is to he included. 

(i) IlItm~gmllp lrull.\o("(ioll.l"-( I) III 

gCllcral. Because all members of a group 
under common contrul arc treated as a 

,ingle taxpayer for purposes of determin
ing the research credit. transfers between 
members of the group are generally disre
garded. 

(2) 11T-lilillsC rcsearch npells('s. If one 
member of a group performs qualified re
~earch on behalf of another member. the 
member performing the research shall in
dude in ih QREs any in-house research 
l'xpenses for that work amI shall not treat 
'1Il) amount receiwd or accrued as fund
ing the re.;earch. Conwrsely, the mem
ber fm whom the research is performed 
shall not treat an) part of any amount paid 
or in,'un'ed as a contract research expense. 
for purpo.ses of determining whether the 
in-house re,earch for that work is 4uali
fied rL',earch. the Illl'mber perfurmillg the 
researdl shall be treated as carr) ing on any 
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trade or business carried on by the member 
on whose behal I' the research is performed. 

(3) COIITmcT reseorch expcllses. If a 
member of a group pays or incurs contract 
research expenses to a person outside the 
group in carrying on the member's trade or 

business. that member shall include those 
expenses as QREs. Howe\er. if the ex
pen~e., are not paid or incurred in carry
ing on any trade or business of that mem
ber. those expcnscs may he taken into ac
count as contract research expenses by an
other member of the group provided that 
the other member-

(i) Reimburses the member paying or 
incurring the expenses: and 

(ii) Carries on a trade or business to 
which the research relates. 

H) Lease Pa\'ments. The amount paid 
or incurred to another member of the group 
for the lease of personal property owned by 
a member of the group is not taken into ac
count for purposes of section 41. Amounts 
paid or incurred to another member of the 
group for the lease of personal property 
owned by a person outside the group shall 
be taken into account as in-house research 
ex penses for purposes of section 41 only to 
the extent of the lesser of-

(i) The amount paid or incurred to the 
other member: or 

(ii) The amount of the lease expenses 
paid to the person outside the group. 

(5) PaYlI/fllt/c)/' s/lpplies. Amounts paid 
or incurred to another member of the group 
for supplies shall be taken into account as 
in-house research expenses for purposes of 
section 41 only to the extent of the lesser 
()r-

(i) The amount paid or incurred to the 
other member: or 

(ii) The amount of the other member's 
basis in the supplies. 

(j) Ei/£'uil'e dute-{ I) In gel/em I. Ex
cept for paragraph (d) of this section. these 
regulations arc applicable for taxable years 
ending on or after May 24. 2005. Gen
erally. a taxpayer may use any reasonable 
method of computing and allocating the 
credit (including use of the consolidated 
group rule contained in paragraph Id) of 
this section) for taxable years ending be
fore May 24. 2005. However. paragraph 
Ib) of this section. relating to the compu
tation of the group credit. and paragraph 
(c) of this section. relating to the alloca
tion of the gmup credit. (applied without 
regard to paragraph Id) of this section) will 

apply to taxable years ending on or af
ter Decemher 29. 1999. if the members of 
a control leu group. as a \\hole. claimed 
more than 100 percent of the amount that 
would be allowable unuer paragraph (b) of 
this section. In the case of a controlled 
group whose memhers have different tax
ahle years and whose memhers use incon
sistent methods of JllocJtion. the members 
of the controlled group ~hall be deemed to 
have. as a whole. claimed more than 100 
percent of the amount that would be allow
able under paragraph (b) of this section. 

(2) COllsolidated group rule. Paragraph 
(d) of this section is applicable for tax
able years ending on or after November 9. 
2000. For taxahle years ending on or af
ter May 24. 2005. and before November9. 
2006. see *1.41-6T(d) as contained in 26 
CFR part I. revised April 1, 2006. 

§1.41-6T [Removed) 

PaL 4. Section 1.41-6T is removed. 
PaL 5. Section 1.41-8 is added to read 

as follows. 

.9 J .41-8 Special rules .fill' taxable .. ·;ears 
endtllX 011 or afrer November 9, 2006. 

(a) Alternatil'e incremental credit. At 
the election of the taxpayer, the credit de
termined under section 41 (a)( I) equals the 
amount determined under section 41 Ce)( 4). 

(b) Electioll-( I) In xeneral. A tax
payer may elect to apply the provisions of 
the alternative incremental research credit 
(AlRC) in section 41 (c)( 4) for any taxable 
year of the taxpayer beginning after June 
30. 1996. If a taxpayer makes an election 
under section 41 (c)(4), the election applies 
to the taxable year for which made and all 
subsequcnt taxable years unless revoked in 
the manner prescribed in paragraph (b)(3) 
of this section. 

(2) Time ({/ld manner of election. An 
election under section 41(c)(4) is made 
by completing the portion of Form 6765, 
"CrediT ./fJr Increasinx Research Activi
ties," relating to the election of the AIRC, 
and attaching the completed form to the 
taxpayer's timely filed (including exten
sions) original return for the taxable year 
to which the electiun applies. An election 
under section 41 (c)( 4) may not be made 
on an amended return. 

(3) Rev()cutioll. An election under this 
section may not be revoked except with 



the consent of the Commissioner. A tax
payer is deemed to have requested, and to 
have been granted, the consent of the Com
missioner to revoke an election under sec
tion 41(c)(4) if the taxpayer completes the 
portion of Form 676S relating to the regu
lar credit and attaches the completed form 
to the taxpayer's timely filed (including 
extensions) original return for the year to 
which the revocation applies An election 
under section 41 (c)(4) may not be revoked 
on an amended return. 

(4) Special rules for controlled 
groups-(i) In general. In the case of 
a controlled group of corporations, all 
the members of which are not included 
on a single consolidated return, an elec
tion (or revocation) must be made by the 
designated member by satisfying the re
quirements of paragraph (b)(2) or (b)(3) 
of this section (whichever applies), and 
such election (or revocation) by the des
ignated member shall be binding on all 
the members of the group for the credit 
year to which the election (or revocation) 
relates. If the designated member fails 
to timely make (or revoke) an election, 
each member of the group must compute 
the group credit using the method used to 
compute the group credit for the immedi
ately preceding credit year. 

(ii) Designated member. For purposes 
of this paragraph (b)(4) of this section, 
for any credit year, the term designated 
member means that member of the group 
that is allocated the greatest amount of the 
group credit under paragraph (c) of this 
section based on the amount of credit re
ported on the original timely filed Federal 
income tax return (even if that member 
subsequently is detennined not to be the 
designated member). If the members 
of a group compute the group credit us
ing different methods (either the method 
described in section 41(a) or the AIRC 
method of section 41(c)(4» and at least 
two members of the group qualify as 
the designated member, then the term 
designated member means that member 
that computes the group credit using the 
method that yields the greater group credit. 
For example, A, B, C, and D are members 
of a controlled group but are not members 
of a consolidated group. For the 200S 
taxable year, the group credit using the 
method described in section 41 (a) is $1 Ox. 
Under this method, A would be allocated 
$5x of the group credit, which would be 

the largest share of the group credit under 
this method. For the 200S taxable year, 
the group credit using the AIRC method is 
$ISx. Under the AIRC method, C would 
be allocated $Sx of the group credit, which 
is the largest share of the group credit com
puted using the AIRC method. Because 
the group credit is greater using the AIRC 
method and C is allocated the greatest 
amount of credit under that method, C is 
the designated member. Therefore, C's 
section 41 (c)( 4) election is binding on all 
the members of the group for the 200S 
taxable year. 

(S) Effective date. These regulations 
are applicable for taxable years ending 
on or after November 9, 2006. For tax
able years ending on or after May 24, 
200S, and before November 9. 2006, see 
§ 1.41-8T(b)(5) as contained in 26 CFR 
part I, revised April 1,2006. 

§1.41-8T [Removed] 

Par. 6. Section 1.41-8T is removed. 

Steven T. Miller, 
Acting Deputy Commissioner 

for Services and Enforcement. 

Approved October 18, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Federal Reglster on November 8, 
2006. 8'45 a m .. and published in the Issue of the Federal 
Register for November 9, 2006,71 FR. 65 722) 

Section 937.-Residence 
and Source Rules Involving 
Possessions 
26 CFR 1.937-1: Bona fide residency in a posses
sion. 

T.0.9297 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Residence Rules Involving 
U.S. Possessions 

AGE~CY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulations that provide rules for determin
ing bona fide residency in the following 
U.S. territories: American Samoa, Guam, 
the Northern Mariana Islands, Puerto Rico, 
and the United States Virgin Islands un
der section 937(a) of the Internal Revenue 
Code. 

DATES: Effective Date: These regulations 
are effecti ve November 14, 2006. 

Applicability Dates: For dates of appli
cability, see § 1.937-1 (i). 

FOR FURTHER INFORMATION 
CONTACT: 1. David Varley, (202) 
43S-S262 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

On April II, 2005, the IRS and Trea
sury Department published in the Federal 
Register temporary regulations (T.O. 
9194, 200S-1 c.B. 1016 [70 FR 18920], 
as corrected at 70 FR 32S89-01), which 
provided rules to implement section 937 
of the Internal Revenue Code (Code) deal
ing with U.S. possessions or territories 
specified in that section (territories) and 
to conform existing regulations to other 
legislative changes with respect to the ter
ritories. A notice of proposed rulemaking 
(REG-IS9243-03, 200S-1 C.B. 1075 [70 
FR 18949]) cross-referencing the tem
porary regulations was published in the 
Federal Register on the same day. Writ
ten comments were received in response 
to the notice of proposed rulemaking and a 
public hearing on the proposed regulations 
was held on July 21, 200S. After con
sideration of the comments, the IRS and 
Treasury Department on January 31, 2006 
published in the Federal Register final reg
ulations (T.D. 9248, 2006-9 I.R.B. 524 [7 I 
FR 4996], as corrected at 71 FR 14099) 
under section 937(a) concerning the de
termination of residency in a territory and 
adopting with amendments the proposed 
regulations (specifically, §§1.937-1 and 
1.881-S(f)(4». 

Section 937(a) provides that an individ
ual is a bona fide resident of a territory if 
the individual meets a presence test, a tax 
home test and a closer connection test. In 
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order to satisfy the presence te~t. a per
son must be present in the territory for at 
least 183 days during the taxable year (the 
183-day rule). unless otherwi,c prO\'ided 
in regulations. The final sectiun Y37(a) 
regulations provide several alternative, to 
the I 83-day rule in the statute. 

Trea,ury Reg. ~ I.Y37-1 provides that 
an individual who does no! satisfy the 183-
day rule nevertheless meets the pre\ence 
test if the indi\'idual satisfies one of three 
alternative tests: (I) the individual ,pends 
no more than 90 days in the United State, 
during the taxable year: (2) the individ
lIal has no more than S3.000 of earned 
income from U.S. sources and is present 
for more days in the territory than in the 
United States during the taxable year; or 
(3) the individual has no significant con
nellion to the United States during the tax 
year. The term "significant connection" 
is generally defined as a permanent home. 
voter registration. spouse. or minor child 
in the United Statcs. The final regulations 
also provide that certain days count as days 
of presence in the relevant territory for pur
poses of the presence test. even if the per
son was not physically present in the ter
ritory. SlInilarly. certain days that an indi
vidual spends in the United States do not 
count as days of presence in the United 
States for purposes of the presence test. 

Before finalizing the regulations, the 
IRS and Treasury Department received 
comments suggesting that days spent out
side of a territory for nonmedical family 
emergencies. charitable pursuits or busi
ness travel should count as days spent 
in the territory and outside the United 
States. The IRS and Treasury Department 
wcre sympathetic to the concern that the 
realities of life in the territories might re
quire periodic temporary absences from 
the territories. but found that the partic
ular suggestions would have been very 
difficult to implement and monitor admin
istratively. Further. the IRS and Treasury 
Department declined to adopt the com
mentators' ~uggestion to import a simple 
mirroring of the substantial presence test 
of sectiun 770 I (b) to determine hOlla fide 
residency in a territory on the ground 
that Congress had considered but rejected 
this approach for determining residency 
in a telTitory. See H.R. Conf. Rep. No. 
IOg-7SS. at 7l)\-7YS (20041. Nonethe
less. the IRS and Treasury Department 
helie\ed that final regulations pru\ ided 
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meaningful advantages to taxpayers over 
the proposed and temporary regulations. 

Explanation of Provisions 

Following publication of the final reg
ulations. additional comments were made 
n.'ljuesting that the IRS and Treasury De
partment revisit the presence test. For ex
ample. one wmmentator requested that up 
to ~O days of business or personal travel 
outside the United States and the territory 
be treated as days of presence in a terri
tory. The IRS and Treasury Department 
continue to be sympathetic to the concern 
that the realities of life in the territories 
might require periodic temporary absences 
from the territories for business pursuits 
but have concluded that such a rule would 
be administratively difficult to implement 
and monitor. In addition. commentators 
have not been able to offer meaningful sug
gestions to alleviate this concern. The IRS 
and Treasury Department believe that in 
these situations. the 18~-day rule in com
bination with the alternatives to that rule. 
as liberalized in these final regulations. 
provide sufficient tlexibility to accommo
date absences from the territory to pursue 
a range of activities. 

In addition. a commentator argued that 
the treatment of major disasters should be 
liberalized to allow individuals to spend 
time away from the territories in the event 
of a natural disaster. This commentator 
said the final regulations only provide 
rules for evacuations of territories. which 
suggests the IRS and Treasury Department 
do not realize that the territories are typi
cally not evacuated in the event of natural 
disasters such as a hurricane. This com
mentator appears to have misunderstood 
the final regulations. The final regula
tions already address the commentator's 
concerns and provide that if an individual 
leaves. or is unable to return to. a relevant 
territory during a two-week period within 
which an ofticially declared major disaster 
in the relevant territory occurs. then the 
individual will not count any day during 
either period as a day of presence in the 
United States. even if the individual is 
physically present in the United States. 
and will treat such days as days of pres
ence in the relevant territory. In addition, 
the regulations provide for similar relief 
in case there ever is a natural disaster that 
would warrant the evacuation of a terri-

tory. The IRS and Treasury Department 
recognize that it is currently not the cus
tom to evacuate the territories in the event 
of natural disasters such as a hurricane. 
However. the IRS and Treasury Depart
ment continue to think it best to retain 
the rules regarding evacuations so that the 
regulations are tlexible enough to allow 
for such an event should it ever occur. 
Individuals who remain in the territories 
during the natural disaster obviously can 
count those days for the presence test. 

Commentators also requested that out
patient care be added to the permitted types 
of qualifying medical treatment. Under 
the final regulations. a temporary stay in 
the United States for certain documented 
medical treatment of the individual. or a 
parent. spouse or child whom the individ
lIal accompanies to the treatment. will not 
count as days spent in the United States 
for purposes of the alternatives to the 183-
day rule. irrespective of where the medi
cal condition arose. The final regulations 
focus on inpatient treatment in a hospital. 
hospice or residential medical care facil
ity and the formal credentials of the health 
care provider as an objective proxy for a 
determination that a medical condition is 
serious enough to entail periods of treat
ment that may not be readily covered by 
other alternatives to the 183-day rule. The 
IRS and Treasury Department continue to 
belicve that in medical situations not other
wise provided for in the final regulations, 
the I 83-day rule in combination with the 
alternatives to that rule, as liberalized in 
these final regulations, provide sufficient 
tlexibility to accommodate absences from 
the territories. 

Finally. these post-publication com
ments suggested a new alternative to the 
presence test whereby U.S. citizens and 
residents should be permitted to satisfy 
the 183-day rule of section 937(a)(I) by 
meeting some type of averaging test that 
would better accommodate the reality that 
business cycles and life in the territories 
may require more time away from the ter
ritories in some years than in others. The 
IRS and Treasury Department believe that 
this final new suggestion is administrable 
and achieves the additional flexibility the 
commentators sought for the host of activ
ities commentators discussed above and 
for which the commentators suggested 
additional exceptions to the I 83-day rule. 



As amended by this Treasury decision, 
the final regulations now incorporate a 
new alternative to the presence test that 
requires the individual to be present in 
the relevant territory for a simple non
weighted three-year average of 183 days 
per year, provided that a minimum of 60 
days of prcscnce is met in each of those 
three years. Thus, under this alternative, 
an individual will satisfy the presence 
test for a taxable year if the individual is 
present in the relevant territory a mini
mum of 549 days during the three-year 
period that includes the current taxable 
year and the two preceding taxable years, 
so long as the individual is also present in 
the relevant territory for a minimum of 60 
days in each year during that three-year 
period. This test is in addition to the exist
ing regulatory alternatives to the statutory 
test and incorporates the existing rules for 
counting days. 

In light of the additional flexibility 
achieved by the new three-year averag
ing alternative adopted in this Treasury 
decision, the IRS and Treasury Depart
ment have determined not to adopt the 
other amendments suggested by commen
tators. These suggestions were cach feIt 
to be either not appropriate or difficult to 
administer. The new three-year averag
ing alternative, together with the existing 
available alternatives, provides individu
als with sufficient flexibility in applying 
the presence test. It is not expected that 
any further amendments will be made to 
the bOlla fide residence rules of §1.937-1. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U .S.c. chapter 
5) does not apply to these regulations. Be
cause the regulations do not impose a col
lection of information on small entities, the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) does not apply. Pursuant to sec
tion 7805(0 of the Code, the notice of pro
posed rulemaking preceding these regula
tions was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad-

ministration for comment on its impact on 
small business. 

Drafting Information 

The principal author of these regula
tions is 1. David Varley, Office of the As
sociate Chief Counsel (International), IRS. 
However, other personnel from the IRS 
and Treasury Department participated in 
their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR patt 1 is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding entries in nu
merical order to read, in part, as follows: 

Authority: 26 e.s.c. 7805 * * * 
Section 1.937-1 also issued under 26 

U.S.c. 937(a). * * * 
Par. 2. Section 1.937-1 is amended as 

follows: 
1. Revi se paragraph (c)(1) and (c)( 5) 

introductory text. 
2. Revise paragraph (g) by redesignat

ing Examples 1 through 9 as Examples 2 
through 10 respectively, adding new Ex
ample 1, and revising newly designated 
Example 2, the last sentence; Example J, 

the ninth sentence; and Example 6, the 
sixth sentence. 

The revisions and addition read as fol
lows: 

.91.937-1 Bona fide residency ill a 
possession. 

* * * * * 
(e) Presence test-(l) In general. 

A United States citizen Dr resident 
alien individual (as defined in section 
770 I (b)(\ )(A) satisfies the requirements 
of this paragraph (c) for a taxable year if 
that individual-

(i) Was present in the relevant posses
sion for at least 183 days during the taxable 
year; 

(ii) Was present in the relevant pos
session for at least 549 days during the 

three-year period consisting of the taxable 
year and the two immediately preceding 
taxable years. provided that the individual 
was also present in the relevant possession 
for at least 60 days during each taxable 
year of the period: 

(iii) Was present in the United States for 
no more than 90 days during the taxable 
year; 

(i v) During the taxable year had earned 
income (a~ defined in 91.911-3(b)) in the 
United States, if any, not exceeding in 
the aggregate the amount specified in sec
tion 861 (a)(3)(8) and was present for more 
days in the relevant possession than in the 
United States: or 

(v) Had no significant connection to the 
United States during the taxable year. See 
paragraph (c)(5) of this section. 

* * * * * 
(5) Sigllificant connectiol1. For pur

poses of paragraph (c)II)(v) of this sec
tion-

* * * * * 
(g) Examples. :{: * * 
fxalllple I. Pre.lellcr: (e.lI. H. a U.S. citi7cn. i, en

gaged in a pmfc"ion that require, frequent tralel. H 
,pends 195 days of each of the years 2005 and 2006 
in Po'Session N. In 2007. H spend, 160 days in Pos

,e."ion " Under paragraph (e)( 1 )(i i). H s~ti,jles the 
presence lest of paragraph Ie) of this section with re
spect to Po;.>ession N lor taxable year 2007. /\;,;,um
ing that in 2007 H does not have a tax home oUbide of 
Possession N and does not have a closer connection 
to the United States or a foreign country under para
graph, (0) and Ie) of this sectIOn respectively. then 
regMdleS' of whether H was a bOlla {ide rc,idem of 
Po"c.,;,ion N in ZOOS and 2006. II i, a /JOIIU jide res
ident of Posse,,;on N for taxahlc year 2007. 

£tlJll1l)le 2. Prnfllcf /e.IT. • ~ x However. under 
paragraph (eli 1 JtIV) of thl' ,ection. W still ,atisfies 
the presence test 01 paragraph Ie) nrthi, section 'Nith 
respect to Pmsession P hecause ,he hJS no earned 
income in the United States and is prc;cnl fo)r more 

days in Possession P th,1O in the United St"tes. 
Example 3. Prf.lma /es1. " '* /\>suming that no 

other accommodations in the Llnited States cOllqitutc 
a permanent home with respect to T. then under para
graphs (cJ( I )(v) and tC)t)) of this section. T has no 

significant connection to the United State,. 'C * * 

* * :8 * * 
Exumple 6. SI'(/.IO/IIII lrorken- Tax 1101/1(' IIlld 

c/mer l(lllllecti",l. " * Y P ,atj,fics the prc,cncc tc,t 

of paragraph (c) of thi, ,ection with re'pect to hoth 
Pmsc"jon Q and Po"e"ion I. Delau,e. among other 
rea,on;.. under paragraph (c )11)( 1111 of thiS ,eclion Ihc 

does not spenll more than 90 day, in the United States 
during the taxahle year. 
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Linda M. Kroening, 
Acting Deputy Commissioner for 

Sen'ices and EIl.fiJrcement. 

Approved November 3, 2006. 
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Eric Solomon. 
Acting Deputy Assistant Secretary 

of the Treasun' (Tax Policy). 

\Filed by the Office: llf the Federal Register on November 13. 
2006. ~:45 J.n! .. and published in the issue of the Feder~1 
Regl\ter for Novemher 14. 2006, 71 F.R.66232) 



Part III. Administrative, Procedural, and Miscellaneous 
Extension of Election of 
Alternative Deficit Reduction 
Contribution 

Notice 2006-105 

This notice sets forth the procedures 
for electing an alternative deficit reduction 
contribution under § 412(1)( 12) of the In
ternal Revenue Code (the Code) (which 
was added by section 102 of the Pension 
Funding Equity Act of 2004 (PFEA), Pub. 
L. No. 108-218), as modified by section 
402(i) of the Pension Protection Act of 
2006 (PPA), Pub. L. No. 109-280. Ex
cept as outlined below, all references to 
the Code and the Employee Retirement In
come Security Act of 1974 (ERISA) are to 
the Code and ERISA as in effect on August 
16,2006. 

I. Background 

Section 412(1)(12) of the Code per
mits certain employers who are required 
to make additional contributions under 
§ 412(1) to elect a reduced amount of those 
contributions ("alternative deficit reduc
tion contributions") for plan years begin
ning after December 27, 2003, and before 
December 28, 2005. Section 412(1)( 12) is 
generally limited to a plan maintained by 
either (\) a commercial passenger airline 
or (2) an employer primarily engaged in 
the production or manufacture of a steel 
mill product or the processing of iron ore 
pellets.] Section 3021 d)(l2) of ERISA 
permits an identical election and provides 
identical requirements with respect to the 
minimum funding standard of section 302. 

Announcement 2004-38, 2004-1 C.B. 
878, provides procedures for electing an 
alternative deficit reduction contribution 
including a model election fonn. An
nouncement 2004-43, 2004-1 C.B. 955, 
provides guidance on the types of notices 
that must be given by an employer to plan 
participants and their beneficiaries and to 
the Pension Benefit Guaranty Corpora
tion (the PBGC) if that employer elects 
to make an alternative deficit reduction 
contribution described in Announcement 
2004-38. In addition, Announcement 
2004-43, as corrected by Announcement 
2004-51, 2004-1 C.B. 1041, sets forth 
timing requirements for the election. No
tice 2004-59, 2004-2 C.B. 447, provides 
guidance on the restrictions that are placed 
on plan amendments following an em
ployer's election of an alternative deficit 
reduction contribution under § 412(\)( 12) 
of the Code and section 302( d)(I2) of 
ERISA. 

Section 402(i) of PPA extended the al
ternati ve deficit reduction election for cer
tain employers. The extension under the 
PPA is limited to an eligible employer that 
is a commercial passenger airline, can be 
made for any plan year beginning after 
December 27, 2003, and before Decem
ber 28, 2007, and applies without regard 
to the two plan year limit contained in 
§ 412(1)( 12)(D)(ii) of the Code. 

Other than as necessary to reflect the 
statutory narrowing of the class of eligible 
employers. the elimination of the two-year 
rule and the extension oftime described in 
the preceding paragraph, all of the guid
ance described above with respect to the 
election under PFEA remains applicable 

to the election under ~ection 402( i) of 
the PPA with the following exceptions. 
Notwithstanding the re4uirement under 
Announcement 2004-43 that any alterna
tive deficit reduction contribution election 
be made by the end of the first quarter of 
the plan year. if on or before December 
21. 2006, an employer makes an alterna
tive deficit reduction contribution election 
for the first plan year beginning: on or after 
December 28, 2005, that election will be 
deemed timely. In addition. if an employer 
issues a PBGC notice for a plan for sllch a 
plan year on or before December 21, 2006, 
the PBGC will treat the PBGC notice as 
timely issued. The content of the PBGC 
notice should reflect a reasonable eff0I1 to 
make any appropriate modifications to the 
projections in order to lake into account 
the enactment of the PPA. 

Section III of this notice sets forth the 
information that must be contained in the 
election and the address to which the elec
tion must be sent. If an employer elects 
an alternative deficit reduction contribu
tion for any plan year. the employer must 
provide written notice of the election to the 
plan's participants and beneficiaries and 
(except to the extent that an earlier notice 
is required by the preceding paragraph) to 
the PBGC within 30 days of filing the elec-
tion. 

II. Effect on Other Documents 

Announcement 2004-38 is modified. 
Announcement 2004-43 is amplified and 
modified, and Notice 2004-59 is ampli
fied. 

I An eligible employer under PfEA (but nOI PPA) also included an organization described in § 501(c)(51 oflhe Code that e,tablt,h,," a plan on June 311. IYo'i. to ·.rhlch ~ 412 n,II< april"' 
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Ill. Election of Alternative Deficit Reduction Contribution for Commercial Passenger Airlines 

A. As an officer of the employer maintaining the plan. I hereby elect an alternative deficit reduction contrihution under 
~ 412(1)( 12) of the Code and,ection :1()2( d II 12 I pf ER ISA and include the following information: 

1. The name and EIN of the employer: ________ _ 

2. The name and plan number of the plan: ________ _ 

J. The plan year to which the election relates: ________ _ 

4. Specify the plan year heginning in 2000 for \\hich the additional contributions under * 412(1) did not 
apply: _______ _ 

5. If any of the information in item:-- I or 2 \\ a, different for the 2000 plan year than in the plan year for which the election 
is being made. enter the plan name. plan number. and name and EIN of the employer for the 2000 plan year: 

6. Signature of employer _______ -_ Date ____ _ 

The election must be signed by an officer of the employer maintaining the plan. An authorized representative of the 
employer. plan administrator. or enrolled actuary may not sign this election on behalf of the employer. 

B. This election must be filed at the following address: 

Internal Revenue Service 
Commissioner. Tax Exempt and Government Entities Division 
Attention: SE:T:EP:RA:T 

Alternative ORe Election 
P.O. Box 27063 
McPherson Station 
Washington. D.C. 20038 

Drafting Information 

The principal author of this notice IS 

Michael Rubin of the Employee Plans. 
Tax Exempt and Government Entities Di-
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viSIOn. For further information regarding 
this notice, please contact the Employee 
Plans taxpayer assistance telephone ser
vIce at (877) X2<)-S500 (a toll-free num
ber! between the hours of X:30 am and 

4:30 pm Eastern Time, Monday through 
Friday. Mr. Rubin may be reached at 
(202) 283-9888 (not a toll-free number). 



Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006·94 

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

person to practice before the Internal Rev
enue Service during a period of su~pen
sion, disharment, or ineligibility of such 
other person. 

To enable attorneys. certified public 
accountants, enrolled agents, and enrolled 
actuaries to identify per~on~ to whom 
the~e restrictions apply. the Director. Of
fice of Professional Responsibility. will 
announce in the Internal Revenue Hulletin 

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

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

Name Address 

may offer his or her consent to suspension 
from such practice. The Director. Office 
of Professional Responsibility, in his di\
cretion, may suspend an attorney. certified 
public accountant. enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

Tomasulo, Maria V. Wantagh, NY CPA 

Maloy, Jr.. Robel1 1. Galion.OH CPA 

Pate, Janet M. Broadview, NM CPA 

Scott, Howard Miami, FL Attorney 

Adamic, Jonathan E. San Lorenzo, CA CPA 

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

Date of Suspension 

Indefinite 
from 
August 7, 2006 

Indefinite 
from 
August IS, 2006 

Indefinite 
from 
August IS, 2006 

Indefinite 
from 
Augu~t IS. 2006 

Indefinite 
from 
August I R. 2006 
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Name Address Designation Date of Suspension 

Becker. Ira S. Wilmette. IL CPA August 22. 2006 
to 
August 21. 2008 

SniguL Virginia laquinta Warwick. NY Attorne) Indefinite 
from 
August 31, 2006 

Cialpcrn. Jod G. North Miami. FL CPA Indefinite 
from 
September I. 2006 

DiSiena. Frank E. Katonah. NY CPA Indefinite 
from 
September 4. 2006 

Carusona. Thomas M. Huntington. NY Attorney Indefinite 
from 
September 15, 2006 

Shaikh. Firoz A. Melville, NY CPA Indefinite 
from 
September 15, 2006 

Wickline. Ella L. Ronceverte. WV Enrolled Agent Indefinite 
from 
September IS, 2006 

Smith. Daniel B. Garden City, NY CPA Indefinite 
from 
Septemher 18. 2006 

Carlin. Charles R. South Bend. IN CPA Indefinite 
from 
October I, 2006 

Devine. Daniel M. Boca Raton. FL CPA Indefinite 
from 
October 1, 2006 

Dupont. Hewitt. J. Daytona Beach. FL CPA Indefinite 
from 
October 1, 2006 

Farrel\. Raymond J. Matawan. NJ Attorney Indefinite 
from 
October I, 2006 

Kelligrcw. John R. White Plain~. NY Attorney Indefinite 
from 
October I, 2006 

Klein. Rohcrt B. Bardonia. NY Enrolled Agent Indefinite 
from 
October 1, 2006 

Long. Gregl1ry S. Hutchinson. KS Attorney Indefinite 
from 
October I. 2006 
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Name Address Designation Date of Suspension 

Moore, Ronald L. Cayce, SC CPA Indefinite 
from 
October I, 2006 

Schaffer, Robert 1. Calverton, NY CPA Indefinite 
from 
October 1, 2006 

Berlin, Stanley Erie, PA Attorney Indefinite 
from 
October 15,2006 

Briscoe, Jack Drexel Hill, PA Attorney Indefinite 
from 
October 15, 2006 

Buzzeo, Michael V. New Canaan, CT CPA IndefInite 
from 
October 15, 2006 

Sacco, John M. Pound Ridge, NY CPA Indefinite 
from 
October 15.2006 

Sheiman, Alan P. Sherman Oaks, CA Enrolled Agent Indefinite 
from 
October 15, 2006 

Tourin, Mark Miami, FL CPA Indefinite 
from 
October 15,2006 

Bums, William 1. Randolph, MA Attorney Indefinite 
from 
October 16, 2006 

Webb, Norman R. Daphne, AL CPA IndefinIte 
from 
October 16, 2006 

Brown, Guia EP Hobe Sound, FL Enrolled Agent October 20, 2006 
to 

April 19, 2008 

Gram, John A. Gainesville, GA Attorney Indefinite 
from 
November 1. 2006 

Herzog, Samuel A. Jericho, NY CPA Indefinite 
from 
November 1, 2006 

Kellicker, John F. Cleveland, OH CPA Indefinite 
from 
November I, 2006 

Krieger. Robert M. Hampton, NH CPA Indefinite 
from 
November I, 2006 

Minsky, Neil J. Randolph, NJ CPA Indefinite 
from 
November I, 2006 
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Name Addre~~ 

O'Brien, Timotl1\ Newton Center. MA 

Sukcnik, \1artin Ke\', Gardens, NY 

Savoy, Ca~sandra East Orange, NJ 

Bonner. Charles B. Athens, GA 

Levine, Barton P. New York, NY 

Taves, Joseph G. Provincetown, MA 

Young, Ronald Fairfield, CT 

Brush, Charles, H. Southbury, CT 

Jacob, Robert T. Tucson, AZ 

Designation 

Attorney 

Attorney 

Attorney 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
November I, 2006 

Indefinite 
from 
November I, 2006 

Indefinite 
from 
Novcmber 7, 2006 

Indefinite 
from 
November IS, 2006 

Indefinite 
from 
November 15,2006 

Indefinite 
from 
November 15,2006 

I ndefil1l te 
from 
November 16, 2006 

Indefinite 
from 
December I, 2006 

Indefinite 
from 
December IS, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title J I, Code of Federal Regu
lations, Part I (), the Director, Office of Pro
fessional Respllnsihility, is authorized to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tiuner who, \\Ithin fi\ e years from the date 

!'\amc Address 

William,_ Donna M. York, PA 

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

Designation 

CPA 

F()ll~hee, Wayne H. Winston-Salem, NC Attorney 
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The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
July 25, 200f) 

Indefinite 
from 
August 3, 200f) 



Name Address Designation Date of Suspension 

Kronegold, Sheldon H. Englewood, NJ Attorney Indefinite 
from 
August 3. 2006 

Norman, Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3. 2006 

Chin, Arnold San Francisco. CA Attorney Indefinite 
from 
August 31, 2006 

McCann, Thomas Des Moines, IA Attorney Indefinite 
from 
August 31, 2006 

Whaley, Daniel P. Hood, CA Attorney Indefinite 
from 
Augu"t 31, 2006 

Chukumba, Stephen C. Montclair. NJ Attorney Indefinite 
from 
September 12, 2006 

Katz, Edward C. New York, NY Attorney Indefinite 
from 
September 12, 2006 

Kadunce, Darrell L. Butler, PA Attorney Indefinite 
from 
September 18,2006 

Allen, Robert W. Torrance, CA CPA Indefinite 
from 
September 21 , 2006 

Brown, Davin W. Raleigh, NC CPA Indefinite 
from 
September 21 , 2006 

Cunningham, R. Scott Dalton, GA Attorney Indefinite 
from 
Septemher 21, 2006 

Eilers, Tom D. Raleigh, NC CPA Indefinite 
frum 
Septemher 21, 2006 

Gerdes, Roger A. Carpinteria, CA Attorney Indefinite 
frum 
Septemher 21, 2006 

Kurth. Richard Frederick Danville, IL Attorney Indefinite 
from 
September 21, 2006 

MitChell, McArthur D. Charlotte, NC CPA Indefinite 
from 
September 11,1006 
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\lame Address Designation Date of Suspension 

Ragusa. Patricia A. Spring, TX CPA Indefinite 
from 
September 21, 2006 

Wulfsberg. David E. Murrieta, CA Attorney Indefinite 
from 
September 21, 2006 

Cox. Brian J. Plymouth, MI CPA Indefinite 
from 
September 25. 2006 

Mandelman. Michael D. Mequon. WI Attorney Indefinite 
from 
September 25, 2006 

Miller. Steven L. Canal Winchester, OH Attorney Indefinite 
from 
September 25, 2006 

Felli. Jay A. Mequon, WI Attorney Indefinite 
from 
October 2, 2006 

Schoch V, Arch K. High Point, NC Attorney Indefinite 
from 
October 2, 2006 

Andre, Patrick F. Manchester. MO Attorney Indefinite 
from 
October 12, 2006 

Brill, Kevin Michael Downers Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Day. Richard G. Largo, FL Attorney Indefinite 
from 
October 12, 2006 

Dull, Kay E. Miami Shores, FL Attorney Indefinite 
from 
October 12, 2006 

Frank. Arthur J. Chicago.IL Attorney Indefinite 
from 
October 12, 2006 

Gackle. Thomas E. Plymouth, MI Attorney Indefinite 
from 
October 12, 2006 

Hamilton. Howard D. Fort Dodge, IA Attorney Indefinite 
from 
October 12, 2006 

Hodge. Rohert M. Lafayette, LA Attorney Indefinite 
from 
October 12, 2006 

Lesyshen. Donna P. Waterloo, IA Attorney Indefinite 
from 
October 12, 2006 

1100 2006-2 C.B. 



Name Address De~ignation Datc of Su~pen\ioll 

Peiss, John H. Downer~ Grove, IL Attorney Indefinite 
from 
October 12. 2006 

Petty, James E. Austin, TX CPA Indefinite 
from 
October 12. 2006 

Ruffin-Hudson, Linda C. Saint Louis. MO Attorney Indefinite 
from 
October 12. 2006 

Schaefer, James E. SI. Louis Park, MN Attorney Indefinite 
from 
October 12. 2006 

Schmitt, Martha G. Minneapolis. MN Attorney Indefinite 
from 
October 12. 2006 

Shannon, Terrancc 1. Mission Viejo. CA Attorney Indefinite 
from 
October 12, 2006 

Smith, \1atthew S Denver, CO Attorney Indefinite 
from 
Octo her 12, 2006 

Swanson, Richard West Chicago, IL CPA Indefinite 
from 
October 12, 2006 

Thomas, Kenneth A. Farmers Branch, TX Attorney Indefinite 
from 
Octoher 12. 2006 

Tomasa. Ryan H. Honolulu, HI Attorney Indefinite 
from 
October 12, 2006 

Williams, Jr., Harry D. San Antonio, TX Attorney Indefinite 
from 
Octoher 12. 2()O6 

Wilson, Jr., Robert N. Ayer, MA Attorney Indefinite 
from 
October 12. 2006 

Yum, Chris Chulho Woodbridge, VA Attorney Indefinite 
from 
October 12, 2006 

Dunham, Richard G. Irvine, CA Enrolled Agent Indefinite 
from 
October 15. 2006 

Housman, David Albuquerque, NM Attorney Indefinite 
from 
October 15. 2006 

Malitz, Charles P. Beachwood, OH CPA Indefinite 
from 
Octoher IS. 2()[)6 
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:--.Jame Addres~ Designation Date of Suspension 

Emig, Robert W. Hou~ton, TX CPA Indefinite 
from 
Octoher 2'+, 2006 

Freese, Scott D. Norfolk, :-.lE Attorney Indefinitt: 
from 
October 2'+. 2006 

Rambo, B yroll L. Sanford, FL EA Indefinite 
from 
October 2'+, 2006 

Ask, Ronald W. Riverside, CA Attorney Indefinite 
from 
October 30, 2006 

Berry, Richard S. Tempe, AZ Attorney Indefinite 
from 
October 30, 2006 

Burkhardt, William R. Canyon Lake, TX CPA Indefinite 
from 
October 30, 2006 

Callaway. Jr .. Paul F. Greensboro, NC CPA Indefinite 
from 
October 30, 2006 

Doyle, David W. Arvada, CO Attorney Indefinite 
from 
October 30, 2006 

Elmore, III, Virgil Birmingham, AL Attorney Indefinite 
from 
October 30, 2006 

Grandt, Lawrence E. Gurnee,IL CPA Indefinite 
from 
October 30, 2006 

Hanson. Steven G. Lodi. CA Attorney Indefinite 
from 
October 30, 2006 

Omodele, Boluwaji Houston, TX CPA Indefinite 
from 
October 30, 2006 

Rahden. Horst R. Fort Wayne. IN CPA Indefinite 
from 
October 30, 2006 

Censoprano, Salvatore Foster City. CA CPA Indefinite 
from 
October 31. 2006 

PtmelL James S. Lakewood, CO Attorney Indefinite 
from 
October 31, 2006 

:\Ikn. Leonard G. Mesa. AZ CPA Indefinite 
from 
November I, 2006 
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Name Address 

Parker, Donald A. Benson, NC 

Rogers, James M. Tulsa, OK 

Coopet, Michael W. Saint Paul, MN 

Day, Jr., John Taylor Hingham, MA 

Grella, Paul J. Canton, MA 

Meggers, Theodore M. Des Moines. fA 

Tolbert, James L. Los Angeles, CA 

Designation 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Date of Su~pen~ion 

Indefinite 
from 
November 6, 2006 

Indefinite 
from 
November 6. 1006 

Indefinite 
from 
November 8.2006 

Indefinite 
from 
November 8. 1006 

Indefinite 
from 
November 8,2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

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

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

ministrative law judge, the following indi- from practice before the Internal Revenue 
viduals have been placed under suspension Service: 

Name Address Designation 

Lazaro, Charles Visalia, CA Attorney 

Wasilowski, Ronald Natrona Heights, PA CPA 

Wellbery, William J. Deerfield Beach, FL CPA 

Clapper, Gary L. La Mesa, CA Enrolled Agent 

Effective Date 

July 20, 2006 

to 
January 19.2010 

July 21, 1006 

to 
July 20,2011 

October 12.2006 
to 
October II, 2008 

November 2. 2006 

to 
November I. 2008 
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Consent Disbarments From Practice Before the Internal 
Revenue Service 

Lll1Lkl' Titk ,~I, Clllk ,I!' I'l'lk'ral R"~lI
Idtiulh, Petri I(), an ~Ittlllne), n:rlli'il'll pub

lic <lCCuul1lant. eilrll!kd a~ent. lll' ellrulled 
~1l"tu,lr\, III (lIlkr III ~I\ uid in"'IIllltiull or con
clu"'1l111 ut ~I proceeJillt' fur hl\ Ill' her di ... -
h~lrIlIL'lIl III "u\pell,iun tmlll practicc he-

1\lIC thl' Intl'l"Il,1I Rl'\ elllK Sen i,'c. Illdy of
IeI' hi, or her L'lln\ent to di ... harlllcnt from 
,uch practice, The Directllr, Office of Pro
k"illnal RC\I'on'ihility. in hi ... discretion, 
mJ) di,hal all allorne), certified puhlil' ac-

countant. enrolled agent. or enrolled actu' 
ary in accordance with the consent offerl'd 

The following individuals have beell 
placed under con ... cnt disharment fmlll 

practicc before the Internal Re\enue Ser
vice: 

--~- .. ~~~~~~~~-~~-~-~-~~---~--~~-~~------

Naille De ... ignation 

Ardmore. PA Attorney 

Date of Di"barmellt 

Indefinite 
from 
October 4, 2006 

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

LInder Title) I. Code of Federal Regu- tlmity for a proceeding before an adminis- als have been disbarred from practice be-
latiolh, Part I n, after notice and an oppor- trative law judge. the following individu- fore the Internal Re\'enue Service: 

l'\ame Address De ... ignation 

Hubbard. Murphy Springfield, MO CPA 

Kardos, Sandra E. Van Nuys. CA CPA 

Jewett. Jerry A, Fremont. OH Enrolled Agent 

Censure Issued by Consent 
Llnuer Title) I. Coue of Federal Reg- ur enrolled clc!uary. may oller his or her 

1IIa{ion~. Part 10, in I ieu of a prol'eedill~ COfN.:nt to the i~~uarlL'e of a censure, Cen-
being in,titllted or cuntinued, an attorney. Slife is a public reprimand, 
l,t'rtified public accollntanl.l'Jlroiied agen!. 

Name De ... ignatilln 

Applegate. William F CPA 

Vigll'ltti, Anthony J. Eel ... t Ha\en, CT Enrolled Agent 

Broo)..Jyn. 1\Y Enrolled Agent 

ChellL'\, J,ll1lt" F. Phelp", NY CPA 

i\liddkto\\n, NY Attorney 

Oem er. CO Enrolled Agent 
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Effective Date 

September 20. 2006 

October 2, 2006 

November 2, 2006 

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

Date of Censure 

September 12, 2006 

September 12, 2006 

September 14, 2006 

September 18, 2006 

October 2, 2006 

October 2. 2006 



Name Address Designation 

Castiglione, John Pittsfield, MA Attorney 

Shannon, James P. Rochester, NH Attorney 

Kuller, Mark A. Bethesda, MD Attorney 

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

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

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

Date of Censure 

October 4, 2006 

Octoher 4, 2006 

October 6, 2006 

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

Name Address Date of Resignation 

Schwartz, Judy 

Settlement Initiative for 
Employees of Foreign 
Embassies, Foreign Consular 
Offices and International 
Organizations in the United 
States 

Announcement 2006-95 

Section I. Overview and Purpose of the 
Settlement Initiative 

This announcement provides a two-part 
settlement initiative offered by the Inter
nal Revenue Service (IRS) under which 
current and former employees of foreign 
embassies, foreign consular offices or in
ternational organizations (as defined in 
LR.C. § 7701(a)(18)) in the United States 
(U.S.) can: (I) resolve income tax matters 
related to their employment at a foreign 
embassy, foreign consular office or in
ternational organization; and (2) unwind 
their participation in Simplified Employee 
PensionlIndividual Retirement Account 
(SEPfIRA) plans, which they erroneously 
established. Section 2 describes eligi
bility requirements to participate in this 
settlement initiative. Section 3 describes 
the settlement terms. Section 4 sets out 

Las Vegas, NV October 13, 2006 

the settlement procedures and Section 5 
states how ineligible and non-participat
ing taxpayers will be treated. Taxpayers 
have until February 20, 2007, to notify the 
Service of their intent to participate in this 
settlement initiative. 

The IRS has determined that a signif
icant number of U.S. citizens and lawful 
permanent residents ("LPRs" also referred 
to as "green cardholders") employed at 
foreign embassies, foreign consular of
fices and international organizations in the 
U.S. have failed to fulfill their U.S. income 
tax responsibilities. Some have failed to 
timely file U.S. tax returns. Others have 
failed to accurately report the tax due by 
underreporting income, claiming deduc
tions for unallowable expenses, andior 
failing to pay self-employment taxes. See 
Section 3(a) of this announcement for the 
settlement terms of the income tax part of 
the settlement initiative. 

U.S. citizens and LPRs who perform 
services in the United States as common 
law employees of foreign governments are 
not considered to be self-employed for pur
poses of I.R.C. §§ 401 and 408. These in
dividuals are common law employees and, 
thus, may not contribute to SEP/IRA plans 
based on their employment with foreign 
embassies, foreign consular offices and in
ternational organizations. Many U.S. citi-

zens and LPRs employed by foreign em
bassies, foreign consular offices and in
ternational organizations have erroneously 
established SEP/IRA plans, claimed de
ductions for contributions to the plans and 
used the plans as part of their retirement 
planning. See Section 3(b) of this an
nouncement for the terms of the settlement 
of the SEPIIRA part of the settlement ini
tiative. 

Section 2. Eligibility Requirements 

(I) This settlement initiative is limited 
to employees and former employees of for
eign embassies, foreign consular offices 
or international organizations who are ei
ther currently employed or were employed 
as such in the United States. The initia
tive is limited to taxation issues relating 
to their employment at a foreign embassy, 
foreign consular office or international or
ganization fOT taxable years 2003, 2004, 
and 2005. 

(2) To be eligible to participate, tax
payers who contributed to SEPIIRA plans 
based on their employment with foreign 
embassies, foreign consular offices and 
international organizations, must comply, 
where applicable, with all requirements 
of both parts of the settlement initiative 
(Sections 3(a) and 3(b». 
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1.)1 Tll 11l' cll~lhk tll P,lltlc''1)'\!C. t,I\
P,tl CI \ 1\ hll .If,' II'R" Il1lht {'c'llIl"l'lll tliat 
they hal C ~Ignl'd ~ll1d filed ~I lIS. Cltill:n
\l\lp ,llid 1II1I1Iigldtllili SL'I I IL'l'\ ( IISCIS I 
h111ll I 'i()X t lI!1il ('/ {i11\1~/iII, i)lil'i/(~[\ 

(\('lIlji/iullI dl/{/ /'lIlIlIIlIill(,,\ /llido S('( 11011 

~7-1( hJ (lIllie 11/111/I,~)(/fi{!11 (iI/ii N(/ri(lilu/il\' 
\ei). 

(-II 1\'I\(lIb IIlllkl LlllIIllLti IIlI"'t;;.:a 
t;llll. :\ 1)C"',))l UII,k! ta\-IL'l,ltl'd nilllin,tI 
illl l'\tig,ltioll hy the IRS ll! thc Ikpalll\ll'lIl 
(ll Jtl\tiL'c. m a 1lL'!\llll tlLlt ilet, lx'cil l1oti
tiL',L bc'lorc' the dale Oil II hie'll a N(lli"e of 

I-:IcL'tillll i, lih] IHII~llallt to SeL'tion -I of 
till\ clllIHllll1L'c'llll'l1t. that the IRS 01 the [)e

P;\lllllL'llt l)1' .I11\t;L'l' Intend,\ to l(lJllllll.'IlL'C 
:l t;)\-leLlted L'lilllillal illl L,\tigatilli1 of tilat 
PLT\(lll ;\ illL'ii~ihk to panil'lpate in thi, 
\l'ttIL-IIIL'llt Illitl,lt;1 e 

(:)) 1'a \ pa)'L'rs agree to cooperate and 
plm ide inlorlllCltion to the IRS as required 
ill thi\ \ettkmc'llt initiati\('. 

Section ). Settlemcnt Terms 

(a) il/UUIIC J(n Purr 
(I) Taxpayers will suhmit correct origi

nal returns or amend their pre\'inmly filed 
lax returns for 2(0). 2()O-l. and 2()O) to cor
rectly repmt their tax liahility, 

(~) Taxpayer\ will pay all taxes and ap
pltcahk ,\tatutllr" IJltne~t with re,pect to 
their coned tax liahtlitie, for taxahle years 
2003, 20()-I, anu 20D.'). Taxpayers will 
pay penalties and/or additions tll tax a, de
slTibed in subsection 0) hclow. Taxpay
ers wi II not claim rcl'unds (11 any a11101ln!\ 
paid undL'l this initiative. Taxpayers will 
Il(Jt file claims fLlr interest abatement lI'ith 
rcspect to taxable yeal S ~()()3. ~()()-I. and 
20()) . 

()) T<lApaycrs "ill pru\ ide all official 
,tatl'ment from their emplo,,:r to wrify tht? 
L'(lITect amount of gross incolllc rccei\'cd 
for Ll,\abIL' ) C;lr, 20(H. 20{)-1. ,Ind 200'i, 

Gross income inriudc\. but is not limited 
to. \\,;Ig,~s, ta\ahle hClletih. l'(Hltrihutions 
to qual i ricd rL'lirClllcnt plans madc on an 
alter la\ basl\. pen\illil di\tributions, and 
taxes paid b\ elllploy L'lS. 

(-I) Taxpaycrs II ill pl\lI ide Inifi~'cltion 
of pa) Illcnt ,Ind cntltlemcnt for all,kdul'
tllHh and lor"i;cn tax credits daitlled on 
thc'ir 'lriglildl and ,lmellLkd tax rl'lLIIW .. t'or 
ta\abk ) ear\ 2()(U. 2()()-L and 2()()~. IIhi,'h 
elre relatt'cJ to tlll'ir L'Jl1plo) illl'llt at a tlJJ'L'ign 
embas,:. f(lll'ign t'Olhul,lr llftil'L' or ;ntl'r

nationalorgani/,III'lil 
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l'i i -LlX pa) l'rS nlLlst agrec to report all 
111L'(lllll' thn rL'L'cil'e aflc'l' 2(105 rdatl'd to 

tllc'lr Clllpl(l) I11CIll ,II a f\lr~'ign l'mbass). 
f'lL"lo;lll(lll\uLlr ollil'e III illlclllatlLlnal llr 
g'llli/,tllllll. N(l Ill'ILdti,'s andillr additlLllh 
tll t,l\ 1\111 he \IdiIL'd II Ilh Il'sped tll all) 
tdx,)bk ) L'ar\ after 2005 il\ part of this ini~ 

tiatil l', 
((11 Ll\P,)\l'IS II III "!C1"l'l' not Il)l'LIIIll til\ 

hl'lll'fit> In t~lxahIc years after ~()():) that are 
1Ill'IlIl\l\tellt "'itl1 pmltlLlIh u!-.el1 I\ith re

"Pl'd to prinr tilxahlc years. For cxample. 
a Llxpayn failing to 1"L'pllrt afkr tax con
tlihutions to a qualified letiremcnt plan a, 
liL'snihed in I.R.C'. ~ -IOl(a) for any year 
canl10t 11".'at tlwsL' l'llntrihutions ;IS consti
tuting hasis ill tllll\e payments in a subse
quent year. 

0) The I RS will aSSl"S an applieahle 
accuracy penalty on underpayments under 
I.R.C. ~ 6662 and/or applicahle additions 
to tax under I.R.C. ~ 6651 for failure to 
file and/or failure to pay for (Jllli' olle of 
the taxable years 2003, 100·i, or 200.'). the 
year to he determined by the IRS based 
on the year with the highest tax deficiency. 
No other penalties will he assessed for ad
justments relating to fureign emhassy. for
eign consular office or international organ
il.iltion income for the taxable years 2(0), 

20()-I. and ~O()5. 
O~) The IRS will assess the taxes. penal

ties. additions to tax. allL! statutory intercst 
determined undt'!' this initiative for taxable 
years ~O()3. ~()O-l. and 2005. 

(b) SEPI1RA Par! 
( I ) Taxpayers agree to the disallowance 

of deductions clain1l'd on their 2003.200-1, 

and 200'i income tax returns for contrihu
tions to erroneously estahlished SEPIIRA 
aCl'ounts relating to their employment at 
a foreign emhassy. torelgn consular office 
or international organization and will not 
clail11lkdurtiLlI1\ fLlr such contrihutions af
ter 2()():\ 

(2) Taxpa)ers will pay alltaxe, and ap
plicable sWtutory il1tere.\1 resulting from 

the disallowance of erroneous SEPIIRA 
L'lliltrihution dedUL'liollS for taxahk years 
~()()3. ~()O-l. and 200'i. Taxpayers will 
not claim refund, of any amounts paid un
der thi, iniliatile. Taxpayer, will not file 
c Llims lor interest abatement with respect 
to taxable years ~()(n. 2()O-1. ilnd 2005" 

(31 Thc IKS \\tli all,)\\ taxpayers to 

mOl e fUl1d\ trlllll their elTuncou.\ly e\
IClbli.\hL'l1 SEP/IR . .4. accoul1l\ to mher 
ta\-t;l\orcJ ret irel llL'1l I plam (i.I! .. I.R.C. 

~ -W!ta) pLlllS anJ IRAs) that would haw 
hl'en ;jlail'lhk to thelll f,)r the years in 
\\Ilidl ill1plllp,'j' SEP/IRA L'ontrihutiol1s 
11l'rl.' madl'. TIll' ;II1Wlln( that may he 
111m ed II ill hc' lill1iiL'd tLl the alllount of the 
cOlltrihuti(111\ that could hal'L' heL'1l made to 

an allowable tax-LlIllred retirement plan 
plus tilt' l'arnings, as determined hy the 
IRS. ()11 the ,dhJ\\;lhk L'Lllltnhlltilln\, To 
the e\lL'nt the taxpayer would haw heen 
ahk to maJ...e prL'-\;l\ cOlltribu( ions to an 

IR.C ~ -IOI(k) plan or anl.R,C * 40K(a) 
IRA for the years ill \\hich the Improper 
SEP/IRA contributions were made. the 
amount that is tnowd. plus the deemrd 
earning\ thereon. will not be treated as 

a taxahk distrihution from the SEP/IRA, 
To the (''.tent the amount Ill(n-ed is not 
desLTlbed in the precl'lling sentence. the 
amount 1110\'cd will be treated as a taxable 
distribution from the SEP/IRA in the year 
the amouill is 11100't'lI and will be treated 
as investment in the contract for purposrs 
of IXC. ~ 72. 

(-II Taxpayers will arrange for distribu
tion of all amounts in their erroneously es
tablished SEP/IRA accollnts in excess of 
th()~e allowed to be moved as provided in 
the precedi ng paragraph. In accordance 
with LR.C. * -IOH(d)( I), taxpayers will re
pmt the amount of the distribution as ordi
nary income in the year the distribution is 
received. irrespective of the years in which 
the amounts \'vere contributed. 

(5) The taxpayers \ViII advise the finan
cial ill,..,titution where the SEPIIRA account 
is estahlished to withhold 20(/'(' of the tax
ahle distrihution from the erroneously es
tablished SEP/IRA account. 

(6) The IRS will no! assess the annual 
o'/r excise tax under LR.C. ~ 4973(a) on 
the excess contrihutions in the erroneously 
established S EP/IRA account. 

(7) The I RS wi II not assess the 10% 
e.\cisc tax under LR.C. ~ 72(t)(I) on the 
early distribution from the erroneously es
lilblished SEPIIRA account. 

O~) The IRS will not assess the ac
curacy penalty under I.R.C. § 6662 on 
underpayments relating to deductions to 
the erroneously established SEP/IRA ac
COllnt. Notwithstanding, the IRS will 
asse~s penalties and/or additions to tax re
lated to income tax as provided in Section 
3(a)(7) above. 

(9) No penalties and/or additions to 
tax will be waived with respect to taxable 
years after 2005 as part of this initiative. 



(10) The IRS will assess the taxes, 
penalties, additions to tax, and statutory 
interest determined under this initiative 
for taxable years 2003,2004, and 2005. 

Section 4. Re4uireu Procedures for 
Electing Participants 

(a) Notice of Electioll 
Taxpayers electing to participate in this 

initiative must notify the IRS of their elec
tion by sending a Notice of Election, a~ 

set out below, on or before Tuesuay, Feb
ruary 20, 2007. The Notice of Election 
must be sent by certified mail or de~ig
nated delivery service (within the meaning 
of I.R.C. § 7502(f» to: 

Internal Revenue Service 
1111 Constitution Ave., NW 
LE 4423 
Washington, DC 20024 
Attn: SE:LM:IN:C:FR:ELECTION 

The Notice of Election must be ~igned 
and must: 

(1) Slate that the taxpayer elects to par
ticipate in the Foreign Embassy/Foreign 
Consular OtTice/International Organiza
tion Employee Settlement Initiative; 

(2) Include the taxpayer',; name, tax
payer's legal status (U.S citizen or LPR), 
taxpayer identification number (TIN), cur
rent address. and daytime telephone num
ber. If the taxpayer is under examination, 
in Appeals, or has filed a petition in Tax 
Court, the taxpayer must include the name. 
address, and daytime telephone number of 
the IRS examiner, IRS Appeals Officer or 
IRS Attorney. If a tax practitioner repre
sents the taxpayer, the practitioner musl 
provide a completed Form 2848 or other 
valid power of attorney specifying each 
taxable year and type of tax covered: 

(3) Include copies of all tax returns pre
viously filed with the IRS (with the nota
tion "Copy" written across the top of each 
return) for the taxable years 2003, 2004, 
and 2005; 

(4) Include an official statement from 
the foreign embassy, foreign consular of
fice or international organization showing 
total gross income paid in taxable years 
2003,2004, and 2005; and 

(5) Include original delinquent or 
amended tax returns for taxable years 
2003, 2004, and 2005 reporting the cor
rect income and claiming only the proper 
amount of deductions and foreign tax cred-

its. which are related to their C'mployment 
at a foreign emba"y. forel1:'11 COl1\Ulllr 
office or international organilatioll. 

A taxpayer who i, under cx,tllIillatlon. 
in Appeab, or ha" filed a petition in Tax 
Court mu:.,t send a copy of 1.1e Nutice of 
Election to the IRS examiner, IRS Appeals 
Officer, or m.s Attorney assigned to the 
matter. 

(b) Additiol/al illjimllilliol1 Ulld DO(,{I

mcntulio/l 

Upon receipt of an electIon to partici
pate, the IRS may ,end :J request for ad
ditional information and documentation. 
Taxpayer must submit all requested infor
mation under penaltIes of perjury to the 
IRS within 30 day~ of the date of mailing 
of the re4uest by the IRS. The IRS may 
grant an extemion for good cause to a tax
payer who request~ additional time within 
the 3D-day period. The lRS will treat a tax
payer who faih to provide the requested 
information within the applicable time as 
having withdrawn from the initiative. 

(C) c/osinf{ AgrcclIlellt and PI/rment 

After receiving the reque:,led informa
tion, the IRS will prepare a closing agree
ment under I.R.C. § 7121 reflecting the 
terms of the settlement. The cl()~lI1g agree
ment will provide that: (I) all information 
provided by the taxpayer a'> reqUIred by 
the settlement is considered material and 
providing inaccurate information i~ a mi,,
representation of a material fact within the 
meaning of 1.Re. § 712](b); ilnd (2) tax
payer waives all defense, to the as\css
ment and collection of the t3X, penalties. 
additiOn<; to tax, and statutory interest de
termined under this initiative. 

The IRS will mail the clD'lillg agree
ment to taxpayer who Il1U\,( sign and retum 
it to the IRS within 3() days of the date of 
mailing by the IRS. The IRS may grant an 
extension for good cause to a taxpayer who 
re4ue~h additional time within the 30-day 
period. 

A taxpayer partiCipating in this initia
tive mu,;! fully pay all taxe:." additions to 

tax, penalties. and statutory intereq due 
when the signed closing agreement is re
turned to the IRS. Any taxpayer unable to 

make full payment at that time must submit 
completc financial statemcnh and agree to 
financial arrangemcnts acceptable to the 
IRS before the IRS will execute the clo~
ing agreement. The IRS will lIot execute 
a closing agreement under thi~ initiative 

with a taxpayer wlm j, unable to reach ac
ceptable lillancial arran~emellb. 

Section 5. Ineligibk amI 
f\'on-pani(q)alill~ Taxpayer" 

For taxpayers ineligible or not partici
pating in this initiall\c. the IRS may: (a) 
condlill t'Xaminatiom; (b) determine the 
correct td\es. pcnaltic,. additions to lax; 
and. IC) is,ue a Notice of Deficiency, 

Section 6, Papefll ork Reuuction Act 

Thc collection of information con
tained in this announcement ha" been 
reviewed and approved by the Onlce of 
Management anu Buuget in accordance 
with the Paperwork Reduction Act (44 
USc. 3S()7IC)) under control number 
1545-2045. 

All agency Illay not conduct or 'ponsor, 
and a person is lIot reljuired to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMS number. 

The collection of information in this 
announcement is in Section 4 of this an
nouncement, Required Procedures for 
Electing Participanh. The information is 
reljuired tll apply the tenm of the settle
ment and determine the amount of taxes, 
aprl iGlble \tatutory interest and penal
tie\. Collecting mtOrmation is required 
to obtain the benefit described in this an
nouncement. The likely rcspondenh are 
i ndi viuuals. 

The e,timatcd Iota I annual reporting 
hurden i, 11.000 hours. The e~timated 
annual hurden per respondent varie,\ from 
I to J hour" depending on individual cir
CUll1stance~. with an e,lImated average of 
2 hour, The e~til11ated number of res pOIl

denh is S,SOO. The e~tilllated frequency 
of respon,es I, one time per res[)()ndent. 

Book:., or record" about it collection of 
information must be retained as long as 
their content may become material in ad
ministenng any internal rel'enliC law. Gen
erally tax returns and tax return informa
twn are conflue11lial, as required by 26 
Us.e. ~ 610.1. 

Section 7. COlltae I I nfmll1ation 

Various personnel t)-om the Office of 
A "')()ciate Chief COLI IN': I IlnternCitlOnal) 
and Office (if Di\ ision Counsel (Small 
BII,ine~~/Self-El1lpl()yed) participated in 
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drafting this announcement. For further 
information regarding this announcement. 
contact Brant Meadows with the Office 
of Deputy Commissioner. International. 
at (202) 874--1789 (not a toll-free call) or 
send an e-mail to flllbussy@irs.gOl'. 

Correction to High-Low 
Substantiation Method for Per 
Diem Allowances in Rev. Proc. 
2006-41 

Announcement 2006-96 

This announcement makes a correction 
to Rev. Proc. 200&-41. 2006-43 I.R.B. 
777 (October 23.2006). released Septem
ber 29. 2006. which provides niles under 
which the amount of ordinary and neces
sary business expenses of an employee for 
lodging. meal. and incidental expenses in
curred while traveling away from home are 
deemed substantiated under § 1.274-5 of 
the Income Tax Regulations. 

Section 5 of Rev. Proc. 2006-41 pro
vides niles for the high-low substantia-
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tion method. whieh may be used in lieu of 
the per diem substantiation method of sec
tion ·+.01 of Rev. Proe. 2006-41 when a 
payor (the employer. its agent. or a third 
party) provides a per diem allowance for 
lodging, meals. and incidental expenses 
under a reimbursement or other expense 
allowance arrangement. Section 5.03 of 
Re\. Proc. 2006-41 identifies localities 
that are high-cost localities (for all of the 
calendar year or for a portion of the cal
endar year) for purposes of the high-low 
substantiation method. Section 5.03 con
tains an error in identifying the period for 
which Martha's Vineyard, Massachusetts, 
is a high-cost locality. The correct period 
is June 1, 2007, through August 31. 2007. 

DRAFfING INFORMATION 

The principal author of this announce
ment is Jeffrey T. Rodrick of the Office 
of the Associate Chief Counsel (Income 
Tax and Accounting). For further infor
mation regarding this announcement, con
tact Mr. Rodrick at (202) 622-4930 (not a 
toll-free call). 

Correction of Announcement 
2006-61 Fast Track 
Settlement For SB/SE 
Taxpayers 

Announcement 2006-97 

CORRECTION OF CONTACT 
INFORMATION 

This announcement provides the 
correct contact information for further 
information regarding Announcement 
2006-61, 2006-36 I. R.B. 390, Fast Track 
Settlement for SB/SE Taxpayers. In that 
announcement, interested persons were 
instructed to contact either Thomas S. 
Ryan, SB/SE Program Analyst or Nancy 
1. Talajkowski, Appeals Program Analyst, 
Tax Policy & Procedure (Alternative Dis
pute Resolution). The telephone number 
published for Thomas S. Ryan was in
correct. The correct telephone number is 
(757) 213-3810 (not a toll-free number). 
The remainder of the contact information 
is correct as originally published. 



Part III. Administrative, Procedural, and Miscellaneous 
Reporting and Wage 
Withholding Under Internal 
Revenue Code § 409A 

Notice 2006-100 

I. PURPOSE 

This notice provides guidance to em
ployers and payers on their reporting and 
wage withholding requirements for cal
endar years 2005 and 2006 with respcct 
to deferrals of compensation and amounts 
includible in gross income under § 409A 
of the Internal Revenue Code. This no
tice does not affect the application of 
§ 3121(v){2J or an employer's report
ing obligations under § 31.3121( v )(2 )-1 
of the Employment Tax Regulations. In 
addition, this notice provides guidance 
to service providers on their income tax: 
reporting and tax payment requirements 
with respect to amounts includible in gross 
income under § 409A for 2005 and 2006. 

II. BACKGROUND 

A. The American Jobs Creation Act of 
2004 

Sectiun 885 of the American Jobs 
Creation Act of 2004. Pub. Law No. 
108-357.118 Stat. 1418 (the Act), added 
§ 409A, which provides. infer uliu, that 
all amounts deferrcd under a nonquali
fied deferred compen~ation plan for all 
taxable years are currently includible in 
gross income to the extent not subject 
to a substantial risk of forfeiture and not 
previously included in gross income, un
less certain requirements are met. Section 
885(b) of the Act amended the Code to 
impose the following reporting and wage 
withholding requirements with respect 
to deferrals of compensation within the 
meaning of § 409A. 

• The Act amended §§ 6041 and 60S I 
to require that an employer or payer 
report all deferrals for the year under 
a nonqualified deferred compensation 
plan un a Form W-2 (Wage and Tax 
Statement) or a Form 1099-MISC 
(Miscellaneous Income), regardless of 
whether such deferred compensation 
is includible in gross income under 
§ 409A(a). 

• The Act amended ~ 3'+01(a) to pru
vide that the term "wage .... ' include, 
any amollnt includible in the gro" in
come of an employee under ~ 409A 

• The Act amended ~ 6041 to require 
that a payer report amuunh includible 
in gross income undel * 4()<)A that are 
not treated a~ wages under * 340](a). 

B. Notice 2005-1 

On December 20. 2004, the IRS i,weu 
Notice 20(l.'~-1. 2005-1 CB. 274 (pub
li~hcd as mudified on January 6. 2005 j, 
which provides guidance with re\pect to 

the application of § 4[)9A. Additionally. in 
accordance With the amendmenh made by 
§ S8S(b) of the Act, Notice 2005-1 pro
vides the following with respect to report
ing and wage withholding requirement., 
fur deferred amounts: 

• An employer should report to ;m em
ployee the total amount of deferrals for 
the year under a nonqualifIed deferred 
compensation plan in box 12 of Form 
W-2 using code Y See Q&A-29. 

• 

• 

An employer should report amount, 
includible in gro,s income under 
~ 409A and in wages under * 3401(a) 
in box I of Form W -2 a., wage, paid 
lD the employee during the year and 
subject to income tax withholding. 
An employer should also report ,uch 
amounts in box 12 of Form W-2 using 
code Z. See Q&A-33. 

A payer should report to a nonem
ployee the total amount of deferrals 
for the year under a nonqualified de
ferred compematiun plan in box ISa 
of Form 1099-MISC See Q&A-30. 

• A payer "hould report amount:, includi· 
ble in gross income under § 409A and 
not treated as wages under § 340 I (a) 
as nonemployee compensation in hox 
7 of Form I099-MISC A payer should 
abo report such amounts in box I Sb of 
Form l099-MISC See Q&A-3S. 

C. Proposed Regulations 

On September 29.2005. the IRS issued 
proposed regulations (REG-IS8080-0-t 

2005-2 C.B 7X(1) re)2ardlll)2 the appliLd
tion 01 ~ '+0<):\. See 70 Fed. Reg. S7<)3() 
(Oct. 4. 2()()S). Tht:: propo,eLi rcgulatiDl1' 
incorporate anu expand Oil the guiuanct:: 
prmided in \otice 2005-1. As ,tated in 
the preamble to the proposed regulatil)(b. 
taxpayer, ma) rei) on the prllpo"ed regu
ldtions for pl'riOlb preceding the effecti\e 
date of the final regulation,. HOI\t'\w. the 
propo,eLl regulatilln, dD not affect the ap
plicahility of this Ilotice (and generally do 
not affect the application (If other guidance 
i,sueu with respect to § '+09A, including 
Notice 20()5-1 ). 

D. Notice 2005-9-1 

On Decemher 27. 2005. the IRS issued 
Notice 2005-94. 2005-2 C.B 1208. \\hich 
prO\'ided the following guidance to em
ployer~ and payer, on their reporting and 
withholding ()bligations with respect to de
ferral, of compen,ation and amount~ in
cludible in gr()!-o~ income under * 409A dur
ing calendar year 2()O): 

• The notice waived empl()yers' and 
payer,' reporting rel]uirements under 
*§ 6041 al1l1 00) I for calendar year 
2005 with re,pect to annual deferrals 
of compen,ation within the meaning 
of ~ 409A. 

• The notice provided that for 2005 cm
ployw, are Ilot required to include in 
the total amount of wage\ as defined 
in * 340 I (a) amounts includible in 
gross income of an employee under 
* 40LJA that the employee neither actu
ally nor constructively received during 
the 2()()5 calendar year. Additionally, 
the notice slI',pended employers' re
porting requirements for calendar year 
20DS with respect to such amounts. 

• The notice suspended payers' report
ing requirements for 2005 with respect 
to amoun!> includible in the gro\, in
come of a nonempIoyee under ~ 409A 
that the nonemployee neither actually 
nor constructi\'ely recei"ed during the 
2005 calendar year. 

• The llotice pro\'ided that future pub
lished guidance may require an em
ployer or payer to file a corrected 
information return and to furni,h a 
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corrected pa) ee qatement for calendar 
year 21)()) r,'portlOg any pre\iou,ly un
reported <[mount... incluJthlc l!1 gros~ 

income under ~ -f()l)A. 

For ,cn ice prO\ider\, thc notIce pro
"iued that the I RS wi II nut assert 
penaltics \Inder ~~ 06)\(a)(l) and 
(:?). (6)-L and flf>f>:?, \\ ith rc\pect to 

alllounh inclllLliblc in gnbs incoIlle 
under ~ -l()9A for c,dcndar: ear 2(0) if 
thc,Cf\IC(' pnl\ilin reporl, and pay" 
,my t,\\C, due \\ilh re"pecl 10 such 
amollnt-. in accordance with ,uase
quent publi"hcd guidance. The notice 
\talnl that \uch \Uhs~qllent guidanct' 
would pro\ide a period during which 
the \l'f\in' prmltler may repmt and 
pay such taxes due without incurring 
such penalties. 

Ill. INTERIM EMPLOYER AND 
PAYER REPORTING AND WAGE 
WITHHOLDING PROVISIONS 

This section provides guidance on em
ployers' and payers' reporting and wage 
withholding n:quirell1ents for calendar 
year, 2()O') and 21)()6 with respect to an
nual deferrals of compensation within the 
meaning of ~ -\.09'<\ and with respect 10 

alll()unt~ includible in gross income under 
~ -lOL)A. 

A. 200S and 2006 Annual Deferrals 

I. Amounts Reportable on Form W-2 

For calendar years ~005 and ~006, ,m 
employer is not reql\lred tn report amount, 
deferred durin~ the Yl:ar under a l1onqllali
fled dcferred compensation plan subject 10 

~ -HNA in box I.? 01 Form W-.? using code 
y. 

2. Amounts Reportable on f'orm 
I OI)I)-l\IlSC 

For L'alenJar years 200S and 20()6. a 
payer is !lol required to repOr1 ,lll1nunts oe
fclTl'd during the year under a nonqu;J!i
tied dcferred L'llI11pen,atil)l1 plan subject 10 

~ -lOllA ill hl)\ l.'ia oj FOlln lOll9-\1ISC. 

B. Reporting and Withholding on 
Amollnt~ Includible in Gross Income 

under * ~n9A 
St'L'tiOI1 .,-+0 I (,II pl'll\ ide, that fllr 111-

,'0 tl1 t' tax \\ ithholdlllg purp(l~e~ the term 
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'\\ages" includes any amount includible 
in gnbs income of an employee under 
~ -+09A, and pay ment of such amount is 
treated as h,ning been made in the taxable 
year in which the amount is includible 
in gross inwl1le. Thm. for calendar year 
2006, an employer must treat amounts 
includible in gross income under ~ -+09A 
as wages for income tax withholding pur
poses. An employer is requir~d to report 
such amounts as wages paid on line :2 of 
Form 9-l1. Emp/oY!:'r \ QII(/ nair Feilemi 
TinRefllm,andinbox I ofFormW-2. An 
employer must also report such amounts 
as ~ -l09 A income in box 12 of Form 
W-2 using code Z. If the employee has 
received Olher regular wages frol11 the em
ployer during the calendar year. amounts 
includible in gross income under § 409A 
are supplemental wages for purposes of 
determining the amount of income tax 
required to be deducted and withheld un
der § 3402(a). See Publication 15 for the 
withholding rules with respect to supple
mental wages. The amount required to 

be withheld is not incre<lsed on account 
of the additional income taxes imposed 
under ~ 409A(a)( I )(B) Employee, ,hould 
thus be aware that estimated tax payments 
may be required to avoid penalties under 
~ 6654. 

For nonemployees. § 604 I (g)( 2) re
quires a payer to report to a nonemployee 
any amount that i~ includible in gros~ in
come under ~ 409A that is nol treated a, 
wages under § 3-+0 I (a 1. Thus, for calendar 
year 2006. a payer must report amounts 
includible in gro~, income under ~ 409A 
and not treated as wages under ~ 340 l( al 

as nonemployee compensation in box 7 
of Form I099-MISC. A payer must also 
report such amounts as ~ -f09A income in 
ho x ISb of Form I 09CJ-M I SC . 

1. CalcUlation of Amounts Includible in 
Income under § 409A(a) - In General 

Section -+09A(a)( 1 )(A)(i) provide~ that 
if at any time during a taxable year a 11011-

l\ualified deferred compensation plan fails 
to meet the reyuirements of § 409A(a)(2), 
(3) or (-+). all compensation deferred un
der the plan for the taxable year and a\l 
preceding taxable years shall be includi
ble in gros, income for the taxable year 
to the extent not subject to a '>ubstantlal 
ri,k of fDrteiture and not previously in
cluded in gross income. Accordingly, for 

purposes of this notice, the amount in
cludible in gross income under * -l09A(a) 
and required to be reported by the em
ployer or payer eljuais the portion of the 
total amount dekrrd under the plan th:lt. 
as of December 31, 2006. is not subject 
to a substantial risl-- of forfeiture as de
fined in Notice 2005-1. Q&A-IO. or the 
proposed regulations, and has not been 
included in incom~ in a previous year. 
plus any amounts of defelTed compensa
tion paid or made available to the service 
provider under the plan during the cal
endar y~ar 2006. For purposes of this 
paragraph. an employer or payer may 
treat an amount as previously included in 
income if properly reported by the em
ployer or payer on a 2005 Form W-2. 
Form I099-MISC. or Form W-2c or cor
rected Form I099-MISC. Thus, amounts 
properly reported on a 200') Form W-2 
or Form I099-MISC or Form W-2c or 
corrected Form I099-MISC should not be 
reported again on a 2006 Form W-2 or 
Form 1099-MISC. For the definition of a 
plan, II1c1uding the plan aggregation rules. 
see Notice 2005-1, Q&A-9, and proposed 
~ 14()9A-l(c). 

Amounts includible in gross income un
der ~ 409A(a) include only amounts de
terred that are subject to * 409A. Accord
ingly, for purposes of this section IlLB, L. 
references to amounts deferred under a 
plan, including references to account bal
ances. refer solely to amounts deferred that 
are subject to § 409A and not. for exam
ple, to amounts deferred that were earned 
and vested prior to January I, 2005 and 
that are not otherwise subject to § 409A 
due to the application of the effective date 
provisions. For rules regarding the appli
cation of the effective date provisions of 
* 409 A to f10nqualified defen-ed compen
~ation plans. see Notice 2005-1. Q&A-16 
to Q&A-I8. and proposed ~ 1.409 A-6. 

The provisions of this notice address
ing the calculation of the amounts includi
ble in income are intended as interim guid
ance only, The Treasury Department and 
the IRS are currently formulating general 
guidance with respect to the calculation of 
the amounts includible in income, as well 
as other related issues. For information 
regarding the ~ubmission of comments on 
these topics. see section Y. of this notice. 



2. Wage Payment Date of Amounts 
Includible in Income under § 409A(a) 

Amounts includible in gross income 
under § 409A(a) in 2006 that are either 
actually or constructively received (di~re
garding the application of § 409A) by an 
employee during the calendar year 2006. 
are considered a payment of wages by the 
employer when received by the employee 
for purposes of withholding. depositing, 
and reporting the income tax at source on 
wages under ~ 3401(a). 

Amounts includible in gross income 
under § 409A(a) in 2006 that are neither 
actually nor constructively received (dis
regarding the application of ~ 409A) by 
the employee during the calendar year 
2006, are treated as a payment of wages 
on December 31, 2006 for purposes of 
withholding, depositing, and reporting 
the income tax at source on wages under 
§ 3401 (a). [f as of December 31, 2006 
the employer does not withhold income 
tax from the employee on such wages. 
or withholds less than the amount of in
come taxes required to be withheld under 
§ 3402 from the employee, the employee 
will recei ve credit under § 31 for 2006 if 
the employer follows onc of two possible 
options. Under the first option. notwith
standing § 3\.6205-1 (c)( 4), the employer 
withholds or recovers from the employee 
the amount of the undercollection after 
December 31, 2006 and before Febru
ary 1, 2007, and reports as wages for the 
quarter ending December 31, 2006 such 
amounts that were neither actually nor 
constructively received but are includible 
in income under § 409A on Form 941 
for that quarter and in box I of the em
ployee's Form W-2 for 2006. Under the 
second option, the employer pays the in
come tax withholding liability on behalf 
of the employee (without deduction from 
the employee's wages or other reimburse
ment by the employee), and reports the 
gross amount of wages and the income tax 
withholding liability for the quarter end
ing December 31, 2006 as including such 
amounts that were neither actually nor 
constructively received but are includible 
in income under § 409A as well as the 
wages resulting from paying the income 
tax on the employee's behalf on Form 
941 and in box 1 of the employee's Form 
W-2 for 2006. See Rev. Rul. 58-113. 
1958-1 C.B. 362. for methods of com-

puting gro,s wages when paying income 
tax on behalf of all employee. In addition. 
for purpo\e~ of the depo,it requlremenh 
associated with \uch wages. if the income 
tax withholding liability with respect to 

~uch wages is paid to the IRS by the due 
date of the Form 941 for the quarter ending 
December 31. 2006 on which the wage, 
are reported. then the amount of income 
tax withholding liability will be consid
eredto have been deposited in accordance 
wi Ih the ru les of § 31.6302-1 (c). Thus. 
penalties for failure to deposit taxes under 
§ 6656 will not be imposed with respect to 
such amount. 

3. 2006 Amounts Includible in Income 
under § 409A(a) 

The following ~ections provide guid
ance for calculating the total amount 
deferred under the plan as of December 
31. 2006 for purposes of determining the 
amount required to be included in gro~s 
income under § 409A(a) in accordance 
with the rub described in section III.B.l. 
of this notice. 

a. Account Balance Plans 

For plans subject to § 3121(v)(2) 
that are acwunt balance plans as de
fined in § 31.312](v)(2)-I(c)(I)(ii)(A). 
the amount deferred as of December 
31, 2006 equals the amount that would 
be treated as an amount deferred under 
§ 3 1.3 I21(v)(2)-l(c)(I) on December 31, 
2006 if the entire account balance (in
cluding all principal amounb. ,Hljusted for 
income. gain or loss credited to the em
ployee's account) as of December 31,2006 
were treated as a principal amount credited 
to the employee's account on December 
31, 2006. These same rules apply for pur
poses of determining the amount reported 
on Fonn 1099-MISC for calendar year 
2006 with respect to a nonemployee par
ticipating in a plan that would be ~ubject 
to § 3121(v)(2) if the nonemployee ser
vice provider were an employee and that 
otherwise is an account balance phm a~ 
defined in § 31.312](v)(2)-](c)i 1)(iij(A). 

b. Nonaccount Balance Plans -
Amounts that are Reasonably 
Ascertainable 

For plans subject to :-,ection 3121(vJ{2) 
that are nonaccount balance plans as 

defined in ~ 31.31211\)(2)-\(c)(2}(i). 
where the amount defelTed i, reason
ablv ascertainable v. ithin the meaning of 
~ 313121(v)(2)-l!eJI-t). the amount de
ferred as of December 31. 2006 equals 
the present value of all future pay
ments to which the employee has ob
tained a legally binding right as of De
cember 31. 2006. calculated in accor
dance with ~ 3IJI2)(v)(2)-I(c)L2) as if 
the employee had obtained all of such 
rights on December 31. 2006. Section 
31312](v)(2)-lle)(4)(i)(B) provides that 
an amount deferred is considered rea
sonably ascertainable on the first date on 
which the amount. form. and commence
ment date of the benefit payments attrib
utable to the amount deferred are known. 
and the only actuarial or other assumptions 
regarding future events or circumstances 
needed to detennine the amount deferred 
are interest and mortality. An amount does 
not fail to be reasonably ascertainable if 
alternative forms or commencement dates 
are available that provide an actuarially 
equivalent benefit to the normal benefit 
commencing at the nonnal commence
ment date. These ,arne rules apply for pur
poses of determining the alTlount reported 
on Form 1099-MISC for calendar year 
2006 with respect to a noncmployee par
ticipating in a plan that would be subject 
to ~ 3121(v)(2) if the nonemployee ser
vice provider were an employee and that 
otherwise is a non account balance plan as 
defined in § 31J121(vj(2)-I(c)(2)(i). 

c. Amounts Deferred tInder Stock 
Rights Covered by § 409A 

For a plan that is not SUbject to 
~ 312l(v)( 2) and is a ~tock right as defined 
in proposed ~ 1.409A-I (I). the amount de
ferred as of December 31. 2006 equals the 
amount that the service provider would 
be required to include in income if the 
stock right were immediately exercisable 
and exerci<;ed on December 31. 2006. In 
general. this will mean with respect to a 
stock right outstanding as of December 31. 
2006, the amount deferred as of December 
31, 2006 equals the fair market value of 
the underlying stock Ie" the sum of the 
exercise price and any amount paid by the 
service provider for the ,tock right. 
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d. Other Deft'rnd Amounts 

hlr all licklTnl <IIllllllllt, IWI addrc"cd 
111 ,cClillll III H.:.a. h .. llr l III till' Il(l

til·C. tbc ail\(llillI dl'll'ITL'LI CI' Ill' Dl'(l'mhL'l 
31. 2l)(J(1 I11U,1 hl' detL'1 Illlllnlllillici ~I IL\I

'Llllahlc. !Com! Lilth ~\jlpli(~ltlllil 11\ a rcC!
,onahk, gll(ld 1~i1lh IllL'lilnd. hll Ihl' pur
I'lhL'. ~l re.l'LlILlhk. 02\\(ld 1~i1th ~lppli(atil\ll 

III a rL'<holl~lhk, g,J(ld Lltlh IllCllHld g,'IlCI

~\lI! nll"t I'L-fklt rLw,llllabk. gUllLl faIth a,
,ulllptililb \\ ilb rC\pL'L't III ~1I1\ COlllillgCIl
L'I,', a\ to the tillllllg or ~lIn(lllllt of ~Illy pay
lllL'1l1 (ielleraIl!. the L\\L' III all ;h\lllllptilin 
\\ itll re,pL'(ltll;1 u1Illillgell(\ thatl'L'\ulh in 
the ~IIllOUl\t deklTL'd hClllg till' hl\\ l'\t po
telHi~d \aluc ot tilL' luture p~l) lllL'lll "ill he 
prc\lIlllcd IIlll 10 he" rL\l\(lllabk, gond failh 
<i\\lllllptioll lillie", clL-ar allli CUIl\ illcing 
L'\ idcllcc IkllltlIlQLltL'\ Ihat the a"llillptioll 
I, IC~I,(lnahk. i'lli' C\dlllpk, \\ht:rc a pay
lllcnt mdy be Ill~lde ill Illore than (lIlC form, 
the ;1\\lIlllptlon that th~ payment ,vill be 
millk in the lc~l\t yalllable form will he pre
\lI\ll\.'d Ilot to hc a n:a\ollahlc, gllod faith 
a~,ulllptioll IInlt:" ,'k-ar and l'llllvinL'ing 
t:'videncc Jt:'Il1(lIl\tratc\ otht:'rwisc. If a por
tion of a lkferrt:'d amllunt can he calculated 
undcr ,,:ction 111.8 .2.a .. h .. OJ' c. of tim 

notice, a rea\onahle, t!0od faith method of 
calculation will 111 fact he a L'Olllhin;ltion 
'If (\\n !l1ethods. The method applicahle 
under sectioll IIIB 2.a .. h .. or c. of thi\ 
notice Illuq bc ;Q1plicd to the portion. alld 
the b~tlancc of the deferrcd ;\!l10Ullt Jl1U,t be 
dL'tcrInineJ undel a rca;,llnahle good faith 
Illethod. 

c. l\landator~ bifurcation 

fm purpo\e, of the appJic<ltiol1 of 
this sectiul\, thc pllrlion of a llllnLJual
Ified defcrrcd ulInpcllsalioll plan that 
qu;i\ific\ a, an aL'coUIH halancc plan UI1-
det' ~ JIJI.~I(\)(21--IlL')(I)(iil. or \\(luld 
qu~dif) ~h ~II\ ;lll'OUtll b;dancl' pi;11l If 
thL' \cnil'L' pro\lda \\crl' <Ill l'mplnycL', 
alld pnl\ idc.' th;\l thl' allHlllllt p<l:- <lhle 
to tIll' ,en il'e PH" IdeI' lInder thc pur
tinn " dl'tL'llllilll'd indepL'lllklltl: PI' the 
amoullt pa\~lhle undl'[' thc other pllr
IIOIl (If thc pL\l\, IlIU\t be trc;ltnl scpa
ratcl~ a' all ill'CPUI\I h~d;lIlce plan. C'j. 

~ 31.-'1~1(\ I(~J-I(,'\( Illiii\ll-h 

1112 2006-2 C.B. 

·t :W()S Amounts lndudible in Gross 

Income under ~ ~OIJA(a) 

Emplu) CI, ,\IlJ pa~ el \. including clll

phl\er~ and payl'l\ \\ 11ll relied un Nutice 
~()O:i-l)'+ Cur calcJld~lr \ car 2()O:1. \\ hich 
\u~pendcd elllphl\L'h' ;\Ild pa) ns' rc:port

ing lel\uirenlt'llts \\ ilil rC,pL'l't to ddenah 
of L'(lIl1]1l'll\atlon inLllIdiblc in gro" in

((JIllL' untln * '+Ol}.-\, all' required to fill' an 
original llr a corrected IIltorlllatioll return 
and fUl'lli,h all origin<ll 01':1 L'ort'L:deJ payee 
,tatelllellt (Form \\'-2 or IOL)l)-MISC) for 
(aIcndar yrar 20()) reporting any previ
ously lIHrcpmted illll(lUllts indudihlc in 
t!rt)" lllClHllc ullder ~ '+Ol)A fur calendar 
) ear 20()5 <1\ determined under guidance 
rro\ided hy thi, Ilotice for calendar year 
2()06, (If the employer PI' payer paid no 
wages or income t() the service provider 
in 2(0) other than amounts taxable under 
~ -lOL)A, the payer will be preparing an 
original Form W-2 or Form I ()9L)-MISC. 
not a Form W 2c or a corrected Form 
I Ol)9-MISC for 2(0)) Failure to file in
formation returns and furnish payee state
ment, a, specified in thi, notice may result 
in liability for penaltie, under ~~ 67~1 and 

6722. The origillal or corrected informa
tioll return and the original or corrected 
payee ,Lltemenl for calendar year 2005 
IllU~t he filed and t'umished hy the dead
lines applicahle for filing an information 
retllrn and furni,hing a payee statement 
reponing allllHlIlb includibk in income 
ill calendar year 2006. (Generally, thi~ 

Illeall' the original or correcteJ informa
lion rL'turn must be tiled by Fehruary 28. 
2()07, and the llriginal or correctcd payee 
,tatemcnt IllU,t he furnished by January 
.\ I, 2()(J7, Sa the 2()06 instructions for 
forIll W-2 and Form IOl}9.) An employer 
or payer \\hu i, required to file all origi
nal <IT ,I L'orrel'l~d inforllldtion return and 
lurni,h an origlll,t/ or a corrected payee 
,tatcment for calendar year 20U) must 
calculate the ill1luunh includihle III gross 
income Llsing the rules provided in thi ... 
notict'. All t'lllplllyer ()f payer is Hot li
able for incollll? tax \V ithholJing under 
~ 3.+03 or pcnaltie\ tor ~005 with respect 
to any prC\'iously unreported amounts of 
gn'" lIlCllTlle includihle under ~ 409A re
purted on an original Form W -2 or Form 
I ()L)I)-i\llSC. or Form W-2c or a corrected 
Fllfm I ()L)l)-I\11 SC for 2005 111 accordance 
\I ith the ~lIidJllce [J1mided by thi~ notice. 

5. Amounts Indudihle in Income under 

§ -tOIJA(bl 

Section ~()L)A(h)( I) prmides generally 
th,lt in the else 01 a,scts set aside (directly 
llJ indirl'Ctl~) in it trust (or other arrange
ment determincd h) the Senetary) for pur
poses of paying deferred compensation L11l

del' a nonqualified deferred compensation 
plan. slIch asseb slull bt:' treated as prop
erty transferred in connection wilh the per
formance of sen·icc.' for purposes of § 83 
whether or not sllch assets are available to 
satisfy claims of general creditors at the 
time sct a:,ide if slIch assets (or such trust 
or other arrangement) are located outside 
of the United States, or at the time trans
ferred if sllch assels (Of such trust or other 
arrangement) are subsequently transferred 
olltside of the United Slates. 

Section -+09A(b)(2) provides that in the 
case of compensation deferred under a 
nonqualified deferred compensation plan, 
there is a transfer of property within the 
meaning of * ~3 with respect to sllch com
pensation as of the earlier of the date on 
which the plan first provides that assets 
wi II become restricted to the provision 
of henefits under the plan in conllection 
With a change in the employer's financial 
health, or the date on which assets are 
so restricted, whether or not such assets 
are available to satisfy claim~ of general 
creditors. 

Section 409 A(h)( 3) as U1ncnded by the 
Pension Protection Act of 2006, Public 
Law I09-2XO (120 Stat. 780). provides 
that if. during it restricted period with re
spect to a single-employer defined bene
fit pensioll plan. assets are set aside or re
served in. or transferred to. a trust or other 
arrangement for purpo~es of paying de
ferred compensation for an applicable cov
ered employee under a nonqualified de
ferred compensation plan of the plan spon
sor or a member of its controlled group, or 
a nonCjualified deferred compensation plan 
of the plan sponsor or a member of its con
trolled group provides that assets will be
come restricted to the provision of bene
fits, or assets are so restricted, in connec
tion with sllch restricted period (or similar 
financial measure determined by the Sec
retary). the assets are treated as a transfer 
of property for purposes of § 83 whether 
or not stich assets are available to satisfy 
claims of general creditors, 



Section 409A(b)(4), as amended by the 
Pension Protection Act, provides that for 
each taxable year that assets treated as 
transferred under § 409 A(b) remain set 
aside in a trust or other arrangement sub
ject to § 409A(b)(I) or (2), any increase 
in value in, or earnings with respect to, 
such assets shall be treated as an additional 
transfer of property under this subsection 
(to the extent not previously included in in
come). 

Notice 2006-33, 2006-15 I.R.B. 
754, April 10, 2006, provides transi
tion guidance related to the application of 
§ 409A(b) to certain arrangements out
standing as of March 21. 2006. Under that 
relief, amounts transferred to trusts under 
the arrangement on or before March 21, 
2006 that triggered the income inclusion 
and additional taxes under § 409A(b), 
or arrangements that otherwise triggered 
the income inclusion and additional taxes 
under § 409A(b) on or before March 21, 
2006, generally are treated as not having 
triggered the inclusion or additional tax 
provisions of § 409A(b), provided that 
the arrangements become compliant with 
§ 409A(b) before January 1,2008. Noth
ing in this notice is intended to modify that 
relief. 

However, where amounts have been 
transferred to a trust under an arrange
ment that triggers the income inclusion 
and additional taxes under § 409A(b), or 
the arrangement otherwise triggers the in
come inclusion and additional taxes under 
§ 409A(b), and the transfer is not eligible 
for the relief in Notice 2006-33 (for ex
ample because the transfer occurred after 
March 21, 2006), employers and payers 
must make a reasonable, good faith appli
cation of a reasonable, good faith method 
to determine the amount includible in 
income for purposes of reporting. In addi
tion, employers must treat the amount as 
wages for purposes of § 3401. Amounts 
includible in income under § 409A(b) that 
are not eligible for the relief in Notice 
2006-33 are treated as wages paid on the 
date the deemed transfer of property under 
§ 83 described in § 409A(b) would be re
quired to be included in income under the 
rules of § 83, for purposes of withholding, 
depositing and reporting the income tax at 
source on wages under § 340 I (a). 

C. Protection from Future Additional 
Reporting or Withholding for 2005 and 
2006 

An employer or payer \~ho complies 
with the rule> of this notice regarding com
puting amount~ includible in gross income 
under § 409A and withholding and re
porting for calendar years 2005 and 2006 
will not be liable for additional income tax 
withholding or penalties. or be required 
to file a subsequent corrected information 
return or furnish a corrected payee state
ment, as a result of future published guid
ance with respect to the computation of 
amounts includible in gross income under 
§ 409A. If it is subsequently determined 
that the employer did not apply the rules of 
this notice in determining amounts includi
ble in gross Income under § 409A and in 
wages under § 3401(a) for calendar years 
2005 or 2006 as provided in this notice, 
any recalculation of these amounts will re
sult in additional liability for income tax 
withholding under § 3403 for these years, 
plus any applicable penalties. In addition. 
an employer or payer who does not ap
ply the rules of this notice in determin
ing amounts includible in gross income un
der § 409A and in wages under § 3401(a) 
for calendar years 2005 or 2006 will he 
required to file an original or a corrected 
information return and furnish an original 
or a corrected payee statement. For pur~ 
poses of determining any amount includi
ble in income under § 409A in a subse
quent year, an amount will not be treated as 
previously included in income unless the 
amount has been reported appropriately on 
an information return and payee statement, 
or has been included in income by the ser
vice provider in a previous year. 

IV. SERVICE PROVIDER 
REQUIREMENTS WITH RESPECT 
TO AMOUNTS INCLUDIBLE IN 
GROSS INCOME UNDER § 409A 

This section provides guidance on ser
vice providers' income tax reporting and 
tax payment requirements for calendar 
years 2005 and 2006 with respect to defer
rals of compensation that are includible in 
gross income under § 409A. 

A. Amount" Required to be Included 
in Income 

A service provider must repon as in
come and pay any taxes due relating to 
amounts includible in grm,s income under 
§ 409A for calendar year 2006. In addi
tion, if a service provider has not reported 
as income and paid any tax due relating 
to amounts includible in gross income un
der § 409A for calendar year 2005, cal
culated in accordance with this notice, the 
service provider must file an amended re
turn and pay any taxes due relating to such 
amounts. If the service provider filt:s an 
amended return and pays any taxes due re
lating to such amounts calculated in accor
dance with this notice, the IRS will not as
sert penalties under §§ 6651 (a)(I) and (2), 
6654, and 6662. If the service provider 
is required to file an amended return for 
2005 in order to report amounts includi
ble in income under § 409A, the service 
provider must file such amended return 
and pay any additional taxes owing by the 
due date for the service provider' s 2006 in
come tax return, including extensions, in 
order to avoid penalties. 

For purposes of determining the amount 
required to be included in income under 
§ 409A, the same standards apply to a 
service provider as apply to an employer 
or payer when calculating the amount re
quired to be reported, provided that an 
amount is treated as previously included 
in income only if the amount has been 
included in the service provider's income 
in a previous taxable year (regardless 
of whether reported on a Form W-2 or 
I 099-MlSC). Accordingly, an employee 
or other service provider must calculate 
the amounts required to be included in 
gross income under the same methods 
and standards as set forth in section III. 
Whether a service provider has complied 
with the requirements of this notice is 
determined independently of whether the 
employer or payer has complied with the 
requirements of this notice. Thus, if the 
service provider includes in income the 
same amount reported by the employer or 
payer, the service provider has not nec
essarily complied with the terms of this 
notice. 

If the service provider does not re
port and pay taxes due with respect to 
amounts includible in gross income under 
§ 409A for calendar year 2005 or 2006 in 
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,Iccordance II ith tht: guidan~'c c(\lltainl'd 

III thi~ nolil'e, lhe IRS III ,I \ ,I~'t'n dddi
liollal iTlI'Ollll' 1;1\\'\ ;md IWIl,tltIL'~ IIlllki 
~~ (1(1) II a)( II ,llld I) I. 11(;"'-1-. "lid (1!111~ II 

it j, delnlllinl'd th:11 Ihl' :lI11()lInl ,d' I<I\t" 

r,.'pl1rkd ,lilt! Pdld tOI L',Iit'ndJI IL',\1 2()()~ 

or ~()()(J II ;1" lImlcIIl'portL'ti 11r ull,krpaid 
IlltCI"C<"( il1\plht:d lllll.kr ('ILiptn (1] 0\ tile 

Cotie \\ ill al'pl\ til alll lI11dL'rp;l\llICllh 

\If LIX IC"lIlting frllll'l a ,nlll'L' 11tOlilit'I', 

lailllll' to illl'ludl' ;1!1l0unt, il1L'llldihk in 
:::ro" iIlL'OIllL' Ulltll'!' ~ j()l)/\ tor L'aklll/;rr 

year ~()()) or ~()()h I (lr pml'mt'\ (II dder

lIlinint! the ;IIIIOlillt inl'llIdihk in incoIlle 
1I1llkr ~ -l-()L);\ ill a \Ub\l'L\llellt IcaL till' 

,cfI'iCl' pl'll\'itiLT llla~ treat ;11l alllllllilt :1\ 

pin i(lu\ly included in jllL'l l l1lt' onlv if the 
wflice pro\'i<.lt:r h,l\ ,lctu;llI\, included thl' 
;llllount in gnl\\ income in a previous yelL 

B. Calculation of Additional Tax under 
* ... 09;\ (a)( I H B)( j)/ l) 

Sel·t inn -l-()l);\ (,1)( I )( B)( i)( I ) pro-

,ides tlwt if compensation is required 
to he i nciutied in gross income under 
~ -Hl9;\(a)(I)(;\). the tax il1lpmed Oil 

sLich inc(]Jlle i~ illcreased hy the SLlIIl 

\11' t\'dl additiol1,d t,lXC" equal III the 
alllou nt of i ntcre\! determi ncd under 

* -+09;\(a)( I )(B)(ii) rlus ,ill amount equal 
to 20'1r of Ihe clllllpcn"ltl()1l which is re
quired to he included in gro" income, 
Section -l-()l);\LlI(i)(R )(ii) provicb thell 

the amount of intere~t is the ,1I1l[)unt of 
intere;-,t ,It the underpayment rate pillS I 
percentage point ('11 the llnderpaYlIlcnts 
th,II would han' occurred h:ld thL' dl'krrcd 
compcllsation hccn includihle in ~'T()'" 

illcome for the taxahle year in whil'h fir\t 
deferred or. if latcr. thl' fiN tax;lhlc Vl'arln 
which such deferred CllIllPCI1\;ttion is IHII 
suhjcct ((l a suhq;lIltial risk of forfcitLlrc, 

Section KK.'1(dH I) of thc Act 11rmidcs 

that * -I-()9 r\ gL'ncrally applic,> til ;Illlount, 
deknnl attn Den'mhL'r i I, ~()()-I-. Sec
tlOIl XX<;lti)(2)IB) dlhl' Act pnllilk, that 

amounts deferred in taxahle Yl'ars he
ginning hctnrl' Janll,lrl I, 2()().:'i. shall hl' 
treated a, alll(lllnt, deferred 111 ;1 1:L\ahle 
year heginning ,)11 Ill' ;ifter 'llch delle If 

the piall under \\hiL'1t thl' lklt'rral " made 
i~ matertally 1ll0dlilCLI attl'r Octllbn ,~. 

2UO-l-, ,\cCl1rtllllgh. !pr pUq)lhL" llf Iht' 
calculatioll ll! the ~lddi!iollal td\ ullder 
~ -I-OL)--\(a)(' IIBlllil. ta\p:t~l'f'> 1ll;1~ trcat 

:lIll(lUl1h lkklTl'ti under ~I plein (kit \\UC 
Llrigin~tI\I l!t,t'cIlL'd 011 <11' hd(ll't, bllu,lr:- I. 
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~(l()) hut hl'L'allle ... uhleel 10 ~ -WYA uUt' 10 

the material Illlldificatiol1 of thl' plan aftcr 
(ktllhl'I;. _)()(f-! ;h tldt'ITl'd (1n llllllar.\ I. 

~i)()" 

y. In:QlIFST FOR ('Oi\II\IENTS 

The 1'1(:1 i ... ioll' of th" !lotICt' url' 111-

k'lldeti a, inll'nlll gUidance (111), The 

Trca ... ury Ikpal tlllC!lt and the I R.S arl' 

currcntly t(\rlllu1atin~ general gUidance 
\\ ill! rl"peL'l tLl the incollle inciu,illn re
quirellients, the addlill1!lal taxI's. and the 

repurting allli withholding reqlllll'llIl't1h of 
~ -I()l);\. Tht' Trea ... ury Departlllent and the 
IRS rcyuest L'OllIfllt'lll\ Oil all aspect-; of 
the,e reyuirelllenh. including hut not lim
ited to the topics addressed in this notil·e. 

CUllllllents IllU'it he subtllitteu by l\larch 
I X, 2()07, /\III11<1terials suhmitted will be 
:1\':lil;10Ie for public jmpectiol1 and copy
Ing, 

COllltlletlts may he submitted 10 In
ternal Revellue Senice, CC:PA:LPD:RU 
(Notice 20()6-IOOJ, RU(\J\l 5203. PO Box 
76()-I-, Ben Franklin Station, Washing
tOil, DC 2U()-I..f. SlIbmis,ions Illily also 

he ltalld-delilcreJ Monday through Fri
day between the hours of X a.m. and 
-+ P,IlI. {(l the C()uricr'~ Dc~k at 111I 
CUllstitlilion A\el111e, NW, Washington, 

DC 2022-1-, Attn: CC:Pi\:LPD:RU (Notice 
20()6-IOO)' RIHlIll :;2()J. Suhmissions 
Illay abo he selH electronically via the 
intcrnct to the following email address: 
/1/, Ilir '(', (·OlllllfCIl/I <!I' incol//l.le1.11 c( IS, go!', 

Include the Iloticc numbcl (Notice 
~()(lh-I ()O) III the subject line. 

VI. EFFECT ON OTHER 
DOCUl\IEI\TS 

l\(ltiCl: ~()05 -<.)4 is superseded, Notice 

20O.:'i - I IS llI()dified, 

\'II. EFFt<TTIVE DATE 

This notice is effective with respect 
to L'!llpillyc:t' .. ;, and payers reponing and 
\\';]gc withholding requirement, and with 
Te'pect 10 \CTvic,,' pnwidcTs' filing re-
411lremenh and lax paymcIH obligarillm 
lehiting to amounts Iflcludihlc in gross 
income under ~ -I-()l)A for calendar years 
2()(J5 and 2()06. 

\'IH. OR \FTlNC ''''FORMATION 

The princip,d <llllhlll' of this noticc is 
J)'I11 1\1. P,lI-kimon (1f the Office of Di-

\'lsi on COllllsell Associate Chief Counsel 
(Ta\ Exempt and Go\crnments Entities), 
although olher 'I'rl':lsury and IRS offi
cials participated in its development. For 
further infor/ll;ltion on Ihe provisions 
of this ll11ticl' addressing the calculation 
of the amount includihle in income un

der * -I-OYA. contact Stephen Tackney 
at (~()~) 1)27--9639: fDr further infonna· 

tion Oil olher provisions of this nOlirc, 
including the reporting and withholding 
provisions contained in this notice, con
tact Mr. Parkinson at (202) 622-()04l)(not 
loll-free tIlllnhL'rs). 

Diversification Requirements 
for Qualified Defined 
Contribution Plans Holding 
Publicly Traded Employer 
Securities 

Notice 2006-107 

I. PURPOSE 

This notice provides transitional guid
ance on ~ 401(a)(35) of the Internal Rev
Cflue Code, added by section 901 of the 
Pension Protection Act of 2()06, Public 
Law I09-nO, 120 Slat. 780 (PPA '06). 
which provides diversification rights with 
respect to publicly tradcd employer seclI
rities hcld hy a defined contribution plan. 
This notice also states that Treasury and 

the Service expect to issue regulations lIn
der ~ 40 I (a)( 35) that incorporate the tran
,itiollal relief in this notice and requests 
l'Omments Oil the transitional guidance in 
this notice alld on the lopics that need to 
he addressed in the regulations. 

II, BACKGROUND 

Section401(a)C15), as added by section 
90 I of PPA '06, provides that, to remain 
qualified under * 401(a), a defined contri
hution plan (other than certain employee 
stock ownership plans) must provide ap
plicable individuals with the right to di
vest employer securities in their accounts 
and Teinvest those amounts in certain di
versified investments. SectlOn 90 I also 
added a parallel provision, section 204(j), 
to the Employee Retirement Income Se-



curity Act of 1974 (ERISA).l In addition. 
section tOt(m) of ERISA, as added by sec
tion 507 of PPA '06, requirc~ a plan to pro
vide applicable individuals with a notice 
describing diversification rights under sec
tion 204(j) of ERISA and providing infor
mation on the importance of diversifying 
investments. 

The diversification requirements of 
§ 40I(a)(35) are generally elTective with 
respect to plan years beginning after De
cember 31, 2006, subject to certain special 
effective date rules, including a special 
rule with respect to plans maintained pur
suant [0 a collective bargaining agreement. 
See section 90\(c) of PPA '06. The notice 
requirements of section 10 I (m) of ERISA 
are effective with respect to plan years 
beginning after December 31, 2006. 

Ill. TRANSITIONAL GUIDANCE 

This Part III provides transitional guid
ance with respect to § 40 I (a)(35). The 
transitional guidance provided in this Part 
III applies pending the issuance of further 
guidance. 

A. Scope a/Application. 

Section 40 I (a)(35) imposes di versifica
tion requirements for defined contribution 
plans that hold publicly traded employer 
securities. Section 401 (u)(.15)(G)(iv) 
provides that the term employer secu
rity has the meaning given such term 
by section 4U7(d)(l) of ERISA. Under 
§ 401(a)(35)(G)(v), the term publicly 
traded employer securities means em
ployer securities which are readily trad
able on an established securities market. 
Fur this purpose, if a plan holds employer 
securities that are not publicly traded, 
then, except as provided in Treasury reg
ulations, those employer securities are 
nevertheless treated as publicly traded 
employer securities if any employer COT

poration, or any member of the controlled 
group of corporations that includes an 
employer corporation, has issued a class 
of stock that is a publicly traded employer 
security. For this purpo~e, an employer 
corporation means any corporation that is 
an employer maintaining the plan and a 
controlled group of corporations has the 

mealllng gi ven under * I 'i63( a), except 
that SWk is substituted for 80(1r wherever 
it occurs in * 1501 ~ 

However. under this notice, a plan (and 
an investment option described in the last 
paragraph of Part lIIe of this IlDtice) i.\ 
not treated a~ holding employer securities 
to which * 401 (a)( 35) applics with respect 
to any securities held hy either an invest
ment company registered under the Invest
ment Company Act of 1940 or a similar 
pooled investment vehicle that is re~ulated 
and suhject to periodic examination by a 
State or Federal agency and with respect to 
which investment ill the securities i, made 
hoth in accordance with the stated invest
ment objectives of the investment vehicle 
and independent of the cmployer and any 
affiliate thereof, but only if the holdings l)f 
the investment company or similar invest
ment vehicle are diversified so as to mini
mize the risk of large losses. 

In addition, S 401(a)(35) does not ap
ply to an employee stock ownership plan 
(ESOP) if (I) therc are no contributions 
held in the plan (or earnings thereunder) 
which ,lre elective deferrals, employee af
ter-tax contributions, or matching contri
butions that are subject to § 401 (k) or (111) 

and (2) the plan is, for purposes of * 41-t(1) 
and § 1.414(1)-1 of the Income Tax Reg
ulations. a separate plan from any other 
plc!n maintained by the employer. Thus. 
an ESOP is subject to § 401(a)(:15) if ei
ther the ESOP holds any contrihutions to 

which ~ 401 (k) or (m) applies (or e~lrnings 
thereon) or the ESOP is a portion Df a plan 
that holds any amounts that are not part of 
the ESOP. 

B. Applicable Individllals Who Hal'e 
Diversification Rights. 

Section 401 (a)(35) provides applicable 
individuals with diversification rights with 
respect to publicly traded employer secu
rities held in the plan under subparagraphs 
(B) and (C) of § 401(a)(35). The diversi
fication rights under subparagraph (B) of 
§ 40\(a)(35) apply with respect to elec
tive deferrals and employee contributions 
(and earnings thereon) and are required to 

he available to (I) any participant. (2) any 
alternate payee who has an account un
der the plan, and (3) any beneficiary of 

a deceased participant. For this purpose, 
employee contrihutions include both em
ployee after-tax contributiom Llnd rollover 
contributions held under the plan. The 
uiversification right, under subparagraph 
(C) of * 401Ia)(J')) apply with respect to 
other employer cOlltribution,:, (and eJrn
ings thereon) and are required t(l be avail
able to each applicable individual who is 
either ( I ) a participant who has completed 
at least three years of service. (2) an alter
nate payee who has an account under the 
plan ,"v'ith respect to a participant who has 
completed at lea~t three yean; of service. 
or (3) a beneficiary of a deceased partici
pant. For purposes of this notice. persons 
who arc entitled to receive diversification 
rights are termed "applicable individuals." 

For purposes of * 401(alOS)(C) and 
~ 401(a)(.15)(H) (the transitiollal rule de
scribed In paragraph E of this Part III). 
the date on which a participant completes 
three years of service occurs immediately 
after the end of the third vesting computa
tion period provided for under the plan that 
Cl)llstiwtes the completion of a third year 
of service under ~ 41 ]( a)( 5 I. However. for 
a plan that uses the elapsed time method of 
crediting service for vesting purpose, (or 
a plan that provides for immediate vesting 
without using a vesting compul<ltioll pe
riod or the elapsed time method of deter
mining vesting). the elate on which a par
ticipant completes three years of service is 
the third anni versary of the participant's 
date of hire. 

C. Busic Dil"l/sfifllrt! Rilles. 

An applicable individual is required to 
be permitted to elect to direct the plan to 
divest any publicly traded employer secu
rities held in his or her account under the 
plan and to reinvest an equivalent amount 
in other investment options offered under 
the plan with respect to the pot1ion of the 
account that i\ suhject to 'iubparagraph (B) 

or Ie) of § 40 I (a)(35) to the extent applica
ble. This diversification right only applies 
when publicly traded employer ,ecurities 
are held under the plan and allocated to the 
parli<:i pant's or beneficiary', account. 

Uneler * 40/(a)(35)rD)(il. the invest
ment options offered must include not le\\ 

than three investment options. other than 

I Under section 101 ufRcor~,\Ilizatiun Plan No. -+ of IY78 (~3 FR47713), the Secretary 01 (h~ Tre<l"urv h~\\ jllti.:rrrC[iH' jllli:-.uiclioll \)\cr thl' '\uhJcLt 111,\1 \I.' r <,d:lr'-'\\l'd l111hl, 11Illlu: jill plllp(1"'~'" 
of sec:ion 204U) of ERISA.'-Thu..,. the Iran'iition:l1 guidance provided In thi .... noliL'e vv'ith I\~~p~ct to S jOI(aH35) ;t! ... o ,lppiic" for rllljl'.l"e" oj ,('([i'lll 211-1.'.11 (Ii I-HI\ \ 

2 S~e ~401 (a)(\5 )(F)( ii) f(lf an exception that applie ... to certain controlled group" v.. ith pubi i<..i) traded "CL'u:-itll.>' 
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employer securities. to which the applica
ble individual may direct the proceeds ot 
the divestment of employer securities. and 
each investment option must be diversified 
and have materially different risk Jnd re
turn charactenstics. For this purpose. in
vestment options that satisfy the require
ments of ~ 2550.40~c-l(b)(3) of the De
partment of Labor Regulations are treated 
as being diversified and having materially 
different risk and return characteristics. 

D. Restrictiolls or Conditiolls Oil 

Dil'estil/lre RiMhts. 

I. Conditiolls or Restrictions. Un
der § 401(a)(35)(D)(ii)(l). a plan is not 
treated as failing to meet the requirements 
of 9 401(a)(35) merely because the plan 
limits the time for divestment and reinvest
ment to periodic, reasonable opportuni
ties occurring no less frequently than quar
terly. Section 401(a)(35)(D)(ii)(II) pro
hibits a plan from imposing restrictions 
or conditions with respect to the invest
ment of employer securities that are not 
imposed on the investment of other assets 
of the plan. For purposes of this prohi
bition in § 401(a)(35)(D)(ii)(lI), except as 
described below in this Part IIID, a restric
tion or condition with respect to employer 
securities includes: (I) a restriction on an 
applicable individual's rights to divest an 
investment in employer securities that is 
not imposed on an investment that is not 
in employer securities; and (2) a benefit 
that is conditioned on investment in em
ployer securities. Thus, the following are 
examples of prohibited restrictions or con
ditions: 

• A plan allows applicable individuals 
the right to divest employer securities 
on a periodic basis (such as quarterly), 
but permits divestiture of another in
vestment on a more frequent basis 
(such as daily). However. see para
graph 4 of this Part I1ID for a transi
tional rule. 

• A plan under which a participant who 
di\'e~ts his or her account of employer 
securities receives less favorable treat
ment (such as a lower rate of matching 
contributions) than a panicipant whose 
account remains inve~ted in employer 
securitie~. 
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Similarly. the following are examples 
of restrictions or conditions that are not 
prohibited by * 401 (J)(35)(f))(li)(lIJ. pro
vided that the limitations apply without 
regard to a prior exercise of rights to divest 
employer securities: 

• 

• 

A provision that limits the extent to 
which an individual's account balance 
can be invested in employer securities. 
Thus, a provision that does not allow 
more than 10% of an individual's ac
count balance to be invested in em
ployer securities is permitted. 

A provision under which an employer 
securities investment fund is closed. 
i. P., other amounts invested under the 
plan cannot be transferred into an in
vestment in a class of employer securi
ties (and no contributions are pennitted 
to be invested in that class of employer 
securities ). 

However. a provision under Which, if a 
participant divests his or her account bal
ance with respect to investment in a class 
of employer securities, the participant is 
not permitted for a period of time there
after to reinvest in that class of employer 
securities is a restriction that is prohibited 
by § 401(a)(35)(D)(ii)(Il), because this 
limitation takes into account a prior exer
cise of rights to divest employer securities. 

2. Permitted Restrictions. A restric
tion imposed by reason of the dpplication 
of securities laws or a restriction that 
is reasonably designed to ensure com
pliance with such laws i~ not an imper
missible restriction or condition under 
~ 401 (a)(35)(D)(ii)(lI). Thus, for exam
ple. for purposes of ensuring compliance 
with Rule J Ob-S of the Securities and 
Exchange Commission, a plan may limit 
divestiture rights for participants who are 
subject to Section 16(b) of the Securities 
Exchange Act of 1934 to a period (such as 
3 to 12 days) following publication of the 
employer's quarterly earnings statements. 
In addition, an impermissible restriction 
or condition under § 40 I (a)(35)(D)(ii)(JI) 
does not include the imposition of fees 
on other investment options under the 
plan merely because fees are not imposed 
with respect to investments in employer 
securities. Further. a plan may restrict the 
application of otherwise applicable diver
sification rights under the plan for up to 90 

days following an initial public otfering of 
the employer's stock. 

3. TranSlIum Rille Through March 3D, 

2007 for Continl/ation ofExistillg Restric
tums or Conditiolls. For the period from 
January L 2007, through March 30, 2007, 
a plan does not impose a restriction or con
dition prohibited by § 40 I (a)(35)(D)(ii)(II) 
merely because the plan restricts diversifi
cation rights with respect to employer se
curities pursuant to a plan provision that 
was in effect on December 18,2006. How
ever, any such restriction that continues to 
be imposed on or after March 31, 2007, vi
olates § 40 I (a)(35)(D)(ii)(II) . 

4. Transition Rule for 2007 for Grand
fathered Investments. For the period prior 
to January I, 2008, a plan does not im
pose a restriction or condition prohibited 
by § 401 (a)(35)(D)(ii)(II) merely because 
the plan, as in effect on December 18, 
2006, (I) does not impose an otherwise ap
plicable restriction on a stable value fund 
or (2) allows applicable individuals the 
right to divest employer securities on a pe
riodic basis. but permits divestiture of an
other investment on a more frequent ba
sis, provided that the other investment is 
not a generally available investment (e.g., 

the other investment is only available to a 
fixed class of participants). However, any 
such restriction that continues to be im
posed after December 31,2007, violates 
§ 401 (a)(35)(D)(ii)(II). 

E. Transitioll Rule under § 40/(a)(35)(HJ. 

Section 401(a)(35)(H) provides a spe
cial transition rule under Which, for em
ployer securities acquired in a plan year 
beginning before January I, 2007, the 
diversification rights under subparagraph 
(C) of §40 I (a)(35) only apply to the appli
cable percentage of the number of shares 
of those securities. The applicable per
centage is 33% for the first plan year to 
which § 401(a)(35) applies, 66% for the 
second plan year, and 100% for all subse
quent plan years. If a plan holds more than 
one class of securities, § 40I (a)(35)(H) 
applies separately with respect to each 
class. This transition rule does not apply 
to a participant who, before the first plan 
year beginning after December 31, 2005. 
had attained age 55 and completed at least 
three years of service. 



F. Notice under SecTion 10 J (m) of fRfSA. 

In addition to amending the Code and 
ERISA to provide applicable individuals 
with the divestiture rights discussed in 
this notice, PPA '06 also added section 
101(m) to ERISA, which requires plans 
to notify applicable individuals of these 
rights. Specifically, plan administrators 
must provide a notice to applicable indi
viduals not later than 30 days before the 
first date on which the individuals are el
igible to exercise their rights. The notice 
must set forth the diversification rights 
provided under § 401(a)(35) and describe 
the importance of diversifying the invest
ment of retirement account assets. Section 
101 (m) of ERISA is effective for plan 
years beginning after December 31, 2006. 

Although some plans will be required 
to comply with § 401(a)(351 a~ early ,\\ 
January I, 2007. the Department of La
bor has advised Treasury and the Service 
that section 101 (m) of ERISA does not re
quire plans to furnish notice, before Jan
uary 1, 2007. Pursuant to th!~ interpreta
tion. plans with plan years beginning Oil 

or after January I. 2007. but before Feb
ruary I. 2007, are not required to furni~h 
the model notice included herein (or a no
tice otherwise meeting the requirement, of 
section J 0 I (m) of ERISA) earlier than Jan
uary I. 2007. The Department, however. 
encourages plans to furni,h notice on the 
earliest possible done. 

Notice of Your Rights Concerning 
Employer Securities 

G. Model Notil [' 

Section 507( C) of PPA '06 directs the 
Secretary of the Treasury to prescllbe 
a mudel notice for purposes of section 
]()](m) of ERISA' The mooel below i, 
being issued purwant to that directive. 

The model may have to bc adapted 
to reflect panicular plan pr()\isio]lS. For 
example. changes \vould generally be ne(
e"ary if either the plan has nlPre than 
one class of employer securities. the plan 
provide, the ~ame diversification rights 
for participanh Vvithout regard to whether 
they have three years of service. some of 
the plan's investment optioll\ are close!.\. 
(he plan recei ve, participant elections 
electronically. or the transition rule at 
§ 40lla)(35)(H) i, being applied. 

This notice informs you of an important change in Federal law that provides speCific rights concerning investments in employer 
securities (company stock). Because you may now or in the future have inve~tments in company stock under the [i/l.\erlll(/llIe or 
plan], you should take the time to read this notice carefully. 

Your Rights Concerning Employer Securities 

For plan years beginning after December 31. 2006, the Plan must allow you to elect to move any portion of your account that i.'> 
invested in company stock from that investment into other investment alternatives under the Plan. This right extends to all of the 
company stock held under the Plan, except that it does not apply to your account balance attributable to I idenl(fy lillY (/(("111111(5 10 

which the rights apply only after three rears o{service I until you have three years of service. [Insert description ojol1r admllce 
notice requirement before a diversification electiol1 hecol11es effective.] You may contact the per~on identified below for specific 
information regarding this new right, including how to make this election. In deciding whether to exercise this right. you will 
want to give careful consideration to the information below that describes the importance of diversification. All of the investment 
options under the Plan are available to you if you decide to diversify out of company;;tock. 

The Importance of Diversifying Your Retirement Savings 

To help achieve long-term retirement security, you should give careful consideration to the benefit, of a well-balanced and 
diversified investment portfolio. Spreading your assets among different types of investments can help you achieve a favorable rate 
of return, while minimizing your overall risk of losing money. This j, because market or other economic conditions that cau,e 
one category of assets. or one particular security. to perform very well often cause another a~set category, or another particular 
security, to perform poorly. If you inve,t more than 20% of your retirement ,(lYings in anyone company or industry. your 
savings may not be properly diversified. Although diversification is not a guarantee against loss. it is an effective strategy to 
help you manage investment risk. 

In deciding how to invest your retirement savings. you should take into account alJ of your assets, including any retirement saving, 
outside of the Plan. No single approach is right for everyone because. among other factor.,. individuals have different financial 
goals. different time horizons for meeting their goals. and different tolerances for risk. Therefore, you should carefully cun\ider the 
rights described in this notice and how these rights affect the amount of money that you inveq in company stock through the Plan. 

It is also important to periodically review your investment portfolio, your investment objectives. and the investment opliol1\ under 
the Plan to help ensure that your retirement savings will meet your retirement goals. 

For More Information 

Jf you have any questions about your rights under this new law. including how \0 make this election. contact [elller /lome 

and contact informatiunj. 

J Section IOI(m) of ERISA i, under the Juri,diction of the Department of Lohor 
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IV REGULATIONS 

The Service and Treasury plan to Issue 
regulations under ~ -1-01(a)(35) and those 
regulations will be consistent with the tran
,itiunal guidance issued in thi~ notice. 

V COMMENTS REQUESTED 

Lomments are requested on 
* -1-01(a)(35)' including the Issues 
raised in Part II! of this notice and issues 
that ~hou Id he addressed in regulations. 
Any comments recei\ed on the notice 
rules, including the model notice above, 
\\ ill he provided to the Department of 
Labor. 

Written comments should be submitted 
by March 18. 2007. Send submissions 
to CC:PA:LPD:DRU (Notice 2006-107). 
Room 5203. Internal Revenue Service. 
POB 760-1-. Ben Franklin Station, Wash
ington. D,C. 20044. Comments may be 
hand delivered to CC:PA:LPD:DRU (No
tice 2006-107), Room 5203, Internal Rev
enue Service, 1111 Constitution Avenue, 
NW. Washington. DC. Alternatively, com
ments may be submitted via the Internet 
at llotice.C()lIl111ellts@ irscollllsel. treas.gor 
(Notice 2006-107). All comments will be 
a\ailable for public inspection. 

VI. Pape/"lmrk Redllction Act 

The collection of information contained 
in this notice has been reviewed and ap
proved by the OtTice of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 U.s.c. 3507) under 
control number 1545-2049. An agency 
may not conduct or sponsor. and a person 
is not required to respond to. a collection 
of information unless the collection of 
information displays a valid OMB control 
IlU rn be r. 

The collection of information in this no
tice is in the model notice provision of lIIF. 
Thi~ information is required under section 
507 of PPA'06. This information will he 
lI~ed to allow individual plans to comply 
with applicable law. The likely respon
dents ;m' businesses or other for-profit in
\titllt1l1n~. and small husines~es or organi
lations. 

The e~till1at~d total anllual reporting 
allLi/or recllrdkccping burden is 7.725 
hour\. 

The e~timatcd annual burden per re
spolldent and/or recordkeeper varies from 
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I minute to 3 hours. depending on individ
ual circumstances, with an estimated aver
age of Y'; s of an hour. The estimated num
her of respondents and/or recordkeepers is 
10.300. 

The estimated frequency of responses is 
occasional. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential. as required 
by 26 U.S.c. § 6103. 

DRAFTING INFORMATION 

The principal drafter of this notice is 
Robel1 Gertner of the Employee Plans. 
Tax Exempt and Government Entities Di
vision. For further information regarding 
this notice. please contact the Employee 
Plans' taxpayer assistance telephone ser
vice at (877) 829-5500 (a toll-free num
ber) between the hours of 8:30 a.m. and 
4:30 p.m. Eastern Time. Monday through 
Friday. Mr. Gertner may be reached at 
(202) 283-9888 (not a toll-free number). 

Application of the 
Self-Employment 
Contributions Act (SECA) 
Tax to Payments Made by 
the U.S. Department of 
Agriculture (USDA) Under 
the Conservation Reserve 
Program (CRP) 

Notice 2006-108 

I. Overview and Purpose 

This notice sets forth a proposed rev
enue niling concerning the application of 
the Self-Employment Contributions Act 
(SECA) tax to payments made by the U.S. 
Department of Agriculture (USDA) under 
the Conservation Reserve Program (CRP), 
16 U.S.c. 3831. CRP was authorized 
in 1985. It is one of several programs 
administered by the USDA that provide 
payments in exchange for diverting land 
from agricultural use to other uses. 

The Service has previously issued 
an announcement addressing the SECA 

tax treatment of payments made by the 
USDA under land diYersion programs. 
Announcement 83-B. 1983-10 I.R.B. 
29, provides guidance in a Question and 
Answer format related to land diversion 
programs sponsored by the USDA for 
purposes of special use valuation under 
section 2032A of the Code. estate tax de
ferral under section 6166 of the Code. and 
the SECA tax. In Q&A 3. the Service 
stated that a farmer who receives cash or 
a payment in kind from the USDA for 
participation in a land diversion program 
is liable for self-employment tax on the 
cash or payment in kind received. The an
nouncement was consistent with guidance 
provided in Rev. Rul. 60-32, 1960-1 C.B. 
23, with respect to two earlier land diver
sion programs conducted under the Soil 
Bank Act. Both the announcement and 
the revenue ruling concluded that partici
pants in the land diversion programs were 
subject to SECA taxes on their payments 
if the participants were otherwise operat
ing a farm or materially participating in 
the production of commodities on a farm 
operated by others. 

However, Rev. Rul. 60-32 also states 
that participants in land diversion pro
grams are not subject to SECA tax on the 
payments, if they do not operate a farm or 
materially participate in farming activities. 
The material participation factor is rele
vant for SECA under these circumstances 
only with respect to the exception from net 
income from self-employment provided 
in section 1402(a)(1) for rentals from real 
property. Some taxpayers may have read 
the reference to material participation as 
implying that the rental exception could 
potentially apply to payments under a land 
diversion program. 

More recently, the treatment of CRP 
payments for purposes of SECA, and more 
specifically, the potential application of the 
rental exception under section 1402(a)(I) 
was addressed by the Court of Appeals for 
the Sixth Circuit in Wuebker v. Commis
sioner, 205 F.3d 897 (6th Cir. 2000). The 
Court held that CRP payments were net in
come from self-employment because they 
were received in exchange for perfonn
ing tasks "that are intrinsic to the fann
ing trade or business" such as tilling, seed
ing. fertilizing and weed control. More
over, notwithstanding the fact that the CRP 
statutes labeled the payments as "rent", the 
court concluded the payments are not rent 



for tax purposes because they are not pay
ments for use or occupation of the prop
erty. The court stated that "the essence of 
the program is to prevent participants from 
farming the property and to require them 
to perform various activities in connection 
with the land. both at the start of the pro
gram and continuously throughout the life 
of the contract, with the government's ac
cess limited to compliance inspections." 
Id. at 904. Thus, under the Court's reason
ing, CRP payments do not fall within the 
exception that excludes rent from net in
come from self-employment provided by 
section 1402(a). 

Like the 1983 announcement and the 
1960 revenue fuling, Wuebker addresses 
CRP recipients who are engaged in the 
business of farming while also receiving 
CRP payments. The IRS has received 
questions asking whether CRP payments 
are subject to SECA if the recipient is re
tired or not otherwise actively engaged in 
farming. This proposed revenue ruling is 
intended to respond to those questions. [n 
addition, in light of the fact that the USDA 
no longer operates programs under the Soil 
Bank Act. and to remove any confusion 
that may arise from its holding. the pro
posed revenue ruling would obsolete Rev. 
Rul 60-32. The IRS and Treasury are so
liciting comments regarding the proposed 
revenue ruling. The Department of the 
Treasury and the Internal Revenue Service 
anticipate issuing a final revenue ruling af
ter the comments have been considered. 

II. Proposed Revenue Ruling 

Section 1402.-Detinitions 

26 CFR 1.1402( a )-1: Definition oj ncr earnillgsjrom 

self·employmelll. 

(Also: Secriofl 1401.) 

Rev. Rul. XXXX-XX 

ISSUE 

Whether Conservation Reserve Pro
gram (CRP) rental payments (including 
incentive payments) by the U.S. Depart
ment of Agriculture (USDA) to (1) a 
farmer actively engaged in the trade or 
business of farming who enrolls land in 
CRP and fulfills the CRP contractual obli
gatIOns personally or to (2) an individual 
not otherwise actively engaged in the 

trade or business of farming who enrolls 
land in CRP and fulfills the CRP contrac
tual obligations by aITanging for a third 
pm1y to perform the required activities. 
are included in net earnings from self-em
ployment for purposes of the Self-Em
ployment Contributions Act (SECA) tax 
and not excluded from net income from 
self-employment as rentals from real es
tate. 

FACTS 

Situation I. 

A is engaged in the business of farming 
on land that A owns. A farms a portion of 
his cropland and has enrolled the remain
ing portion of his cropland in the CRP 
program. The CRP, 16 U.s.c. §§ 3801, 
3831-3836. is a voluntary program under 
which the USDA through the Cummodi
ties Credit Corporation makes annual pay
ments to participants. Participants include 
farm owners and operators who agree to 
place environmentally sensitive cropland 
in conserving uses for 10 to 15 years. 
Participants reccive an annual "rental" 
payment (including incentive payments) 
and cost sharing assistance to establish 
and maintain approved groundcover. and 
participants agree to plant grasses. trees. 
and other conserving cover crops. restore 
wetlands and establish buffers. Gcnerally, 
a participant is eligible to enroll land in 
eRP if the participant has owned or op
erated the land for at least twelve months 
prior to the close of the CRP sign up pe
riod. Land is eligible for placement in 
CRP if it is cropland or marginal pasture 
land. 

A meets the eligibility re4uiremenb 
with respect to the portion of his land he 
is seeking to enroll in CRP. A enters into 
a 10 year eRP contract with the USDA 
for the primary purpose of earning a profit 
from the land. The terms of A's CRP con
tract require that A will receive payments 
if A will (I) implement a conservation 
plan, (2) establish vegetative cover, (3) 

not engage in or allow grazing. harvesting. 
or other commercial use of thc CRP land. 
(4) not use the land for agricultural pur
poses except as permitted by the USDA. 
(5) not harvest, sell, nor otherwise make 
commercial use of trees on the CRP land. 
(6) control on the CRP land all weeds, in
sects, pests, and other undesirable species 

to ensure the establishment and mainte
nance of the approvell cover. and (7) fi Ie 
annual CRP reports. In order to imple
ment the conservation plan. [he terms of 
the contract require significantly more ac
tivities to be pcrformed in the first year of 
the contract than in the later years. A per
sonally completes the activities required 
under the eRP contract for tilling, seeding, 
fertilizing. and weed control using his own 
farm equipment. A also satisfies the other 
requirements of the contract. In return. A 
receives CRP rental payments each year 
during the contract term. A also receives 
cost sharing payments based on the costs 
A incurs in performing A's obligations 
under the eRP contract. 

Situation 2. 

The facts are the same as in Situation I. 
except that B. who owns the land, ceases 
all activities related to the business of 
farming in the year before he enters into 
the CRP contract. In the ncxt calendar 
year B rents out a portion of his land to 
another fanner and enters into a IO-year 
CRP contract with respect to the remain
ing portion of his land. B arranges for a 
third party to perform the tilling. seed
ing. fertilizing and weed control required 
under the eRP contract and to fulfill thc 
other contractual rcquirements. In return. 
B receives eRP rental payments each year 
during the contract term. B also receives 
cost sharing payments based on the costs 
B incurs in implementing CRPon the land. 

LAW 

Section 140 I of the Internal Revenue 
Code (Code) imposes a tax on (he self
employment income of every individual 
(SECA tax.). The term "self-employment 
income" is defined in section 1402(b) as 
the net earnings from self-employment de
rived by an individual, with certain limita
tions. 

Section 1402(a) define, an individual's 
"net earnings from self-employment" as 
the gross income derived by an individ
ual from any trade or business carried 
on by such individuaL a];,o with certain 
limitations. Section 1402(a)( I) generally 
excludes from the computation of "net 
earnings from self-employment" rental, 
from real estate ,lml from per,onal prop
erty leased with the real estate (including 
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\uch rentals paid in crop shares) together 
with the deduction, attrihutahle thereto. 
unles, \u,:h rentals are received In the 
cour\c of a trade llI' business as a real 
e...ratc de~.der. with an exception. II nuer 
this exception. any incllme dc'ri\ed h:- the 
(l\\ ner or tenant of land mllst hc' included 
in the computation of "net eaflli ngs from 
,elf-employment" if-

t A I sllch incllme is deri Yl'd under an 
arrangement. hetween the llwner or tenant 
and another individual. \\hlCh prmides 
that such other indi \idual shall produce 
agricultural or horticultural commodi
ties (including livestock. bee~. poultry. 
and fur-hearing animals and wilLllifel on 
,uch land. anLl that there shall be material 
participation hy the owner or tenant (as 
determined without regard to any activi
ties of an agent of such owner or tenant) 
111 the proLluction or the management oi 
the production of such agricultural or hor
ticultural commodities, and 

(B) there is material participation by the 
llwner or tenant (as determined without re
gard to any activities of an agent of such 
uwner or tenant) with respect to any such 
agricultural or horticultural commodity. 

Section 1402( c) provides that the term 
"trade or business", when used with ref
erence to self-employmcnt income or net 
carnings from self-employment. shall have 
the same meaning us when used in sec
tion 162 (relating to trade or business ex
penses), Jess allowable deductions. 

Section 1.1402( c)- I of the Income Tax 
Regulatiolls generally provide~ that in or
L1er fm all individual to have net earnings 
from self-employment. he must carryon a 
trade or business. either as an individual or 
as a member of a partnership. Whether or 
no! he IS engaged in carrying on a trade or 
husiness will depend UpOIl all of thc facts 
alld circumstances in the particular case. 

In considering whether an individual is 
cngaged in a trade or business. the United 
States Supreme Coun has stated that "to be 
engaged ill a tradc or busi ness. the taxpayer 
must be illvolwd in the activity with con
tinuity anLl regularit~. anLl the taxpayer's 
primary purpme for engaging in the acti v
it) must be for income or profit. A spo
radic acti\ir~ ... d(les not qualify." COlli III is
.I10ller \'. C;rocr~il/gn. -1-80 U.S. 23. 35 
i 1987). The question of whether a tax
ra) er is engaged in it trade or busincss rc
quire, an examination of the relevant facts 
in eaL'i1case. Id. at .~6. 
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In Wllehker \'. CO/l1l11issioner. 205 FJd 
847 (6th CiL 2000). the Sixth Circuit held 
that CRP paymenh recei\ed by a farmer 
actively engaged in the husiness of farm
ing \\ere includible in~elf-emploYlllent 

income. The court concJudc'd that their 
"agreement ... required them to perform 
several ongoing tasks with respect tll the 
land enrolled in the eRP. the very land 
they already owned and had previously 
farmed." The Sixth Circuit noted that the 
taxpayers were required under the CRP 
contract to perform tasks intrinsic to the 
farming trade or business (e.g., tilling. 
seeding. fertilizing. and weed control) that 
required the use of their fanning equip
ment. ld. at 903. In addition. under the 
court's view. the CRP payments were not 
payments of rent for the use or occupancy 
of property and therefore were not rentals 
from real estate excluded from SECA by 
section 1402(a)( I). The Court observed 
that the essence of the CRP program is to 
prevent participants from farming enrolled 
property and to require the participants to 
perform various activities in connection 
with the land continuously throughout the 
life of the contract with the government's 
access limited to inspections. ld. at 904. 
Furthermore. the Sixth Circuit looked to 
the "substance, rather than the form. of 
the transaction" in determining that the 
income derived from the CRP contract 
is includible in self-employment income 
earned in lieu of farm income. for which 
SECA tax was due. 

Under section 126(a). gross income 
does nol include the excludable portion 
of payments received under certain con
servatiun programs. Revenue Ruling 
2003-59. 2003-1 C.B. 101-1-. holds that 
all or a portion of cost sharing payments 
received under the CRP are eligible for 
the exclusion from gross income permit
ted by section 126. The ruling also holds 
that rental payments and incentive pay
ments recei ved under the CRP are not cost 
~haring payments and therefore are not 
excludable from gross income. 

ANALYSIS 

L'ndcr Cmel~illger, an activity will be 
a trade or business if the taxpayer "is in
volved in the activity with continuity and 
regularity and ... the taxpayer's pri
mary purpose for engaging in the activity 
mu,t be for income or profit.'· Participa-

tion in a CRP contract is a trade or busi
ness for both A and B. The participant is 
obligated to perform a number of activ
ities. inL'luding but not limited to tilling. 
seeding. ferrili/.ing, and weed control. Al
though more extensive activities are re
quired at the beginning of the contract term 
than later, the obligation to perform activ
ities extends throughout the ten-ycar pe
riod. giving participation in eRP the con
tinuity and regularity necessary to bc con
:-.idered a trade or business. Also. hoth A 
and B enrolled land in the CRP program 
to earn a profit. Participation in a CRP 
contract meets the criteria to be a trade or 
business irrespective of ""hether thc partic
ipant performs the required activities per
sonally or arranges for his obligations to 
be satisfied by a third party. Thus. the 
trade or business treatment is the same for 
A and B even though A meets the CRP 
requirements for maintenance of the land 
himself whereas B arranges for someone 
else to do it. Furthermore. the CRP meets 
the criteria to be a trade or business based 
on the activities required directly under 
the program and without being affected by 
whether the participant is otherwise en
gaged in farmlOg or any other trade or busi
ness. Finally. although 16 USc. section 
380]( a)( 13) refers to some of these pay
ments as "rent". the treatment of these 
payments under the Code depenLls upon 
their substance. CRP rental payments are 
not payments for the right to use or oc
cupy real property. CRP rental payments 
are made in exchange for conducting activ
ities that meet the commitments of a CRP 
contract. Therefore. CRP rental payments 
are not excluded from net income from 
se If-employment under section 1402( a)( 1) 
as rentals from real estate. See Wuehker. 

Thus. for both A and B. the CRP rental 
payments are includible in their net income 
from self-employment. 

To the extent that a cost sharing pay
ment is excluded from gross income under 
section 126. that portion of the payment 
would also be excluded from the gross in
come derived by an individual from the 
trade or business carried on by the individ
ual. Consequently. to the extent such pay
ment is excluded from gross income under 
section 126, the payment is also excluded 
from net earnings from self-employment. 



HOLDING 

CRP rental payments (including incen
tive payments) from USDA to a (1) farmer 
actively engaged in the trade or business of 
famling who enrolls land in CRP and ful
fills the CRP contractual obligations per
sonally and to (2) an individual not other
wise actively engaged in the trade or busi
ness of farming who enrolls land in CRP 
and fulfills the CRP contractual obliga
tions by arranging for a third party to per
form the required activities are both in
cludible in net income from self-employ
ment for purposes of the SECA tax and not 
excluded from net income from self-em
ployment as rentotls from real estate. 

EFFECT ON OTHER REVENUE 
RUUNGS 

Revenue Ruling 60-32 is obsoleted. 

III. Request for Comments 

Comments are requested regarding the 
interaction of the proposed revenue ruling 
with the treatment of CRP payments un
der other Code provisions, such as sec
tions 2032A and 6166. The comments 
will be available for public inspection and 
copying. Comments must be submitted by 
March 19, 2007. Comments should refer
ence Notice 2006-108, and be addressed 
to: 

Internal Revenue Service 
Office of the Associate Chief Counsel 
(Tax Exempt and Government Entities) 

CC:TEGE 
1111 Constitution Ave., N.W, 
Rm.4000 

Washington, DC 20224 
Attn: Elliot Rogers 

In addition, comments may be sub
mitted electronically via the Inter
net by sending them in an e-mail to 
notice. comments@ irscounsel. freas. gov 

and specifying the comments concern No
tice 2006-108. 

DRAFfING INFORMATION 

The principal authors of this notice 
are Marie Cashman and Elliot Rogers of 
the Office of the Associate Chief Counsel 
(Tax Exempt and Government Entities). 
However, other personnel from Treasury 

and the Service participated in its devel
opment. For further information regarding 
this notice, contact Mr. Rogers at (202) 
622-6040 (not a toll-free call). 

Interim Guidance Regarding 
Supporting Organizations and 
Donor Advised Funds 

Notice 2006-109 

Section I. PURPOSE 

This notice provides interim guidance 
regarding the application of certain re
quirements enacted as part of the Pension 
Protection Act of 2006, Pub. L. No. 
109-208, 120 Stat. 780 (2006) ("PPA"), 
that affect supporting organizations, donor 
advised funds, and private foundations 
that make grants to supporting organiza
tions. 

Sections 1231, 1241, 1242, 1243, and 
1244 of the PPA add sections 509(f), 
4943(f), 4958(c)(3), 4966, and 4967, to 
the Internal Revenue Code ("Code"), and 
amend sections 509(a)(3)(B), 4942(g)(4), 
and 4945(d)(4)(A) of the Code. The 
amendments to section 509(a)(3) and the 
addition of section 509(f) prescribe new 
requirements for supporting organiza
tions. The addition of section 4943(f) 
defines the terms "Type III supporting 
organization" and "functionally integrated 
Type III supporting organization." The 
amendments to sections 4942 and 4945 
affect private foundations that make grants 
or similar payments to supporting organi
zations under certain circumstances. The 
amendments to section 4958, among other 
things, subject substantial contributors 
and persons related to them (as described 
in section 4958(c)(3)(B» to new excise 
taxes if they engage in certain types of 
transactions with supporting organizations 
with which they have a relationship. New 
section 4966 imposes an excise tax on 
a sponsoring organization that maintains 
donor advised funds if it makes certain 
distributions from a donor advised fund. 
New section 4967 imposes eXCIse taxes on 
certain distributions from a donor advised 
fund that provide more than an incidental 
benefit to a donor, a donor-advisor, or 
related persons (as described in sections 
4967(d) and 4958(f)(7». 

This notice provides guidance on four 
aspects of the application of these new 
provisions of the Code. First, Section 
3 provides criteria for private founda
tions that might make distributions to 
supporting organizations that can be used 
to determine for purposes of sections 
4942(g)(4) and 4945(d)(4) whether an 
organization is a Type I, Type II, or func
tionally integrated Type III supporting 
organization. Section 3 also provldes cri
teria for determining whether a supporting 
organization, or any of its supported or
ganizations, are controlled by disqualified 
persons. Section 3 also provides similar 
guidance with respect to section 4966 for 
donor advised funds that make grants to 

supporting organizations. Second, Sec
tion 4 clarifies the date of applicability 
for the new section 4958( c )(3) excise tax 
on certain excess benefit transactions in
volving supporting organizations. Third, 
pursuant to the authority under new sec
tion 4966(d)(2)(C), Section 5.01 excludes 
certain employer-sponsored disaster relief 
funds from the definition of donor-advised 
fund. Fourth, Section 5.02 clarifies how 
the Internal Revenue Service ("Service") 
will apply the new section 4966(a) excise 
taxes with respect to payments made pur
suant to educational grants awarded prior 
to the date of enactment of the PPA. 

This notice is intended to address a lim
ited number of issues which require imme
diate guidance. The Service and the De
partment of Treasury ("Treasury") expect 
to issue further guidance, including regu
lations, under these provisions of the PPA. 
The rules provided in this notice apply un
til further guidance is issued. This notice 
does not affect the substantive standards 
for tax exemption under section 50J(c)(3). 
This notice also invites comments from 
the public regarding this notice and sug
gestions for future guidance implementing 
statutory changes under the PPA 

Section 2. BACKGROUND 

Organizations that are organized and 
operated exclusively for charitable. reli
gious, educational or other specified pur
poses are generally exempt from income 
tax under section 501 (a) as organizations 
described in section 501(c)(3). Section 
509(a) divides section 501(c)(3) organi
zations into two subcategories: private 
foundations and organizations that are not 
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private foundations, v.hich are commonly 
known as public charities. To be catego~ 
rized as a public charity and not a private 
foundation, an organization must be de~ 

~cribed in section 509(a). To be described 
in section S09( a)( I) or (2), an organiza~ 

lion must receive a substantial amount 
of public support to fund its operations. 
To be de~cribed in section SOSl( a)( 3), an 
organization must have a particular type 
of structural relationship with a publicly 
supported section SO\(c)(3), (4). (S) or (6) 
organization. 

Private foundations are subject to a dif~ 
ferent regime of excise taxes than are pub
lic charities. For example, private foun
dations are subject to excise tax if they 
do not make at least a minimum level of 
qualifying distributions each year. Private 
foundations are also subject to excise tax 
if they make certain taxable expenditures. 
Taxable expenditures include, but are not 
limited to, certain grants to organizations 
unless the private foundation exercises ex
penditure responsibility with respect to the 
grants as required by section 494S(h) and 
Treas. Reg. section 53.494S-S(b). 

Section 170(c) describes organizations 
eligible to receive charitable contributions 
that are deductible for income tax pur
poses. 

.0 I Donor Advised Funds and Supporting 
Organizations before the PPA 

DUI/or Advised FlInds 

Prior to the PPA, the Code did not 
define the term donor advised fund. How
ever. the term was commonly understood 
to refer to component funds of certain 
community trusts. See Treas. Reg. sec
tion 1.170A-9( e)( 10) and (II). The term 
was also commonly understood to refer 
to an account established by one or more 
donors but owned and controlled by a pub
lic charity to which such donors or other 
individuals designated by the donors could 
provide nonbinding recommendations re
garding distributions from the account or 
regarding investment of the assets in the 
account. 

SII[I{J1 Jrting (71Xil II i:a ti OIlS 

Section 509(a)(3) excludes from the 
definition of private foundation certain 
organilations that support certain publicly 
supported organizations. The Treasury 
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regulations under section 509(a)(3) refer 
to these organizations as supporting or
ganizations. To be described in section 
509(a)(3), an organization must meet sev
eral tests: (I) it must be organized and 
operated exclusively for the benefit of 
specified publicly supported organizations 
(generally, public charities); (2) it must 
have one of three types of relationships 
with its publicly supported organizations; 
and (3) it must not be controlled, directly 
or indirectly, by disqualified persons (as 
defined in section 4946 other than foun
dation managers) with respect to such 
supporting organization. 

In general. supporting organizations 
have been identified by the type of re
lationship they have with their publicly 
supported organizations. A supporting 
organization that is operated, supervised 
or controlled by one or more publicly sup
ported organizations is commonly known 
as a Type I supporting organization. A 
supporting organization supervised or 
controlled in connection with one or more 
publicly supported organizations is COIll

monly known as a Type II supporting 
organization. A supporting organization 
(hat is operated in connection with one or 
more publicly supported organizations is 
cOl11monly known as a Type III supporting 
organization. 

.02 Donor Advised Funds Under the PPA 

Definition of a Donor Advised Fund 

Under new section 4966(d)(2), a donor 
advised fund is defined as a fund or ac
count owned and controlled by a sponsor
ing organization, which is separately iden
tified by reference to contributions of a 
donor or donors, and with respect to which 
the donor, or any person appointed or des
ignated by such donor ("donor advisor"), 
has. or reasonably expects to have. advi
sory privileges with respect to the distri
bution or investment of the funds. 

A sponsoring organization is defined 
under new section 4966(d)( 1) as a section 
170(c) organization that is not a govern
mental organization (referenced in section 
170(c)( I) and (2)(A» or a private founda
tion and maintains one or more donor ad
vised funds. 

Pursuant to new section 4966(d)(2)(B), 
the term donor advised fund does not in
clude a fund or account: (1) that makes 

distributions only to a single identitied or
ganization or governmental entity or (2) 

with respect to which a donor advises a 
sponsoring organization regarding grants 
for travel. study or similar purposes if: 

a. the donor's, or the donor advisor's, 
advisory privileges are performed in 
his capacity as a member of a commit
tee whose members are appointed by 
the sponsoring organization. 

b. no combination of donors or donor ad
visors (or related persons) directly or 
indirectly control the committee, and 

c. all grants are awarded on an objective 
and nondiscriminatory basis pursuant 
to a procedure approved in advance by 
the sponsoring organization's board 
of directors. 

Thus, a sponsoring organization that 
owns and controls a fund that meets these 
criteria may award a scholarship from 
the fund to a natural person without sub
jecting the sponsoring organization or its 
managers to excise taxes under new sec
tion 4966. 

Taxable Distribution 

New section 4966 imposes an excise tax 
on a sponsoring organization for each tax~ 
able distribution it makes from a donor ad
vised fund. It also imposes an excise tax on 
the agreement of any fund manager of the 
sponsoring organization to the making of 
a distribution, knowing that it is a taxable 
distribution. The tax on taxable distribu
tions applies to distributions occurring in 
taxable years beginning after August \7, 

2006. 
In general, under new section 4966(c), 

a taxable distribution is any distribution 
from a donor advised fund to any natural 
person, or to any other person if (i) the 
distribution i~ for any purpose other than 
one specified in section 170(c)(2)(B), or 
(ii) the sponsoring organization maintain
ing the donor advised fund does not ex
ercise expenditure responsibility with re
spect to such distribution in accordance 
with section 4945(h). 

Under new section 4966(c)(2), a tax
able distribution does not include a dis
tribution from a donor advised fund to: 

(I) any organization described in section 
170(b)(\ )( A) (other than a disqualified 



supporting organization), (2) the sponsor
ing organization of such donor advised 
fund, or (3) any other donor advised fund. 

Under new section 4966(d)(4). a dis
qualified supporting organization inel udes 
a Type III supporting organization that is 
not functionally integrated and any Type I, 
Type II, or functionally integrated Type III 
supporting organization where the donor 
or donor advisor (and any related parties) 
directly or indirectly controls a supported 
organization of the supporting organiza
tion. 

Prohibited Benefit 

New section 4967 imposes an excise 
tax if a donor, donor advisor, or a per
son related to a donor or donor advisor 
of a donor advised fund (as described in 
sections 4967(d) and 4958(f)(7» provides 
advice as to a distribution that results in 
any such person receiving, directly or indi
rectly, a more than incidental benefit. The 
excise tax is imposed on any person who 
advises as to the distribution or who re
ceives the benefit. A separate excise tax 
may be imposed on a fund manager who 
agreed to the making of the distribution. 
The new excise tax under section 4967 ap
plies to taxable years beginning after Au
gust 17, 2006. 

Secretarial Authority 

New section 4966(d)(2)(C) grants the 
Secretary authority to exempt certain 
funds from treatment as donor advised 
funds if either (I) the fund or account is 
advised by a committee not directly or 
indirectly controlled by the donor or donor 
advisor (and any related parties), or (2) 

such fund or account benefits a single 
identified charitable purpose. 

.03 Supporting Organizations Under the 
PPA 

Supporting Organization Definition 

The PPA incorporates the previously 
informal nomenclature used to distin
guish among types of supporting orga
nizations into the statute. Thus, new 
section 4966(d)(4)(B)(i) defines a Type I 
supporting organization as a supporting 
organization that is operated, supervised, 
or controlled by one or more section 

509(a)( I) or 509(a)(2) organizations. New 
section 4966( d)( 4)(B )(ii) defines a Type 
II supporting organization as a supporting 
organization that is supervised or con
trolled in connection with one or more 
section 509(a)(]) or 509(a)(2) organiza
tions. (See also sections 4942(g)(4)(B)(i) 
and (ii) for parallel definitions of Type 
I and Type II supporting organizations). 
Finally. new section 4943(f)(5)(A) define~ 
a Type III supporting organization as a 
supporting organization that is operated in 
connection with a section 509(a)( I) or (2) 
organization. 

New section 4943(f)(5)(8) defines 
a functionally integrated Type III sup
porting organization as one which is not 
required under regulations established by 
the Secretary to make payments to sup
ported organizations due to the activities 
of the organization related to performing 
the functions of, or carrying out the pur
poses of, such supported organizations. 

New section 509([)(2), whidl is effec
tive August 17. 2006. prohibits certain 
;,upporting organizations from accepting 
gifts or contributions from certain persons 
associated with the supported organization 
of such supporting organization. This pro
vision provides that any organization that 
would otherwise meet the requirements of 
a Type I or Type III supporting organiza
tion will be excluded under this provision 
if it accepts any gift or contribution from a 
person who directly or indirectly controls 
(either alone or together with related per
sons described in section 509(f)(2)(B)(ii) 
and (iii) the governing body of a sup
ported organization of such supporting 
organization or from a related person de
scribed in section 509(f)(2)(B). 

New Rules Regarding Section 4958 Excess 
Benefit Transactions and Supporting 
Organizations 

Section 4958 imposes an excise tax on 
certain persons if they engage in one or 
more excess benefit transactions. New 
section 4958(c)(3) provides that any grant. 
loan, compensation, or other similar pay
ment from a supporting organization to a 
substantial contributor or persons related 
to the substantial contributor (as described 
in section 4958(c)(3)(B» is treated as an 
excess benefit transaction. In addition. 
any loan from a supporting organization 
to certain disqualified persons is treated 

as an excess benefit transaction. The en
tire amount of the payment to such persons 
constitutes an excess benefit subject to an 
excise tax under section 4958. This excise 
tax applies to transactions occurring after 
July 25, 2006. 

Under new section 4958(c)(3)(C). a 
substantial contributor includes any per
son who contributed or bequeathed an 
aggregate amount of more than $5.000 to 
the organization. if such amount is more 
than 2 percent of the total contributions 
and bequests received by the organization 
before the close of the taxable year of the 
organization in which the contribution or 
bequest is received. A substantial contrib
utor also includes the creator of a trust. 

.04 New Restri<:tions on Grants Made 
by Private Foundations to Supporting 
Organizations 

The PPA amended section 4942(g) to 

deny qualifying distrihution treatment to 

grants by non-operating private founda
tions to (I) Type III supporting organiza
tions that are not functionally integrated 
and (2) to Type I, Type II, and function
ally integrated Type III supporting organi
zations if a disqualified person of the pri
vate foundation directly or indirectly con
trols such supporting organization or a sup
ported organization of the supporting or
ganization. The PPA also amended section 
4945(d)(4)(A) to treat grants to the above 
entities by all private foundations as tax
able expenditures unless the private foun
dation exercises expenditure responsibility 
with respect to the grants. 

Section 3. GRANTOR RELIANCE 
STANDARDS FOR GRANTS 
TO CERTAIN SUPPORTING 
ORGANIZATIONS 

.OJ Treatment of Grants from Private 
Foundations or Donor Advised Funds to 
Supporting Organizations 

As stated in Section 2.04. the enactment 
of the PPA imposes certain limitations if 
a private foundation makes a grant to (1 ) 
a Type III supporting organization that is 
not functionally integrated, or (2) a Type I. 
Type 11, or functionally integrated Type III 
supporting organization if one or more di;,
qualified persons of the private foundation 
directly or indirectly contro]:., ,uch ;,up
porting organization or one of ib supported 
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organizations. Specifically, for non-oper
uting foundations, the grant is not a quali
fying distribution under section ..+942. For 

ull private foundations. the grant is a tax
able expenditure under section 4945 if the 
private foundation does not exercise ex
penditure responsibility with respect to the 
grant. 

Similurly. the PPA treats as a ta",uble 
distribution any distnbution from a donor 
advised fund to ( I ) a Type III supporting 
organization that is not functionally inte
grated, or (2) any other supporting organi
zation if the fund's donor or donor advisor 
(and any rdated parties) directly or indi
rectly controls a supported organization of 
the grantee if the sponsoring organization 
does not exercisc expenditure responsibil
ity with respect to such distribution. 

Until further guidance is issued. for 
purposes of sections 4942.4945. and 4966 
(as applicable) a grantor. acting in good 
faith. may rely on information from the 
IRS Business Master File ("BMF') or 
the grantee' s current IRS letter recogniz
ing the grantee as exempt from federal 
income tax and indicating the grantee's 
public charity classification in determin
ing whether the grantee is a public charity 
under section 509(a)(1). (2). or (3). In 
addition. a grantor. acting in good faith. 
may rely on a written representation from 
a grantee and specified documents as 
described in A. and B. below in deter
mining whether the grantee is a Type I, 
Type II, or functionally integrated Type III 
supporting organization. The good faith 
requirement is not satisfied if the collected 
specified documents are inconsistent with 
the written representation. In each case, 
the grantor must verify that the grantee is 
listed in Publication 78. CWII//[atil'e List of 
Orgul1i;:atiolls described ill Section nO( Cj 

0( the Intema[ Rel'('/lue Code of 1986. 

or obtain a copy of the current IRS letter 
recognizing the grantee as exempt from 
federal income tax. 

A. To establish that a grantee is a Type I 
or a Type II supporting organization. 
a grantor. acting in good faith. may 
rely on a written representation signed 
by an officer. director or trustee of [he 
grantee that the grantee is a Type I or 
Type II supporting organization. pro
\)(Jeu that: 
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I. the representation describes how 
the grantee' s officers. directors. 
or trustees are selected. and ref
erences any provISIons 111 gov
ernrng documents that establish a 
Type I (operated. supervised. or 
controlled by) or a Type II (super
vised or controlled in connection 
with) relationship (as applicable) 
between the grantee and its sup
ported organization(s): and 

II. the grantor collects and reviews 
copies of governing documents of 
the grantee land. if relevant. of 
the supported organization(s». 

B. To establish that a grantee is a func
tionally integrated Type 1lI support
ing organization a grantor. acting in 
good faith, may rely on a written rep
resentation signed by an officer, di
rector or trustee of the grantee that 
the grantee is a functionally intcgrated 
Type III supporting organization, pro
vided that: 

I. the grantee's representation iden
tifies the one or more supported 
organizations with which the 
grantee is functionally integrated: 

ii. the grantor collects and reviews 
copies of governing documents 
of the grantee (and. if relevant, 
of the supported organization( s», 
and any other documents that 
set forth the relationship of the 
grantee to its supported organiza
tions, if such relationship is not 
reflected in the governing docu
ments; and 

iii. the grantor collects and reviews a 
written representation signed by 
an officer, director or trustee of 
each of the supported organiza
tions with which the grantee rep
resents that it is functionally in
tegrated describing the activities 
of the grantee and confirming, 
consistent with Section 3.02 of 
this notice. that but for the in
volvement of the grantee engag
ing in activities to perform the 
functions of, or to carry out the 
purposes of. the supported organ
ization. the supported organiza-

tion would nomlally be engaged 
in those activities itself. 

As an alternative to relying on a writ
ten representation from a grantee and Spec
ified documents as described in A. or B. 
above, a grantor may rely on a reasoned 
written opinion of counsel of either the 
grantor or the grantee concluding that the 
grantee is a Type I, Type II. or function
ally integrated Type III supporting organi
zation. 

A private foundation considering a 
grant to a Type 1. Type II. or functionally 
integrated Type III supporting organi
zation may need to obtain a list of the 
grantee's supported organizations from 
the grantee to determine whether any of 
the supported organizations is controlled 
by disqualified persons oflhe privale foun
dation. See Section 3.02. below. for the 
definition of control that may be used. If 
such control exists, the grant may not be a 
qualifying distribution and the foundation 
may be required to exercise expenditure 
responsibility with respect to the grant. 

Similarly, a sponsoring organization 
considering a grant from a donor advised 
fund 10 a Type I, Type II, or functionally 
integrated Type III supporting organi
zation may need to obtain a list of the 
grantee's supported organizations from 
the grantee to determine whether any of 
the supported organizations is controlled 
by the fund's donor or donor advisor (and 
any related parties). See Section 3.02, 
below. for the definition of control that 
may be used. If such control exists, the 
sponsoring organization will be required 
to exercise expenditure responsibility. 

.02 Standards for Determining Control 
and for Defining "Functionally Integrated 
Type III Supporting Organization" 

The Service and the Treasury Depart
ment intend to issue regulations regarding 
the meaning of "control" under sections 
4942(g)(4)(A) and 4966(d)(4)(A) and the 
definition of a "functionally integrated 
Type III supporting organization" under 
section 4943([)(5)(B), Until those regula
tions are issued, a grantor may rely on the 
standards described below for purposes of 
sections 4942, 4945 and 4966 (as appli
cable). Although regulations may adopt 
different standards from those referenced 
below, those regulations will apply to 



grants made by private foundations and 
spomoring organizations no sooner than 
the date that the regulations are proposed. 
The standards set forth below will apply 
with respect to any grants made prior to 
that date. 

In detennining whether a disqualified 
person with respect to a private founda
tion controls a supporting organization or 
one of its supported organizations, the con
trol standards established in Treas. Reg. 
section 53.4942(a)-3(a)(3) will apply. Un
derthese standards, an organization is con
trolled by one or more disqualified persons 
with respect to a foundation if any such 
persons may, by aggregating their votes 
or positions of authority, require the sup
porting or supported organization to make 
an expenditure, or prevent the suppurting 
organization or the supported organization 
from making an expenditure, regardless of 
the method by which the control is exer
cised or exercisable. 

Similarly, in determining whether a 
donor or donor advisor or a person related 
to a donor or donor advisor (as described 
in sections 4967(d) and 4958(f)(7)) of any 
donor advised fund controls a supported 
organization of the grantee, the control 
standards established in Treas. Reg. sec
tion 53.4942(a)-3(a)(3) will apply. Under 
these standards, a supported organization 
is controlled by one or more donor or 
donor advisors (and any related parties) 
of any donor advised fund if any such 
persons may, by aggregating their votes or 
positions of authority, require a supported 
organization to make an expenditure, or 
prevent a supported organization from 
making an expenditure, regardless of the 
method by which the control is exercised 
or exercisable. 

Also, solely for purposes of a represen
tation or opinion of counsel on which a 
grantor may rely, an organization will be 
considered a functionally integrated Type 
lIJ supporting organization if it would meet 
the test set forth in Treas. Reg. section 
1.509(a)-4(i)(3 )(ii). 

Section 4. APPLICABILITY DATE FOR 
EXCESS BENEFIT TRANSACTIONS 
BY SUPPORTING ORGANIZATIONS 

As stated in Section 2.03, under sec
tion 4958(c), as amended by the PPA, any 
grant, loan, compensation, or other similar 
payment by a supporting organization to a 

~ubstantial contributor or a person related 
to a suhstantial contributor (as described in 
section 495g(c)U)(B)), and any loan pro
vided by a supporting organiLation to cer
tain disqualified per<;ons, is treated auto
matically as an excess benefit transaction, 
with the entire amount paid to the substan
tial contributor or disqualified person and 
those related to thcm treatcd J~ an exce~s 
benefit. The statute provides that this ncVv 
rule applies to transactions occurring after 
July 25, 2006. 

Treasury and the IRS understand that 
before the PPA wa, enacted on August 17, 
2006, a supporting organization may have 
entered into a binding contract or other le
gal obligation to pay substantial contrihu
tors, or persons related to substantial con
tributors, for goods or services, or to pro
vide a loan to a disqualified person. At 
the time the supporting organization en
tered into these contracts or other legal 
obligations, the payments required under 
them were not necessarily con~idered ex
cess benefit transactions. 

To address the change to the law un
der the PPA, the IRS will not consider any 
payment made pursuant to a written con
tract that was binding on Augu~t 17, 2006 
as an excess benefit transaction under new 
section 4958(c)(3), provided that (I) such 
COntract was binding at all times after Au
gust 17,2006 and before payment is made, 
(2) the contract is not modified during such 
period, and (3) the payment under the con
tract is made on or before August 17,2007. 
Termination of the COntract does not con
stitute a modification for this pLlrpo~e. 

Similarly, relief is provided with re
spect to certain arrangements that are not 
govern cd by a binding written contract de
scrihed in the preceding paragraph. With 
respect to any such arrangement involving 
an employment relationship in existence, 
or other legal obligation in effect, on Au
gust 17, 2006, the IRS will not consider 
any payment pursuant to such an arrange
ment as an excess benefit transaction un
der new section 4958( c)(3), provided that 
( I) the terms of such arrangement are not 
modified after August 17, 2006. (2) any 
services are performed and any goods arc 
delivered as required by the arrangement 
no later than December 31, 2006, and (3) 

the payment is made no later than August 
17, 2007. Termination of the arrangement 
does not constitute a modification for this 
purpose. 

The applicability dates ser forth in this 
section affect only liability for excise taxes 
under new ~ection 4Y5X(c)(:\) Notwith
standing any relief provided in thi, .,ection, 
if the wpporting organization pays in ex
cess of reasonable compensation for ser
vices or in exces.s of fair market value for 
goods. it jeopardizes continued tax exemp
tion under ,ection 501 (c)(:\J. and the in
clividuab, receiving the payments may be 
subject to excise taxes under ~ection -+958. 
[n addition. any relief provided by thi~ sel
tion docs not alter whether a tran~action is 
an excess benefit transaction under section 
4958(c)( I). 

Section 5. DONOR ADVISED FUNDS 

New section 4966(c)( I )(A) imposes an 
excise tax on all distributioll!> to natural 
persons from dO[Jur advised funds effec
tive for tilxable years beginning after Au
gust 17. 2006. However. pursuant to the 
authority described in Section 2.02 above, 
certain funds or ;lccounts are exccpted 
from the definition of donor advised fund. 

.0 I Employer-Sponsored Disaster Relief 
Assistance Programs 

The definition of donor advised fund 
in section 4966(d)(2)(A) encompasses all 
funds and accounts owned or controlled by 
;l sponsoring organization separately iden
tified with reference tu the contribution of 
a donor or donors for which the donor, 
O[ anyone appointed by the donor, ha:;, or 
reasonahly expects to have, adviwry priv
ileges. Section 4966(dj(2)(C) granh the 
Secretary the authority to exempt a fund 
or account (a "fund") from the definition 
of donor advised fund. 

Certain employers may eqahllsh disas
ter relief funds at a community foundation 
or other public charity to provide disas
ter relief grant, to employees or their fam
ily members who are the victims of a ma
jor disaster. The sponsoring organi/ation 
may receive contributions to these fund .. 
from both the employer and it-; employees. 
I f these employer-sponsored di,aster relief 
funds are within the definition of donor 
advised fund" any distribution from these 
funds to c1l1pl()yee~ or their family mem
ber;, would be subject to excise tax under 
new section 4%0. 

Pursuant to the authonty under 
'+966(d)12)(C). the IRS and Department 
of Treasury excludc from the definition of 
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donor ath i ,ed fund any empillyer-\plln
,ored dl~a\ter relief fund that mecb the 
following re4uiremenh: 

a. the fund ,ef\e~ a smgk identified 
charitable purpme. \\hich i, to PJ'll
\ide reIJel from one or more 4ualified 
di'~hter~ within the meaning 01' \ec
tilln 1.1L)(cli I). 12). or (.1);1 

b. the fund sene, a large or indefinite 
cia" la "charitable class"): 

c. recipient~ of granh from the fund are 
se lectcd based on obleCtI \'e determ i
natillns of need; 

d. the selection of recipients of g.rants 
from the fund is made using either 
an independent selection committee 
or ade4uatc "ubstitute procedures to 
ensure that any benefit to the em
ployer is incidental and tenuous. The 
selection committee is independent 
if a majority of the members of the 
committee consists of persom who 
are not in a position to exercise sub
stantial intluence over the affairs of 
the employer; 

e. I1ll payment is made from the fund to 
or for the benefit of: 

I. any director. officer. or trustee 
of the sponsoring organization of 
the fund. or 

II. members of the fund's selection 
committee: and 

r. the fund maintuins ,H.!c4uate records 
that demonstrate the rcciplents' needs 
for the disaster relief assistance pw
vided. 

Satisfaction of the~e requiremenh doe~ 
not affect the determination of whether any 
paymenh made from the fund might result 
in taxable eOJnpen~ati()n to the employee,. 

.02 Applicability Date for Educational 
Grants 

:\, prmided in Section 2.02 abme. Ul1-

d<.'l' I1C\\ ~ection 4966. di~triblltilln~ to nat
ural persons from it donor ad\ ised fund 

are subject to an excise tax. The PPA d. there is no l1lat~rial change in the 
prmides that section -lYnn applies to cer- amount or in the conditions of the 
tal n di,tn butions I including certall1 educa
tional grants) made In taxable years begin
ning after Augw,t 17.2006, The excise tax 
applies irrespective of whether the grant is 
ncludahk from the recipient's income as 
a schohlr,hip or fellowship under section 
117. 

The IRS and Department of Treasury 
umierstano that certain educational grants 
may ha\e been committed to an individ
ual on or before the date of enactment. the 
payments of which extend beyond August 
17. 2006. Pursuant to this notice. section 
-l-966( c)( I )( A) shall not appl y to payments 
made after August 17. 20()6. with respect 
to an educational grant. if the payment is 

made pursuant to a grant commitment en
tered into on or before August 17. 2006. 
A commitment will be considered entered 
into on or before August 17. 2006, if: 

a, the educational grant was awarded on 
an objective and nondiscriminatory 
basis ,md is reasonable in amount in 
light of the purposes of the educa
tional grant: 

b. the educational grant was not awarded 
to. nor are payments made pursuant 
to that grant to a donor. donor advi
,or, or any person related to a donor 
or donor advisor (as described in sec
tions 49671d) and 4958(f)(7»: 

c. on or before August 17, 2006: (I) 
(a) the name of the educational grant 
recipient. the nature of the educa
tion,d grant. the amount of the educa
tional grant. the date on which it was 
awarded. and the educational grant 
period. were entered on the record~ of 
the spon~oring organization or were 
otherwise adequately evidenced. or 
(b) notice of the payments to be 
received was cOlllmunicated to the 
[layce in wri ti ng. and (2) the spon
~oring organization kcep~ a record 
of ,uch information or notice for a 
period th<.lt ends no earlier than three 
y~ars after the clme of the taxable 
year in which the last [layment IS 

made under the grant: and 

educational grant. stich as a required 
reapplication for the grant. 

Notwithstanding the ahoye. section 
-1-967 may apply to any grant that oth
erwise fih within the criteria specified. 
Thus. if a sponsoring organil.ation makes 
an educational grant dlstrihution that re
sults in more than an incidental benefit to 

a donor. donor advisor. or a person related 
to a donor or donor advisor. the grant will 
be subject to excise tax. 

Section 6. REQUEST FOR COMMENTS 

The IRS and the Department Df Trea
sury request comments regarding this no
tice and suggestions for future guidance 
with respect to changes in requirements 
for donor advised funds and supporting 
organizations or other changes affecting 
tax-exempt organizations under the PPA. 

COlllments should refer to Notice 
2006-109 and be submitted by Febru
ary I. 2007. to: 

Internal Revenue Service 
SE:T:EO:RA:G (Notice 2006-109) 
P.O. Box 7604 
Ben Franklin Station 
Washington. DC 20044 

Submissions may be hand delivered 
Monday through Friday between the hours 
of S a.m. and 4:00 p.m. to: 

SE:T:EO:RA:T:G (Notice 2006-109) 
Courier's Desk 
Internal Revenue Service 
IIII Constitution Ave., N.W. 
Washington. DC 20224 

Alternatively. taxpayers may sub-
mit comments electronically to 
eoppa@irs.f{ov. Please include "No-
tice 2006-109" in the subject line of any 
electronic communications. 

All comments will be available for pub
lic inspection and copying. 

I l r~Jl'r ,,-'L!r,lfb I ~q(~ II I'. (~I .lIld I ~ I .\ LllJ.I!IIh.'d dl\,\'Il.'! 11h:,m-.. ,\ di'cI'-lL'r thdt rt'"ulh (rom J tt'rrorJ,ti( (ir mlinar) a(lIon (a", JeflIlcd in \cction 692(<.:)(2)), a Pre'iidcntiaIly declared disaster 
I J\ lk'llllt'd 111 ,l· .. :i 1,,111 I n ~ ;,\ h II 1,) I .• \!ld .1 .. II'-.,I-.I,:r r.h.lt f,.'-.lllt" Irl'lll .Ill ,.Ill. Ilklll I n\ (11\ lr,~' .1 u 1[11111, m l~lml'r or fr(lnl ~m: other event \\ hilh the Secretary determme,; tu he of a cata~trophic nature. 
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Section 7. PAPERWORK REDUCTION 
ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 U.S.c. 3507) under 
control number 1545-2050. An agency 
may not conduct or sponsor. and a person 
is not required to respond to, a collection 
of information unless the collection of 
information displays a valid OMB control 
number. 

The requiremtnlS to collect information 
are in Sections 3 and 5 of this notice. Col
lecting the required information provides 
private foundations and sponsoring orga
nizations of donor advised funds with re
lief from excise taxes imposed by sections 
4942, 4945 and 4966 of the Code. 

The estimated total annual reporting 
and/or recordkeeping burden is 612,294 
hours. 

The estimated annual burden per re
spondentirecordkeeper varies from 7 
hours, 53 minutes to 9 hours, 48 minutes, 
depending on individual circumstances, 
with an estimated average of 81/2 hours. 
The estimated total number of respondents 
and/or recordkeepers is 65,000. 

The estimated frequency of collection 
of such information is occasional. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidrntial, as required 
by 26 U.S.C. section 6103. 

Section 8. DRAFTING INFORMATION 

The principal authors of this notice arc 
Mary 10 Salins and Robert Fontenrose of 
the Exempt Organizations, Tax Exempt 
and Government Entities Division. For 
further information regarding this notice, 
contact Ms. Salins at (202) 283-9453. or 
Mr. Fontenrose at (202) 283-Y484 (not a 
toll-free call). 

Recordkeeping Requirements 
for Charitable Contributions 
Made by Payroll Deduction 

Notice 2006-110 

SECTION I. PURPOSE 

This notice provides guidance on how 
charitable contributions made by payroll 
deduction may meet the requirements of 
§ 170( f)( 17) of the Internal Revenue Code. 

Taxpayers claiming charitable contri
bution deductions for cash, check. or other 
monetary gifts made in taxable years be
ginning after August 17,2006, are subject 
to the new recordkeeping requirements of 
~ 170(f)(l7), as added by section 1217 
of the Pen1>iOIl Protection Act of 2006, 
P.L. 109-280, 120 Stat. no (2006)(PPA). 
To sllbst~ntiate a deduction, ~ 170(f)( 17) 
requires a taxpayer to maintain a bank 
record or a written communication from 
the donee showing the name of the donee 
organization, the date of the contribution. 
and the amount of the contribution. For 
a charitable contribution made by payroll 
deduction, a pay stub. Form W-2. or other 
employer-furnished document that sets 
forth the amount withheld for payment to 
a donee organization, along with a pledge 
card prepared by or at the direction of the 
donee organization, will be deemed to he 
a "written communication from the donee 
organization" that satisfies the require
ments of § 170( O( 17). 

The Internal Revenue Service and 
the Treasury Department expect to is
sue regulations under 9 170 incorporat
ing the recordkeepi ng requirements of 
~ 170(f)( 17). Taxpayers making chari
table contributions by payroll deduction 
may rely on this notice to comply with the 
new requirements until those regulations 
are effective. 

SECTION 2. BACKGROUND 

Section 170 generally allows a deduc
tion, subject to certain limitations. for 
any charitable contribution (as defined in 
§ 170(c) payment of which is made during 
the taxable year. For any contribution of 
$250 or more. § 170( f)( 8) provides that no 
deduction is allowed unless the taxpayer 
substantiates the contribution by a con
temporaneous written acknowledgment 
of the contribution by the donee organ-

ization. The contemporaneou~ written 
acknowledgment must contain the amount 
of cash and a description of any property 
other than cash contributed: a statement 
whether the donee organization provided 
any goods or services in consideration for 
the contribution: and a description and 
good faith estimate of the value of any 
goods or services provided m considera
lion for the contribution. or. if the goods 
or services consi:-.t solely of intangible re
ligious benefits. a stutement to that effect. 

Section 1.170A-13(f)(ll)(i) of the In
come Tax Regulations provides that a 
contribution made by means of withhold
ing from a taxpayer's wages and payment 
by the taxpayer's employer to a donec 
organization (i.e., a contribution made by 
puyroll deduction) may be substantiated, 
for purposes of S 170(f)(8), by both: (I) 

a pay stub. Form W-2, or other docu
ment furnished by the employer that sets 
forth the amount withheld by the em
ployer for the purpose of payment to a 
donee organization; and (2) a pledge card 
or other document prepared by or at the 
direction of the donee organization that 
includes a statement to the effect that 
the organization does not provide goods 
or services in whole or partial consider
ation for any contribution made to the 
organization by payroll deduction. Sec
tion 1.170A-13(f)( II )(ii) provides that the 
contribution amount withheld from each 
payment of wages to a taxpayer is treated 
as a separate contribution for purposes of 
applymg the S250 threshold in * 170(f)(S) 
to charitable contributions made by pay
roll deduction. 

Section 1.l70A-13(f)( 12) provides, 
in celevant parl, that an organizUlion de
scribed in ~ 170( cJ. or an organi7ation 
described in 5 CFR 950.105 (a Principal 
Combined Fund Organization for purposes 
of the Combined Federal Campaign) and 
acting in that capacity, that receives a pay
ment made as a contribution is treated as 
a donee organization solely for purpose~ 
of ~ 1701f)Oi), even if the organization 
(pursuant to the donor's inqrllctlons or 
otherwise) distribute~ the amount received 
to one or more organizations described in 
~ 170(c). 

Section 1217 of the PP/\ adds 
9 170( fJ( 17). effective for contrioutlon, 
made in taxable years beginning after 
Augu,t 17. 2()()o. Section 170(1')( 17) pro
vides that no deduction is allowed under 
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~ 1701 a 1 for ,\11) cllntrihll1101l of a ca,h, 
check, or other monetar) gifl. llnle\, the 
taxpayer maintall1\ Cl\ a rec(1rd of the 
l'()[1trihution a hank In'ord llr a \\ ntten 
l'()Jl1lllunil'ation fr\)111 the Linl1ee ,hm\ ing 
the name uf the donee mgani/ation and 
the date and the amount of Ihe l'llntri
hUtlolL l n1lkL' ~ 17()1 I'll X L \\hil'h onl) 
:lpplIc, to clllltnnutioll, of S~5() or mOrL'. 
~ 1701 til 17 I applle, 10 an) l'ontri nlilion llt' 

:1 c:I,ll. dl,'cL or \)[ her monetary gi ft. 
All) l'lllllnnlltion llf $250 or more made 

b) l';l'\), d1,'ck, or other monetary gift is 
,ubJeL't to ~~ 170IfJ(K) and If)(17), No de
ductillll tor a cOlltrinlltion or $~50 or more 
made ny payroll dedul'tion is allowed UIl
k" thc taxpayer sati,fie, the sub,rantia
tilln fe411lrements of each sediLJIl. 

SECTION 3. APPLIC ATIO;\l OF 
~ 170( r)( 17) TO CONTRIBUTIONS 
~IADE BY PAYROLL DEDUCTION 

A Liedul'tion for a contribution made by 
pa)mll deduction in taxable year, begin
ning after August 17, 2006. will not be 
allO\\ed unless the recordkeeping require
menh of ~ I 70( 1')( 17) are met. In the case 
(If a contribution made hy payroll deduc
tion. a "written communication from the 
donee organization" wilhin the meaning 
of ~ 170(fi( 171 will he deemed to include 
II) a pay quh. Form W-2. or other docu
ment furnished hy the employer that seh 
forth the amount withheld during a tax
ablc ycar by the em[Jloycr for the purpose 
of payment to a donce organi/ation. to-
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gerher \\'ith (2) a pledge card or other doc
Ull1t'nt prepared h) ur at the direction of the 
donee org,lIliDltioll that shows the name of 
the donee organiratioll. An organi/ation 
descrihed ill ~ 1701 c I. or an organi/ation 
desuihed in 5 CFR 950. 105 (a Principal 
Comhined Fund Organilatioll for purposes 
of the Comhined Federal Campaign) and 
acting in that capacity. that n:cein's a pay
ment made as a contrihution \\ ill he treated 
:1\ a donee organiL<ltion for purpllses of 
~ 170( f)( 17J. 

To substantiate a contribution of $250 
or more made by payroll deduction. the 
plcdge l'aninr other document prepared by 
the donee organization also must include 
a statement to the effect that the organiza
tioll does not prm ide goods or services in 
whole or partial consideration for any con
tributions made to the organization hy pay
roll deduction. 

The Servicc and the Treasury De
partment expect tll issue revised regu
lations under ~ 170 that will incorpo
rate the recordkeeping requirements of 
~ 1701f)( 17). Taxpayers may rely on this 
notice to substantiate contributions made 
hy payroll deduction in taxable years he
ginning after August 17. 20()6. until those 
regulations are effective. 

SECTION 4. PAPERWORK 
REDUCTION ACT 

The c()llectilln~ of informmioll refer
enced in thi, notice hene heen previously 
rn iewed allli approved hy the Office of 

Management and Budget (OMB) as part of 
the promulgation of Section 1.170A-13 in 
accordance with the Paperwork Reduction 
Act (44 U.S.C. 35(7) under control num
her 1545-0754. This notice merely clari
fies the suhstantiation required for a contri
oution of a cash. check. or other monetary 
gift suoject to * l70( t)( 17). 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to. a collectilln of information unless the 
collection of information displays a valid 
OMB control numher. 

Books or records relating to a l'ollel'lion 
of information must he retained as long 
as their contents may hecome material in 
the administration of any internal revenue 
law. Generally. tax returns and return in
formation are confidential. as required hy 
~ 6103. 

SECTION 5. DRAFTING 
INFORMATION 

The principal authors of this notice are 
Nancy J. Lee and Patricia M. Zweibel of 
the Office of Associate Chief Counsel (In
come Tax & Accounting). For further 
information regarding this notice, contact 
I\'ancy 1. Lee at (202) 622-5020 (not a 
toll- free call). 



Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006·94 

Under Title 3 L Code of Federal Regu
lations, Part 10, attorneys. certified public 
accountants, enrolled agents. and enrolled 
actuaries may not accept assistance from, 
or assist, any person who is under disbar
ment or suspension from practice before 
the Internal Revenue Service if the assis
tance relates to a matter constituting prac
tice before the Internal Revenue Service 
and may not knowingly aid or abet another 

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

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

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

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

Name Address 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may suspend an attorney, certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

Tomasulo, Maria V. Wantagh, NY CPA 

Maloy, Jr., Robert 1. Galion,OH CPA 

Pate, Janet M. Broadview. NM CPA 

Scott, Howard Miami. FL Attorney 

Adamic. Jonathan E. San Lorenzo, CA CPA 

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

Date of Suspension 

Indefinite 
from 
August 7, 2006 

Indefinite 
from 
August 15. 2006 

Indefinite 
from 
August 15. 2006 

Indefinite 
from 
August 15. 2006 

Indefinite 
from 
Augu~l 18. 2006 

2006-2 C.B. 1129 



Name Addres~ Designation Date of Suspension 

Becker. Ira S. Wilmette. IL CPA August 22. 2006 

to 
August 21. 200R 

Snigur. Virginia laquinta WarwIck. NY Attorney Indefinite 
from 

August 31, 2006 

Galpern. Jllcl Cj. N orlh Miami. FL CPA Indefinite 
from 
September I, 2006 

DiSiena. Frank E. Katonah. NY CPA Indefinite 
from 
September 4, 2006 

Carusona. Thomas M. Huntington. NY Attorney Indefinite 
from 
September 15, 2006 

Shaikh. Firoz A. Melville. NY CPA Indefinite 
from 
September 15, 2006 

Wickline. Ella L. Ronceverte. WV Enrolled Agent Indefinite 
from 
September 15, 2006 

Smith. Daniel B. Garden City, NY CPA Indefinite 
from 
September 18, 2006 

Carlin, Charles R. South Bend. IN CPA Indefinite 
from 
October I, 2006 

Devine, Daniel M. Boca Raton. FL CPA Indefinite 
from 
October 1, 2006 

Dupont. Hewitt. J. Daytona Beach. FL CPA Indefinite 
from 
October 1, 2006 

Farrell. Raymond J. Matawan, NJ Attorney Indefinite 
from 
October 1, 2006 

Kelligrcw. John R. White Plains. NY Attorney Indeiinite 
from 
October [, 2006 

Klein. Roher! B. BilrJonia. NY Enrolled Agent Indefinite 
from 
October I, 2006 

Long. Gregory S. Hutchinson. KS Attorney Indefinite 
from 
Octoher I, 2006 
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Name Address Designation Date of Suspen~ion 

Moore, Ronald L. Cayce, SC CPA Indefinite 
from 
October I, 2006 

Schaffer, Robert 1. Calverton, NY CPA Indefinite 
from 
October I , 2006 

Berlin, Stanley Erie, PA Attorney Indefinite 
from 
October 15, 2006 

Briscoe, Jack Drexel Hill, PA Attorney Indefinite 
from 
October 15,2006 

Buzzeo, Michael V. New Canaan, CT CPA Indefinite 
from 
October \5,2006 

Sacco, John M. Pound Ridge, NY CPA Indefinite 
from 
October 15,2006 

Sheiman, Alan P. Sherman Oaks, CA Enrolled Agent Indefinite 
from 
October 15, 2006 

Tourin, Mark Miami, FL CPA Indefinite 
from 
October 15. 2006 

Bums, William J. Randolph, MA Attorney Indefinite 
from 
October 16. 2006 

Webb, Norman R. Daphne, AL CPA Indefinite 
from 
October 16, 2006 

Brown, Guia EP Hobe Sound, FL Enrolled Agent October 20, 2006 
to 
April \9,2008 

Gram, John A. Gainesville, GA Attorney Indefinite 
from 
November 1,2006 

Herzog, Samuel A. lericho. NY CPA Indefinite 
from 
November I, 2006 

Kellicker, John F. Cleveland, OH CPA Indefinite 
from 
November 1.2006 

Krieger, Robert M. Hampton. NH CPA Indefinite 
from 
November I, 2006 

Minsky, Neil J. Randolph, NJ CPA Indefinite 
from 
November 1,2006 
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Name Address 

0' Brien, Timothy Newton Center. MA 

Sukenik, Martin Kew Gardens, NY 

Savoy, Cassandra East Orange, NJ 

Bonner, Charles B. Athens, GA 

Levine, Barton p, New York, NY 

Taves, Joseph G. Provincetown, MA 

Young, Ronald Fairfield, CT 

Brush, Charles, H. Southbury, CT 

Jacob, Robert 1. Tucson, AZ 

Designation 

Attorney 

Attorney 

Attorney 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
November 1. 2006 

Indetinite 
from 
November 1,2006 

Indefinite 
from 
November 7,2006 

Indefinite 
from 
November 15, 2006 

Indefinite 
from 
November 15,2006 

Indefinite 
from 
November 15, 2006 

Indefinite 
from 
November 16, 2006 

Indefinite 
from 
December 1, 2006 

Indefinite 
from 
December 15, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

Name Address 

Williams, Donna M. York, PA 

the expedited proceeding is instituted (I) 

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

Designation 

CPA 

Foushee. Wayne H. Winston-Salem, NC Attorney 
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The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
July 25, 2006 

Indefinite 
from 
August 3, 2006 



Name Address Designation Date of Suspemion 

Kronegold, Sheldon H. Englewood, NJ Attorney Indefinite 
from 
August 3. 2006 

NomIaO, Clarence Brooklyn, NY Attorney Indefinite 
from 
Augu>.t 3. 2006 

Chin, Arnold San Francisco, CA Attorney Indefinite 
from 
Augu!-,t 31. 2006 

McCann, Thomas Des Moines, JA Attorney Indefinite 
from 
August 31. 2006 

Whaley, Daniel P. Hood, CA Attorney Indefinite 
from 
August 3 L 2006 

Chukumba, Stephen C Montclair, NJ Attorney Indefinite 
from 
September 12, 20CJ6 

Katz, Edward C. New York, NY Attorney Indefinite 
from 
September 12, 2006 

Kadunce, Darrell L Butler, PA Attorney Indefinite 
from 
September IS, 2006 

Allen, Robert W. Torrance, CA CPA Indefinite 
from 
September :2 I, 2006 

Brown, Davin W. Raleigh, NC CPA Indefinite 
from 
September 21, 2006 

Cunningham. R. Scott Dalton, GA Attorney Indefinite 
from 
September 21, 2006 

Eilers, Tom D. Raleigh, NC CPA Indefinite 
from 
September 21. 20CJ6 

Gerdes, Roger A. Carpinteria, CA Attorney Indefinite 
from 
September 21, 2006 

Kurth, Richard Frederick Danville, IL Attorney Indefinite 
from 
September 21, 2006 

Mitchell, McArthur D. Charlotte, NC CPA Indefinite 
from 
September 21. 20()6 
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Name Addres~ Designation Date of Suspension 

Ragu'a. Patlilia A. Spring. TX CPA Indefinite 
from 
September 21. 2006 

Wulhherg. David E. Murrieta. CA Attorney Indefinite 
from 
September 21. 2006 

CU\. Hri~lll J. Plymouth. MI CPA Indefinite 
from 
Septemher 25. 2006 

i\Lilllklman. i\lichacl D. Meljuon. WI Attorney Indefinite 
from 
September 25. 2006 

l\lilkr. SIC\ en L. Canal Winchester. OH Attorney Indefinite 
from 
September 25. 2006 

Felli. Jay A. Mequon. WI Attorney Indefinite 
from 
October 2. 2006 

Schoch V. Arch K. High Point. NC Attorney Indefinite 
from 
October 2. 2006 

Andre. Patrick F. Manchester. MO Attorney Indefinite 
from 
October 12, 2006 

Brill. Knin Michael Downers Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Day. Richard G. Largo. FL Attorney Indefinite 
from 
October 12, 2006 

Dull. Kay E. MIami Shores. FL Attorney Indefinite 
from 

October 12, 2006 

franI-.. Arthur .I. Chicago. IL Attorney Indefinite 
from 
October 12, 2006 

G~\L'I-.k. Thoma, E. Plymouth. MI Attorney Indefinite 
from 
October 12, 2006 

Halllilloll. H(l\\ard D. Fort Dodge. IA Attorney Indefinite 
from 
October 12, 2006 

H()d~l'. Ruhert l\\. Lafayette. LA Attorney Indefinite 
from 
October 12, 2006 

Ll''- \ ,hCIl. Dunna P. Waterlno. IA Attorney Indefinite 
from 
October 12. 2006 
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Name Address Designation Date of Suspension 

Peiss, John H. Downers Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Petty. James E. Austin, TX CPA Indefinite 
from 
October 12. 2006 

Ruffin-Hudson, Linda C. Saint Louis, MO Attorney Indefinite 
from 
October 12, 2006 

Schaefer, James E. St. Louis Park, MN Attorney Indefinite 
from 
October 12, 2006 

Schmitt, Martha G. Minneapolis, MN Attorney Indefinite 
from 
October 12, 2006 

Shannon, Terrance 1. Mission Viejo, CA Attorney Indefinite 
from 
October 12, 2006 

Smith, Matthew S. Denver, CO Attorney Indefinite 
from 
October 12, 2006 

Swanson, Richard West Chicago, IL CPA Indefinite 
from 
October 12, 2006 

Thomas, Kenneth A. Farmers Branch, TX Attorney Indefinite 
from 
October 12, 2006 

Tomasa, Ryan H. Honolulu, HI Attorney Indefinite 
from 
October 12, 2006 

Williams, Jr., Harry D. San Antonio, TX Attorney Indefinite 
from 
October 12, 2006 

Wilson, Jr., Robert N. Ayer, MA Attorney Indefinite 
from 
October 12, 2006 

Yum, Chris Chulho Woodbridge, VA Attorney· Indefinite 
from 
October 12, 2006 

Dunham, Richard G. Irvine, CA Enrolled Agent Indefinite 
from 
October 15. 2006 

Housman, David Albuquerque, NM Attorney Indefinite 
from 
October 15. 2006 

Malitz, Charles P. Beachwood, OH CPA Indefinite 
from 
October \ 5.2006 
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Name Address Designation Date of Suspension 

Emig, Robert W. Houston, TX CPA Indefinite 
from 
October 24. 2006 

Freese. Scott D. Norfolk. NE Attorney Indefinite 
from 
October 24. 2006 

Rambo. Byron L. Sanford, FL EA Indefinite 
from 
October 24. 2006 

Ask. Ronald W. Riverside, CA Attorney Indefinite 
from 
October 30, 2006 

Berry. Richard S. Tempe, AZ Attorney Indefinite 
from 
October 30. 2006 

Burkhardt. William R. Canyon Lake, TX CPA Indefinite 
from 
October 30, 2006 

Callaway, Jr., Paul F. Greensboro, NC CPA Indefinite 
from 
October 30, 2006 

Doyle, David W. Arvada, CO Attorney Indefinite 
from 
October 30, 2006 

Elmore, Ill. Virgil Birmingham, AL Attorney Indefinite 
from 
October 30, 2006 

Grandt, Lawrence E. Gurnee,IL CPA Indefinite 
from 
October 30, 2006 

Hanson, Steven G. Lodi, CA Attorney Indefinite 
from 
October 30, 2006 

Omodele, Boluwaji Houston, TX CPA Indefinite 
from 
October 30, 2006 

Rahden, Horst R. Fort Wayne. IN CPA Indefinite 
from 
October 30, 2006 

Censoprano, Salvatore Foster City, CA CPA Indefinite 
from 
October 31, 2006 

Powell. James S. Lakewood, CO Attorney Indefinite 
from 
October 31, 2006 

Allen. Leonard G. Mesa, AZ CPA Indefinite 
from 
November 1, 2006 
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Name Address 

Parker, Donald A. Benson, NC 

Rogers, James M. Tulsa, OK 

Coopet, Michael W. Saint Paul, MN 

Day, Jr., John Taylor Hingham, MA 

Grella, Paul J. Canton, MA 

Meggers, Theodore M. Des Moines, IA 

Tolbert, James L. Los Angeles, CA 

Designation 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Date of Suspension 

Indefinite 
from 
November 6, 2006 

Indefinite 
from 
November 6. 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8, 2006 

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

Under Title 31, Code of Federal Reg- ministrative law judge, the following indi- from practice before the Internal Revenue 
ulations, Part 10, after notice and an op- viduals have been placed under suspension Service: 
portunity for a proceeding before an ad-

Name Address 

Lazaro, Charles Visalia, CA 

Wasilowski, Ronald Natrona Heights, PA 

Wellbery, William J. Deerfield Beach, FL 

Clapper, Gary L. La Mesa, CA 

Designation 

Attorney 

CPA 

CPA 

Enrolled Agent 

Effective Date 

July 20, 2006 
to 
January 19,2010 

July 21, 2006 
to 
July 20, 2011 

October 12, 2006 
to 
October 11,2008 

November 2, 2006 
to 
November 1, 2008 
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Consent Disbarments From Practice Before the Internal 
Revenue Service 

lJ nder Title 31. Code of Federal Regu
lution~. Part 10. an attorney. certified pub
lic uccountunt. enrolled agent, or enrolled 
actuary. in order to a\ oid institution or con
clll~ion of a proceeding for his or her dis
barment or suspension from practice be-

Name Address 

fore the Internal Revenue Service. may of
fer his or her consent to disbarment from 
such practice. The Director, Office of Pro
fessional Responsibility. in his discretion. 
may disbar an attorney. certified public ac-

Designation 

Grossman. Robert S. Ardmore, PA Attorney 

count ant. enrolled agent. or enrolled actu
ary in accordance with the consent offered. 

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

Date of Disbarment 

Indefinite 
from 
October 4. 2006 

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

Under Title 31, Code of Federal Regu
lations. Part 10, after notice and an oppor-

tunity for a proceeding before an adminis
trative law judge, the following individu-

Name Address Designation 

Hubbard, Murphy Springfield, MO CPA 

Kardos, Sandra E. Van Nuys, CA CPA 

Jewett. Jerry A. Fremont,OH Enrolled Agent 

Censure Issued by Consent 
Under Title 31. Code of Federal Reg

ulations. Part 10. in lieu of a proceeding 
being instituted or continued, an attorney. 
certified public accountant, enrolled agent. 

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

Name Address Designation 

Applegate. William F. Madison. NJ CPA 

Vigliotti, Anthony J. East Haven. CT Enrolled Agent 

Bolgiani. Janette A. Brooklyn, NY Enrolled Agent 

Cheney. James E. Phelps. NY CPA 

Dollinger. Douglas Middletown. NY Attorney 

Rcc\cs. Zak E Denver. CO Enrolled Agent 
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als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

September 20, 2006 

October 2, 2006 

November 2, 2006 

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

Date of Censure 

September 12, 2006 

September 12, 2006 

September 14, 2006 

September 18, 2006 

October 2, 2006 

October 2, 2006 



Name Address Designation 

Castiglione, John 

Shannon, James P. 

Pittsfield, MA Attorney 

Attorney 

Attorney 

Rochester, NH 

Kuller. Mark A. Bethesda, MD 

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

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

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

Date of Censure 

October 4. 2006 

October 4, 2006 

October 6, 2006 

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

Name Address Date of Resignation 

Schwartz. Judy 

AJCA Modifications to the 
Section 6111 Regulations; 
Correction 

Announcement 2006-98 

AGENCY: Internal Revenue Service 
(IRS), Trea~ury. 

ACTION: Correction to notice of pro
posed rulemaking by cross-reference to 
temporary regulations. 

SUMMARY: This document contains a 
correction to notice of proposed rule
making by cross-reference to temporary 
regulations (REG-I03039-05, 2006-49 
LR.B. 1057) that were published in the 
Federal Register on Thursday, Novem
ber 2.2006 (71 FR 64496) relating to the 
disclosure of reponable transactions by 
material advisors. 

FOR FURTHER INFORMATION 
CONTACT: Tara P. Volungis or 
Charles Wien, 202-622-3070 (not a 
toll-free number). 

Las Vegas, NV October 13, 2006 

SUPPLEMENTAL INFORMATION: 

Background 

The notice of proposed rulemaking by 
cross-reference to temporary regulations 
(REG-103039-05) that is the subject of 
this correction is under sections 6111 and 
6112 of the Internal Revenue Code. 

Need for Correction 

As published, the notice of proposed 
rulemaking by cross-reference to tempo
rary regulations (REG-I03039-05) con
tains an error that may prove to be mislead
ing and is in need of clarification. 

Correction of Publication 

Accordingly, the notice of proposed 
rulemaking by cross-reference to tempo
rary regulations (REG-103039-05) that 
was the subject of FR Doc. E6-18321 is 
corrected as follows: 

§301.6111-3 [Corrected] 

On page 64499, column I. 
§301.6111-3(b )(2)(ii)(B), first para-
graph of the column. lines 4 and 5, the 
language "disclosure of the tax structure 
or tax aspects of the transaction is limited 
in" is corrected to read "disclosure of 

the tax treatment or tax structure of the 
transaction is limited in". 

LaNita Van Dyke, 
Branch Chief. 

Publications and Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

I Filed by the Office of the Federal Register Iln December I, 
2006. 8:45 a.m .. and published in the i"uc of the Feueral 
RegISter tor December 4, 2006. 71 I'K 70355) 

Foundations Status of Certain 
Organizations 

Announcement 2006-99 

The following organizations have failed 
to estahlish or have been unable to main
tain their status as public charities or as op
erating foundations. Accordingly. grantors 
and contributors may not, after this date, 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78). or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
not indicate that the organizations have lost 
their status as organizations described in 
section 50l(c)(3), eligible to receive de
ductible contributions. 
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Former Public Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

Act of Change. Dallas. TX 
African Federation. Inc .. Ossining. NY 
Alliance for Consumer Housing 

and Educational Services. Inc .. 
Stone Mountain. GA 

American Flyers Special Development 
Sport Team. Springfield. OH 

American Foundation for Abused 
Childrens Therapy. Raleigh. NC 

American Society for Education & 
Training in Aviation. Las Vegas, NV 

Aseonyn Opportunity Center. Inc .. 
Fort Lauderdale, FL 

Asian Community of California, Inc .. 
Ric hmond. C A 

Aspirations Center Community 
Development Corporation, 
East St. Louis, IL 

Bicycle for Everyones Earth USA, 
Phoenix, AZ 

Big Horn Lenape Fed, Martinsville, OH 
Bless the Children, Dallas, TX 
Blessed to Bless Phase II, Berkley, MO 
Boston Institute for the Advancement of 

Science, Inc., Hyde Park, MA 
Calligraphy Education Group, 

Si lver Spring, MD 
CCD of Texas, Inc., Richardson, TX 
Center for Universal Understanding, Inc., 

Charlotte, SC 
Charles Livingston Family Research 

Association, Salt Lake City, UT 
Clover Housing and Redevelopment 

Services, Clover, SC 
Collaboration of Creation, Inc., 

Sacramento, CA 
Colorado Business Roundtable, 

Denver, CO 
Community Care Service, 

Warner Robins, GA 
Community for Humanity Agency, 

La Habra, CA 
Community Outreach Ministries, Inc., 

Safford, AZ 
Consciousness, Inc .. Milwaukee. WI 
Corenet Glohal Community Reinvestment 

Challenge. Atlanta. GA 
Cornerstone Counseling and Learning 

Center. Inc., Bronx. NY 
Cultural Community Care. Inc .. 

Sherman. TX 
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Cutting Edge of Medical Invention 
Foundation, Malihu. C A 

David B. and Eileen M. Kinney 
Memorial Childhood Foundation. 
Los Angeles. CA 

Delphi Foundation, Middlehurg. VA 
Derrick E. Houston Ministries, Inc., 

Birmingham. AL 
De~pite the Odds, Inc .. Miami. FL 
Dicarlo Corporation, Newton, MA 
Disciples of Christ Community 

Development Center. Tuscaloosa, AL 
D-One Education and Sports Foundation. 

Inc .. Greensboro. NC 
Edna Travis Helping Hands Foundation. 

Inc.. Baton Rouge. LA 
Foundation of Family Happiness. 

Arlington. VA 
Friends of Fun Shop Foundation. 

Springfield. IL 
Frontline Bible Ministries, Inc., 

Ypsilanti, MI 
Gathering Point. Chicago, IL 
Golden Years, Hattiesburg, MS 
Good Shephard Holy Cross Apostolate, 

Inc., Elyria, OH 
Goodbyebills, Inc., EI Paso, TX 
Harvest for Haiti, Oakland, CA 
Hep C Advocated Network, Inc., 

Longview, TX 
Illuminated Life Foundation, Honolulu, HI 
Immunogenic Research Foundation, Inc., 

Pompano Beach. FL 
Indiana Assisted Living Foundation, Inc., 

Indianapolis. IN 
International Tcm Center, Pittsburgh. PA 
International Word Outreach Ministries, 

Inc., Chicago. IL 
Jeffrey Sealey. Tuscaloosa. AL 
Joshua & Caleb Community Development 

Corporation, Baton Rouge, LA 
Jus Tus, Inc., Rancho Cucamonga, CA 
Kicking Kids, Inc .. Douglasville, GA 
Kingdom House Therapeutic Treatment 

Center. Haslet, TX 
Kiwanis Club of North Mason Foundation 

Trust Fund, Belfair, WA 
Lakemor Foundation for Breast Cancer 

Research, Inc" Reno, NV 
Lampkin-Asam Cancer Institute, Inc., 

Deltona, FL 
Last Day Plea Publications, 

Baltimore, MD 
Law Street Economic Development 

Corporation. New Orleans, LA 
Lear Charitable Foundation. 

Garden Grove. CA 
Legacy Foundation, Shorewood, MN 

LFC Recreation Center for the Aged and 
Disahled Adults. Houston. TX 

Living Word Affordable Housing 
Communities, Incorporated. 
Nashville. Tr\ 

Local Organizing Committee, Fresno. CA 
Lubbock Area Children Empowerment. 

Luhbock. TX 
Malcolm Foundation. Inc., Madison, MS 
Manjui Foundation, Inc .. Baltimore. MD 
Metro Mustangs Basketball Foundation, 

Dallas. TX 
New Foundation Church, 

Philadelphia. MS 
Newport Housing Authority Development 

Corporation. Newport. TN 
Northey Foundation, Morrison. CO 
Olen C. and Carmen Hendrix Foundation. 

Prescott, AR 
Open Heart of Love Non Profit 

Organization, Matteson, IL 
Order of the Dragon, Bakersfield, CA 
Out of Pain, Inc., 

Montgomery Village, MD 
Outdoors for All, Lansing, MI 
Patrajsha Connection, Los Angeles, CA 
Peniel Family Resource Center, Inc., 

Lithonia, GA 
People Caring for People Through 

Technology PCP Group Community, 
Odenton, MD 

Percussion for Kids Association, 
Seattle, WA 

Phil ant, San Diego, CA 
Piller Family Foundation in Memory 

of Raizy Rivky and Eli Piller, 
Brooklyn, NY 

P LIE, Greensboro, NC 
Potter's Center for the Homeless, Inc., 

Norwalk, CT 
Power Training Academy, Inc., 

Columbus, OH 
Presidio Films Foundation, Inc., 

Newport Beach, CA 
Prima Sounds Foundation, Inc., 

Winter Park, FL 
Providence Baptist Church Foundation, 

Inc .. Opelika, AL 
Quiet Environment Society, Inc., 

Tewksbury. MA 
Reaching You Resource Center, Inc., 

Thomasville, GA 
Restoration Dream Center, Inc., 

Mabelvale, AR 
Revelation Enterprise, Los Angeles, CA 
Rhema Sports Park and Learning Center, 

Virginia Beach, VA 



Rivers of Living Water Ministries, Inc., 
Monroe, NC 

San Juan Island Farm and Retreat Center, 
Seattle, WA 

Second Chance a Sober Living Facility, 
Tucson, AZ 

Sewickley Township Community 
Ambulance Service, Herminie, PA 

Shantivanam Northern Knights Camp and 
Conference Center, Inc., Glover, VT 

Social Venture Network, 
San Francisco, CA 

Solid Oak Accessible Resources, Inc., 
Nacogdoches, TX 

Solid Rock Productions, Inc., 
Scottsdale, AZ 

South Florida Community Development 
Corporation, Miami, FL 

S1. Francois Society, St. Louis, MO 
Steps Vocational Services, 

Marysville, WA 
Student Image & Career Consulting, Inc., 

Mableton, GA 
Tennessee Ministries, Madisonville, TN 
This-Story, Inc., Portland, OR 
Triumph Empowerment Center, Inc., 

Erwin, NC 
United States Colored Troops Institute of 

Suffolk County, Amityville, NY 
Victory Enterprises and Ministries, 

Reseda, CA 
Volunteer Refugee Aid International, Inc., 

Temple City, CA 
Well- Spring Prevention, Inc., Miami, FL 
Whitemarsh Continuing Care Retirement 

Community, Plymouth Meeting, PA 
William H. McDonald Community 

Outreach Center, Inc., Kansas City, KS 
With One Accord, Durham, NC 
Women Ministering Women, Inc., 

Kechi, KS 

Yellow Cross AELS, Beaverton, OR 
Youngblood Enterprises, Inc .. 

Montgomery, AL 

If an organization listed above submits 
information [hClt warrants the renewal of 
its classification as a public charity or as 
a private operating foundation. the Inter
nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 

Appeals Closing Cases 
Involving Unsettled Listed 
Transactions 

Announcement 2006-100 

The Internal Revenue Service an
nounced today that it is updating its 
procedures relating to cases invol ving 
a listed transaction with respect to which 
the Office of Appeals and the taxpayer are 
unable to reach a satisfactory settlement. 
The new procedures take effect today and 
are part of a continuing effort by the IRS 
to ensure the efficiency and integrity of 
tax administration, while at the same time 
successfully combating abusi ve tax avoid
ance transactions. 

When a settlement cannot be reached 
by the Office of Appeals in a case that is 
not docketed in the Tax Court, it is ex-

pee ted that the case will proceed to liti
gation. The Senice wanb to ensure that 
it has fully developed the limited num
ber of unagreed cases that involve li~ted 

transactions (within the meaning of Treas. 
Reg. § 1.6011-4) hefore it sends a statu
tory notice of deficiency (or other deter
mination notIce triggering litigation rights) 
to the taxpayer. Consequently, the Service 
is revising its procedures to provide that 
when the Office of Appeals and the tax
payer are unable to reach a sati~factory set
tlement in a nondocketed case involving 
a listed transaction, the Office of Appeals 
will close out its consideration. notify the 
taxpayer. and send the case to the appro
priate Operating Division for further han
dling. The process by which a taxpayer 
seeks consideration of the case by the Of
fice of Appeals, and the manner in which 
Appeals and the taxpayer attempt to settle 
the case remain unchanged. 

After the case is closed by the Office of 
Appeals, the Operating Division will de
termine whether the unsettled adjustments 
relating to the listed tramaction ment fur
ther development If not a statutory notice 
of deficiency (or other appropriate notice) 
will be issued to the taxpayer by the Op
erating Division. If further case develop
ment i, deemed neces~ary. additional de
velopment of the case will proceed and 
the statutory notice of deficiency (or other 
appropriate notice) will be issued to the 
taxpayer by the Operating Division after 
the development is completed. The deci
sion to further develop a case is expected 
to rarely occur and will be made hy the 
Commissioner of the Operating Division 
after consultation with the Office of Chief 
Counsel to ensure national consistency. 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 446.-General Rule 
for Methods of Accounting 

Thi, rL'\ l'nUl' pro",'durL' pnl\ ldl" thl' l'\l'IU'I\ l' 

rroL'L'dure' under \\ hleh d td\p<l) L'r III <I) rcquL',t 

the L'l1n'ent l1t thl' COlllllli"lollcr to make ,'cnain 

changc:-.. to. frulll. lH \\ ithin a nonal'(rual-e\pcncncc 

IN AE I lIlethod of al'Ulllntln~ and tll adopt l'enalO 

~:,\E illethod" SeC Rc\ Proc. 21l06-)6, page 116l), 

Section 472.-Last-in, 
First-out Inventories 
:!fJ CFR /,,J7:!~1, LW/'IIl, jinf-ollillll'elilOrin, 

LIFO; price indexes; department 
stores. The October 2006 Bureau of La
bor Statistics price indexes are accepted 

for use by department stores employing 
the retail in\'entory and last-in, first-out 
imentory methods for valuing inventories 
for tax years ended on. or with reference 
to. October 31. 2006, 

Rev. Rul. 2006-62 

The following Department Store Inven
tory Price Indexes for October 2006 were 
issued by the Bureau of Labor Statistics, 
The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-1 (k) 
of the Income Tax Regulations and Rev. 
Proc, 86-46. 1986-2 LB, 739, for ap
propriate application to inventories of 
department stores employing the retail 

inventory and last-in. first-out inventory 
methods for tax years ended on. or with 
reference to, October 31, 2006, 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special combinations of 
the major groups - soft goods. durable 
goods, and miscellaneous goods. and (c) a 
store totaL which covers all departments. 
including some not listed separately. ex
cept for thc following: candy. food. liquor, 
tobacco, and contract departments, 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100. unless otherwise noted) 

Groups 

I, Piece Goods " , , . , , ' , , , , , . , , . , , , , , ... , ...... , .. , . , .. , ... . 
2. Domestics and Draperies ........... , .. , . , .. , ......... , .. , . 
3. Women's and Children's Shoes. " , ......... , .. , . , .... , .. , . 
4. Men's Shoes. , , , . , ' , , , , , , , ' , . , .. , .... , .. , .... , .... , . , .. , . 
5, Infants' Wear .. , . , .. , , ' ... , , , ... , , . , .... , .... , ... , , .... , . 
6, Women'~ Underwear. .. , "'" .. ,., .. ,., """"""""'" 
7, Women·sHosiery".",." ... " .... ".,.""""" 
8, Women'sandGirls' Accessories """"""""""""'" 
9. Women's Outerwear and Girls' Wear. , , ... , .... , .... , , . ,. , . 
10, Men's Clothing """"""""""""""""""""" 
11. Men's Furnishings. , ,. ,. , . , .. , . , " , .. , , , ' . ,. , " , , , ' . ' , , , , , 
12. Boys' Clothing and Furnishings .. , , , .... , ... , ..... , . , .. , .. . 
13, Jewelry. ' .. , . ' ... , ..... , .... , . , , . , .... , .. , . , .. , . , .... , .. . 
14. Notions, . , , . , .... , , , , . , . , , .... , , ' .. , . , .. , , , .. , . , .. , . , .. . 
15, Toilet Articles and Drugs, .. , , ' , , , , , .. , .. , . , . , , . ' , , , , , , , .. . 
16, Furniture and Bedding, ., " , .. , ..... , " """" ,." ... , .. . 
17, Floor C()\erings , , ' . , , . , . , , , , ... , , , ' . , , , , . , . , , . , . , . , , , , .. . 
18, Housewares, , , , . , , . , , , , ' , , , , ' , , , , , , . , , , , ' , , , , , ' ... , , , , , , , 
19. Major Appliances. ," . , , . , , , , , , , . , . , . , . , , ' , , . , , , , , . , .. , 
2(), Radio and Television, " " " , ,,' " " ,. "" ., ., " , .. " '" " , , 
21, Recreation and Education-, . , , ' , . , , , , ' , . , , ' ... , , , ' . , . , . , .. , 
11 Home Improvements~ .. , , , ' . , , , " ' , , , , , , ' " , . , . , " , , , " ' , , 
2~. Automotive Accessories~ . , , , , .. , , , , ' .. , , , .. , . , .... , .... , . , 

Groups 1-15: Soft Goods "", , , ' , , , , , . , . , . , , . , .. , , , .. , . , , , , , , , , 
Groups 16 -20: Durable Goods, . , .. , , , , , . , , ' , , , , ' , , , , , , , , , , 

, , 
Groups 21-23: Mtsc. Goods-"."" .. ",.,."",.,."".,.,."., 
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2005 

488.1 
512,4 
710.9 
884.9 
566.9 
542.9 
337.1 
578.4 
374.0 
538.4 
571.2 
405.4 
873.8 
806.3 

1003.6 
598.1 
606.4 
706,7 
203.7 

3S,3 
77,S 
1~7,3 

116,3 

565,3 
377.4 
93.2 

Percent Change 
from Oct. 2005 

2006 to Oct. 20061 

460.3 -5.7 
488,0 -4,8 
697,7 -1.9 
886,7 0.2 
582, I 2.7 
551.3 1.5 
339,8 0.8 
538,S -6.8 
3S3,0 2,4 
533,9 -0.8 
5SU L7 
40S.4 0.7 
907,3 3.8 
818,3 1.5 

1011.6 0.8 
600.S 0.5 
612.1 0.9 
691.8 -2.1 
206.7 1.5 

34.9 -8.9 
76,6 -1.5 

141.0 2.7 
121.8 4.7 

568.7 0.6 
371.6 -L5 
94,0 0.9 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Groups 2005 

Store Total3 ............................................. . 498.4 

2006 

499.5 

Percent Change 
from Oct. 2005 
to Oct. 2006 1 

0.2 

1 Absence of a minus sign before the percentage change in this column signifies a price increase. 

2Indexes on a January 1986 = 100 base. 

3The store total index covers all departments, including some not listed separately, except for the following: candy. food. liquor, 
tobacco, and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is John Roman Faron of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, con
tact Mr. Faron at (202) 622-8142 (not a 
toll-free call). 

Section 481.-Adjustments 
Required by Changes in 
Method of Accounting 

This revenue procedure provides thc exclusive 

procedures under which a taxpayer may make certain 

changes to, from. or within a nonaccrual-experience 

(NAE) method of accounting with an adjustment 

under sectlOn 41\1(a) of the Code and changes that 
may be made using a cuI-off method. See Rev. Proc. 

2006-56, page 1169. 

Section 6621.-Determina
tion of Rate of Interest 
26 CFR 301.662/-1: fnterest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest deter
mined under section 6621 of the Code for 
the calendar quarter beginning January I, 
2007, will be 8 percent for overpayments 
(7 percent in the case of a corporation), 8 
percent for underpayments, and 10 percent 
for large corporate underpayments. The 
rate of interest paid on the portion of a 
corporate overpayment exceeding $10,000 
will be 5.s percent. 

Rev. Rul. 2006-63 

Section 6621 of the Internal Revenue 
Code establishes the rates for interest 

on tax overpayments and tax underpay
ments. Under section 6621(a)(1), the 
overpayment rate is the sum of the federal 
short-term rate plus 3 percentage points (2 
percentage points in the case of a corpo
ration), except the rate for the pOl1ion of 
a corporate overpayment of tax exceeding 
$10.000 for a taxable period is the sum of 
the federal short-term rate plus 0.5 of a 
percentage point for interest computations 
made after December 31, 1994. Under 
section 6621 (a)(2), the underpayment rate 
is the sum of the federal short-term rate 
plus 3 percentage points. 

Section 6621 (c) provides that for pur
poses of interest payable under section 
660 I on any large corporate underpay
ment, the underpayment rate under section 
6621 (a)(2) is determined by substituting 
"5 percentage points" for "3 percentage 
points." See section 6621(c) and section 
301.6621-3 of the Regulations on Proce
dure and Administration for the definition 
of a large corporate underpayment and 
for the rules for determining the appli
cable date. Section 6621 (C) and section 
301.6621-3 are generally effective for 
periods after December 31, 1990. 

Section 6621 (b)( I) provides that the 
Secretary will determine the federal 
short-term rate for the first month in each 
calendar quarter. 

Section 662 J (b)(2)(A) provides that the 
federal short-term rate determined under 
section 662 J (b)( 1) for any month applies 
during the first calendar quarter beginning 
after such month. 

Section 6621(b)(2)(B) provide~ that in 
determining the addition to tax under sec
tion 6654 for failure to pay estimated tax 
for any taxable year, the federal short-term 
rate that applies during the third month fol
lowing such taxable year also applies dur-

i ng the first 15 days of the fourth month 
following such taxable year. 

Section 6621(b)(3) provides that the 
federal short-term rate for any month is 
the federal short-term rate determined 
during such month by the Secretary in 
accordance with ~ I 274(d), rounded to the 
nearest full percent (or. if a multiple of t/2 

of I percent. the rate is increased to the 
next highest full percent). 

Notice 88--59, 1988-1 C.B. 546, an
nounced that. in determining the tjuarterly 
interest rates to be used for overpayments 
and underpayments of tax under section 
6621, the Internal Revenue Service will 
use the federal short-term rate based on 
daily compounding because that rate is 
most consistent with section 6621 which, 
pursuant to section 6622. is subject to daily 
compounding. 

Rounded to the nearest full percent, the 
federal short-term rate based on daily com
pounding determined during the month of 
October 2006 is 5 percent. Accordingly, an 
overpayment rate of 8 percent (7 percent 
in the case of a corporation) and an under
payment rate of S percent are established 
for the calendar quarter beginning January 
1,2007. The overpayment rate for the por
tion of a corporate overpayment exceeding 
$10,000 for the calendar quarter beginning 
January 1. 2007. is 5.5 percent. The un
derpayment rate for large corporate under
payments for the calendar quarter begin
ning January J, 2007, is 10 percent. These 
rates apply to amounts bearing interest dur
ing that calendar quarter. 

The 8 percent rate also applies to esti
mated tax underpayments for the first cal
endar quarter in 2007 and for the first 15 
days in April 2007. 

Interest factors for daily compound in
terest for annual rates of 5.5 percent, 7 per-
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cent, 8 percent. and 10 percent are pub- for prior periods are set forth in the tables 
lished in Table~ 16, I y, 21, anu 25 of Re\. accompanying this revenuc ruling. 
Proc. Y5-17. IYY5-1 C.B. 556 . .'170, 5n. 
575, anu 57Y. DRAFTIJ\G INFORMATION 

Annual intere\t rate\ tll be cumpoundeu 
uail)' pur\uant tll \ection 6622 that apply 

The principal author of this revenue rul
ing i\ Cry\tal Foster of the Office of Asso-

TABLE OF INTEREST RATES 

ciute Chief Counsel (Procedure & Admin
istration). For further information regard
ing this re\cnue ruling, contact Ms. Foster 
at (202) 622-7198 (not a toll-free ca\l). 

PERIODS BEFORE JUL. I, 1975 - PERIODS ENDING DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

In 1995-1 C.B. 
PERIOD RATE DAILY RATE TABLE 

Before Jul. 1. 1975 69(' Table 2, pg. 557 
Jul. 1. 1975-Jan. 31. 1976 9\{· Table 4, pg. 559 
Feb. 1. 1976-Jan. 31. 1978 7% Table 3, pg. 558 
Feb. 1, lY78-Jan. 31. 1980 6?(' Table 2, pg. 557 
Feb. 1. 1980-Jan. 31. 1982 129(' Table 5, pg. 560 
Feb. 1. 1982-Dec. 31. 1982 20Q· Table 6, pg. 560 
Jan. I. 1983-Jun. 30, 1983 169(' Table 37, pg. 591 
Jul. 1. 1983-Dec. 31. 1983 119c Table 27, pg. 581 
Jan. 1, 1984-Jun. 30, 1984 11ge Table 75, pg. 629 
Jul. 1. 1984-Dec. 31. 1984 11% Table 75, pg. 629 
Jan. I. 1lJ85-J un. 30. 1985 130/1' Table 31, pg. 585 
Jul. I. 1985-Dec. 31. 1985 11% Table 27, pg. 581 
Jan. 1. IY86-Jun. 30. IY86 109c Table 25, pg. 579 
Jul. 1. IY86-Dec. 31, 1986 99(' Table 23, pg. 577 

TABLE OF INTEREST RATES 

FROM JAN. 1. 1987-DEC.31, 1998 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 C.B. 1995-1 C.B. 
RATE TABLE PG RATE TABLE PG 

Jan. 1. 1987-Mar. 31. 1987 W7c 21 575 9% 23 577 
Apr. I, 1987-Jun. 30, 1987 81!C 21 575 9% 23 577 
Jul. 1. 1987-Sep. 30, 1987 87c 21 575 9% 23 577 
Oct. I. 1987-Dec. 31. 1987 97c 23 577 10% 25 579 
Jan. 1. 1988-Mar. 31. 1988 IOClc n 627 11 C,.0 75 629 
Apr. 1, 1988-Jun. 30, 1988 910 71 625 10% n 627 
Jul. I, 1988-Sep. 30, 1988 9% 71 625 10% n 627 
Oct. I, 1988-Dec. 31, 1988 10CJc n 627 11% 75 629 
Jan. I. IY89-Mar. 31, lY89 100/(' 25 579 11% 27 581 
Apr. I. 1989-Jun. 30, 1989 1110 27 581 12% 29 583 
Jul. I, 1989-Sep. 30, 1989 11 CJc 27 581 12% 29 583 
Oct. 1. 1989-Dec. 31. 1989 109(' 25 579 11% 27 581 
Jan. 1. 1990-Mar. 31. 1990 IOClc 25 579 11% 27 581 
Apr. I. I 990-Jun. 30, 1990 10CJc 25 579 11% 27 581 
J ul. 1. 1990-Sep. 30. 19L)O 10CJc 25 579 11% 27 581 
Oct. 1. 1990-Dec. 31. 1990 10CJc 25 579 11% 27 581 
Jan. 1. I L)L) I-Mar. 31. I L)L)I 10Sf 25 579 11% 27 581 
Apr. L IL)L)I-Jun. 30. IL)L)I 9CJc 23 577 10% 25 579 
Jul. I. 19l)I-Sep. 30. IL)L)I 9Sf 23 577 10% 25 579 
Oct. 1. IYY 1-Dec. 3 1. 1 L)Y 1 97c 23 577 10% 25 579 
Jan. I. I L)l)2-l\lar 31. 1992 8% 69 623 9% 71 625 
Apr. I. I L)L)2-Jun. 30, I L)L)2 7O/C 67 621 8% 69 623 
Jul. 1.1L)L)2-Sep. 30.1L)92 7CJc 67 621 8% 69 623 
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Oct. 1, 1992-Dec. 31. 1992 
Jan. I, 1993-Mar. 31, 1993 
Apr. 1, 1993-J un. 30, 1993 
luI. 1, 1993-Sep. 30, 1993 
Oct. I, 1993-Dec. 31. 1993 
Jan. 1, I994-Mar. 31,1994 
Apr. I, 1994-Jun. 30, 1994 
JuI. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31,1994 
Jan. 1, 1995-Mar. 31,1995 
Apr. I, 199')-Jun. 30, 1995 
Jul. 1, 1995-Sep. 30, 1995 
Oct. L 1995-Dec. 31, 1995 
J an. I, I 996-Mar. 31, 1996 
Apr. I, 1996-Jun. 30, 1996 
Jut I, 1 996-Sep. 30, 1996 
Oct. L 1996-Dec. 31, 1996 
Jan.!, 1997-Mar. 31, 1997 
Apr. t, 1997-JUll. 30, 1997 
Jul. 1, 1997-Sep. 30, 1997 
Oct. l, 1997-Dec. 31, 1997 
Jan. I, 1998-Mar. 31, 1998 
Apr. 1, 1998-Jun. 30, 1998 
Jul. 1, 1998-Sep. 30, 1998 
Oct. 1, 1998-Dec. 31, 1998 

Jan. I, 1999-Mar. 31, 1999 
Apr. I, 1999-Jun. 30, 1999 
Jul. 1, 1 999-Sep. 30, 1999 
Oct. 1, 1999-Dec. 31, 1999 
Jan. 1, 2000-Mar. 31, 2000 
Apr. 1,2000-Jun. 30,2000 
Jul. 1, 2000-Sep. 30, 2000 
Oct. 1, 2000-Dec. 31, 2000 
Jan. 1,200I-Mar. 31,2001 
Apr. I, 200l-Jun. 30,2001 
Jul. I, 2001-Sep 30, 2001 
Oct. I,200I-Dec. 31,2001 
Jan. I, 2002-Mar. 3 t, 2002 
Apr. I, 200l-Jun. 30, 2002 
JuI. 1, 2002-Sep. 30, 2002 
Oct. 1,2002-Dec. 31, 2002 
Jan. 1, 2003-Mar. 31, 2003 
Apr. 1,2003-Jun. 30,2003 
Jul. 1,2003-Sep. 30,2003 
Oct. 1,2003-Dec. 31, 2003 
Jan. 1, 2004-Mar. 31, 2004 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - DEC. 31, 1998 - Continued 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 CB. 
RATE TABLE PG RATE 

6% 05 619 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
7% 19 573 8% 
8% 21 575 9% 
8% 21 575 9% 
9% 23 577 10% 
8% 21 575 9% 
8% 21 575 9% 
8% 69 623 9% 
7% 67 621 8% 
8% 69 623 9% 
8% 69 623 9% 
8% 21 575 9% 
8% 21 575 9% 
8% 21 575 9% 
8% 21 575 9% 
8% 21 575 9% 
7% 19 573 8% 
7% 19 573 8% 
7% 19 573 8% 

TABLE OF INTEREST RATES 

FROM JANUARY I, 1999 - PRESENT 

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

1995-1 CB. 
RATE TABLE 

7% 19 
8% 21 
8% 21 
8% 21 
8% 69 
9% 71 
9% 71 
9% 71 
9% 23 
8% 21 
7% t9 
7% 19 
6% 17 
6% 17 
6% 17 
6% 17 
5% 15 
5% 15 
5% 15 
4% 13 
4% 61 

1995-1 CB. 
TABLE 

67 
19 
19 
19 
19 
19 
19 
21 
23 
23 
25 
23 
23 
71 
69 
71 
71 
23 
23 
23 
23 
23 
21 
21 
21 

PG 

573 
575 
575 
575 
623 
625 
625 
625 
577 
575 
573 
573 
571 
571 
571 
571 
569 
569 
569 
567 
615 

2006-2 C.B. 

PG 

621 
573 
573 
573 
573 
573 
573 
575 
577 
577 
579 
577 
577 
625 
623 
625 
625 
577 
577 
577 
577 
577 
575 
575 
575 
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Apr. 

TABLE OF INTEREST RATES 

FROM JANUARY I. 1999 - PRESENT 

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS - Continued 

1995-1 C.H. 
RATE TABLE 

I. ~004-Jlln. 3(). ~()O4 Y'Ir 63 
Jul. 1. ~004-Sep. 3(). 2()O..1. ..1.'1r 61 
Oct. 1. ~OO-+-Dec. 31. 2()()..1. YIr 63 
Jan. 1. 20()5-Mar. 31. 2005 5(k 15 
Apr. 1. 2005-Jun. 30. 2005 6(k 17 
Jul. I. ~()()5-Sep.'O. 2()O5 6'1', 17 
Oct. I. ~()05-Dec. 31. 2005 7'1', 19 
Jan. 1. ~006-Mar. 31. 2006 7'1', 19 
Apr. 1. 2006-Jun. 30. 2006 7% 19 
J ul. I. 2006-Sep. 30. 2006 X'I'c 21 
Oct. \. 2006-Dec. 31. 2006 8'1', 21 
Jan. \. 2007-Mar. 31. 2007 87c 21 

TABLE OF INTEREST RATES 

FROM JANUARY 1. 1999 - PRESENT 

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

PG 

617 
615 
617 
569 
571 
571 
573 
573 
573 
575 
575 
575 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 C.B. 1995-1 C.B. 

RATE TABLE PG RATE TABLE PG 

Jan. 1. 1999-Mar. 31. 1999 6o/r 17 571 7% 19 573 
Apr. I. I 999-Jun. 30, 1999 77c 19 573 8% 21 575 
Jul. I. I 999-Sep. 30. 1999 70/, 19 573 8% 21 575 
Oct. I, I 999-Dec. 31, 1999 nc 19 573 8% 21 575 
Jan. I. 2000-Mar. 31. 2000 70/[ 67 621 8% 69 623 
Apr. 1. 2000-Jun. 30, 2000 8% 69 623 9% 71 625 
Jul. I. 2000-Sep. 30. 2000 8% 69 623 9% 71 625 
Oct. I. 2000-Dec. 31, 2000 8% 69 623 9% 71 625 
Jan. I. 200 I-Mar. 31. 2001 8% 21 575 9% 23 577 
Apr. I, 2001-Jun. 30.2001 7'k 19 573 8% 21 575 
Jul. I. 2001-Sep. 30.2001 6% 17 571 7% 19 573 
Oct. I. 2001-Dec. 31. 2001 6% 17 571 7% 19 573 
Jan. 1. 2002-Mar. 31. 2002 5st 15 569 6% 17 571 
Apr. I. 2002-Jun. 30. 2002 5% 15 569 6% 17 571 
Jul. I, 2002-Sep. 30, 2002 5% 15 569 6% 17 571 
Oct. I. 2002-Dec. 31. 2002 5% 15 569 6% 17 571 
Jan. I. 2003-Mar. 31, 2003 4% 13 567 5% 15 569 
Apr. I. 2003-Jun. 30. 2003 40/[ 13 567 5% 15 569 
Jul. 1. 20m-Sep. 30. 20m 4% 13 567 5% 15 569 
Oct. I. 2003-Dec. 31. 2003 3st II 565 4% 13 567 
Jan. I. 2004-Mar. 31. 200..1. 3% 59 613 4% 61 615 
Apr. I. 2004-Jun. 30. 2004 4,* 61 615 5% 63 617 
Jul. I. 2004-Sep. 30. 2004 30/c 59 613 4% 61 615 
Oct. 1. 2004-Dec. 31. 2004 4% 61 615 5% 63 617 
Jan. I. 2005-Mar. 31. 2005 4% 13 567 5% 15 569 
Apr. I. 2005-Jun. 30. 2005 5'* IS 569 6% 17 571 
Jul. I. 2005-Sep. 30. 2005 5% 15 569 6% 17 571 
Oct. 1. 200S-Dec. J 1. 2005 6% 17 571 7% 19 573 
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TABLE OF INTEREST RATES 

FROM JANUARY I, 1999 - PRESENT 

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS - Continued 

Jan. 1, 2006-Mar 31, 2006 
Apr. I, 2006-Jun. 30, 2006 
Jul. 1, 2006-Sep. 30. 2006 
Oct. 1,2006-Dec. 31,2006 
Jan. I, 2007-Mar. 31, 2007 

Jan. 1, 1991-Mar. 31,1991 
Apr. 1, 1991-Jun. 30,1991 
Jul. 1, 1991-Sep. 30, 1991 
Oct. I, 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
Jui. I, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31,1992 
Jan. 1, 1993-Mar. 31,1993 
Apr. 1, 1993-Jun. 30, 1993 
Jul. I, 1 993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-) un. 30, 1994 
Jul. I, 1994-Sep. 30, 1994 
Oct. 1, 1 994--Dec. 31, 1994 
Jan. 1, 1995-Mar. 31, 1995 
Apr. 1, 1995-J un. 30, 1995 
Jul. 1, 1995-Sep. 30, 1995 
Oct. I, 1995-Dec. 31, 1995 
Jan. I, 1996-Mar. 31, 1996 
Apr. 1, 1996--Jun. 30, 1996 
Jul. I, 1 996-Sep. 30, 1996 
Oct. 1, 1996-Dec. 31, 1996 
Jan. 1, 1 997-Mar. 31, 1997 
Apr. I, 1997-Jun. 30, 1997 
Jul. 1, 1997-Sep. 30, 1997 
Oct. 1, 1997-Dec. 31, 1997 
Jan. 1, 1998-Mar. 31, 1998 
Apr. 1, 1998-Jun. 30, 1998 
Jul. 1, 1998-Sep. 30, 1998 
Oct. I, I 998-Dec. 31, 1998 
Jan. 1, 1 999-Mar. 31, 1999 
Apr. I, 1999-Jun 30. 1999 
JuI. I, 1999-Sep. 30, 1999 
Oct. I, 1999-Dec. 31,1999 
Jan. 1,2000-Mar. 31,2000 
Apr. I, 2000-Jun. 30, 2000 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 C.B. 1995-1 C.B. 
RATE TABLE PG RATE TABLE PG 

6% 17 571 7% 19 573 
6% 17 571 7% 19 573 
7% 19 573 8% 21 575 
7% 19 573 8% 21 575 
7% 19 573 8% 21 575 

TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991 - PRESENT 

1995-1 C.B. 
RATE TABLE PG 

13% 31 585 
12% 29 583 
12% 29 583 
12% 29 583 
11% 75 629 
10% 73 627 
10% 73 627 
9% 71 625 
9% 23 577 
9% 23 577 
9% 23 577 
9% 23 577 
9% 23 577 
9% 23 577 

10% 25 579 
ll% 27 581 
11% 27 581 
12% 29 583 
11% 27 581 
11% 27 581 
11% 75 629 
10% 73 627 
11% 75 629 
11% 75 629 
11% 27 581 
11% 27 581 
11% 27 581 
11% 27 581 
11% 27 581 
10% 25 579 
10% 25 579 
10% 25 579 
9% 23 577 

10% 25 579 
10% 25 579 

10% 25 579 
10% 73 627 

11% 75 629 
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Jul. 1. 2000-Sep. 30. :WOO 
Oct. 1. 2000-Dec. 31. 2000 
Jan. 1. 200l-Mar. 31, 2001 
Apr. I, 200 I-Jun. 30. 200 I 
Jul. I, 2001-Sep. 30.2001 
Oct. I. 2001-Dec. 31. 2001 
Jan. I. 2002-Mar. 31. 2002 
Apr. I. 2002-Jun. 30. 2002 
Jul. I. 2002-Sep. 30. 2002 
Oct. I. 2002-Dec. 30. 2002 
Jan. I. 2003-Mar. 31. 2003 
Apr. I. 20m-Jun. 30. 2003 
Jul. I. 2003-Sep. 30, 2003 
Oct. I. 20m-Dec. 31, 2003 
Jan. I, 2004-Mar. 31. 2004 
Apr. I. 2004-Jun. 30. 2004 
Jul. I. 2004-Sep. 30,2004 
Oct. I. 2004-Dec. 3 I, 2004 
Jan. I. 2005-Mar. 31. 2005 
Apr. I. 2005-Jun. 30, 2005 
Jul. I. 2005-Sep. 30, 2005 
Oct. I. 200S-Dec. 31, 2005 
Jan. I, 2006-Mar. 31, 2006 
Apr. I. 2006-Jun. 30, 2006 
Jul. 1. 2006-Sep. 30, 2006 
Oct. 1, 2006-Dec. 31, 2006 
Jan. I, 2007-Mar. 31. 2007 

Jan. I, 1995-Mar. 31. 1995 
Apr. I, 1995-Jun. 30, 1995 
Jul. 1, 1 995-Sep. 30, 1995 
Oct. I, 1995-Dec. 31,1995 
Jan. I. 199b-Mar. 31. 1996 
Apr. I. 1996-Jun. 30, 1996 
Jul. I. 1996-Sep. 30, 1996 
Oct. I, 1 996-Dec. 31, 1996 
Jan. 1. 1997-Mar. 31. 1997 
Apr. I, 1997-Jun. 30,1997 
Jul. I. 1997-Sep. 30, 1997 
Oct. I. 1997-Dec. 31. 1997 
Jan. 1. 1998-Mar. 31. 1998 
Apr. I. 1998-Jun. 30. 1998 
Jul. I. 1998-Sep. 30. 1998 
Oct. I. 199~-Dec. 31. 1998 
Jan. I. 1 999-Mar. 3 I. 1999 
Apr. I. 1999-Jun. 30, 1999 
Jul. I. 1 999-Sep. 30. 1999 
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TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY I. 1991 - PRESENT - Continued 

RATE 

IIO/c 
11 % 
11 % 
10% 
9% 
9% 
8% 
8% 
8% 
8% 
7% 
7% 
7% 
6% 
6% 
7% 
6% 
7% 
7% 
8% 
8o/c 
9% 
9% 
9% 

10% 
10% 
10% 

TABLE OF INTEREST RATES FOR CORPORATE 
OVERPAYMENTS EXCEEDING $10,000 

FROM JANUARY I, 1995 - PRESENT 

RATE 

6.5% 
7.5% 
6.5% 
6.5% 
6.5% 
5.5% 
6.5% 
6.5% 
6.5% 
6.5% 
6.5% 
6.5% 
6.5% 
5.5% 
5.5% 
5.5% 
4.5% 
5.5% 
5.5% 

1995-1 C.B. 
TABLE 

75 
75 
27 
25 
23 
23 
21 
21 
21 
21 
19 
19 
19 
17 
65 
67 
65 
67 
19 
21 
21 
23 
23 
23 
25 
25 
25 

1995-1 C.B. 
TABLE 

18 
20 
18 
18 
66 
64 
66 
66 
18 
18 
18 
18 
18 
16 
16 
16 
14 
16 
16 

PG 

629 
629 
581 
579 
577 
577 
575 
575 
575 
575 
573 
573 
573 
571 
619 
621 
619 
621 
573 
575 
575 
577 
577 
577 
579 
579 
579 

PG 

572 
574 
572 
572 
620 
618 
620 
620 
572 
572 
572 
572 
572 
570 
570 
570 
568 
570 
570 



TABLE OF INTEREST RATES FOR CORPORATE 

OVERPAYMENTS EXCEEDING $10,000 

FROM JANUARY 1, 1995 - PRESENT - Continued 

1995-1 c.B. 
RATE TABLE PG 

Oct. 1, 1999--Dec. 31, 1999 5.5% 16 570 
Jan. 1, 2000-Mar. 31, 2000 5.5% 64 618 
Apr. 1,2000-Jun. 30,2000 6.5% 66 620 
Jul. 1, 2000-Sep, 30, 2000 6.5% 66 620 
Oct. I, 2000-Dec. 31, 2000 6.5% 66 620 
Jan. 1, 2001-Mar. 31,2001 6.5% 18 572 
Apr, 1,2001-Jun. 30,2001 5.5% 16 570 
Jul. 1,2001-Sep, 30,2001 4.5% 14 568 
Oct. 1,2001-Dec. 31,2001 4.5% 14 568 
Jan. 1,2002-Mar. 31,2002 3.5% 12 566 
Apr. 1, 2002-J un. 30, 2002 3.5% 12 566 
Jul. 1, 2002-Sep, 30, 2002 3.5% 12 566 
Oct. 1,2002-Dec. 31,2002 3.5% 12 566 
Jan. 1, 2003-Mar. 31, 2003 2.5% 10 564 
Apr. 1,2003-Jun. 30.2003 2.5% 10 564 
Jul. 1,2003-Sep, 30, 2003 2.5% 10 564 
Oct. 1, 2003-Dec. 31, 2003 1.5% 8 562 
Jan. 1, 2004--Mar. 31, 2004 1.5% 56 610 
Apr. 1, 2004--Jun. 30, 2004 2,5% 58 612 
Jul. 1, 2004--Sep. 30. 2004 1.5% 56 610 
Oct. 1,2004--Dec. 31, 2004 2.5% 5& 612 
Jan. 1,2005-Mar. 31,2005 2.5% 10 564 
Apr, 1, 2005-Jun. 30, 2005 3,5% 12 566 
Jul. 1,2005-Sep. 30,2005 3,5% 12 566 
Oct. 1,2005-Dec. 31,2005 4.5% 14 568 
Jan.l,2006--Mar.31,2006 4.5% 14 568 
Apr. 1,2006--Jun. 30, 2006 4.5% 14 568 
Jul. 1, 2006-Sep. 30, 2006 5.5% 16 570 
Oct. 1, 2006-Dec. 31, 2006 5.5% 16 570 
Jan. 1, 2007-Mar. 31, 2007 5.5% 16 570 
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Part III. Administrative, Procedural, and Miscellaneous 
Weighted Average Interest 
Rates Update 

Notice 2006-111 

Thi~ notice provides guidance as to the 
corporate bond weighted average interest 
rate and the permissible range of interest 
rates specified under ~ 412(b)(5)(B)(ii)(II) 
of the Internal Revenue Code. In addi
tion, it provides guidance as to the interest 
rate on 30-year Treasury securities under 
~ 417(e)(3)(A)(ii)(II). 

CORPORATE BOND WEIGHTED 
AVERAGE INTEREST RATE 

Sections 412(b)(5)(B)(ii) and 412(1)(7) 
(C)(i), as amended by the Pension Funding 

For Plan Years 
Beginning in: 

Month 

December 

30-YEAR TREASURY SECURITIES 
INTEREST RATE 

Section 417(e)(3)(A)(ii)(Il) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under ~ 4l7(e)(l) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi-
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Equity Act of 2004 and by the Pension Pro
tection Act of 2006, provide that the inter
est rates used to calculate current liability 
and to determine the required contribution 
under ~ 412(\) for plan years beginning in 
2004 through 2007 must be within a per
missible range based on the weighted av
erage of the rates of interest on amounts 
invested conservatively in long term in
vestment grade corporate bonds during the 
4-year period ending on the last day before 
the beginning of the plan year. 

Notice 2004-34, 2004-1 C.B. 848, pro
vides guidelines for determining the cor
porate bond weighted average interest rate 
and the resulting permissible range of in
terest rates used to calculate current liabil
ity. That notice establishes that the corpo-

Corporate 
Bond 

Weighted 
Year Average 

2006 5.79 

ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for November 2006 is 4.69 per
cent. The Service has determined this rate 
as the monthly average of the daily deter
mination of yield on the 30-year Treasury 
bond maturing in February 2036. 

Drafting Information 

The principal authors of this notice are 
Paul Stem and Tony Montanaro of the Em
ployee Plans, Tax Exempt and Govern-

rate bond weighted average is based on the 
monthly composite corporate bond rate de
rived from designated corporate bond in
dices. The methodology for detennining 
the monthly composite corporate bond rate 
as set forth in Notice 2004-34 continues to 
apply in determining that rate. See Notice 
2006-75,2006-36 I.R.B. 366. 

The composite corporate bond rate for 
November 2006 is 5.77 percent. Pursuant 
to Notice 2004-34, the Service has de
termined this rate as the average of the 
monthly yields for the included corporate 
bond indices for that month. 

The following corporate bond weighted 
average interest rate was determined for 
plan years beginning in the month shown 
below. 

90% to 100% 
Permissible 

Range 

5.21 to 5.79 

ment Entities Division. For further infor
mation regarding this notice, please con
tact the Employee Plans' taxpayer assis
tance telephone service at 877-829-5500 
(a toll-free number), between the hours of 
8:30 a.m. and 4:30 p.m. Eastern time, 
Monday through Friday. Mr. Stem may be 
reached at 202-283-9703. Mr. Montanaro 
may be reached at 202-283-9714. The 
telephone numbers in the preceding sen
tences are not toll-free. 
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Part A. General 

Section 1. Purpose 

.01 The purpose of this revenue procedure is to state the requirements of the Internal Revenue Service (IRS) and the Social Security 
Administration (SSA) regarding the preparation and use of substitute forms for Form W -2, Wage and Tax Statement, and Form W -3, 
Transmittal of Wage and Tax Statements, for wages paid during the 2006 calendar year . 

• 02 For purposes of this revenue procedure, substitute Form W-2 (Copy A) and substitute Form W-3 are forms that are not printed 
by the IRS. Copy A or any other copies of a substitute Form W-2 or a substitute Form W-3 must conform to the specifications in 
this revenue procedure to be acceptable to the IRS and the SSA. No IRS office is authorized to allow deviations from this rtvenue 
procedure. Preparers should also refer to the separate 2006 Instructions for Forms W-2 and W-3 for detaib on how to complete 
these forms. See Part C, Section 4, for information on obtaining the official IRS forms and instructions. See Part B, Section 2, for 

requirements for the copies of substitute forms furnished to employees . 
• 03 For purposes of this revenue procedure, the official, IRS· printed rcd dropout ink Forms W-2 (Copy A) and W-3 and their 

exact substitutes are referred to a1> "red-ink." The SSA·approved, laser·printed, black-and·white Forms W-2 (Copy A) and W-3 are 

referred to as "laser-printed." 
Any questions about the red-ink Form W-2 (Copy A) and Form W-3 and the substitute employee statements should be emailed to 

*taxfonns@irs.gov (the asterisk must be included in the address). Please enter "Substitute forms" on the subject line. Or send your 

questions to: 
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Internal Revenue Service 
Attn: Substitute Forms Program 
SE:W:CAR:MP:T:T:SP. IR 6-W6 
IIII Constitution Ave., NW 
Washington DC 2022.+ 

Any questions about the black-and-white laser-printed Form W-2 (Copy A) and Form W-3 should be emailed to 
{us('/:fonll.l(Q' SSU.!iOl' or sent to: 

Social Security Administration 
Data Operations Center 
Attn: Laser Forms Approval, Room 235 
1150 E. Mountain Drive 
Wilkes-Barrc PA 18702-7997 

Also, see Sections 3.05 and 3.06 of Part A. 

Note. You should receive a response within 30 days from either the IRS or the SSA . 

. 04 The IRS maintains a centralized call site at its Enterprise Computing Center - Martinsburg (ECC) to answer questions related 
to information returns (Furms W-2. W-3, 1099 series, 1096. etc.). You can reach the call site at 304-263-8700 (not a toll-free number) 
or 1-866-455-7438 (toll-free). The Telecommunication Device for the Deaf (TDD) number is 304-267-3367 (not a toll-free number). 
The hours of operation are Monday through Friday from 8:30 a.m. to 4:30 p.m. Eastern time. You may also send questions to the 
call site via the Internet at IIIccirp@irs.gov. IRSIECC does not process Forms W-2 (Copy A). Forms W-2 (Copy A) prepared on 
paper and/or electronically must be filed with the SSA. IRSIECC does, however, process waiver requests (Form 8508, Request for 
Waiver From Filing Information Returns ElectronicallylMagnetically) and extension of time to file requests (Form 8809, Application 
for Extcnsion of Time To File Information Returns) for Forms W-2 (Copy A) and requests for an extension of time to furnish the 
cmployee cupies of Form W-2. See Publication 1220, Specifications for Filing Forms 1098, 1099,5498 and W-2G Electronically or 
Magnctically, for information on waivers and extensions of time . 

. 05 The following form instructions and publications provide more detailed filing procedures for certain information returns: 

• 2006 Instructions for Forms W-2 and W-3, 

• Instructions for Forms W-2c and W-3c (Rev. January 2006), and 

• Publication 1223. General Rules and Specifications for Substitute Forms W-2c and W-3c. 

Section 2. What's New 

.01 The SSA will no longer accept magnetic media submissions of wage and tax information. The last year for filing Forms W-2 
on tapes and cartridges was tax year 2004 (forms timely filed with the SSA in 2005). The last year for filing Forms W-2 on 3'/2 inch 
diskette was tax year 2005 (forms timely filed with the SSA in 2006) . 

. 02 We addcd a checkbox for Form 944, Employer's ANNUAL Federal Tax Return. to box b of Form W-3. Form 944 for 2006 is 
a newly developed form. References to Form 944 have been included as appropriate . 

. 03 We added a separate entry field to box e (employee's name) on Form W-2 for employee suffix names such as "Jr." or "Sr." 

.04 We made the employee instructions on the back of Copy C easier to read by increasing their type size and continuing the 
instructions on the back of Copy 2. See Section 1.05 of Part C. 

.05 As a reminder. payee statements (Copies B. C. and 2 of Form W-2) may be furnished electronically if employees give their 
con~ent. See also Publication IS-A, Employer's Supplemental Tax Guide . 

. 06 We added two new codes (AA and BB) for use in box 12 of Form W-2. See the 2006 Instructions for Forms W-2 and W-3 
for details . 

. 07 Furm W-3PR is 7.3 inches wide and should be printed on 8.5 by II-inch paper using a .S-inch top margin with .6-inch left 
and right margins . 

. 08 We are soliciting comments concerning the use of logos and advertising on substitute employee statements. See Section 3.01 
of Part A . 

. 09 We made editorial changes. Redundancies were eliminated as much as possible. 
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Section 3. General Rules for Paper Forms W-2 and W-3 

.01 Employers not filing electronically must file paper Forms W-2 (Copy A) along with Form W-3 with the SSA by using either 
the official IRS form or a substitute form that exactly meets the specifications shown in Parts Band C of this revenue procedure. 

Note. Substitute territorial forms (W-2AS, W-ZGU, W-2VI) should also conform to the specifications as outlined in this revenue 
procedure. These forms require the form designation ("W-2AS," "W-2GU," "W-2VI") on Copy A to be in black ink. If you are an 

employer in the Commonwealth of the Northern Mariana Islands, you must contact the Division of Revenue and Taxation, Capitol 
Hill, Saipan, MP, 96950, to get Fonn W-2CM and instructions for completing and filing the form. 

Employers who file with the SSA electronically or on paper may design their own statements to furnish to employees. These 
employee statements designed by employers must comply with the requirements shown in Parts Band C. 

The IRS has received questions concerning whether a logo or an identifying slogan for an employer or other preparer is acceptable 
on the substitute employee statements. We were also asked whether an advertisement for tax preparation software or other marketing 
materials are acceptable on, or attached to, the substitute employee statements. The IRS is soliciting comments regarding these ques
tions. The IRS anticipates responding to these questions, after the comments have been considered, in a future update of this revenue 
procedure. Send your comments to the IRS at the address provided in Section 1.03 of Part A . 

. 02 Red-ink substitute forms that completely conform to the specifications contained in this revenue procedure may be privately 
printed without prior approval from the IRS or the SSA. Only the black-and-white laser-printed forms need to be submitted to the 
SSA for approval (see Section lB of Part B) . 

. 03 As in the past, Form W-2 (Copy A) and Form W-3 may be generated using a laser-printer by following all guidelines and 
specifications (also see Section IB of Part B). In general, regardless of the method of entering data, using black ink on Forms W-2 
and W-3 provides better readability for processing by scanning equipment. Colors other than black are not easily read by the scanner 
and may result in delays or errors in the processing of Forms W-2 (Copy A) and W-3. The printing of the data should be centered 
within the boxes. The size of the variable data must be printed in a font no smaller than lO-point. 

Note. With the exception of the identifying number and the corner register marks, the preprinted form layout for the red-ink Forms 
W-2 (Copy A) and W-3, must be in Flint J-6983 red OCR dropout ink or an exact match. (See Section lA.03 of Part B.) 

.04 Substitute fonns filed with the SSA and substitute copies furnished to employees that do not conform to these specifications 
are unacceptable. Forms W-2 (Copy A) and W-3 filed with the SSA that do not conform may be returned. In addition, penalties may 
be assessed for not complying with the form specifications . 

• 05 Substitute red-ink fonns should not be submitted to either the IRS or the SSA for specific approval. If you are uncertain of any 
specification and want clarification, do the following. 

(1) Submit a letter or email citing the specification to the appropriate address in section 3.06. 

(2) State your understanding of the specification. 

(3) Enclose an example (if appropriate) of how the form would appear if produced using your understanding. 

(4) Be sure to include your name, complete address, phone number, and if applicable, your email address with your correspon

dence . 
• 06 Any questions about the specifications, especially those for the red-ink Fonn W-2 (Copy A) and Fonn W-3, should be emailed 

to *taxforms@irs.gov (the asterisk must be included in the address). Please enter "Substitute Forms" on the subject line. Or send your 

questions to: 

Internal Revenue Service 
Attn: Substitute Forms Program 
SE:W:CAR:MP:T:T:SP, IR 6406 
III 1 Constitution Ave., NW 
Washington DC 20224 

Any questions about the black-and-white laser-printed Form W-2 (Copy A) and Form W-3 should be emailed to 

laser.(orms@ssa.gov or sent to: 

Social Security Administration 
Data Operations Center 
Attn: Laser Forms Approval, Room 235 
1150 E. Mountain Drive 
Wilkes-Barre PA 18702-7997 
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Note. You should receive a response within 30 days from either the IRS or the SSA. 

.07 Fonns W-2 and W-3 are subject to annual review and possible change. Therefore, employers are cautioned against overstock
ing supplies of privately-printed substitutes . 

. 08 Separate instruction~ for Forms W-2 and W-3 are provided in the 2006 Instructions for FomlS W-2 and W-3. Foml W-3 

should be used only to transmit paper Forms W-2 (Copy A). Fonn W-3 is a single sheet including only essential filing infonnation. 

Be sure to make a copy of your completed Form W-3 for your records. Copies of the current year official IRS Forms W-2 and W -3. 

and the instructions for those forms, may be obtained from most IRS offices or by calling 1-800-829-3676. The IRS provides only 

cUhheet ~eb of Forms W-2 and cutsheets of Form W-3. The instructions and information copies of the fonns may also be found on 
the IRS website at H·II'II'. i rs.gm· . 

. 09 Because substitute Forms W-2 (Copy A) and W-3 are machine-imaged and scanned by the SSA, the forms must meet the same 
specifications as the official IRS Forms W-2 and W-3 (as shown in the exhibits). 

Section 4. General Rules for Filing Forms W-2 (Copy A) Electronically 

.01 Employers must file Forms W-2 (Copy A) with the SSA electronically if they file 250 or more calendar year 2006 Forms 
W-2 (Copy A) during a calendar year unless the IRS granted a waiver. For details, get the 2006 Instructions for Forms W-2 and 
W-3. The SSA publication MMREF-I, Magnetic Media Reporting and Electronic Filing, contains specifications and procedures for 
electronic filing of Fonn W-2 information with the SSA. Employers are cautioned to obtain the most recent revision of MMREF-l 

(and supplements) due to any subse4uent changes in specifications and procedures . 
. 02 You may obtain a copy of the MMREF-I by: 

• Accessing the SSA website at www.socialsecurity.govlemployerlpub.htm. 

• Writing to: 

Social Security Administration 
OCO, DES; Attn: Employer Reporting Services Center 
300 North Greene Street 
Baltimore MD 21290-0300 

• Calling your local SSA Employer Services Liaison Otficer (ESLO) (the ESLOs' phone numbers are available at www.socialsecu
ritv.govlemployerlempcontacts.htm), or 

• Calling the SSA's Employer Reporting Services staff at 1-800-772-6270 . 
. 03 Electronic filers do not file a paper Form W-3. See the SSA publication MMREF-I for guidance on transmitting Form W-2 

(Copy A) information to SSA electronically . 
. 04 Employers with fewer than 250 Forms W-2 are encouraged to electronically file Forms W-2 (Copy A) with the SSA. Doing 

so will enhance the timeliness and accuracy of fonns processing . 
. 05 Employers who do not comply with the electronic filing requirements for Fonn W-2 (Copy A) and who are not granted a 

waiver by the IRS may be subject to penalties. Employers who file Form W-2 information with the SSA electronically must not send 
the same data to the SSA on paper Fonns W-2 (Copy A). Any duplicate reporting may subject filers to unnecessary contacts by the 
SSA or the IRS. 

Part B. Specifications for Substitute Forms W-2 and W-3 

Section 1A. Specifications for Red-Ink Substitute Form W-2 (Copy A) and Form W-3 Filed 
with the SSA 

.01 The official IRS-printed red dropout ink Fonn W-2 (Copy A) and W-3 and their exact substitutes are referred to as red-ink in 
this revenue procedure. Employcrs may file substitute Forms W-2 (Copy A) and W-3 with the SSA. The substitute forms must be 
exact replicas of the official IRS forms with respect to layout and content because they will be read by scanner equipment. 

.02 Papcr used for cut sheets and continuous-pinfed forms for substitute Form W -2 (Copy A) and Form W -3 that are to be filed with 
the SSA must be white 100t?c bleached chemical wood, 18-20 pound paper only, optical character recognition (OCR) bond produced 
in accordance \vith the following specifications: 

Acidity: Ph \alue, a\crage, not less than ................................................. . 

Ba~i~ weight: 17 x 22 inch 500 cut sheets, pound ......................................... . 
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Metric equivalent-gm.!sq. meter 

(a tolerance of +5 pet. is allowed) .......... . ............................................ 
Stiffness: Average, each direction, not less than-milligrams 

Cross direction ................... , .. , ...... , ....... , ............................ . 

Machine direction .......... . .................................................... . 

Tearing strength: Average, each direction, not less than-grams .............. , ............. . 

Opacity: Average, not less than-percent ..... , ............ " ............................ . 

Reflectivity: Average, not less than-percent ................................. " ......... . 

Thickness: Average-inch ............................... ' .................. " ......... . 

Metric equivalent-mm ............................................................... . 

(a tolerance of +0.0005 inch (0.0127 mm) is allowed) Paper cannot vary more than 0.0004 
inch (0.0 I 02 mm) from one edge to the other. 

Porosity: Average, not less than-seconds ............................................... . 

Finish (smoothness): Average, each side-seconds ............................ " ......... . 

(for information only) the Sheffield equivalent-units ....... " ............................ . 

Dirt: Average, each side, not to exceed-parts per million ................................. . 

Note. Reclaimed fiber in any percentage is permitted, provided the requirements of this standard are met. 

68-75 

50 

80 

40 

82 

68 

0.0038 

0.097 

10 

20-55 

170-d200 

8 

.03 All printing of substitute Forms W-2 (Copy A) and W-3 must be in Flint red OCR dropout ink except as specified below. The 
following must be printed in nonreflective black ink: 

• Identifying number "22222" or "33333" at the top of the forms. 

• Tax year at the bottom of the forms. 

• The four (4) comer register marks on the forms. 

• The form identification number ("W-3") at the bottom of Form W-3. 

• All the instructions below Form W-3 beginning with "Send this entire page .... " line to the bottom of Form W-3 . 
. 04 The vertical and horizontal spacing for all federal payment and data boxes on Forms W-2 and W-3 must meet specifications. 

On Form W-3 and Form W-2 (Copy A). all the perimeter rules must be I-point (O.OI4-inch), while all other rules must be one-half 
point (O.007-inch). Vertical rules must be parallel to the left edge of the form; horizontal rules parallel to the top edge . 

. 05 The official red-ink Form W-3 and Form W-2 (Copy A) are 7.5 inches wide. Employers filing Forms W-2 (Copy A) with the 
SSA on paper must also file a Form W-3. Fonn W-3 must be the same width (7.5 inches) as the Form W-2. One Form W-3IS printed 
on a standard-size. 8.5 x II-inch page. Two official Forms W-2 (Copy A) are contained on a single 8.5 x II-inch page (exclusive of 
any snap-stubs) . 

• 06 The top. left, and right margins for the Form W-2 (Copy A) and Form W-3 are .5 inches (1/2 inch). All margins must be free of 

printing except for the words "DO NOT STAPLE" on red-ink Form W-3. The space between the two Forms W-2 (Copy A) is 1.33 
inches . 

. 07 The identifying numbers are "22222" for Form W-2 (Copies A (and I» and "33333" for Form W-3. No printing should appear 
anywhere near the identifying numbers. For both Form W-2 (Copy A) and Form W-3, the combination width of box a (Control 
number) and the box containing the identifying number must be 2.5 inches. 

Note. The identifying number must be printed in nonreflective black ink in OCR-A font of 10 characters per inch . 

. 08 The depth of the individual scannable image on a page must be the same as that on the official IRS forms. The depth from the 
top line to the bottom line of an individual Form W-2 (Copy A) must be 4.17 inches and the depth from the top line to the bottom line 

ofFonn W-3 must be 4.67 inches. (See Exhibits A and B.) 
.09 Continuous-pinfed Forms W-2 (Copy A) must be separated into II-inch deep pages. The pinfed strips must be removed when 

Fonns W-2 (Copy A) are filed with the SSA. The two Fonns W-2 (Copy A) on the II-inch page must not be separated (only the 
pages are to be separated (burst». The words "Do Not Cut. Fold, or Staple Forms on This Page" must be printed twice between the 
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two Forms '0.'-2 ICopy A) in Flint red OCR dropout ink. Perforations are required on all other copies (Copies I, B, C. 2, and D) to 
enable the ~eparation of indi\ idual form~ . 

. 10 Box 12 of Form '0.'-2 (Copy A) contains four entry boxes - 12a. 12b, 12c. and 12d. Do not make more than one entry per box. 
Enter your fiN code in box 12a I for example. enter Code D in box 12a. not 12d, if it is your first entry). If more than four items need 
to be reporteJ in box 12. u~e a ~econJ Form W-2 to report the additional items (see "Multiple forms" in the 2006 Instructions for 
Fonm W -2 and W - 3). DD not report the same federal tax data to the SSA on more than one Form W -2 (Copy A). However. repeat 
the identifying information (employee's name, address. and SSN: employer's name. address, and EIN) on each additional form . 

. 11 The checkboxes in box 13 of Form W-2 (Copy A) must be .14 inches each: the space before the first checkbox is .20 inches: 
the "pacing on each remaining side of the 3 checkboxes is .36 inches (see Exhibit A). The checkboxes in box b of Form W-3 must 
also be .14 inches (~ee Exhibit B for other dimensions in box b). 

Note. More than 50'/( of an applicable checkbox must be covered by an "X." 

.12 All substitute Forms W-2 (Copy A) and W-3 in the red-ink format must have the tax year. form number, and form title printed 
on the bottom face of each form using type identical to that of the official IRS form. The red-ink substitute Form W-2 (Copy A) and 
Form W-3 must have the form producer's EIN entered directly to the \eft of "Department of the Treasury," in red . 

. 13 The words "For Privacy Act and Paperwork Reduction Act Notice, see back of Copy D." must be printed in Flint red OCR 
dropout mk in the same location as on the official Form W-2 (Copy A). The words "For Privacy Act and Paperwork Reduction Act 
Notice. see back of Copy D of Form W-2." must be printed at the bottom of the page of Form W-3 in black ink . 

. 14 The Otlice of Management and Budget (OMB) Number must be printed on substitute Forms W-3 and W-2 (on each ply) in 
the same location as on the official IRS forms . 

. 15 All substitute Forms W-3 must include the instructions that are printed on the same sheet below the official IRS form . 

. 16 The back of substitute Form W-2 (Copy A) and Form W-3 must be free of all printing . 

. 17 All copies must be clearly legible. Hot wax and cold carbon spots are not permitted for Form W-2 (Copy A). Interleaved carbon 
should be black and must be of good quality to assure legibility on all copies and to avoid smudging. Fading must be minimized to 
assure legibility . 

. 18 Chemical transfer paper is permitted for Form W-2 (Copy A) only if the following standards are met: 

• Only chemically-backed paper is acceptable for Form W-2 (Copy A). Front and back chemically-treated paper cannot be processed 
properly by scanning equipment. 

• Chemically-transferred images must be black. 

• Carbon-coated forms are not permitted . 
. 19 The Government Printing Office (GPO) symbol and the Catalog Number (Cat. No.) must be deleted from substitute Form W-2 

(Copy A) and Form W-3. 

Section lB. Specifications for Laser-Printed Substitute Form W-2 (Copy A) and Form W-3 
Filed with the SSA 

.01 The SSA-approved. laser-printed. black-and-white Forms W-2 (Copy A) and W-3 are referred to as laser-printed. Specifica
tions for the laser-printed black-and-white Forms W-2 (Copy A) and W-3 are similar to the red-ink forms (Part B, Section IA) except 
for the items that follow (see Exhibits E and F). Exhibits are samples only and must not be downloaded to meet tax obligations. 

( I) Forms must be printed on S.5 x II-inch single-sheet paper only. not on continuous-feed using a laser printer. There must be 
two Forms W-2 (Copy A) printed on a page. There must be no horizontal perforations between the two Forms W-2 (Copy A) on 
each page. 

(2) All fonm and data must be printed in nonreflective black ink only. 

(3) The data and forms must be programmed to print simultaneou~ly. Forms cannot be produced separately from wage data entries. 

(4) The forms must not contain corner register marks. 

(5) The forms must not contain any shaded areas including those boxes that are entirely shaded on the red-ink forms. 

161 Identifying numbers on both Form W-2 ("22222") and Form W-3 ("33333") must be preprinted in 14-point Arial bold font 
or a close appmxllnation. 

(7) The form numbers ("W-2" and "W-3") must be in IS-point Arial font or a close approximation. The tax year ("2006") on 
Fonm W-2 ICOp~ A) and W-3 must be in 20-point Arial font or a close approximation. 
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(8) No part of the box titles or the data printed on the forms may touch any of the vertical or horizontal lines, nor should any of 
the data intenningle with the box titles. The data should be centered in the boxes. 

(9) Do not print any information in the margins of the laser-printed forms (for example, do not print "DO NOT STAPLE" in the 
top margin of Fonn W-3). 

(lO)The word "Code" must not appear in box 12 on Form W-2 (Copy A) 

(11) A 4-digit vendor code preceded by four zeros and a slash (for example, OOOOIl234) must appear in 12-point Arial font, or 
a close approximation, under the tax year in place of the Cat. No. on Form W-2 (Copy A) and in the bottom right corner of the 
"For Official Use Only" box at the bottom of Form W-3. Do not display the form producer's EIN to the left of "Department of the 
Treasury." The vendor code will be used to identify the form producer. 

(12) Do not print Catalog Numbers (Cat. No.) on either Form W-2 (Copy A) or Form W-3. 

(13) Do not print the checkboxes in: 

• Box (b) of Form W-3. The "X" should be programmed to be printed and centered directly below the applicable "Kind of Payer." 

• The "Void" box of Form W-2 (Copy A). The "X" should be programmed to be printed to the right of "Void" because of space 
limitations. 

• Box 13 of Form W-2 (Copy A). The "X" should be programmed to he printed and centered directly below the applicable box title. 

(14) Do not print dollar signs. If there are no money amounts being reported, the entire field should be left blank. 

(15) The space between the two Forms W-2 (Copy A) is 1.33 inches . 
. 02 You must submit samples of your laser-printed substitute forms to the SSA. Only laser-printed, black-and-white substitute 

Forms W-2 (Copy A) and W-3 for tax year 2006 will be accepted for approval by the SSA. Questions regarding other forms (that is. 
red-ink Forms W-2c, W-3c, 1099 series, 1096, etc.) must be directed to the IRS. 

,03 You will be required to send one set of blank and one set of dummy-data, laser-printed substitute Forms W-2 (Copy A) and 
W-3 for approval. Sample data entries should be filled in to the maximum length for each box entry, prefcrably using numeric data 
or alpha data, depending upon the type required to be entered. Include in your submission the name, telephone number, fax number, 
and email address of a contact person who can answer questions regarding your sample f01111S . 

. 04 To receive approval, you may first contact the SSA at iaser.forms@ssa.guvto obtain a template and further instructions in PDF 
or Excel format. You may also send your 2006 sample, laser-printed substitute forms to: 

Social Security Administration 
Data Operations Center 
Attn: Laser Forms Approval, Room 235 
1150 E. Mountain Drive 
Wilkes-Barre PA 18702-7997 

Send your sample forms via private mail carrier or certified mail in order to verify their receipt. You can expect approval (or 
disapproval) by the SSA within 30 days of receipt of your sample forms. 

,05 The 4-digit vendor code preceded by four zcros and a slash (0000/) must be preprinted on the sample, laser-printed substitute 
forms. Forms not containing a vendor code will be rejeded and will not be submitted for testing or approval. If you do not have a 
vendor code, you may contact the National Association of Computerized Tax Processors via email at president@nactp.()rg . 

. 06 If you use forms produced by a vendor and have questions concerning approval, do not send the forms to the SSA for 
approval. Instead, you may contact the software vendor to obtain a copy of SSA' s dated approval notice supplied to that vendor. 

Section 2. Requirements for Substitute Forms Furnished to Employees (Copies B, C, and 2 
of Form W-2) 

Note. Printers are cautioned that the rules in Part B, Section 2 (this section), apply only to employee copies of Form W-2 (Copies 
B, C, and 2). Paper filers who send Forms W-2 (Copy A) to the SSA must follow the requirements in Part B, Sections I A and/or 1 B 
above . 

. 01 All employers (including those who file electronically) must furnish employees with at least two copies of Form W-2 (three or 
more for employees required to file a state, city, or local income tax return). The following rules are guidelines for preparing employee 

copies. 
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The dimensions of the~e copies (Copies B. C. and 2). but not Copy A. may differ from the dimensions of the official IRS form to 
allow space for reporting additional infonl1ation. including additional entries such as withholding for health insurance. union dues. 
bonds. or charity In box 14. The limitation of a maximum of four items in box 12 of Form W-2 applies only to Copy A. which is filed 
with the SSA. 

Note. Payee statements (Copies B. C. and 2 of Form W -2) may now be furnished electronically. if employees give their consent (as 
described in Treasury Regulations Section 31.6051-\(j)). See also Publication IS-A. Employer's Supplemental Tax Guide . 

. 02 The minimum dimensions for employee copies only (not Copy A) of Form W -2 should be 2.67 inches deep by 4.25 inches 
wide. The maximum dimensions should be no more than 6.5 inches deep by no more than 8.5 inches wide. 

Note. The maximum and minimum size specifications are for tax year 2006 only and may change in future years . 

. 03 Either horiwntal or vertical format is permitted (see Exhibit D) . 
• 04 The paper for all copies must be white and printed in black ink. The substitute Copy B. which employees are instructed to 

attach to their federal income tax returns. should be at least 9-pound paper (basis 17 x 22-500). Other copies furnished to employees 
should also be at least 9-pound paper (basis 17 x 22-500) . 

. 05 Employee copies of Form W-2 (Copies B, C, and 2). including those that are printed on a single sheet of paper, must be easily 
separated. Providing perforations between the individual copies satisfies this requirement, but using scissors to separate Copies B, C. 
and 2 does not. 

Note. The perforation requirement in this section does not apply to printouts of copies of Forms W-2 that are furnished electronically 
to employees (as described in Treasury Regulations Section 31.6051-1 (j)). However, these employees should be cautioned to carefully 
separate the copies of Form W-2. See Publication IS-A, Employer's Supplemental Tax Guide, for information on electronically 
furnishing Forms W-2 to employees . 

. 06 Interleaved carbon and chemical transfer paper employee copies must be clearly legible. Hot wax and cold-carbon spots are 
not permitted for employee copies. All copies must be able to be photocopied. Interleaved carbon should be black and must be of 
good quality to assure legibility on all copies and to avoid smudging. Fading must be minimized to assure legibility . 

. 07 The electronic tax logo on the IRS official employee copies is not required on any of the substitute form copies. To avoid 
confusion and questions by employees, employers are encouraged to delete the identifying number ("22222") and the word "Void" 
and its associated checkbox from the employee copies of Form W-2 . 

. 08 All substitute employee copies must contain boxes. box numbers. and box titles that match the official IRS Form W-2. Boxes 
that do not apply can be deleted. However. certain core boxes must be included. The placement. numbering, and size of this informa
tion is specified as follows: 

• The items and box numbers that constitute the core data are: 

Box I - Wages. tips. other compensation. 

Box 2 - Federal income tax withheld. 

Box 3 - Social security wages. 

Box 4 - Social security tax withheld, 

Box 5 - Medicare wages and tips. and 

Box 6 - Medicare tax withheld. 
The core boxes must be printed in the exact order shown on the official IRS form. 

• The core data boxes (I through 6) must be placed in the upper right of the form. Sub~titute vertical-format copies may have the 
core data acros~ the top of the form (see Exhibit D). In no instance. will boxes or other information be permitted to the right of 
the core data. 

• The form title. number. or copy designation (B. C. or 2) may be at the top of the form, Also, a reversed or blocked-out area to 
accommodate a postal permit number or other postal considerations is allowed in the upper-right. 

• Boxes I through 6 must each be a minimum of ll/~ inches wide x If.l inch deep . 

• Other reljuired boxes arc: 
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b) Employer identification number (EIN), 

c) Employer's name, address, and ZIP code, 

d) Employee's social security number, 

e) Employee's name, and 

f) Employee's address and ZIP code. 

Identifying items must be present on the form and be in boxes similar to those on the official IRS form. However, they may be 
placed in any location other than the top or upper right. You do not need to use the lettering system (b-f) used on the official IRS form. 
The employer identification number (EIN) may be included with the employer's name and address and no! in a separate box. 

Note. Box a ("Control number") is not required . 

. 09 All copies of Fonn W -2 furnished to employees must clearly show the form number, the form title. and the tax year prominently 
displayed together in one area of the form. The title of Form W -2 is "Wage and Tax Statement." It is recommended (but not required) 
that this be located on the bottom left of substitute Forms W-2. The reference to the "Department of the Treasury - Internal Revenue 
Service" must be on all copies of substitute Forms W-2 furnished to employees. It is recommended (but not required) that this be 
located on the bottom right of Fonn W -2 . 

.10 If the substitute employee copies are labeled, the forms must contain the applicable description: 

• "Copy B, To Be Filed With Employee's FEDERAL Tax Return." 

• "Copy C, For EMPLOYEE'S RECORDS." 

• "Copy 2, To Be Filed With Employee's State, City, or Local Income Tax Return." 
It is recommended (but not required) that these be located on the lower left of Form W-2. If the substitute employee copies are not 

labeled as to the disposition of the copies, then written notification using similar wording must be provided to each employee . 
. 11 The tax year (2006) must be clearly printed on all copies of substitute Form W-2. It is recommended (but not required) that 

this information be in the middle at the bottom of the Form W -2. The use of 24-pt. OCR-A font is recommended (but not required) . 
. 12 Boxes 1,2, and 9 (if applicable) on Copy B must be outlined in bold 2-point rule or highlighted in some manner to distinguish 

them. If "Allocated tips" are being reported, it is recommended (but not required) that box 8 also be outlined. If reported, "Social 
security tips" (box 7) must be shown separately from "Social security wages" (box 3). 

Note. Boxes 8 and 9 may be omitted if not applicable . 

. 13 If employers are required to withhold and report state or local income tax, the applicable boxes are also considered core infor
mation and must be placed at the bottom of the fonn. State information is included in: 

• Box 15 (State, Employer's state ID number) 

• Box 16 (State wages, tips, etc.) 

• Box 17 (State income tax) 
Local infonnation is included in: 

• Box 18 (Local wages, tips, etc.) 

• Box 19 (Local income tax) 

• Box 20 (Locality name) 
.14 Boxes 7 through 14 may be omitted from substitute employee copies unless the employer must report any of that information to 

the employee. For example, jf an employee did not have "Social security tips" (box 7), the form could be printed without that box. But 
if an employer provided dependent care benefits, the amount must be reported separately, shown in box 10, and labeled "Dependent 

care benefits." 
.15 Employers may enter more than four codes in box 12 of substitute Copies B, C, and 2 (and I and D) of Form W-2, but each 

entry must use Codes A-BB (see the 2006 Instructions for Forms W-2 and W-3) . 
. 16 If an employer has employees in any of the three categories in box 13, all checkbox headings must be shown and the proper 

checkmark made, when applicable . 
.17 Employers may use box 14 for any other infonnation that they wish to give to their employees. Each item must be labeled. 

(See the instructions for box 14 in the 2006 Instructions for Forms W-2 and W-3.) 
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.18 The front of Copy C of a substitute Form W-2 must contain the note "This information is being furnished to the Internal 
Revenue Service. If you are required to file a tax return, a negligence penalty or other sanction may be imposed on you if this income 
is taxable and you fai I to report it." 

.19 Instructions slIniiar to those contained on the back of Copies B. C. and 2 of the official IRS Form W-2 must be provided to 
each employee. An employer may modify or delete Instructions that do not apply to its employees. (For example, remove Railroad 
Retirement Tier I and Tier 2 compensation Il1formation for nonrailroad employees or information about dependent care benefits that 
the employer does not provide.) 

.20 Employers must notify their employees who ha\'e no income tax withheld that they may be able to claim a tax refund because 
of the earned income credit (EIC). They will meet this notification requirement if they furnish a substitute Form W-2 with the EIC 
notice on the back of Copy B, IRS Notice 797. Possible Federal Tax Refund Due to the Earned Income Credit (EIC), or on their 
own statement containing the same wording. They may also change the font on Copies B, C. and 2 so that the EIC notification and 
Form W-2 instructions fit differently. For more information about notification requirements, see Notice 1015, Have You Told Your 
Employees About the Earned Income Credit (EIe)'! 

l\ote. An employer does not have to notify any employee who claimed exemption from withholding on Form W-4, Employee's 
Withholding Allowance Certificate, for the calendar year. 

Part C. Additional Instructions 

Section 1. Additional Instructions for Form Printers 

.01 If electronic media is not uscd for filing with the SSA. the substitute copies of Forms W -2 (either red-ink or laser-printed) 
should be assembled in the same order as thc official IRS Forms W -2. Copy A should be first, followed sequentially by perforated 
sets (Copies I, B, C. 2. and D) . 

. 02 The substitute form to be filed by the employer with the SSA must carry the designation "Copy A." 

Note. Electronic filers do not submit either red-ink or laser-printed paper Form W-2 (Copy A) or Form W-3 to the SSA . 

. 03 Substitute forms (red-ink or laser-printed) do not require a copy to be retained by employers (Copy 0 of Form W-2). However, 
employers must be prepared to verify or duplicate the information if it is requested by the IRS or the SSA. Paper filers who do not 
keep a Form W-2 (Copy D) should be able to generate a facsimile of Form W-2 (Copy A) in casc of loss . 

. 04 Except for copies in the official assembly, no additional copies that may be prepared by employers should be placed ahead of 
Form W-2 (Copy C) "For EMPLOYEE'S RECORDS." 

.05 You must provide instructions simi lar to those contained on the back of Copies B, C. and 2 of the official IRS Form W-2 to each 
employee. You may print them on the back of thc substitute Copies B, C, and 2 or provide them to employees on a separate statement. 
You do not need to use the back of Copy 2. If you do not use Copy 2, you may include all the information, which is on the back of 
the official Copies B, C. and 2, on the back of your substitute Copies Band C only. As an example, you may use the "Note" on the 
back of the official Copy C as the dividing point between the text for your substitute Copies Band C. Do not print these instructions 
on the back of Copy I. Any Forms W-2 (Copy A) and W-3 that are filed with the SSA must have no printing on the reverse side. 

Section 2. Instructions for Employers 

.01 Only originals of Form W-2 (Copy A) and Form W-3 may be filed with the SSA. Carbon copies and photocopies are unac
ceptable . 

. 02 Employers should type or machine-print data entries on the non-laser-generated forms whenever possible. Ensure good quality 
by using a high-quality type face. in<;erting data in the middle of blocks that are well separated from other printing and guidelines, and 
taking any other measures that will guarantee clear, sharp images. Black ink must be used with no script type, inverted font, italics or 
dual-case alpha characters. 

"Iote. 12-point Courier font is preferred by the SSA . 

. 03 Form W-2 (Copy A) require~ decimal entries for wage data. Dollar signs should not be printed with money amounts on the 
Forms W-2 (Copy A) and W-3 . 

. 04 The employer mu<;t pn)\'ide a machine-scannable Form W -2 (Copy A). The employer must also provide employee copies 
(Copies B. C. and 2) that are legible and able to be photocopied (by the employee). Do not print any data in the top margin of the 
payee copie ... of the forms . 

. 05 Any printing in box a (Control number) on Forms W-2 or W-3 may not touch any vertical or horizontal lines and should be 
centered in the box. 

1160 2006-2 C.B. 



.06 The filer's employer identification number (EIN) must be entered in box b of Form W-2 and box e of Form W-3. The ErN 
entered on Fonn(s) W-2 (box b) and Form W-3 (box c) must be the same as on Fonns 941. 943. 944. CT -I. Schedule H (Form 1040). 
or any other corresponding forms filed with the IRS. Be sure to use EIN format (00-0000000) rather than SSN format (QOO-OO-OOOO) . 

• 07 The employer's name, address, and EIN may be preprinted . 
. 08 If available, employers should use the official IRS-preprinted Form W-3 that thev received with Publication 393 or Publication 

2184 when filing red-ink Forms W-2 (Copy A) with the SSA. • 

Section 3. OMB Requirements for Both Red-Ink and Laser-Printed Substitute Forms 

.01 The Paperwork Reduction Act (the Act) of 1995 (Public Law 104-13) requires the following: 

• The Office of Management and Budget (OMB) approves all IRS tax forms that are subject to the Act. 

• Each IRS form contains (in or near the upper right corner) the OMB approval number, if assigned. (The official OMB numbers 
may be found on the official IRS printed forms and are also shown on the forms in Exhibits A. B. C. E, and F.) 

• Each IRS form (or its instructions) states: 

(1) Why the IRS needs the information. 

(2) How it will he used, and 

(3) Whether or not the information is required to be furnished to the IRS . 
. 02 This information must be provided to any users of official or substitute IRS forms or instructions . 
. 03 The OMB requirements for substitute IRS Form W-2 (Copy A) and Form W-3 are the following. 

• Any substitute form or substitute statement to a recipient must show the OMB number as it appears on the official IRS form . 

• The OMB number (1545-0008) must appear exactly as shown on the official IRS form. 

• For any copy of Form W-2 other than Copy A, the OMB number must use one of the following formats: 

(1) OMB No. 1545-0008 (preferred) or 

(2) OMB # 1545-0008 (acceptable) . 
. 04 Any substitute Form W-2 (Copy A only) must state "For Privacy Act and Paperwork Reduction Act Notice. see back of Cupy 

D." Any substitute Form W-3 must state "For Privacy Act and Paperwork Reduction Act Notice. see back of Copy D of Form W-2." 
If no instructions are provided to users of your forms. you must furnish them with the exact text of the Privacy Act and Paperwork 

Reduction Act Notice. 

Section 4. Reproducible Copies of Forms 

.01 You can obtain official IRS forms and information copies of federal tax materials at local IRS office~ or by calling the IRS 
Distribution Center at 1-800-829-3676. Other ways to get federal tax material include the following. 

• The IRS website at www.irs.gov. 

• The IRS' CD-ROM (Publication 1796). 
Only contact the IRS, not the SSA, for IRS forms. 

Note. Many IRS forms are provided on the IRS website and on the Federal Tax Forms CD-ROM. But eopie, of Form W-2 (Copy 
A) and Form W-3 cannot be used for filing with the IRS or SSA when obtained by these methods because the form~ do not meet the 
specific printing specifications as described in this publication. Copies of Forms W-2 and W-3 obtained from these source~ are for 

information purposes only . 

. 02 The IRS also offers an alternative to downloading electronic files and provides current and prior-year acce" to tax form, 

and instructions through its Federal Tax Forms CD-ROM. The CD will be available for the upcoming filing ,ea~on. Order Publica
tion 1796, IRS Federal Tax Products CD-ROM, by using the IRS website at \\'\i·\\·.irs.gOlkdorders or by calling 1-~77-CDFORMS 
0-877-233-6767). 
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Section 5. Effect on Other Documents 

.01 Revenue Procedure 2005-65, 2005-38 I.R.B. 564, dated September 19,2005 (reprinted as Publication 1141, Revised 10-2(05), 
is superseded. 

List of Exhibits 

Exhibit A - Form W-2 (Copy A) (Red-Ink) 

Exhibit B - Form W-3 (Red-Ink) 

Exhibit C - Form W-2 (Copy B) 

Exhibit D - Form W-2 (Alternative Employee Copies) (Illustrating Horizontal and Vertical Formats) 

Exhibit E - Form W-2 (Copy A) (Laser-Printed) 

Exhibit F - Form W-3 (Laser-Printed) 
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Exhibit 
B 

Form 
W-3 

(Red-Ink) 

2006-2 C.B. 
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New checkbox 
checkbox in 
Federal Tax R 
form. 
Magnetic media 
Administrahon 
media reporting 

Reminder 
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entire Copy A page of Fonn(s) W-2 to the Social Security Administration. 

acceDtllble. 

checks. money orders. etc.) wi1h Forms W-2 and W-3. 

A of Form(s) W-2, Wage 
of Form W-3 and keep it 

VJ-2 for yOtS records . 
. File Form W-3 even if 
If you are filing Form(s) 
W-3. 

When To File 
File Form W-3 with Copy A of Form(s) W-2 by 
February 28. 2007 

Where To File 
Send this entire page with the enhre Copy A 
W-2to: 

Social Security Administration 
Data Operations Cent&r 
Wilkes-Barre, PA 18769-0001 

Not&. If you use "Certified Mail' to file, change 
to "18769-0002 .• If you use an IRS-approved 
service, add "ATTN: W-2 Process, 1150 f. 
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Publication 15 (Circular E). Employer's Tax 
IRS-approved private defivery services. 

Act 8Ild Paperwor1< Reduction Act Notice, see back of Copy 0 of Fonn W-2. 
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Form 
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(Copy B) 
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Exhibit 
Form W-2 Wage and Tall Statement 

o 1---------------------
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Form 
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Alternative 
Employee 

Copies 
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Note: Exhibit D provides 
examples of employee copies of 
Form W-2 only. For examples of 
Copy A. see Exhibit A or Exhibit 
E. For the specifications of 
Copy A. which must be filed 
with the SSA, see Part S, 
sections 1 A and 1 S. 

The core data boxes are 1 
through 6 and, if applicable, 15 
through 20. The core data must 
be similarly positioned, exactly 
numbered, and exactly titled as 
shown for each format. Other 
data may be placed in 
unoccupied areas based upon 
the employer's needs. Form 
identification may be placed 
before or after the core data. 
However, the employer's 
non-core elements may be 
positioned only between the 
sections of core data. 
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26 eFR 601.204: Changes in accounting periods and 
in methods of accounting. 
(Also Part /, §§ 446. 448, 481.) 

Rev. Proc. 2006-56 

SECTION 1. PURPOSE 

This revenue procedure provides the 
exclusive procedures under which a tax
payer may request the consent of the 
Commissioner to make certain changes to, 
from, or within a nonaccrual-experience 
(NAE) method of accounting and to adopt 
certain NAE methods. 

SECTION 2. BACKGROUND 

.01 Section 448(d)(5) of the Internal 
Revenue Code provides a special NAE 
method of accounting with respect to 
amounts to be received by certain taxpay
ers for the performance of services. 

.02 The NAE method is available only 
to a taxpayer using an accrual method of 
accounting that either provides services in 
a field described in § 448(d)(2)(A) (health, 
law, engineering, architecture, accounting, 
actuarial science, performing arts, or con
sulting), or that meets the $5 million an
nual gross receipts test of § 448(c). The 
taxpayer may not charge interest or penal
ties for failure to timely pay the amount 
charged for the performance of services. 

.03 On September 6, 2006, the Internal 
Revenue Service and Treasury Depart
ment published final regulations under 
§ 1.448-2 of the Income Tax Regulations 
(T.D. 9285, 71 FR52430, 2006-41 I.R.B. 
656). The final regulations apply to tax
able years ending on or after August 31, 
2006. The preamble to the final regula
tions states that the Service and Treasury 
Department intend to issue administra
tive guidance providing procedures for 
changes in a NAE method of accounting 
and to adopt certain NAE methods of ac
counting. 

.04 Sections 446(e) and 1.446-1(e)(2) 
state that, except as otherwise provided, 
a taxpayer must secure the consent of the 
Commissioner before changing a method 
of accounting for federal income tax pur
poses. Section 1.446-1(e)(3)(ii) autho
rizes the Commissioner to prescribe ad
ministrative procedures setting forth the 
limitations, terms, and conditions neces
sary to permit a taxpayer to obtain consent 

to change a method of accounting in accor
dance with § 446(e). 

.05 Section 1.446-1(e)(i) states that a 
taxpayer filing its first return may adopt 
any permissible method of accounting and 
that a taxpayer may adopt any permissible 
method in connection with each separate 
and distinct trade or business, the income 
from which is reported for the first time. 

.06 Rev. Proc. 2002-9, 2002-1 C.B. 
327 (as modified and clarified by An
nouncement 2002-17, 2002-1 C.B. 561, 
modified and amplified by Rev. Proc. 
2002-19, 2002-1 c.B. 696, and ampli
fied, clarified and modified by Rev. Proc. 
2002-54,2002-2 c.B. 432,) provides pro
cedures for a taxpayer to obtain automatic 
consent of the Commissioner to change to 
a method of accounting described in the 
Appendix of Rev. Proc. 2002-9. 

.07 Rev. Proc. 97-27, 1997-1 C.B. 680 
(as modified and amplified by Rev. Proc. 
2002-19, 2002-1 c.B. 696, and ampli
fied and clarified by Rev. Proc. 2002-54, 
2002-2 C.B. 432), provides procedures for 
a taxpayer to obtain advance consent of the 
Commissioner to change its method of ac
counting. 

.08 Section 481 (a) requires the adjust
ments necessary to prevent amounts from 
being duplicated or omitted when a tax
payer's taxable income is determined un
der a method of accounting different from 
the method used to determine taxable in
come for the preceding taxable year. 

SECTION 3. SCOPE 

.01 This revenue procedure applies to a 
taxpayer that wants to make one or more 
of the following changes or adoptions: 

(I) Change to a safe harbor NAE 
method provided in § 1.448-2(f)(1) (the 
revenue-based moving average method), 
(f)(2) (the actual experience method), 
(f)(3) (the modified Black Motor method), 
(f)(4) (the modified moving average 
method), or (f)(5) (the alternative nonac
crual-experience method); 

(2) Change to a periodic system (for 
further guidance, see, for example, Notice 
88-51, 1988-1 c.B. 535); 

(3) Change from a NAE method to a 
specific charge-off method; 

(4) Change from a sub-method of 
its current NAE method provided in 
§ 1.448-2 regarding applicable periods to 
another sub-method regarding applicable 

periods that is permitted under § 1.448-2, 
other than a change to exclude taxable 
years from an applicable period under 
§ 1.448-2(d)(6); 

(5) Change from a sub-method of 
its current NAE method provided m 
§ 1.448-2 regardmg tracing of recov
eries to another sub-method regarding 
tracing of recoveries permitted under 
§ 1,448-2(f)(2)(iii); 

(6) Change a sub-method unrelated to 
the applicable period or to the tracing of 
recoveries for a taxpayer currently using a 
NAE method provided in § 1.448-2(f); 

(7) Change to a NAE method other 
than a safe harbor method provided in 
§ 1.448-2(f)(I) through (5); or 

(8) Adopt a NAE method other 
than a safe harbor method provided in 
§ 1.448-2(f)(l) through (5). 

02 This revenue procedure does not ap
ply to a taxpayer that seeks to adopt one 
of the safe harbor NAE methods provided 
in § 1.448-2(f)(l) through (f)(5). A tax
payer that seeks to adopt a safe harbor 
NAE method provided in § 1.448-2(f)(1) 
through (S) must follow the general rules 
for adoption of a method of accounting in 
§ 1446-1 (e)(I). Generally, a taxpayer is 
not required to request advance consent or 
file a Form 3115, Application Jor Change 
in Accounting Method, to adopt a method 
of accounting for the first time. 

SECTION 4. APPLICATION 

.01 Automatic change in method oj ac
counting. 

(1) In general. A taxpayer seeking to 
make a change within the scope of section 
3.01(1) through (5) of this revenue proce
dure, in accordance with section 6.01 of 
Rev. Proc. 2002-9, is granted the con
sent of the Commissioner to change to a 
method of accounting provided in the fi
nal regulations, to a periodic system, or to 
a specific charge-off method, as applica
ble, provided that the taxpayer follows the 
automatic change in method of accounting 
provisions in Rev. Proc. 2002-9, or its 
successor, subject to the following modi
fications: 

(a) The scope limitations in section 4.02 
of Rev. Proc. 2002-9 do not apply for 
the taxpayer's first taxable year ending on 
or after August 31, 2006. However, if 
the taxpayer's NAE method of account
ing is an issue under consideration for tax-
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able years under examination. before an 
appeals office, or before a federal court. 
at the time the Form 3115 is filed with 
the national office, the audit protection of 
section 7 of Rev. Proc. 2002-9 does not 
apply. A taxpayer's NAE method of ac
counting is an issue under consideration 
for the taxable years under examination 
if the taxpayer receives written notifica
tion (for example. by examination plan, in
formation document request. or notifica
tion of proposed adjustments or income tax 
examination changes) from the examining 
agent( s) specifically citing the treatment of 
the NAE method of accounting as an issue 
under consideration. 

(b) The designated automatic account
ing method change number for changes in 
method of accounting made pursuant to 
this revenue procedure is No. 35; and 

(c) A change in method of accounting 
within section 3.0 I (I), (2), (3), or (5) of 
this revenue procedure results in a § 481 (a) 
adjustment. A change in method of ac
counting within section 3.01(4) of this rev
enue procedure is made on a cut-off basis. 

(2) Concurrent change to overall ac
crual method and (J NAE method of ac
counting. 

(a) First ,9 448 year. A taxpayer that is 
within the scope of section 3.01 (I) through 
(5) of this revenue procedure that wants 
to change to a NAE method of accounting 
(with or without also changing to a peri
odic system) and is required to change to 
an overall accrual method of accounting 
under § 448 and the regulations thereunder 
must request to make both changes by fil
ing one Form 3115, and the taxpayer must 
follow the change in method of account
ing provisions of § 1.448-1 (h)(2). The 
taxpayer must complete all applicable sec
tions of Form 3115, including sections that 
apply to the change to an overall accrual 
method and to the change to the NAE 
method, and must enter the automatic ac
counting method change numbers for both 
changes on Form 3 115. 

(b) Other automatic consent changes to 
(}I 'era II accrual method. A taxpayer that is 
within the scope of section 3.0 I (I) through 
(5) of this revenue procedure that wants 
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to change to a NAE method of account
ing (with or without also changing to a 
periodic system) and is eligible to change 
to an overall accrual method of account
ing under Appendix section 5.01 of Rev. 
Proc. 2002-9. or its successor, must re
quest to make both changes by filing one 
Form 3115, and must follow the change 
in method of accounting provisions un
der Rev. Proc. 2002-9. or its successor. 
The taxpayer must complete all applicable 
sections of Fonn 31 15. including sections 
that apply to the change to an overall ac
crual method and to the change to the NAE 
method, and must enter the automatic ac
counting method change numbers for both 
changes on Fonn 31 15. 

.02 Advance consent change in method 
of accounting. 

(I) In general. A taxpayer within the 
scope of sections 3.01 (6) or (7) ofthis rev
enue procedure must follow the advance 
consent change in method of accounting 
procedures in Rev. Proc. 97-27, or its suc
cessor. 

(2) Concurrent change to an overall ac
crual method of accounting and a NAE 
method of accoullting. A taxpayer within 
the scope of section 3.01(6) or (7) of this 
revenue procedure that wants to change 
to a NAE method of accounting (with or 
without also changing to a periodic sys
tem) and also wants to change to an over
all accrual method of accounting or to an 
overall accrual method in conjunction with 
the recurring item exception for which the 
change to the overall accrual method is not 
allowed under an automatic consent proce
dure, must request to make both changes 
by filing one Form 3 115, and must follow 
the change in method of accounting provi
sions in Rev. Proc. 97-27, or its succes
sor. Only one user fee is required for these 
changes. The taxpayer must complete all 
applicable sections of Form 31 15, includ
ing the sections that apply to the change 
to an overall accrual method, and to the 
change to the NAE method. 

.03 Proceduresforcertain adoptions by 
taxpayers. 

(I) In general. Normally, taxpayers are 
not required to obtain advance consent in 

order to adopt a method of accounting for 
the first time. However, a taxpayer within 
the scope of section 3.0 I (8) of this revenue 
procedure must obtain advance consent of 
the Commissioner in order to adopt a NAE 
method other than a safe harbor method 
provided in § 1.448-2(t)( I) through (5). In 
order to obtain advance consent, a taxpayer 
must follow the procedures for a change 
in method of accounting. Specifically, a 
taxpayer must file a Form 3115 and must 
comply with the following provisions of 
Rev. Proc. 97-27: 

(a) Section 3, Definitions; 
(b) Section 5, Procedures for Taxpayers 

not under Examination; 
(c) Section 8, General Application Pro

cedures; 
(d) Section 10, Effect of Consent; and 
(e) Section 11, Review by District Di

rector. 
(2) Year of change. The year in which 

the taxpayer adopts the NAE method un
der this section 4.03 is treated as the "year 
of change" for purposes of the rules. fil
ing deadlines, and procedures under Rev. 
Proc. 97-27. 

SECTION 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2002-9 is modified and am
plified to include these automatic changes 
to a N AE method of accounting in the 
APPENDIX. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective for 
taxable years ending on or after August 31, 
2006. 

SECTION 7. DRAFfING 
INFORMATION 

The principal author of this revenue 
procedure is W. Thomas McElroy, Jr., of 
the Office of Associate Chief Counsel 
(Income Tax and Accounting). For fur
ther information regarding this revenue 
procedure, contact Mr. McElroy at (202) 
622-4970 (not a toll-free call). 



Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-94 

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

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

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

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

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu- may offer his or her consent to suspension The following individuals have been 
lations, Part 10, an attorney, certified pub- from such practice. The Director, Office placed under consent suspension from 
lie accountant, enrolled agent, or enrolled of Professional Responsibility, in his dis- practice before the Internal Revenue Ser
actuary, in order to avoid the institution cretion, may suspend an attorney, certified vice: 
or conclusion of a proceeding for his or public accountant, enrolled agent, or en-
her disbarment or suspension from prac- rolled actuary in accordance with the con-
tice before the Internal Revenue Service, sent offered. 

Name Address Designation 

Tomasulo, Maria V. Wantagh, NY CPA 

Maloy, Jr., Robert J. Galion,OH CPA 

Pate, Janet M. Broadview, NM CPA 

Scott, Howard Miami, FL Attorney 

Adamic, Jonathan E. San Lorenzo, CA CPA 

Date of Suspension 

Indefinite 
from 
August 7, 2006 

Indefinite 
from 
August 15, 2006 

Indefinite 
from 
August 15, 2006 

Indefinite 
from 
August 15,2006 

Indefinite 
from 
August 18, 2006 
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Name Address Designation Date of Suspension 

Becker, Ira S. Wilmette,IL CPA August 22. 2006 
to 
August 2 L 200g 

Snigur, Virginia Iaquinta Warwick, NY Attorney Indefinite 
from 
August 31, 2006 

Galpern, Joel G. l\'orth Miami, FL CPA Indefinite 
from 
September I. 2006 

DiSiena, Frank E. Katonah, NY CPA Indefinite 
from 
September 4, 2006 

Carusona, Thomas M. Huntington, NY Attorney Indefinite 
from 
September 15, 2006 

Shaikh, Firoz A. Melville, NY CPA Indefinite 
from 
September 15, 2006 

Wickline, Ella L Ronceverte, WV Enrolled Agent Indefinite 
from 
September IS, 2006 

Smith, Daniel B. Garden City, NY CPA Indefinite 
from 
September 18, 2006 

Carlin. Charles R. South Bend, IN CPA Indefinite 
from 
October I. 2006 

Devine, Daniel M. Boca Raton. FL CPA Indefinite 
from 
October I, 2006 

Dupont, Hewitt, 1. Daytona Beach. FL CPA Indefinite 
from 
October I. 2006 

FarrelL Raymond J. Matawan, NJ Attorney Indefinite 
from 
October I. 2006 

Kelligrew, John R. White Plains, l\'Y Attorney Indefinite 
from 
October I, 2006 

Klein, Robert B. Bardonia, NY Enrolled Agent Indefinite 
from 
October I, 2006 

Long. Gregory S. Hutchinson. KS Attorney Indefinite 
from 
October I, 2006 
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Name Address Designation Date of Suspension 

Moore, Ronald L. Cayce, SC CPA Indefinite 
from 
October I. 2006 

Schaffer, Robert J. Calverton. NY CPA Indefinite 
from 
October I. 2006 

Berlin, Stanley Erie, PA Attorney Indefinite 
from 
October 15. 2006 

Briscoe, Jack Drexel Hill, PA Attorney Indefinite 
from 
October 15.2006 

Buzzeo, Michael V. New Canaan, CT CPA Indefinite 
from 
October 15. 2006 

Sacco, lohn M. Pound Ridge, NY CPA Indefinite 
from 
October 15.2006 

Sheiman, Alan P. Sherman Oaks. CA Enrolled Agent Indefinite 
from 
October IS. 2006 

Tourin, Mark Miami. FL CPA Indefinite 
from 
October 15. 2006 

Burns, William 1. Randolph. MA Attorney Indefinite 
from 
October 16, 2006 

Webb, Norman R. Daphne, AL CPA Indefinite 
from 
October 16, 2006 

Brown, Guia EP Hobe Sound, FL Enrolled Agent October 20, 2006 
to 
April 19, 2008 

Gram, John A. Gainesville, GA Attorney Indefinite 
from 
November I, 2006 

Herzog, Samuel A. Jericho, NY CPA Indefinite 
from 
November I, 2006 

Kellicker, John F. Cleveland, OH CPA Indefinite 
from 
November I, 2006 

Krieger, Robert M. Hampton, NH CPA Indefinite 
from 
November I. 2006 

Minsky, Neil J. Randolph, NJ CPA Indefinite 
from 
November 1. 2006 
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Name Address 

O'Brien, Timothy Newton Center, MA 

Sukenik, Martin Kew Gardens, NY 

Savoy, Cassandra East Orange. NJ 

Bonner, Charles B. Athens, GA 

Levine, Barton P. New York, NY 

Taves, Joseph G. Provincetown, MA 

Young. Ronald Fairfield. CT 

Brush, Charles, H. Southbury, CT 

Jacob, Robert T. Tucson, AZ 

Designation 

Attorney 

Attorney 

Attorney 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

Date of Suspension 

Indefinite 
from 
November I, 2006 

Indefinite 
from 
November I, 2006 

Indefinite 
from 
November 7. 2006 

Indefinite 
from 
November 15, 2006 

Indefinite 
from 
November 15, 2006 

Indefinite 
from 
November 15, 2006 

Indefinite 
from 
November 16,2006 

Indefinite 
from 
December I, 2006 

Indefinite 
from 
December 15,2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

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

Name Address 

Williams, Donna M. York, PA 

the expedited proceeding is instituted (I) 

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

Designation 

CPA 

Foushee, Wayne H. Winston-Salem. NC Attorney 
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The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
July 25, 2006 

Indefinite 
from 
August 3, 2006 



Name Address Designation Date of Suspension 

Kronegold, Sheldon H. Englewood, NJ Attorney Indefinrte 
from 
August 3. 2006 

Norman, Clarence Brooklyn, NY Attorney Indefinite 
from 
August 3, 2006 

Chin, Arnold San Francisco, CA Attorney Indefinite 
from 
August 31,2006 

McCann, Thomas Des Moines. IA Attorney Indefinite 
from 
August 31. 2006 

Whaley, Daniel P. Hood. CA Attorney Indefinite 
from 
August 31, 2006 

Chukumba, Stephen C. Montclair. NJ Attorney Indefinite 
from 
September 12. 2006 

Katz, Edward C. New York. NY Attorney Indefinrte 
from 
September 12,2006 

Kadunce. Darrell L. Butler, PA Attorney Indefinite 
from 
September 18, 2006 

Allen, Robert W. Torrance, CA CPA Indefinite 
from 
September 21, 2006 

Brown, Davin W. Raleigh, NC CPA Indefinite 
from 
September 21, 2006 

Cunningham, R. Scott Dalton, GA Attorney Indefinite 
from 
September 21, 2006 

Eilers, Tom D. Raleigh, NC CPA Indefinite 
from 
September 21, 2006 

Gerdes, Roger A. Carpinteria, CA Attorney Indefinite 
from 
September 21. 2006 

Kurth, Richard Frederick Danville, IL Attorney Indefinite 
from 
September 21, 2006 

Mitchell, McArthur D. Charlotte, NC CPA Indefinite 
from 
September 21, 2006 
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Name Address Designation Date of Suspension 

Ragusa, Patricia A. Spring. TX CPA Indefinite 
from 

September 21. 2006 

Wulfsberg, David E. MUlTieta, CA Attorney Indefinite 
from 
September 21. 2006 

Cox. Brian 1. Plymouth. MI CPA Indefinite 
from 
September 25. 2006 

Mandelman. Michael D. Mequon, WI Attorney Indefinite 
from 
September 25. 2006 

Miller. Steven L. Canal Winchester. OH Attorney Indefinite 
from 
September 25, 2006 

Felli. Jay A. Mequon, WI Attorney Indefinite 
from 
October 2, 2006 

Schoch y, Arch K. High Point, NC Attorney Indefinite 
from 
October 2, 2006 

Andre, Patrick F. Manchester, MO Attorney Indefinite 
from 
October 12. 2006 

BrilL Kevin Michael Downen; Grove, IL Attorney Indefinite 
from 
October 12, 2006 

Day, Richard G. Largo, FL Attorney Indefinite 
from 
October 12, 2006 

Dull. Kay E. Miami Shore~, FL Attorney Indefinite 
from 
October 12, 2006 

Frank, Arthur J. Chicago,IL Attorney Indefinite 
from 
October 12, 2006 

Gackle. Thomas E. Plymouth, MI Attorney Indefinite 
from 
October 12, 2006 

Hamilton, Howard D. Fort Dodge, IA Attorney Indefinite 
from 
October 12, 2006 

Hodge, Robert M. Lafayette, LA Attorney Indefinite 
from 
October I 2, 2006 

Lesvshen. Donna P Waterloo. IA Attorney Indefinite 
from 
October 12, 2006 
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Name Address Designation Date of Suspension 

Peiss, John H. Downers Grove, IL Attorney Indefinite 
from 
October 12. 2006 

Petty, James E. Austin, TX CPA Indefinite 
from 
October 12. 2006 

Ruffin-Hudson, Linda C. Saint Louis, MO Attorney Indefinite 
from 
October 12, 2006 

Schaefer, James E. St. Louis Park, MN Attorney Indefmite 
from 
October 12, 2006 

Schmitt, Martha G. Minneapolis, MN Attorney Indefinite 
from 
October 12, 2006 

Shannon, Terrancc J. Mission Viejo, CA Attorney Indefinite 
from 
October 12. 2006 

Smith, Matthew S. Denver, CO Attorney Indefinite 
from 
October 12, 2006 

Swanson, Richard West Chicago, IL CPA Indefinite 
from 
October 12, 2006 

Thomas, Kenneth A. Farmers Branch, TX Attorney Indefinite 
from 
October 12, 2006 

Tomasa, Ryan H. Honolulu, HI Attorney Indefinite 
from 
October 12,2006 

Williams, Jr., Harry D. San Antonio, TX Attorney Indefinite 
from 
October 12,2006 

Wilson, Jr., Robert N. Ayer, MA Attorney Indefinite 
from 
October 12,2006 

Yum, Chris Chulho Woodbridge, VA Attorney Ind~finitc 

from 
October 12, 2006 

Dunham, Richard G. Irvine, CA Enrolled Agent Indefinite 
from 
October 15. 2006 

Housman, David Albuquerque, NM Attorney Indefinite 
from 
October IS. 2006 

Malitz, Charles P. Beachwood. OH CPA Indefinite 
from 
October IS. 2006 
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Name Address Designation Date of Suspension 

Emig, Robert W. Houston. TX CPA Indefinite 
from 
October 24. 2006 

Freese, Scott D. Norfolk. NE Attorney Indefinite 
from 
October 24. 2006 

Rambo. Byron L Sanford, FL EA Indefinite 
from 
October 24, 2006 

Ask, Ronald W. Riverside. CA Attorney Indefinite 
from 
October 30. 2006 

Berry. Richard S. Tempe. AZ Attorney Indefinite 
from 
October 30. 2006 

Burkhardt, William R. Canyon Lake, TX CPA Indefinite 
from 
October 30, 2006 

Callaway, Jr.. Paul F. Greensboro, NC CPA Indefinite 
from 
October 30, 2006 

Doyle. David W. Arvada, CO Attorney Indcfin i Ie 
from 
October 30, 2006 

Elmore, III. Virgil Birmingham, AL Attorney Indefi n i te 
from 
October 30, 2006 

Grandt, Lawrence E. Gurnee,IL CPA Indefinite 
from 
October 30. 2006 

Hanson, Steven G. Lodi, CA Attorney Indefinite 
from 
October 30, 2006 

Omodele. Boluwaji Houston. TX CPA Indefinite 
from 
October 30. 2006 

Rahden. Horst R. Fort Wayne. IN CPA Indefinite 
from 
October 30, 2006 

Censoprano, Salvatore Foster City. CA CPA Indefinite 
from 
October 31, 2006 

Powell. James S. Lakewood, CO Attorney Indefinite 
from 
October 31, 2006 

Allen. Leonard G. Mesa. AZ CPA Indefinite 
from 
November I, 2006 
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Name Address 

Parker, Donald A. Benson, NC 

Rogers. James M. Tulsa, OK 

Coopet, Michael W. Saint Paul, MN 

Day, Jr., John Taylor Hingham, MA 

Grella. Paul 1. Canton, MA 

Meggers. Theodore M. Des Moines, IA 

Tolbert, James L. Los Angeles, CA 

Designation 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

Date of Suspension 

Indefinite 
from 
November 6, 2006 

Indefinite 
from 
November 6, 2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8,2006 

Indefinite 
from 
November 8, 2006 

Indefinite 
from 
November 8. 2006 

Indefinite 
from 
November 8, 2006 

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

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

ministrative law judge, the following indi- from practice before the Internal Revenue 
viduals have been placed under suspension Service: 

Name Address Designation 

Lazaro, Charles Visalia, CA Attorney 

Wasilowski, Ronald Natrona Heights, PA CPA 

Wellbery, WilIiam J. Deerfield Beach, FL CPA 

Clapper, Gary L. La Mesa, CA Enrolled Agent 

Effective Date 

July 20, 2006 
to 
January 19,2010 

July 21,2006 
to 
July 20, 2011 

October 12, 2006 
to 
October 11, 2008 

November 2. 2006 
to 
November 1. 2008 

2006-2 C.B. 1179 



Consent Disbarments From Practice Before the Internal 
Revenue Service 

Under Title 31. Code of Federal Regu
lations. Part 10. an attorney. certified pub
lic accountant. enrolled agent. or enrolled 
actuary. in order to avoid institution or con
clusion of a proceeding for his or her dis
barment or suspension from practice be-

Name Address 

fore the Internal Revenue Service. may of
fer hi~ or her consent to disbarment from 
such practice. The Director, Otlice of Pro
fessional Responsibility. in his discretion. 
may dishar an attorney. certified puhlic ac-

Designation 

Grossman. Robert S. Ardmore. PA Attorney 

countant. enrolled agent. or enrolled actu
ary in accordance with the consent offered. 

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

Date of Disbannent 

Indefinite 
from 
October 4, 2006 

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

Under Title 31. Code of Federal Regu
lations, Part 10, after notice and an oppor-

tunity for a proceeding before an adminis
trative law judge, the following individu-

Name Address Designation 

Hubbard, Murphy Springfield, MO CPA 

Kardos, Sandra E. Van Nuys, CA CPA 

Jewett. Jerry A. Fremont. OH Enrolled Agent 

Censure Issued by Consent 
Under Title 31. Code of Federal Reg

ulations. Part 10. in lieu of a proceeding 
being instituted or continued, an attorney, 
certified public accountant. enrolled agent. 

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

Name Address Designation 

Applegate. William F. Madison. NJ CPA 

Vigliotti. Anthony J. East Haven. CT Enrolled Agent 

Bolgiani. Janette A. Brooklyn. NY Enrolled Agent 

Cheney. James E. Phelps, NY CPA 

Dollinger. Douglas Middletown, NY Attorney 

Ree\es. Zak E. Denver. CO Enrolled Agent 
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als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

September 20, 2006 

October 2, 2006 

November 2,2006 

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

Date of Censure 

September 12, 2006 

September 12. 2006 

September 14, 2006 

September 18. 2006 

October 2, 2006 

October 2, 2006 



Name Address Designation 

Castiglione, John Pittsfield, MA Attorney 

Shannon, James P. Rochester, NH Attorney 

Kuner, Mark A. Bethesda, MD Attorney 

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

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

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

Date of Censure 

October 4, 2006 

October 4, 2006 

October 6, 2006 

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

Name Address Date of Resignation 

Schwartz, Judy 

Foundations Status of Certain 
Organizations 

Announcement 2006-101 

The following organizations have failed 
to establish or have been unable to main
tain their status as public charities or as op
erating foundations. Accordingly, grantors 
and contributors may not, after this date, 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78), or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
not indicate that the organizations have lost 
their status as organizations described in 
section 501(c)(3), eligible to receive de
ductible contributions. 

Fonner Public Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

Las Vegas, NY October 13, 2006 

3 Dimension Developers, Inc., 
Houston. TX 

Accokeek Community Development 
Corporation, Waldorf, MD 

Acts of Hope, Inc., Duluth, GA 
Advisory Credit Management, Inc., 

East Brunswick, NJ 
AESOP, Inc., Cedar Hill, TX 
African Education Development Agency, 

Inc. (AEDA), Brooklyn Park, MN 
Ahepa 59, Inc., Canton, OH 
Aina Hookupu 0 Kilauea, Kilauea, HI 
Alliance Health of Fall River, Inc., 

Newton, MA 
Alsharco, Inc., Gretna, LA 
American African Foundation Against 

Torture, Inc., Schenectady, NY 
American Farm Center Foundation, 

San Diego, CA 
Amit Discounted Living of America, 

Pasadena, C A 
Andover's Future Housing Corporation, 

Andover, MA 
Arc of Passaic County, Hackensack, NJ 
Artscore, Columbus, OH 
Artsreach America, Inc., Chicago, IL 
Assist By Knight, Inc., Philadelphia, PA 
Astorling Sanctuary, Inc., Tampa, FL 

Atrium a Choice Community, Inc .. 
Indiana, PA 

Avalon R&D, Inc., Williamsville. NY 
Barton Springs Heritage Association, Inc., 

Austin, TX 
Beacon Ridge a Choice Community, Inc., 

Indiana, PA 
Beautify American Roads Foundation, 

Inc., Sharon, CT 
Beulah Land Community Development 

Center, Houston, TX 
Blue Meadows, Inc., Rose, OK 
Borders Farm Preservation, Inc, 

Foster, RI 
Brain Synchrony, Incorporated, 

Encinitas, CA 
Brick Foundation, Raleigh, NC 
Broom Tree Center for Clergy Renewal, 

Inc., Wausau, WI 
Brothers Keeper, Inc., Tuscaloosa, AL 
Caboose Springs, Incorporated, 

La Crescenta, CA 
Called to Care, Kalamazoo, MI 
Capital City Teen Production, 

Savannah, GA 
Catalyst, Paonia, CO 
Cathedral of Praise Community 

Development. Inc., Camden, SC 
Celebrity Luncheons, Wilkes-Barre, PA 
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Center for Creative Leadership and 
Renewal. Ogunquit. ME 

Centro Pre Escolar Mundo Chico. Inc .. 
Salinas. PR 

Chaplain Memorial Endowment 
Corporation. Church Creek. MD 

Children's Pre~chool Corporation. 
Corona. CA 

Childrens StewardshIp Fund. 
New York. NY 

Christian Alternative. Inc .. 
Gainesville. FL 

Christian Home Area Ministry Partners. 
Micanopy. FL 

City of Hope Missions of Kentucky. Inc .. 
Richmond. KY 

Cloven Flame ~inistries. 
Center Point. TX 

Community Concerns Alliance. Inc .. 
Detroit. MI 

Community Family Development 
Foundation. Inc .. Baltimore. MD 

Community Health Care Services, 
Oakland. CA 

Community Outreach Program of 
Enrichment. Inc., Houston, TX 

Concerned Citizens for 25A, Inc., 
Cold Spring Harbor. NY 

Concerned Veterans, Philadelphia, PA 
Conjuring Arts Research Center, 

Las Vegas, NV 
Continuum of Care Ministry, Ruston, LA 
Crosby Family Foundation, 

Los Angeles. CA 
Cuddlecare a New Jersey Nonprofit 

Corporation. Neptune. NJ 
CWA Local 1033 James W. Gallagher 

Scholarship Fund, Trenton, NJ 
Daily Retreat Adult Care. Inc .. Dallas, TX 
Deeval U Educational Center, 

Greenville. MS 
Delta Regional Foundation, Jackson. MS 
Developmental Institute for Rural 

& Urban Excellence. Inc .. 
Natchitoches. LA 

DFW Chinese Culture Center. Inc., 
Lewisville. TX 

Divine Call. Dallas. TX 
Doves Link. Inc .. Beech Island. SC 
DuPont Theater. Inc .. Grove City, PA 
Ecocosm Dynamics. Ltd .. Tucker. GA 
Ecospirit Institute for Physical 

and IVkwphysical Ecology. Inc., 
Scotts Valley. C A 

Edheads. Hilliard. OH 
Educacion Para Todos. Inc .. Durham. NC 
Education Empowerment Fund. 

Lake OS\\ egl). OR 
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EI Segundo Youth Football & 
Cheerleading. Inc., El Segundo. CA 

Empowering People & Communities 
Together CDC. Ilta Bena. MS 

Empowering Students and Parents. Inc.. 
Columbia. MD 

E M P T Y. Cincinnati. OH 
Ensamble America Chamber Music and 

Orchestral Society. New York. NY 
Epiphany Training and Empowerment 

Corp .. Ford Heights. IL 
Evangelistic Temple Foundation C E D C. 

Inc .. Simpsonville. SC 
Evangelizing for Christ Ministry, Inc .. 

Arlington. TX . 
Everywhere & Now Public Hous 

Resid Organizing Natl Together. Inc .. 
Far Rockaway, NY 

Families Doing Time. Compton, CA 
Family and Youth Achievement Center, 

Inc., Durham. NC 
Family Support Centers, Lakeside, CA 
Fathers on Rights for Custody Equality, 

Louisville, KY 
Feral Feline Sanctuary, Inc., Ocala, FL 
Finlion Center for Nonprofit Boards, Inc., 

Sioux Falls, SD 
Foothill Boys Baseball Association, Inc., 

Salt Lake City, UT 
For Gods Glory Ministries, Inc., 

Orange Park, FL 
Foundation for Sustainable Development 

With Human Values. Inc., 
Washington. DC 

Foundation of Grace Respite Care, Inc., 
Chicago.IL 

Freeborn Foundation, Inc., Stamford. CT 
Friends of Artistry in Motion, 

Westland, MI 
Friends of Friendship House Fund, Inc., 

Garland, TX 
Friends of the Elliott Museum. Inc., 

Palm City, FL 
Friends of the Farnsworth House, 

Chicago,IL 
Friends of the Louisiana Museum 

of Modem Art in Denmark, Inc., 
New York. NY 

Gallagher Foundation for Youth Sports. 
Inc., Palm Dessert, CA 

Gambrell Ministries, Long Beach, CA 
Gate City Golf Association Foundation, 

Inc., Greensboro. NC 
Gifts for Jesus, North Huntingdon, PA 
Girlspirit-Womensong, Inc., 

New York City. NY 
Gods Way Homeless Recovery. Inc., 

West Palm Beach, FL 

Golden Hill Development Foundation m. 
Inc .. New Haven. CT 

Good Cause. Inc .. Oakland. CA 
Great Basin Foundation. 

Sal! Lake City. liT 
Great Minds of Tomorrow. Inc .. 

Kalamazoo. MI 
Greater Faith Community Services. Inc. 

Petersburg. VA 
Greater Harvest Housing Corp .. Inc .. 

Baltimore. MD 
Greater Image Ministries. Seattle. WA 
Greater Whites Development Center. 

Nashville. TN 
Gumbo Krewe. Inc .. Norco. LA 
Harlem United Community HIV/AlDS 

Prevention Center, Inc .. New York. NY 
Harvest Community Development 

Corporation. Detroit, MI 
Hasidigraphix, Inc., Boca Raton. FL 
Hellgate Management Corp., Bronx, NY 
Helping Hands of Charleston. Inc .. 

North Charleston, SC 
Helping Hands of Winnsboro. 

Winnsboro, LA 
Henry Evans Housing Corporation. 

Fayetteville, NC 
HFERIBS, Inc., Tomahawk. WI 
Holt Family Help Center, Centerville. UT 
Home of the Eagle Shelter, Inc., 

Thibodaux. LA 
Hope Community Economic 

Development, Inc., Jacksonville, FL 
Hope for Children. Inc., Pueblo, CO 
Hope Treatment Center. Reno, NV 
Hosts Faith Ministries, Inc., 

Friendswood. TX 
Hot Fudge Social Ventures, Inc., 

Atlanta. GA 
Housing for the Future, Inc., Elizabeth, NJ 
Housing Works Harlem Housing 

Development Fund Corporation, 
Brooklyn, NY 

Howard Thurman Library, New York. NY 
Howl. Inc., Georgetown. KY 
Humans Preservation & Protection Fund, 

Los Angeles, CA 
Illinois Affordable Housing, NFP, 

Charleston. IL 
Immaculate Conception Ministries of 

Charity, Inc., Washington, DC 
Immanuel Development Center, 

Akron,OH 
In the Beginning Ministries, 

Los Angeles, CA 
Institute for Science and Health, 

St. Louis. MO 



International Photoacoustic and 
Photothermal Association, 
Providence, Rl 

International Royal Crescent Education 
Foundation, Inc., Warner Robins, G A 

1. R. Richards Kids Foundation, Inc., 
Houston, TX 

Jeffersonian Society, Inc., 
Jacksonville, FL 

Jersey City Community Resource Center, 
Jersey City, NJ 

Joey Cushman Memorial Scholarship 
Fund, Fort Worth, TX 

Journey of Life Services, 
Baton Rouge, LA 

Jowers Foundation, Inc., Southfield, MI 
Kansas Resource Alliance for Families, 

Inc., Topeka, KS 
Kays, Inc., Independent Group Home for 

Young Ladies, Atlanta, GA 
Keichange Foundation, Catonsville, MD 
Keystone Community Concepts, 

Roanoke. TX 
K. l. C. (Kids in Christ). Inc., 

Montgomery, AL 
Knowledge I Trust. Inc., Darien. CT 
LAS Therapy Network and Development 

Group, Inc., Nashville, TN 
Lakeland Cardinals Booster Club, 

Fox Lake, IL 
Last Day Outreach Christian Center, Inc., 

Covington, GA 
Legacy Multicultural Center, 

Glendale, CA 
Letitia Pratt Foundation, Inc., Nashua, NH 
Liberated Word Community Development 

Corporation, Westampton. NJ 
Little Mountain Community Outreach, 

Inc., Appling, GA 
Living Bread of Life, Inc .. 

New Port Richey, FL 
Logos Foundation, Inc., Baltimore, MD 
Los Angeles Tenpoint Coalition, 

Los Angeles, CA 
Los Angeles Williams Family Childrens 

Foundation, Gardena, CA 
Lynchburg Charitable Construction Trust, 

Lynchburg, VA 
Malibu Paradise, Inc., Stockbridge, GA 
Marriage and Parenting Institute, 

Salt Lake City, UT 
Mcrae & Hall Family Learning Center, 

Clio, AL 
Metro Group, Hompton, GA 
Mid-Del Charitable Foundation, 

Harrington, DE 
Middlesex Health Services, Inc., 

Middlesex, NC 

Mighty Vine Wellness Club. 
Cincinnati, OH 

Millennium City Technology, Inc., 
Detroit. MI 

Mind Body & Soul of New Orleans, Inc .. 
Marrero. LA 

Ministry of Jesus Christ. Temecula, CA 
Minnesota Hmong Youth Crime 

Prevention and Educational Support, 
Inc .. St. Paul. MN 

Minority Help, Inc., Chandler, AZ 
Miracle Kids, St. Louis, MO 
Miracle Valley Community Development 

Corporation, Inc., Tuscaloosa, AL 
MM Cybertech Group, Inc., Midland, TX 
Mothers Network, Saint Monica, CA 
Mt. Pilgrim Foundation, Inc., Lugoff. SC 
MTC Senior Housing, Inc., Jamaica. NY 
Museum Domain Management 

Association, Los Angeles, CA 
Museum on Fire, New London, MO 
MVA, Incorporated, Tulsa, OK 
National Association of Disabled 

Asian-American, Los Angeles, CA 
National Grazing Lands Conservation, 

Bowie, TX 
National Institute for Archives, Inc., 

Portland, OR 
National Latinas Caucus, Incorporated, 

New York, NY 
Native Community Action Counsel, 

Ely Nevada, NV 
Natural Hormone Research Institute. Inc .. 

Dallas. TX 
Natural Talents Arts Foundation, Inc., 

Farmington, NM 
Naval Heritage Group, Inc., 

Far Rockaway, NY 
NBA Foundation, Washington, DC 
Nehemiah Restoration Center, Inc., 

Aiken, SC 
Nerriaet, Ojai, CA 
New Age News, Incorporated, 

New York, NY 
New American Policy Institute. Inc., 

Shorewood, WI 
New Beginnings Transitional Housing 

for Women & Women With Child, Inc., 
Stone Mountain, GA 

New Development House, Inc., 
Cleveland, OH 

New First Community Development 
Corporation, Chicago Heights. IL 

New York State Police Chiefs Foundation, 

Inc., Yorktown, NY 
Nigerian American Federation, 

Grand Terrace, CA 
Nohle Heart Services, Inc., TOlTanCe, CA 

Northern California Community Housing 
Services, Inc .. Hawyard. CA 

NorwaylParis Community TeleVIsion. 
Norway, ME 

Oasis in the Desen Economic 
Development District, Inc., 
College Park. GA 

Olive Branch Home fur Neglected 
Abused and Abandoned Children. 
Stone Mountain, GA 

On the Wings of Eagles, Inc., 
Copperhill. TN 

Operation Rebound, Grand Blanc, 1'.11 
Orange County Medical Foundation, Inc., 

Hillsborough, NC 
Oxford Shake-Speare Company, 

Huntsville, TX 
P Js Wings Programs, Dearborn. MI 
Pacific Ocean Wave Energy Research. 

Inc., San Diego, CA 
Patriot a Choice Community, Inc., 

Indiana, PA 
Peacekeepers, Abilene, TX 
People Helping People of Detroit, 

Detroit, MI 
Phi:lse Nu, Inc., Yp~ilanti, MI 
Phi lam Society of CPA's, Los Angeles, CA 
Philidia Corporation, Long Beach, CA 
Pi Lambda Chi Latina Sorority 

Scholarship Fund, Denver, CO 
Pooh Bear Community Child Care Ccnter, 

Hamburg, AR 
Prescott College Alumni Association. 

Prescott, AZ 
Reaching Out Ministries, Inc., 

Plant City, FL 
Ready to Fly Ministries, Inc., Mena, AR 
Reliable Man Ministries, Inc., Orlando, FL 
Rest for All Nations, Inc., Leawood, KS 
Restoring Wounded Soldiers Outreach 

Ministries, Decatur, GA 
RIght for Harvest Ministries, 

Columbus, OH 
Roberta S. Kaufman Memorial 

Scholarship Fund. Inc., Plainview. NY 
Rocky Mountain Reintegration Services, 

Inc., Colorado Springs. CO 
Rosebuds to Roses, Inc., Harvey, LA 
Rotary Club of Amherst East Foundation, 

Williamsville, NY 
Salem Pol icc Volunteer and Citizen 

Association. Inc., Salem, OR 
San Diego Post 6 Activities Foundation, 

San Diego. CA 
Sankofa Foundation, Inc., Chicago. IL 
Santa Maria Club. Inc., 

Southhampton, NY 
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Second Henry Street Housing: 
De\eJopment Fund Corp. 
'\ew York. ,\Y 

SenioE on the \h)\ e. Inc .. 
Stone \lountam. GA 

Single Parent, ,\~,nciatlOn. Compton. CA 
Societ: of \lannequlO,. Chicago. IL 
Southern Go,peJ Radio Partner", Inc .. 

Delhi. LA 
Spider \\'ebb Sen ice" Inc .. \liami, FL 
Spiritual Pl)\\ er De\ elopment. Inc .. 

\\hi,tle. ,\L 

Sports Interface. Inc. Oakland. CA 
St. Benedict the \Ioor De\e!opment 

Corporatipn, Sa\ annah. G,\ 
Stanley l. 10hn"on Young fathers 

Young \len Organl7atlOn. Inc .. 
Jad"om ille, FL 

Stllbon \lemorial \ledlcaJ Center 
,\,-;ociate" Inc.. \\·ind"or. \,Y 

Stop Hazing. Inc" Orono. \IE 
Student, - Staff Honored for Success. 

Spencenille,OH 
Succllr Hayen. Inc.. Indianapolis. 1,\ 

SUl1n,e Housing Foundation. \lcLean. V.\ 

SUrl,et C(1mpanion~ .\gency. Oakland. CA 
Sunshine Factor:. Inc .. Fayette\ ille. GA 
Supreme Court \ledia Center. 

\kndham. '\J 
Teach .\11 '\ations Fund. Inc .. 

QuarryyiIle. P.\ 
Tc"\a, Earl~ Education Heritage Society. 

League City. TX 
Te"\as Philanthropic Corporation. 

Hou'lon. TX 
Three Riwrs Foundatllll1 for the Arts and 

SCiences. Inc .. Cro\\ell. TX 
Tindall, School \'0. 3 Re~toration. Inc .. 

Ram,e). I\, 
Titus House. Inc.. Pickerington. OH 
Tl1uchmg Hamb of Life. Lo, Angeles. c.\ 
Trees fllr Life. Inc .. Orlandl1. FL 
Tri ,\lpha Omega \\ini,tries. Inc,. 

HOlbwn. TX 
Tfl): Lions Charities. Royal Oak. \II 
T UC'Dn Cultural De\ elopment and 

Communit) Impro\ emem .-\ssociation. 
TU,'>l1n. AZ 

T urnerpoint Ak\\ aJba Hou'e. Inc .. 
Detwit. \11 

l',an Internatll1Oai. [nc .. \Iar:knoll. \"Y 
l \1.\ Foundatilln. Inc .. Dorchester. \1:\ 
t nwja GWup. Inc. Los ,-\ngeles. c.-\ 
ll11ted in PeaL·e. Inc .. ChicJgl). IL 
tnl\ er'JI \kdical ,\ssocIJtion of L"S,\. 

Inc .. Rlheillead. CA 
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L'p and A\\ a~. Inc .. Dorchester. ~I.-\ 
L'rgent \est \linimi6 Life Care Center. 

Raleigh. \'C 
\B Alba Foundation. Inc .. 

F;.mn GrO\e. PA 
\irgll1ia Li\ ing Hhtorie'. Inc.. 

St. Ll1ui". \10 
\'i~ion~ of Ro~e Outreach \linisrries. 

\lissouri Cit\. TX 
\oic6 of the '\e\t Generation Educational 

Aw)ciation. Oklahoma City. OK 
\olunteer Today. Castle Rock. CO 
\\':'lITen Awnue Community De\elopment 

Corporation. Southfield. \11 
\\e~tbridge. Inc.. \lanchester. \"H 
Williamsburg Trails and Greenways 

.\ssociation, Inc.. Ha) demille. \IA 
Windmill Foundation. Rego Park. ~-y 
Winning Ways. Inc .. Raleigh. \C 
Wisconsin Champions for Am 

Education Business and Community. 
Oconomowoc. WI 

\\'i~dom and Heart \1inistry. Inc .. 
Jacksomille. FL 

Womens Empo\\ emlent \IOYement. Inc .. 
Jonesboro. GA 

Word Faith Center \1inistf\. Inc .. 
Ontario. c.\ 

\\'odd of \lotoreydes \[useum. Inc.. 
'\orth Judson. 1,\ 

\\'orld Peace Through Technology 
Organization. San Francisco. c.\ 

Y 0 C Youth Opportunities L"nlimited. 
Inc .. Pearland. TX 

You-Turn Project. Inc.. La\\ndale. c.-\ 
Youth Development Organization. Inc.. 

Lawrence. \1.\ 

If an organization listed above submits 
information that \\arrants the rene\\ al of 
It> cla~,ification a,; a public charit~ or a'

a pm ate operating: foundation, the Inter
nal Revenue Senlce \\ill issue a ruling or 
determination letter \\ ith the revised clas
sltlcation a~ to foundation status. GrJntors 
and contributors may thereafter reI) upon 
'Ueh ruling or determination letter as pro
\ ided in sectIOn 1.5091 a)-- of the Income 
Ta\ Regulations. It i~ not the practice of 
the Sen ice to announce such revised clas
siti":Jtion l1t foundation .;.tatus in the Inter
nal Re\enue Bulletin, 

Stock Transfer Rules: 
Carryover of Earnings and 
Taxes; Correction 

Announcement 2006-102 

AGE'\CY: Intemll Re\enue Senit'e 
!IRS I. Treasur:, 

,\CTIO\': Correcting amendments. 

SC\I\P .. RY: This document contains cor
rections to final regulations I TO, 9273. 
2006-37 l.RB. 39~) that \\ere published 
in the Federal Register on Tue,(iJ~. ,-\u
gus I 8. 2006171 FR -4887) addres~ing the 
":aJT}O\ef of certain tax attribute~. such as 
eaming~ and profits Jnd foreign income 
lax account,;;. \\hen t\\ 0 ..:orporations com
bine in a ,orporate reorganization or liq
uidation that is des-:ribed in both sections 
~6 71 bland se..:tion ~81 of the Internal Re\
enue Code, 

DATES: The correction is effecti\e August 
8. 2006, 

FOR FCRTHER I\FOR\L\T!O\, 
CO~T\CT: Jeffrey L Pam. I~O~) 

622-3850 (not a toll-free numberl. 

SCPPLDIE,\T.\RY I\"FOR.\I.\T!O\': 

Background 

The final regulations that are the subject 
of this correction are under sections 36 7(b) 

Jnd 381 01" the Internal Rewnue Code, 

:\eed for Correction 

.\5 published. final regulations (TD. 
9273) .:ontain errors that ma~ prove to be 
misleading and are in need of daritication, 

Correction of Publication 

.-\.:cordingly. 26 CFR part 1 is cor
rected b) making the following correcting 
amendments: 

Paragraph I. The authority citation for 
part I continues to read. in part. as follows: 

Authority: 26 CSc. 7805 '" ,. x 

Par. 7 Section 1.3671b1-71flf I/liii) 
Example 11 iii) is amended by revising the 
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(A) * * * In this step, in this exam
ple, the portion of the trustee commissions 
not directly attributable to the rental op
eration ($2,OOCl) is directly attrihutahle to 
non-trade or bu"iness activities. In addi
tion, the state income and personal prop
erty taxes are not directly attributable un
der ~ 1.6S2(b)-3(a) to either trade or husi
ness or 11lHHrade or business acti\itie~. so 
the portion of those taxes not attributable 
to either the PRS interests or the rental op
eration is not a trade or husiness expense 
and. thus. is not taken into account in com
puting QPAI. The portion of the state in
come and personal property taxes that is 
treated as an other trade or business ex
pense is $3.000 ($S.OOO x $30.000 total 
trade or business gross receipts/$SO.OOO 
total gross receipts). * * * 

(g) No (It!rihutioll of qua/itied aclil'ities·. 

Except as provided in ~ 1.199-3T(i)(7) re
garding qualifYing In-kind partnerships 
and ~ 1.\99-3T(i)(g) regarding EAGpart
nerships. an owner of a pass-thru entity 
is not treated as conducting the qualified 
production acti vities of the pass-thru en
tity, and vice versa. This rule applies to all 
partnerships, including partnerships that 
have elected out of subchapter K under 
section 76]( a). Accordingly, if a partner
ship manufactures QPP within the United 
Stales. or produces a qualified film or 
produces utilities in the United States. and 
distributes or leases. rents, licenses, sells, 
exchange~. or otherwise disposes of such 
property to a partner who then, without 
performing its own qualifying activity, 
leases, rents, licenses, sells, exchanges, 
or otherwise disposes of such property. 
then the partner's gross receipts from 
this latter lease, rental. license. sale. ex
(hange. or other disposition are treated as 
non-DPGR. In addition, if a partner man
ufactures QPP within the United Slates, or 
produces a ljualified tilrn or produces util
ities in the United States. and contributes 
llr lea~es. rents. licenses. sells. exchanges, 
pr lltherwise di~poses of such property 
to a partnership which then. without per
forming its own ljualifying activity. leases. 
ren1'-. licenses. ~ells. exchanges. or other
\\i,e disposes of such property. then the 
p;trtnt'r~hip's gross receipts from this latter 
di'Pllsition are tre~lted as non-DPGR. 

1186 2006-2 C.B. 

LaNita Van Dyke. 
Chief Publications (/nd 

Regularions Branch. 
Legal Processing D;\'is;on. 

Associate Chief COlillsel 
(Procedure alld Administratiun). 

I Fded h) tht' Olliee of the Fednal Regi'ler on Decemher 6. 
~(XI6. H:~5 a 111 .. and puhli'hcd in the Mue of the Federal 
Kt'ghtcr lor Decemher 7. 2006, 71 FR. 70X701 

Partner's Distributive Share: 
Foreign Tax Expenditures; 
Correction 

Announcement 2006-104 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendments. 

SUMMARY: This document contains cor
rection to final regulations (T.D. 9292, 
2006-47 I.R.B. 914) that were published 
in the Federal Register on Thursday, Oc
tober 19. 2006 (71 FR 61648) regarding 
the allocation of creditable foreign tax 
expenditures by partnerships. 

DATES: The correction is effective Octo
ber 19, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Timothy 1. Leska, (202) 
622-3050 or Michael I. Gilman (202) 
622-3850 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

The correction notice that is the subject 
of this document is under section 704 of 
the Internal Revenue Code. 

Need for Correction 

A, published. final regulations 
(T.D. 9292) contain errors that may prove 
to be misleading and are in need of clarifi
cation. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR part I is cor
rected by making the following correcting 
amendments: 

PART I-INCOME TAXES 

Paragraph I. The authOrIty citation for 
part I continues to read, in part. as follows: 

Authority: 26 USc. 7805 * * * 
Par. 2. Section 1.704-1 is amended hy 

revising instructional Par. 2. number 2 to 
read as follows: 

I. * * * 
2. The heading and text of paragraphs 

(b)(I)(ii)(h), and (h)(S) I:'x(/II/p/C's 15 

through 27 are revised. 

* * * * * 
Par. 3. Section 1.704-1 (d)(5) is 

amended by revising Example 25 para
graph (ii), the ninth sentence and Example 
26 paragraph (ii), the eighth senlence 10 

read as follows: 

§ 1.704-1 Partner's distributil'e share. 

* * * * * 
Example 25. ' * * 
(ii) * * * Accordingly. the country X taxes will be 

reallocated according to the partners' interests in the 
partnershIp. 

Example 26. * , * 
(ii) * * * Because AB' s partnership agreement al

lucates the $80.000 of country X taxes and $40.000 
of country Y taxes in proportion to the distributive 
shares of income to which such taxes relate. the al
locations are deemed to be in accordance with the 
partners' interests in the partnership under paragraph 
(b)(4)(viii) of this seclion. 

* * * * * 

LaN ita Van Dyke, 
Chief, Publications and 

Regulations Branch. 
LeRa! Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

(hied hy the Office of the Federal ReglSler on December 6. 
2006. 8:45 a m .. and puhlished in the issue of the Federal 
Rcgi,ter for December 7. 2006. 71 F.R. 70877) 

Railroad Track Maintenance 
Credit; Correction 

Announcement 2006-105 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 



SUMMARY: This document corrects tem
porary regulations (T.O. 9286, 2006-43 
I.R.B. 750) that were published in the 
Federal Register on Friday, September 8, 
2006 (71 FR 53009) providing rules for 
claiming the raj I road track maintenance 
credit under section 45G of the Internal 
Revenue Code for qualified railroad track 
maintenance ex.penditures paid or incurred 
by a Class II railroad or Class III railroad 
and other eligible taxpayers during the 
taxable year. 

DATES: This correction IS effective 
September 8, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Winston H. Douglas, (202) 
622-3110 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations (T.D. 9286) 
that is the subject of this document is under 
section 45G of the Internal Revenue Code. 

Need for Correction 

As published, the temporary regula
tions (TD. 9286) contain errors that may 
prove to be misleading and are in need of 
clarification. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR parts 1 and 602 
are corrected by making the following COf

recting amendments: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.45G-OT is 

amended by removing the entry for 
§ 1.45G-IT(e) and (e)(2) and redesig
nating the entries for § 1.45G-I T( e)(1 ) 
and § 1.45G-IT(e)(\)(i), (ii) and (iii) as 
the entries for (e), (el(I), (e)(2) and (e)(3) 

respectively. 
Par. 3. Section 1.45G-I T is amended 

by: 

1. Removing paragraph (e)(2); 
2. Redesignating paragraphs (e)( I )(i), 

(e)(I)(ii), and (e)(1)(iii) as paragraphs 
(e)(J), (e)(2), and (e)(3), respectively; 

3. Revising paragraph (a), sixth sen
tence, paragraph (b)(9), paragraph (d)(6) 
Example 2.(ii), last sentence, paragraph 
headings (e), (e)( I), (e)(2) and (e)(3), para
graph (e )(2), second and fifth sentences, 
paragraph (e)(3), first sentence, Example 
J .(i), third sentence, Example I.Uii), sec
ond sentence, Example 2.(iii), fourth sen
tence, and paragraph (g)(3). The revisions 
read as follows: 

§ 1.45G-1T Railroad track maintenance 
credit (temporary). 

(a) * * * Paragraph (el of this section 
contains rules for adjusting basis for the 
amount of the RTMe claimed by an eligi
ble taxpayer. '" * " 

(b) * * * 
(9) Except as provided in paragraph 

(e)(2) of this section, railroad track is 
property described in STB property ac
counts 8 (ties), 9 (rails and other track 
material), and II (ballast) in 49 CFR part 
1201, subpart A. 

* * * * * 
(d) * * * 
(6) * * * 
Ewmple 2. ,,' * 
(ii) * * * Because O's tentative amount ofRTMC 

does not exceed 0', credit limitation amount for the 
taxable year ending March 31,2007.0 may claim a 
RMTC for the taxable year ending March 31,2007. 
in the amount of $75.000. 

* * * * * 
(e) Adjustments to basis- * * * 
(I) In general. * * * 
(2) Basis adjustment made to rail

road track. * * * For purposes of section 
45G(e)(3) and this paragraph (e)(2), the 
adjusted basis of any railroad track with 
respect to which the eligible taxpayer 
claims the RTMC is limited to the amount 
of QRTME, if any, that is required to be 
capitalized into the qualifying railroad 
structure or an intangible a~sel. * * * If all 
or some of the QRTME paid or incurred 
by an eligible taxpayer during the taxable 
year is capitalized under section 263(a) 
to more than one asset, whether tangible 

or intangible (for example. railroad track 
and bridges), the reduction to the basis of 
these asset, under this paragraph (e)(2) is 
allocated among each of the assets sub
ject to the reduction in proportion to the 
unadjusted basis of each asset at the time 
the QRTME is paid or incurred during that 
taxable year. 

(3) Exumples. The application of this 
paragraph (e) is illustrated by the follow
ing examples. * * '" 

/:xlllnl'le j. " , * 
(i) * * * X uses the track mamtenance allowance 

method for track structure expenditures I for further 
guidance. see Rev. Proc. 2002-65.2002-2 CB 700. 
and § 60J601(d)(2)(ii)(l" of this chapten. " * * 

(iii) • * * In accordanc(' with paragraph (')121 
of this section. X reduces the capitalized amount of 
S250.000 by the RTMC of $S()O.OOO claimed hy X 

for 2006. but not below zero. " * " 
EWIllf'le 2. • " • 
(iii) *"" In accordance with paragraph (e)(21 of 

this section, Z reduces the capitalized amount of $ I 
million by the RTMC of $S()O.O(JO claimed by Z for 

2()06. * * " 
****~; 

(g) * * * 
(3) Special rules for 2005 refums. If a 

taxpayer's Federal income tax return for 
a taxable year beginning after December 
31, 2004, and ending before September 7, 
2006, is filed before Octoher 10,2006, and 
the tax.payer is not filing an amended Fed
eral income tax return for that taxable year 
pursuant to paragraph (g)(2) of this sec
tion before the taxpayer's next filed orig
inal Federal income tax return, see para
graphs (d)(4)(iv) and (fJ(7) of this section 
for the statements that must be attached to 
the taxpayer's next filed original Federal 
income tax return. 

PART 602 - OMB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.s.c. 7805. 
Par. 5. In § 602.10], paragraph (b) is 

amended by revising the following enlry in 
to the table to read a~ follows: 

§ 602.10 10MB control number~. 

* * * * * 
(b) * * * 
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CFR part or section where 
identified and described 

* * * * * 
1.45G-IT 

* * * *- * 

LaNita Van Dyke. 
Chief, Pliblications and 

Reglllations Brclllch. 
Legal Processillg Division. 

Associate Chief COllIISe! 
(Procedllre alld Administration). 

1188 2006-2 C.B. 

iFiled h) the Oftice of the Federal Regi,t,r <In Decemher 7. 
2001!. SA) ".rll. and publi,hed in the ",ue or the Federal 
Regt'kr for Decemher 8. ~()06. 71 FR. 710.19) 

Current OMB 
control No. 

1545-2031 



INDEX 
The abbreviation and number in parenthesIs following the index entry 
refer to the specific Item; the number in italic type following the paren
thesis refers to the page number on which the item appears, 

Key to Abbreviations: 
Ann Announcement 
CD Court Decision 
DO Delegation Order 
EO Executive Order 
PL Public Law 
PTE Prohibited Transaction Exemption 
RP Revenue Procedure 
RR Revenue Ruling 
SPR Statement of Procedural Rules 
TC Tax Convention 
TO Treasury Decision 
TOO Treasury Department Order 

EMPLOYEE PLANS 
Anti-cutback rules, section 41 ](d)(6) protected benefits (TD 

9280) 450; correction (Ann 78) 748 
Disaster relief, additional postponement under section 7508A for 

filing certain 2004 and 2005 individual tax returns by certain 
taxpayers affected by Hurricane Katrina (Notice 56) 58 

Electronic media use for providing employee benefit notices ;md 

making employee benefit elections and coments (TO 9294) 
980 

Employee stock ownership plan (ESOP), disallowance of deduc
tion for reacquisition payments (TD 9282) 512 

Exempt organization employees, minimum coverage require
ments of section 41O(b) (TD 927S) 327 

Full funding limitations, weighted average interest rate: 
For July 2006 (Notice 66) 99 
For August 2006 (Notice 74) 339 

For September 2006 (Notice 80) 594 
For October 2006 (Notice 94) 777 
For November 2006 (Notice 104) 995 
For December 2006 (Notice Ill) 1 J 50 
Pension Protection Act of 2006 modifications (N otice 75) 366 

Indian tribal government, Pension Protection Act of 2006 (Notice 
89) 772 

Minimum funding standards: 
Alternative deficit reduction contribution (Notice 105) 1093 
Alternative funding schedule (Ann 70) 629 

Nonbank trustee and nonbank custodian, approval list (Ann 45) 

121 
Qualified retirement plans: , ' 

Covered compensation tables for 2007, permitted dlspanty 

(RR 60) 977 
Defined contribution plans, diversification of employer secu-

rities (Notice 107) J 114 
Government pick-up plans, employer contributions (RR 43) 

329 

EMPLOYEE PLANS-Cont. 
Limitations on benefits and contributions, cost-of-living ad

justments, 2007 (Notice 98) 906 
Prohibited transaction excise tax, amount involved in elective 

deferral (RR 38) 80 
Regulations: 

26 CFR 1.72(p)-I, revised; 1.1 32-9(b ), amended: 
1.401(a)-21, added; 1401(k)-3, amended; 1.402<f}-L 
amended; 1.41I(a)-1 L amended; 1.417(a)(3)-1. amended: 
1.7476-2, amended: 35.3405-1, amended: 544980F-1. 
amended: use of electronic media for providing employee 
benefit notices and making employee benefit elections and 
consents (TO 9294) 980 

26 CFR 1.162(k)-l, added; J.404(k)-3, added; dividends 
paid deduction for stock held in employee stock owner:,hip 
plan (TD 9282) 512 

26 CFR IAIO(b)-O, -6, -10, amended; exclUSIOn of employ
ees of SOI(e)(3) organizations in 401(k) and 40Um) plans 
(TD 9275) 327 

26 CFR 1.41/(a)-8, amended; 1.41](d)-3, amended; sec
tion 411( d)(6) protected benefits (TD 9280) 450; correction 
(Ann 78) 748 

Roth IRAs, distributions of designated Roth contributions, public 
hearing on REG-I 46459-05 (Ann 42) 48 

Transition relief under section 409A, additional relief(Notice 79) 
763 

EMPLOYMENT TAX 
Bankruptcy estate in chapter 11 cases filed on or after October 

17,2005, post-petition income of individual debtor (Notice 83) 
596 

Collection: 
Clarification of the way due process hearings are conducted: 

Federal tax lien (TO 9290) 879 
Prior to levy (TO 9291) 887 

Controlled services transactions under section 482, treatment, al
location of income and deductions from intangibles, and stew
ardship expense (TO 9278) 256; CREG-I46893-02J 317 

Delinquent tax, levy on wages, salary, and other income, exempt 
amount tables INotice 106) 1U33 

Disaster relief: 
Additional postponement under section 7508A for filing cer

tain 2004 and 2005 individual tax returns by cet1ain taxpay
ers affected by Hurricane Katrina (Notice 56) 58 

Leave-sharing plans (Notice 59) 6() 
Disclosure of repot1able transactions by taxpayers under section 

6011 fREG-103038-0S) 1049 

Disclosure of return information, Bureau of Economic Analysis 
(TD 9267) 313; (REG-l 48864-03) 320 

Excess per diem allowances (RR 56) 874 
Federal Insurance Contributions Act (FICA), application to pay

ments made for certain services (TD 9266) 52 
Offers in compromise, nonrefundable down payments required 

(Notice 68) 105 
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EMPLOYMENT TAX-Cont. 
Proposed Regulations: 

26 CFR 31.312](\)-1. amended: treatment of services under 
section 482, allocation of income and deductions from in
tangibles, stewardship expen..,e (REG-146X93-02) 317 

26 CFR 31.6011-4, amended: AJC A modifications to the sec
tion 6011 regulations (REG-I0303K-05) IO.j.Y 

26 CFR 301.61 03(j)( I )-\. amended: disclosure of re
turn information to the Bureau of Economic Analysis 
IREG-148864-03l320 

Publication 114 L General Rules and Specifications for Substi
tute Forms W-2 and W-3, revised (RP 55) lI51 

Regulations: 
26 CFR 31.3102-L amended; 31.3121(a)-2, (a)(7)-L 

(a)(8)-\' li)-1. amended: 3UI21(a)(10)-1, revised; ap
plication of the Federal Insurance Contributions Act to 
payments made for certain services (TO 9266) 52 

26 CFR 31.312I(s)- L amended: 31.3121 (s)-I T added; treat
ment of services under section 482, allocation of income 
and deductions from intangibles, stewardship expense (TO 
9278) 256 

26 CFR 31.340 l(a)-I, --+. amended: 31.3402(g)-1, amended; 
31.3402(j)-I, amended; 31.3402(n)-1, revised; flat rate 
,upplemcntal wage withholding (TO 9276) 423; correction 
(Ann 83) 822; additional correction (Ann 85) 873 

26 CFR 301.6103(j)( I )-1. amended; 301.6103(j)( I)-IT. 
added: disclosure of return information to the Bureau of 
Economic Analysis (TO 9267) 313 

26 CFR 301.6320-1. amended: miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing upon filing of notice of federal tax lien 
(TO 9290) 879 

26 CFR 301.6330-1. amended: miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing prior to levy (TO 9291) RR7 

Smartcards and debit cards used to provide qualified transporta
tion fringes under section 132(0 (RR 57) 911 

Socii.ll ~ecurity contribution and benefit base. domestic employee 
coverage threshold, 2007 (Notice 102) 909 

Sub~titute Forms W-2 and W-3. general rules and specifications 
(RP 55) 1151 

Supplemental wages. withholding (TO 9276) 423: correction 
(Ann 83) 822: additional correction (Ann 85) 873 

Tax effects of proposed chapter 12 plans (RP 52) 995 
Tip reporting. Attrihuted Tip Income Program (ATIP) IRP 30) 

1I() 

ESTATE TAX 
Collel"lion: 

Clan ficatioll of the way due process hearings are conducted: 
Federal tax lien (TO (290) 87Y 
Prior to le\'Y (TO 9291 ) 887 

Co~t-of-Ii\ing adjustments for intlation for 20D7 (RP 53) 996 
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ESTATE TAX-Cont. 
Disaster relief. additional postponement under section 7508A for 

filing certain 2004 and 2005 indiyidual tax returns by certain 
la.x.payers affected by Hurricane Katrina (Notice 56) 58 

Disclosure of reportable transactions by taxpayers under section 
6011 (REG-I03038-05) 1().j.9 

Disclosure of return information. Bureau of Economic Analysis 
(TO 9267) 3/3: (REG-148864-OJ) 320 

Offers in compromise. nonrefundable down payments required 
(Notice (8) 105 

Proposed Regulations: 
26 CFR 20.6011-4. amended; AJCA modifications to the sec

tion 60 II regulations (REG-I 03038-05) 1049 

26 CFR 301.61 03(j)( I )-1. amended: disclosure of re
turn information to the Bureau of Economic Analysis 
(REG-148864-03) 320 

Regulations: 
26 CFR 301.6103(j)(I)-1. amended: 301.6103(j)(I)-IT. 

added: disclosure of return information to the Bureau of 
Economic Analysis (TO 9267) 313 

26 CFR 301.6320-1. amended; miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing upon filing of notice of federal tax lien 
(TD 9290) 879 

26 CFR 301.6330-1. amended; miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing prior to levy (TD 9291) 887 

Tax conventions. competent authority procedures (RP 54) 1035 

EXCISE TAX 
Alternative fuel and alternative fuel mixtures claims, exemptions 

for blood collector organizations (Notice 92) 774 
Collection: 

Clarification of the way due process hearings are conducted: 
Federal tax lien (TO 9290) 879 
Prior to levy (TO 9291) 887 

Cost-of-living adjustments for inflation for 2007 (RP 53) 996 
Disaster relief. additIOnal postponement under section 7508A for 

filing certain 2004 and 2005 individual tax returns by certain 
taxpayers affected by Hurricane Katrina (Notice 56) 58 

Disclosure of reportable transactiom by taxpayers under section 
6011 (REG-I03038-05) 1049 

Disclosure of return information, Bureau of Economic Analysis 
(TO 9267) 313; (REG-I 48864-03) 320 

Disclosure requirements with respect to prohibited tax shelter 
transactions to which tax-exempt entities are parties (Notice 
65) 102 

Excise taxes with respect to prohibited tax shelter transactions to 
which tax-exempt entities are parties (Notice 65) 102 

Health Savings Accounts (HSAs) under section 4980G, em
ployer comparable contributions (TO 9277) 226 

Offers in compromise. nonrefundable down payments required 
(Notice 68) 105 



EXCISE TAX-Cont. 
Proposed Regulations: 

26 CFR 53.6011-4, amended; 54.6011-4, amended; 
AJCA modifications to the section 6011 regulations 
(REG-I03038-05) 1049 

26 CFR 301.61030)(1 )-1, amended; disclosure of re
turn infonnation to the Bureau of Economic Analysis 
(REG-148864-03) 320 

Regulations: 
26 CFR 54.4980G-0 thru -5, added; employer comparable 

contributions to Health Savings Accounts under section 
4980G (TO 9277) 226 

26 CFR 301.6103(j)(\)-I, amended; 301.6103U)(I)-IT, 
added; disclosure of return information to the Bureau of 
Economic Analysis (TO 9267) 313 

26 CFR 301.6320-1, amended; miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing upon filing of notice of federal tax lien 
(TO 9290) 879 

26 CFR 301.6330-1, amended; miscellaneous change, to col
lection due process procedures relating to notice and oppor
tunity for hearing prior to levy (TO 9291) 887 

Tax effects of proposed chapter 12 plans (RP 52) 995 
Tickets for taxable transportation purchased from third party in

tennediaties, determination of tax base on amounts paid (RR 
52) 761 

EXEMPT ORGANIZATIONS 
Disaster relief, additional postponement under section 7508A for 

filing certain 2004 and 2005 individual tax returns by certain 
taxpayers affected by Hurricane Katrina (Notice 56) 58 

Disclosure of reportable transactions by taxpayers under section 
6011 (REG-I03038-05) 1049 

Disclosure requirements with respect to prohibited tax shelter 
transactions to which tax-exempt entities are parties (Notice 
65) 102 

Excise taxes with respect to prohibited tax shelter transactions to 
which tax-exempt entities are parties (Notice 65) 102 

List of organizations classified as private foundations (Ann 51) 
222; (Ann 76) 746; (Ann 92) 1014; (Ann 99) 1139; (Ann 101) 
1181 

Pension Protection Act of 2006, application of new excise taxes 
enacted (Notice 109) 1121 

Private foundation status procedures (Ann 93) 1017 
Proposed regulations: 

26 CFR 56.601 1-4, amended; AJCA modifications to the sec
tion 6011 regulations (REG-I03038-05) 1049 

Real estate investment trusts (REITs): 
Allocation and reporting of excess inclusion income by RElTs 

and other pass-through entities (Notice 97) 904 
Excess inclusion income allocable to charitable remainder 

trust, unrelated business taxable income under section 
860E(b) (RR 58) 876 

Revocations (Ann 48) 135; (Ann 54) 254: (Ann 55) 342; (Ann 
60) 389; (Ann 69) 449; (Ann 75) 746; (Ann 81) 821 

GIFT TAX 
Collection: 

Clarification of the way due process hearings are conducted: 
Federal tax lien (TO 9290) 879 
Prior to levy (TD 9291) 887 

Cost-of-living adjustments for inflation for 2007 (RP 53) 996 
Disaster relief, additional postponement under section 7508A for 

filing certain 2004 and 2005 individual tax returns by certain 
taxpayers affected by Hurricane Katrina (Notice 56) 58 

Disclosure of reportable transactions by taxpayers under section 
601/ (REG-I03038-05) 1049 

Disclosure of return information, Bureau of Economic Analysis 
(TO 9267) 3J3; IREG-148864-03) 320 

Offers in compromise, nonrefundable down payments required 
(Notice 68) 105 

Proposed Regulations: 
26 CFR 25.6011-4, amended; AJCA modifications to the sec

tion 6011 regulations (REG-103038-05) 1049 
26 CFR 301.61 03(j)(\ )- I, amended; disclosure of re

turn information to the Bureau of Economic Analysis 
(REG-148864-03) 320 

Regulations: 
26 CFR 301.6103(j)(1 )-1, amended; 301.6103(j)(l)-iT. 

added; disclosure of return information to the Bureau of 
Economic Analysis (TO 9267) 313 

26 CFR 301.6320-1, amended; miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing upon filing of notice of federal tax lien 
(TO 9290) 879 

26 CFR 301.6330-1, amendeu; miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing prior to levy (TO 9291) 887 

Tax conventions, competent authority procedures (RP 54) 1035 

INCOME TAX 
Accounting methous: 

Accounting period change: 
For certain pass-through entities (RP 46) 859 
For corporations (RP 4S) 851 

Advance consent to change procedures (RP 37) 499 
Final bonus depreciation regulations (RP 43) 849 
Nonaccrual-experience (NAE) method: 

Procedures to request consent of Commissioner, for cenain 
changes to, from, or within I\AE method (RP 56) J 169 

Used hy taxpayers using an accrual method of accounting 
and perfonnIng services (TO 9285) 656 

Revised instructions for Fonn 3115, Application for Change 
in Accounting Method (Ann 52) 254 

Accounts and note, recei vable, ,ection 1221 (a)( 4) capital asset 
exclusion (REG-I 09367-06) 683 

Allocation and accounting regulations under section 141, general 
(REG-140379-02; REG-142599-02) 808 

Annuities, exchanges of property for an annuity contract 
(REG-141901-05) 947 

Appeals arbitration program, establishment (RP 44) 800 
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INCOME TAX-Cont. 
Attained age for life insurance contract 4ualification (TD 9287) 

896 

Automatic approval to change certain section 86 I methods of 
apportioning expt?n~t?~ (RP 42) 931 

Bankruptcy estate in chapter II cases filed on or after October 
17,2005. post-petition income of individual debtor (Notice 83) 
596 

Ba~e period T-bill rate, 2006 (RR S4) X34 
Bond issue, administrati ve appeal of proposed adverse determi

nation of tax-exempt status (RP 40) 694 
Book-entry systems, foreign targeted registered bonds, interest 

when no tax Imposed (Notice 99) 907 

Capitalization of amounh paid to acquire. produce, or improve 
tangible property (REG-I 6874S-03) 532 

Charitable contributions: 
Appraisal requirements (Notice 96) 902 
Recordkeeping requirements, payroll deductions (Notice 110) 

1127 

Collection: 
Clari fication of the way due process hearings are conducted: 

Federal tax lien (TD 9290) X79 
Prior to levy (TD 9291) RR7 

IRS's use of private cullection agencies (PCAs) in 2006 (Ann 
63)145 

Computer software, domestic production acti vities deduction un
der ~ection 199( c )(5)( B): 
Change in hearing location for REG-IIIS78-06 (Ann 53) 254 

Correction to TD 9262 (Ann 56) 342 

Conservation Security Program (CSP), cost-share payments (RR 
46) 5ll 

Consolidated returns, basis reallocation, loss suspension, and ex
piration of losses on certain stock dispositions, correction to 
TD 9254 (Ann 44) 49; correction (Ann 66) 44X 

Controlled services cost method under section 482 regulations, 
identification of specified eligible covered services (Ann 50) 
321 

COnlrolled services transactions under section 482, treatment. al
location of income and deductions from intangibles, and stew
ardship expense (TO 9278) 256; (REG-146893-02) 317 

Corporations: 
Attribution of earnings and profits to stock of controlled for

eign corporations (REG- \35866-02) 34; correction (Ann 
M) 147; additional correctiom (Ann 65) 447 

Basis of huilt-in loss assets transferred and stock received in 
exchange for such assets in certain nonrecognition transac
tion, (REG-II 040S-0S) / {){)4 

Distributions of interests in a loss corporation from qualified 
trust~ (TD 92(9) Y2 

Elections. spin-offs, corporate distributions, section 
355(b)( 3)( C) electillns, corp mate reorganizations (No
tice 81) 595 

Exclusion from gross income of previously taxed earnings and 
rrofih and related basis adjustments (REG-121509-00) 
no:: 
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INCOME TAX-Cont. 
Foreign corporation interest expense allocations, branch prof

its tax election, branch profits tax liability reduction (TD 
9281) 517; correction (Ann 82) X2I; additional corrections 
(Ann 84) K73: (REG-I 20509-06) 570 

Information returns required with respect to certain foreign 
corporations and certain foreign-owned domestic corpora
tions (TO 9268) 94: (REG-I095 12-05) IO() 

Inversions, surrogate foreign corporations (Notice 70) 252 
Look-through treatment of dividends from noncontrolkd sec

tion 902 corporations, correction to TO 9260 (Ann (7) 509 

Property used to purchase parent stock in certain triangular 
reorganizations involving foreign corporations (Notice 85) 
677 

Surrogate foreign corporation status for purposes of section 
7874 (TO 9265) 1: (REG-l 12994-06) 47: correction (Ann 
79) 792 

Cost-of-Iiving adjustments for inflation for 2007 (RP 53) 9<)6 

Credits: 
Alternative fuel motor vehicle credit (Notice 78) 675 
Electricity produced from certain renewable resources, open

loop biomass (Notice 88) 686 
Enhanced oil recovery credit, 2006 inflation adjustment (No

tice 62) 86 
For income, war profits, excess profits taxes paid to foreign 

country or U.S, possession (REG-124152-06) 368; correc
tion (Ann 90) 953 

Increasing research activities (TD 9296) 1078 
Low-income housing credit: 

Carryovers to qualified states, 2006 National Pool (RP 38) 
530 

Satisfactory bond, "bond factor" amounts for the period: 
January through September 2006 (RR 37) 91 
January through December 2006 (RR 51) 632 

New energy efficient home credit, taxpayers may use either 
RESNET Publication No. OS-DOlor No. 06-001 to deter
mine whether a dwelling unit qualifies (Ann 88) 910 

New markets tax credit, low-income community business 
(Notice 60) 82 

Nonbusiness energy property, siding not component specifi
cally and primarily designed to reduce heat loss or gain of 
dwelling (Notice 71) 3J6 

Railroad track maintenance credit (TO 9286) 750; correction 
(Ann lOS) 1186; (REG-142270-05) 791 

Work opportunity and welfare-to-work tax credits (Ann 49) 
X<) 

Debit cards used to reimburse participants in self-insured medical 
reimbursement plans and dependent care assistance programs 
(Notice 69) 107 

Depreciation, additional first year depreciation deduction (TD 
9283) 633 

Disaster relief: 
Additional postponement under section 7508A for filing cer

tain 2004 and 2005 individual tax returns by certain taxpay
ers affected by Hurricane Katrina (Notice 56) 58 



INCOME TAX-Cont. 
Casualty and theft loss deductions attributable to Hurricanes 

Katrina, Rita, and Wilma, safe harbor methods for individ
uals, personal-use residential real property and certain per
sonal belongings (RP 32) 61 

Depreciation, Gulf Opportunity (GO) Zone additional first 
year depreciation deduction (Notice 67) 248; modified and 
superseded (Notice 77) 590 

Leave-sharing plans (Notice 59) 60 

Disciplinary actions involving attorneys. certified public accoun
tants, enrolled agents. and enrolled actuaries (Ann 57) 343; 
(Ann 94) 1017 

Disclosure of reportable transactions by: 
List maintenance rules under section 6112 for material advi

sors (REG-103043-05) f()63 
Material advisors under section 6111 (REG-103039-05) 

1057; correction (Ann 98) 1139 
Taxpayers under section 60 II (REG-103038-05) 1049 

Disclosure of return information: 
Bureau of Economic Analysis (TD 9267) 313; 

(REG-148864-03) 320 
By certain officers and employees for investigative purposes 

(TD 9274) 244; correction (Ann 89) 826 
Disregarded entities under section 752. treatment (TD 9289) 827 
E-file: 

Guidance necessary to facilitate business electronic filing and 
burden reduction, correction to TO 9264 (Ann 46) 76; cor
rection to REG-1343 17-05 (Ann 47) 78 

Request for applications to participate in the 2007 IRS Indi
vidual e-file Partnership Program (Ann 87) 822 

Effect of elections in certain multi-step transactions (TO 9271 ) 
224 

Employee stock ownership plan (ESOP), disallowance of deduc
tion for reacquisition payments (TD 9282) 512 

Exempt organization employees, minimum coverage require
ments of section 4l0(b) (TD 9275) 327 

Fast Track Settlement (FTS) for SB/SE taxpayers to expedite 
case resolution (Ann 61) 390; correction (Ann 97) 1108 

Forms: 
lO42-S, Foreign Person's U.S. Source Income Subject to 

Withholding, specifications for filing electronically or 
magnetically (RP 34) 460 

1098,1099,5498 and W-2G, requirements for filing electron
ically or magnetically (revised 8-2006) (RP 33) 140; update 
to Publication 1220 affecting tax year 2006 filing of infor
mation returns (Ann 73) 745 

3115, Application for Change in Accounting Method, instruc
tions revised May 2006 (Ann 52) 254 

8027, Employer's Annual Information Return of Tip Income 
and Allocated Tips, specifications for filing electronically 

or magnetically (RP 29) 13 
8.802, Application for United States Residency Certification, 

user fees for processing (RP 35) 434 
8830, Enhanced Oil Recovery Credit, credit phased out for 

2006 (Ann 62) 444 

INCOME TAX-Cont. 
8840, Closer Connection Exception Statement for Aliens. re

vision (Notice 73) 339 
8898, Statement for Individuals Who Begin or End Bona Fide 

Residence in a U.S. Possession, postponement of filing date 
for tax years 200 I through 2005 (Notice 57) 13; revision 
(Notice 73) 339 

Health reimbursement arrangements, taxable benefits of benefI
ciaries (RR 36) 353 

Health Savings Accounts (HSAs) under section 4980G, em
ployer comparable contributions (TD 9277) 226; correction 
(Ann 72) 630 

HOLlsing cost amount eligible for exclusion or deduction, deter
mination (Notice 87) 766 

Income and currency gain or loss with respect to a section 987 
qualified business unit (QBU) (REG-208270-86) 698 

Income earned from a restricted country (Notice 84) fJ77 
Indian tribal governments, limitation on issuance of tax-ex

empt bonds, advance notice of proposed rulemaking, 
REG-l 18788-06 (Ann 59) 388 

Inflation adjustments, foreign earned income exclusion amount 
(RP 51) 945 

Information reporting: 
For payments to attorneys. reporting of gross proceeds pay

ments (TO 9270) 237 

Requirements for: 
Payments of interest on tax-exempt bonds (Notice 93) 798 
Qualified tuition and related expenses (Notice 72) 363 

Installment agreement user fees (REG-148576-05) 627 
Institute on Current Issues in International Taxation (Ann 77) 748 
Insurance companies: 

Life-nonlife tacking rule, correction to TO 9258 (Ann 46) 76 

Net investment income included by foreign insurance com
pany on u.s. income tax return, guidance regarding com
putation of amount (RP 39) 600 

Recomputed differential earnings rate for 2004 (RR 45) 423 
Interest: 

Investment: 
Federal short-term, mid-tenn, and long-term rates for: 

July 2006 (RR 35) 50 
August 2006 (RR 39) 137 
September 2006 (RR 44) 361 
October 2006 (RR 50) 672 
November 2006 (RR 55) 837 
December 2006 (RR 61) 102R 

Portfolio interest rules as applied to payments made to part
nerships and simple or grantor trusts (REG-I 18775-06) 73; 
hearing rescheduled (Ann 58) 388: hearing cancelled (Ann 
71) 630 

Rates: 
Underpayments and overpayments, quarter beginning: 

October 1. 2006 (RR 49) 584 
January I, 2007 (RR 63) 1143 
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INCOME TAX-Cont. 
Inventory: 

LIFO, price indexe, u,ed b) department stores for: 

May 2000 (RR 40) 136 
June 2006 (RR 41) 331 
July 2000 (RR 48) 516 
August 2006 (RR 5 ~) 796 

September 2006 (RR 59) 9i)2 

October 2000 (RR (2) 1 f.J2 
Involuntary (l)Jlversions, livestock sold on account of drought: 

Extension of replacement period (Notice 82) 529 

Li,( of affected counties, extension of replacement period 
(Notice (1) 68X 

Levy, use of superpriority lien arguments as a defense to (RR 42) 

337 
Marginal production rates, 2006 (Notice 61) 85 

Mortality table used for reasonable mortality charges (Notice 95) 

X48 
Native Alaskan whaling captains, substantiation of expenses (RP 

50) 944 

Nonqualified deferred compensation, permitted accelerated pay
ment (Notice 64) XX 

Offers in compromise, nonrefundable down payments required 
(Notice (8) 105 

Office of Appeals, procedures for closing cases involving unset
tled listed transactions (Ann 1(0) 1141 

Optional standard mileage rates, 2007 (RP 49) 936 
Partnerships: 

Allocation of creditable foreign taxes (TO 9292) 914; correc
tion (Ann 104) IIX6 

Portfolio interest rules as applied to payments made to part
nerships and simple or grantor trusts (REG-I 18775-06) 73 

Patriots' Day 2007, extension of time to file (Notice 103) 931 
Penalties, substantial understatement, preparer penalty (RP 48) 

934 
Per diem allowances (RP 41) 777; correction (Ann 96) 1108 
Postponement of filing date for Form 8898, Statement for In

dividuals Who Begin or End Bona Fide Residence in a U.S. 
Possession, for tax years 200 I through 200S (Notice S7) 13 

Private foundations, organizations now classified as (Ann SI) 
222; (Ann 76) 146; (Ann (2) 1014; (Ann 99) 1139; (Ann 101) 

JlXI 
Procedures for requesting special statistical studies and compila

tions involving return information (RP 36) 498 
Proposed Regulations: 

26 CFR I.4SG-O, -I, added; railroad track maintenance credit 

WEG-142270-0S) 791 
26 CFR 1.72-6(e), added; I. 1U01-l(h), (i), UL added; ex

changes of property for an annuity (REG-141901-05) 947 
26 CFR 1.141-0, -I. -13, -IS, amended; 1.141-6, re

vised: 1.145-2, amended: general allocation and account
ing regulation~ under section 141 (REG-140379-02; 

REG-142599-02) XOX 
26 CFR 1.141-4, revised: 1.141-15, amended: treat

Illent of paymenh in lieu of taxes under section 141 
(REG-136X06-06) 95() 
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INCOME TAX-Cont. 
2fl CFR 1.1 fl2-4, revised; 1.263(a)-0, amended; 1.263{a)-1 

thru -~, revised: guidance regarding deduction and cap

italization of expenditures related to tangible property 

(REG-168745-03) 532 

26 CFR 1.199-2, -3, -5, -7, -8, amended: TIPRA amend

ments to section 199 {REG-I 278 19-06) /013 
26 CFR 1.358-2, amended; 1.362-3, -4, added: 1.367-1. 

amended: 1.705-1, amended: limitations on transfers of 
built-in losses (REG-I 10405-05) 1004 

20 CFR 1.367{b)-2. -4. revised: 1.1248-1, -2. -3, -7, re

vised; 1.124S-8, added: section 1248 attribution principles 

(REG-135866-02) 34: comction (Ann 64) 447: additional 
corrections (Ann (5) 447 

26 CFR 1.482-0, -I, -2, -4, -6, -8, amended; 1.482-9, 

added; 1.861-8, amended: 1.6038A-3(a)(3), amended: 

1.6662-6, amended: treatment of services under section 

482, allocation of income and deductions from intangibles, 

stewardship expense (REG-l 46893-02) 317 
26 CFR 1.671-5, amended: reporting rules for widely held 

fixed investment trusts (REG-125071-06) 375 

26 CFR 1.706-1, amended; 1.901-2, revised; definition of 

taxpayer for purposes of section 90 I and related matters 
(REG-I 24IS2-06) 368; correction (Ann 90) 953 

26 CFR 1.853-1 thru -4, amended; elimination of country-by

country reporting to shareholders of foreign taxes paid by 
regulated investment companies (RICs) (REG-l 05248-04) 

787 
26 CFR 1.860A-1, amended; 1.860G-3, amended; 1.863-1. 

amended; 1.1441-2, amended; REMIC residual interests
accounting for REMIC net income (including any excess 

inclusions (foreign holders) (REG-159929-02) 341 
26 CFR I.S61-9T, amended: 1.985-1, amended: 1.985-5, 

revised; 1.987-1 thru -4, -6 thru -II, added: 1.987-5, 
revised, 1.988-1, -4, amended; 1.989(a)-I, amended; 

1.989(c)-1, removed; income and currency gain or loss 
with respect to a section 987 qualified business unit (QBU) 

(REG-208270-86) 698 
26 CFR 1.871-14, amended; 1.881-2, amended; revisions to 

regulations relating to repeal of tax on interest of nonres
ident alien individuals and foreign corporations received 
from certain portfolio debt investments (REG-I 18775-06) 
73; hearing rescheduled (Ann 58) 388; hearing cancelled 
(Ann 71) 630 

26 CFR 1.882-5, amended; 1.884-1, amended; determina
tion of interest expense deduction of foreign corporations 
(REG-120S09-06) 570 

26 CFR 1.959-1 thru -4, revised; 1.961-1, -2, revised; 
1.961-3, -4, added; 1.1502-12, -32, revised; exclusion 
from gross income of previously taxed earnings and prof
its, and adjustments to basis of stock in controlled foreign 
corporations and of other property (REG-I 21509-00) 602 

26 CFR 1.985-3, amended; United States dollar approximate 

separate transactions method (REG-I 18897 -06) 120 



INCOME TAX-Cont. 
26 CFR 1.1221- I, amended; section 1221 (a)( 4) capital asset 

exclusion accounts and notes recei vable (REG-I 09367-06) 
683 

26 CFR 1.6011-4, revised; AJCA modifications to the section 
6011 regulations (REG-103038-05) 1049 

26 CFR 1.6038-2, amended; 1.6038A-2, amended; informa
tion returns required with respect to certain foreign cor
porations aIlli (.;ertain foreign-owned domestic corporations 
(REG-109SI2-05) 100 

26 CFR 1.7874-2, added; guidance regarding expatriated en
tities and their foreign parents (REG-I 12994-06) 47; cor
rection (Ann 79) 792 

26 CFR 300.0, amended; 300.4, .5, .6, added; user fees relat
ing to enrollment (REG-145 I 54-05) 567 

26 CFR 300.ltb), .2(b), amended; user fees for processing 
installment agreements (REG-148576-05) 627 

26 CFR 301.6103(j)(l)-1, amended; disclosure of re
turn information to the Bureau of Economic Analysis 
(REG-148864-03) 320 

26 CFR 301.6111-3, added; AJCA modifications to the sec
tion 6111 regulations (REG-I 03039-05) 1057: correction 
(Ann 98) J 139 

26 CFR 301.6112-1, revised; AJCA modifications to the sec
tion 6112 regulations (REG-103043-05) 1063 

Publications: 
515, Withholding of Tax on Nonresident Aliens and Foreign 

Entities, supplemental tables (Ann 80) 840 
901, U.S. Tax Treaties, supplemental tables (Ann 80) 840 
1141, General Rules and Specifications for Substitute Forms 

W-2 and W-3, revised (RP 55) Jl51 
1187, Specifications for Filing Form 1042-5, Foreign Per

son's U.S. Source Income Subject to Withholding, Elec
tronically or Magnetically, revised (RP 34) 460 

1220, Specifications for Filing Forms 1098, 1099,5498 and 
W-2G Electronically or Magnetically, 2006 revision (RP 
33) 140; updates affecting tax year 2006 filing of informa
tion returns (Ann 73) 745 

1239, Specifications for Filing Form 8027, Employer's An
nual Information Return of Tip Income and Allocated Tips, 
Electronically or Magnetically, revised (RP 29) 13 

Qualifying child, definition and tie-breaking rule (Notice 86) 680 
Real Estate Investment Trusts (REITs): 

Allocation and reporting of excess inclusion income by REITs 
and other pass-through entities (Notice 97) 904 

Excess inclusion income allocable to charitahle remainder 
trust, unrelated business taxable income under section 
860E(b) (RR 58) 876 

Income tests, rents from real property (Notice 58) 59 
Real Estate Mortgage Investment Conduit (REMIC), allocation 

of income to foreign persons by certain entities (TD 9272) 332; 
correction (Ann 68) 5/0; (REG-159929-02) 341 

Record retention requirements for tax-exempt bonds (Notice 63) 

87 
Regulated investment companies (RIes), foreign taxes 

(REG-105248-04) 787 

INCOME TAX-Cont. 
Regulatlons: 

26 CFR 1.41-0, revised; 1.41-6, -8, added; IAI-6T. -8T. 
removed; credit for increasing research activities (TD 9296) 
1078 

26 CFR 1.45G-OT, -IT, added; 602.101, amended: railroad 
track maintenance credit (TO 9286) 750: correction (Ann 
105) 1186 

26 CFR 1.48-12, amended; 1.167(a)-14. amended; 
1.167(a)-14T, removed; 1.168(d)-I, amended: 
1.I68(d)-1 T, amended; 1.1680)-6T, amended: 1.168(k)-O. 
-1, added; I. I 68(k)-0T. -IT, removed; 1.\69-3. amended: 
1.169-3T, removed; 1.312-15, amended: 1.1400L(b )-1. 
added; 1.1400L(b)-IT, removed; special depreciation 
allowance (TD 9283) 633 

26 CFR 1.162(k)-1, added; 1.404(k)-3, added; dividends 
paid deduction for stock held in employee stock ownership 
plan (TO 9282) 512 

26 CFR 1.199-0, -2. -3, -3T, -5, -7, -8. -8T. amended: 
1. I 99-2T. -5T, -7T, added: TIPRA amendments to section 
199 (TO 9293) 957; correction (Ann 103) J 185 

26 CFR I. I 99-3T, -8T, amended; computer software under 
section 199(c)(S)(B), correction to TO 9262 (Ann 56) 342 

26 CFR 1.338-3, amcnded; 1.338(h)(lO)-1, amended; 
1.338(11)(1 D)-IT, removed; effect of elections in (.;ertain 
multi-step transactions (TO 9271) 224 

26 CFR 1358-1. -2(e), amended; 1.1502-19T. -32. 
amended; determination of basis of stock or securities 
received in exchange for. or with respect to, stock or 
securities in certain transactions, treatmcnt of excess loss 
accounts, correction to TD 9244 (Ann 91) 953 

26 CFR 1.367(bj-O thru -3, amended; 1.367(b)-6, revised; 
1.367(b )-7, -8, -9, added; 1.381 (a)-I, revised; stock trans
fer rules, carryover of earnings and taxes (TO 9273) 394; 
correction (Ann 102) 1184 

26 CFR 1.382-1, amended; 1.382-10, added; 1.382-10T. re
moved; distributions of interests in a loss corporation from 
qualified trusts (TO 9269) 92 

26 CFR 1.4IO(b)-O, -6. -10, amended; exclusion of empluy
ees of 501(c)(3) organizations in 401(k) and 401(m) plans 
(TO 9275) 327 

26 CFR 1.448-2, added; 1.448-2T, removed; 602.10\, 
amended; nonaccrual-experience method of accounting 
under section 448(d)(S) (TD 9285) 656 

26 CFR 1.482-0, -I, -2, -4, -6, -8, amended; 1.482-0T, -IT, 
-2T, -4T, -6T, -8T. -9T, added: 1.861-8, -8T, amended: 
\.6038-3(a)(3). amended: 1.6038A-3T, added; 1.6662-6. 
amended; 1.6662-6T. added; treatment of services under 
section 482, allocation of income and deductions from in
tangibles, stcwardshi p expense (TD 9278) 256 

26 CFR 1.671-5, amended; 1.671-5T, added: reporting rules 
for widely held fixed investment trusts (TO 9279) 355 

26 CFR 1.704-1. amended; 1.704-1T, removed: partner\ 
distributive share, foreign tax expenditures (TD (292) 9/4: 
correction (Ann 104) 1186 
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INCOME TAX-Cant. 
26 CFR 1.704-2, amended; 1.752-2. amended; 602.101. re

vised; treatment of disregarded entities under section 752 
(TO 9289) 827 

26 CFR 1. 860A-0. -\. amended; 1.860A-I T. added; 
1.860G-3, amended; 1.860G-3T added; 1.863-0. -1. 
amended; 1.863-1 T, added; 1.1441-0, -2. amended; 

1.1441-2T added; REMIC residual interests-accounting 
for REMIC net income (including any excess inclusions) 
(foreign holders) (TO 9272) 332; cOiTection (Ann 68) 510 

26 CFR 1.882-0. -5, amended; 1.882-5T added; 1.884-1. 
amended: 1.884-IT, added: 602.10 I, amended; determina
tion of interest expense deduction of foreign corporations 
(TO 9281) 517; correction (Ann 82) 821; additional cor
rections (Ann 84) 873 

26 CFR 1.904-4, amended; application of separate limitations 
to dividends from noncontrolled section 902 corporations, 
correction to TO 9260 (Ann 67) 509 

26 CFR 1.937-1, amended; residence rules involving U.S. 
possessions (TO 9297) 1089 

26 CFR 1.1502-35, amended; suspension of losses on certain 
stock dispositions, correction to TO 9254 (Ann 44) 49; cor
rection (Ann 66) 448 

26CFR 1.1502-76T, amended; 1.1563-1, amended; 602.101, 
amended: amendment of tacking rule requirements of life
nonlife consolidated regulations, and guidance necessary to 
facilitate business electronic filing and burden reduction, 
correction to TO 9258 and TO 9264 (Ann 46) 76 

26 CFR 1.6011-4, amended; 1.6011-4T, added; 
301.61 I 1-3T. added; 301.6112-1, amended; AJCA mod
ifications to the section 60 II, 6111, and 6112 regulations 
(TO 9295) 1030 

26 CFR 1.6038-2, -2T, amended; 1.6038A-2, -2T amended; 
602.101 (b), amended; information returns required with re
spect to certain foreign corporations and certain foreign
owned domestic corporations (TO 9268) 94 

26 CFR 1.6041-1, -3, amended; 1.6045-5, added; reporting 
of gross proceeds payments to attorneys (TO 9270) 237 

26 CFR 1.7702-0, -2, added; attained age of the insured under 
section 7702 (TO 9287) 896 

26 CFR 1.7874-2T, added: guidance regarding expatriated 
entities and their foreign parents (TO 9265) 1 

26 CFR 54.4980G-0 thru -5, added: employer comparable 
contributions to Health Savings Accounts under section 
4980G (TO 9277) 226; correction (Ann 72) 630 

26 CFR 300.0. amended; 300.4, .5, .6, added; user fees relat
ing to enrollment (TO 9288) 794 

26 CFR 301.61 03(j)(I )-1, amended; 301.6103(j)(\ )-1 T, 
added: disclosure of return information to the Bureau of 
Economic Analysis (TO 9267) 313 

26 CFR 301.6103(k)(6)-1. added; 301.6103(k)(6)-IT, re
moved: disclosure of return information by certain officers 
and employees for investigative purposes (TO 9274) 244: 
correction (Ann 89) 826 

26 CFR 301.6320-1. amended: miscellaneous changes to col
lection due process procedures relating to notice and oppor-
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INCOME TAX-Cant. 
tunity for hearing upon filing of notice of federal tax lien 
(TO 9290) 879 

26 CFR 301.6330-1, amended; miscellaneous changes to col

lection due process procedures relating to notice and oppor
tunity for hearing prior to levy (TO 9291) 887 

26 CFR 301.6502-1, revised; COllection after assessment (TD 
9284) 582 

Reporting and withholding under section 409A (Notice 100) 
1109 

Return transcripts or records, request for copy, Income Veritica
tion Express Service (lVES) program (Ann 74) 746 

Revocations, exempt organizations (Ann 48) 135; (Ann 54) 254; 
(Ann 55) 342; (Ann 60) 389; (Ann 69) 449; (Ann 75) 746; 
(Ann 81) 821 

Revoking an election under section 83(b) (RP 31) 32 
Ruling requests regarding reportable transactions, removal of 

tolling provision (TO 9295) 1030 
Settlement initiative for employees of foreign embassies, foreign 

consular offices, and international organizations in the United 
States (Ann 95) 1105 

Smartcards and debit cards used to provide qualified transporta-
tion fringes under section 132(f) (RR 57) 911 

Standard Industry Fare Level (SIFL) formula (RR 47) 511 
Statute of limitations for collection, extension (TO 9284) 582 
Stocks: 

Determination of basis of stock and securities received in cer
tain transactions, correction to TO 9244 (Ann 91) 953 

Stock transfer rules, carryover of earnings and taxes (TO 
9273) 394; correction (Ann 102) 1184 

Substitute Forms W -2 and W -3, general rules and specifications 
(RP 55) 1151 

Tax conventions: 
Competent authority procedures (RP 54) 1035 
U.S.-Bangladesh income tax treaty, tax rate tables (Ann 80) 

840 
U.S. income tax treaties that meet the requirements of section 

l(h)(lI)(C)(i)(II) (Notice 101) 930 
U.S.-Sweden income tax protocol, tax rate tables (Ann 80) 

840 
U.S.-U.K. dual consolidated loss competent authority agree

ment (Ann 86) 842 
Tax effects of proposed chapter 12 plans (RP 52) 995 
Tax Exempt Bond (TEB) Mediation Pilot Program, one-year re

newal (Ann 43) 48 
Tax Increase Prevention and Reconciliation Act of 2005 (TIPRA) 

amendments to section 199 (TO 9293) 957; correction (Ann 
103) 1185; (REG-127819-06) 1013 

Tolling provision relating to ruling requests regarding reportable 
transactions, removal (TO 9295) 1030 

Transition relief under section 409A, additional relief (Notice 79) 
763 

Treatment of payments in lieu of taxes under section 141 
(REG-I 36806-06) 950 

Tuition and related expenses, qualified, information reporting re
quirements (Notice 72) 363 



INCOME TAX-Cont. 
United States dollar approximate separate transactions method 

(DASTM) (REG-118897-06) 120 
U.s. possessions: 

Determination of bona fide residence (TO 9297) J 089 
Examples for determining whether income is U.S. possession 

source or effectively connected with trade or business in 
U.S. possession (Notice 76) 459 

User fees: 
Enrollment examinations, enrollment of enrolled agents, re

newal of enrollment (REG-145154-05) 567: (TO 9288) 

794 
Installment agreement (REG-148576-05) 627 
Processing Form 8802, Application for United States Resi

dency Certification (RP 35) 434; delay in the effective date 
of new user fees (Notice 90) 688 

Wages, methods of determining "paragraph (e)(l) wages" for 
purposes of section 199 (RP 47) 869 

Widely held fixed investment trusts (WHFITs), reporting re
quirements (TD 9279) 355; (REG-I 25071-06) 375 

G;V u.s. GPO: 2007-339--878120146 

SELF-EMPLOYMENT TAX 
Bankruptcy estate in chapter 11 cases filed on or after Octoher 

17,2005, post-petition income of individual debtor (Notice 831 

596 
Collection: 

Clarification of the way due proces~ hearings are conducted: 

Federal tax lien (TO 9290) 879 
Prior to levy (TO 9291) 887 

Disaster relief, additional postponement under section 7508A for 

filing certain 2004 and 2005 individual tax returns by certain 
taxpayers affected by Hurricane Katrina (Notice 56) 58 

Offers in compromise, nonrefundable down payments required 

(Notice 68) J05 
Regulations: 

26 CFR 301.6320-1, amended: miscellaneous changes to col
lection due process procedures relating to notice and oppor
tunity for hearing upon filing of notice of federal tax lien 

(TO 9290) 879 
26 CFR 301.6330-1, amended; miscellaneous changes to col

lection due process procedures relating to notice and oppor
tunity for hearing prior to levy (TO 9291 ) 887 

Tax effects of proposed chapter 12 plans (RP 52) 995 
Treatment of payments made by the United States Department of 

Agriculture under the Conservation Reserve Program (CRP) 

(Notice J 08) 1118 
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